Department of the Treasury
Internal Revenue Service

Publication 575

Cat. No. 15142B

Pension and
Annuity

Income
(Including Simplified
General Rule)

For use in preparing

l 9 9 6 Returns

Contents
Important Changes ........ccoveereniineeie e 1
Important Reminder.......coccooevniininiinieeeen 2
INTrOdUCTION ... 2
General Information ... 3
Railroad Retirement..........ccoovvveveninnenie e 4
Withholding Tax and Estimated TaX .......ccc.ccvevee. 6
Taxation of Periodic Payments..........cccoeevevveeinenen, 7
Investment in the Contract (Cost).......ccceeveveennen. 7
Fully Taxable Payments .........cccccvvvveeveeeceesieenn, 9
Partly Taxable Payments..........cccccovvrvenenieneeinn 9
Simplified General Rule.........ccocoeviiiiiiiiinine 10
Disability Retirement ........cccccoovevieevceecieecce e 12
Disability PAyments..........ccccoveveiieninieeie e 12
Credit for Elderly or Disabled ...........cccccoveriirennne 12
Taxation of Nonperiodic Payments ..........cccceeuee. 13
Excess Contributions, Deferrals, and Annual
AdAItIONS .o 14
Loans Treated as Distributions ...........c.cccceeevenieenee 16
Transfers of Annuity Contracts .........cccevvevieennnnns 17
Lump-Sum Distributions ..........ccccevvvveevie e, 18
ROIOVELIS et 28
Survivors and Beneficiaries ......cccoocvveeeiincenie 30
Special Additional Taxes.....cccccvveeriiiieeniieree s 31
Tax on Early Distributions.........c.cccocoeviiiienniniienns 32
Tax on Excess Distributions ..........cccoeeevveervieennn, 32
Tax on Excess Accumulation ............ccoceveeenennnn, 33
How To Get More Information ........cccceeevevvevnnenen, 36
Worksheets for Simplified General Rule .............. 37
INAEX it 39

Important Changes for 1996

Annuity payments from qualified plans. If your annu-
ity starting date is after November 18, 1996, you must
use a modified method to figure your taxable pension for
the year under the Simplified General Rule. The new law
changed the recovery factors (anticipated monthly pay-
ments) used to figure the tax-free portion of your annuity
from a qualified plan. The General Rule can no longer be
used for qualified plans. The revised amounts are:

¢ 360 (from 300), if annuitant is age 55 or under.

¢ 310 (from 260), if annuitant is over age 55 but not
more than 60.



e 260 (from 240), if annuitant is over age 60 but not
more than 65.

e 210 (from 170), if annuitant is over age 65 but not
more than 70.

¢ 160 (from 120), if annuitant is over age 70. The new
law does not apply if you are age 75 or over on the an-
nuity starting date unless there are fewer than 5 years
of guaranteed annuity payments.

The Simplified General Rule is discussed under Taxa-
tion of Periodic Payments.

Repeal of $5,000 death benefit exclusion. The new
law repeals the $5,000 exclusion for employer-provided
death benefits. If an employee dies after August 20,
1996, the estate or his or her beneficiary can no longer
exclude from income up to $5,000 in benefits paid by or
on behalf of an employer because of the employee’s
death.

Important Changes for 1997

Minimum required distribution rule modified. Begin-
ning in 1997, the new law modifies the definition of the
required beginning date that is used to figure the mini-
mum required distribution from qualified retirement
plans. Under the new law, the required beginning date of
a participant who is still employed after age 70 Y2 is April
1 of the calendar year that follows the calendar year in
which he or she retires. The new law does not extend the
new provisions to IRAs. As discussed in this publication
under Tax on Excess Accumulation, for years prior to
1997, all participants in qualified plans and IRAs must
start distributions by April 1 of the year following the cal-
endar year in which he or she reaches age 70 ¥-.

Suspension of the 15% tax on excessive distribu-
tions. New law suspends the 15% excise tax on exces-
sive distributions for distributions received after Decem-
ber 31, 1996 and before January 1, 2000. As discussed
in this publication under Tax on Excess Distributions, re-
tirement distributions in excess of $155,000 are subject
to a 15% excise tax on the amount over $155,000. The
dollar limit that currently applies for lump-sum distribu-
tions is $775,000.

Repeal of SARSEPs and creation of new SIMPLE
plan. After December 31, 1996, an employer will no
longer be permitted to establish a Salary Reduction Sim-
plified Employee Pension (SARSEP) plan. SARSEPs es-
tablished before 1997 may continue receiving partici-
pant contributions; also, new employees of the employer
hired will be allowed to participate in the SARSEP.

Beginning in 1997, the new law creates a SIMPLE
Retirement plan for small employers. For more informa-
tion on the new SIMPLE plan, get Publication 560.
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Excise tax increase on prohibited transactions. Ex-
cise tax on prohibited transactions occurring after Au-
gust 20, 1996 increases from 5% to 10%.

Important Reminder

Individual Taxpayer Identification Number (ITIN).
The IRS will issue an ITIN to a nonresident or resident
alien who does not have and is not eligible to get a social
security number (SSN). To apply for an ITIN, file Form
W-7 with the IRS. It usually takes 30 days to get it. The
ITIN is entered wherever an SSN is requested on a tax
return.

An ITIN is for tax use only. It does not entitle the
holder to social security benefits or change the holder’s
employment or immigration status under U.S. law.

Foreign source income. If you are a U.S. citizen with
income from sources outside the United States (for-
eign income), you must report all such income on your
tax return unless it is exempt by U.S. law. This is true
whether you reside inside or outside the United States
and whether or not you receive a Form W-2 or 1099 from
the foreign payor. This applies to earned income (such
as wages and tips) as well as unearned income (such as
interest, dividends, capital gains, pensions, rents and
royalties).

If you reside outside the United States, you may be
able to exclude part or all of your foreign source earned
income. For details, see Publication 54, Tax Guide for
U.S. Citizens and Resident Aliens Abroad.

Introduction

This publication explains how to report pension and an-
nuity income on your federal income tax return. It also
covers the special tax treatment of lump-sum distribu-
tions from pension, stock bonus, and profit-sharing
plans, and of rollovers from qualified employer plans.

If you are retired from the federal government (either
regular or disability retirement), get Publication 721, Tax
Guide to U.S. Civil Service Retirement Benefits. Also,
you should get Publication 721 if you are the survivor or
beneficiary of a federal employee or retiree who died.

If you participate in a nonqualified plan (such as a de-
ferred compensation plan under section 457), this publi-
cation may not apply to you. These plans have special
rules because they do not qualify for tax-favored status.
State and local government agencies report a section
457 plan distribution to an employee on Form W-2 (not
on Form 1099-R)

In explaining how to figure the taxable and nontaxable
parts of annuity payments you receive, this publication
covers only the Simplified General Rule.



If you must use the nonsimplified General Rule, you
should get Publication 939, Pension General Rule (Non-
simplified Method). That publication gives you the infor-
mation, including actuarial tables, that you need to figure
the tax treatment of your payments.

If, after reading this publication and Publication 939,
you cannot figure the taxable part of your pension or an-
nuity, the IRS can do it for you for a fee. For information
on this service, see Requesting a Ruling on Taxation of
Annuity, in Publication 939.

You can also get help from the employee plans tax-
payer assistance telephone service between the hours
of 1:30 p.m. and 4 p.m. Eastern Time, Monday through
Thursday, at (202) 622—-6074/6075. These are not toll-
free numbers.)

Useful Items
You may want to see:

Publication
0O 524 Credit for the Elderly or the Disabled
0 525 Taxable and Nontaxable Income

0 560 Retirement Plans for the Self-Employed

0 571 Tax-Sheltered Annuity Programs for
Employees of Public Schools and Certain
Tax-Exempt Organizations

0 590 Individual Retirement Arrangements (IRAS)

0O 721 Tax Guide to U.S. Civil Service Retirement
Benefits

0 939 Pension General Rule (Nonsimplified Method)

Form (and Instructions)

O 1099-R Distributions From Pensions, Annuities,
Retirement or Profit-Sharing Plans, IRAs,
Insurance Contracts, etc.

0 4972 Taxon Lump-Sum Distributions

0 5329 Additional Taxes Attributable to Qualified
Retirement Plans (Including IRAS),
Annuities, and Modified Endowment
Contracts

See How To Get More Information, near the end of
this publication for information about getting these publi-
cations and forms.

General Information

Some of the terms used in this publication are defined in
the following paragraphs.

A pension is generally a series of payments made to
you after you retire from work. Pension payments are
made regularly and are for past services with an
employer.

An annuity is a series of payments under a contract.
You can buy the contract alone or you can buy it with the
help of your employer. Annuity payments are made regu-
larly for more than one full year.

A qualified employee plan is an employer’s stock
bonus, pension, or profit-sharing plan that is for the ex-
clusive benefit of employees or their beneficiaries. This
plan must meet Internal Revenue Code requirements. It
qualifies for special tax benefits, including tax deferral
for employer contributions and rollover distributions, and
capital gain treatment or the 5— or 10—year tax option for
lump-sum distributions.

A qualified employee annuity is a retirement annu-
ity purchased by an employer for an employee under a
plan that meets Internal Revenue Code requirements.

Atax-sheltered annuity is a special annuity contract
purchased for an employee of a public school or tax-ex-
empt organization.

Anonqualified employee plan is an employer’s plan
that does not meet Internal Revenue Code require-
ments. It does not qualify for most of the tax benefits of a
qualified plan.

Particular types of pensions and annuities include:

1) Fixed period annuities. You receive definite
amounts at regular intervals for a definite length of
time.

2) Annuities for asingle life. You receive definite
amounts at regular intervals for life. The payments
end at death.

3) Joint and survivor annuities. The first annuitant
receives a definite amount at regular intervals for
life. After he or she dies, a second annuitant re-
ceives a definite amount at regular intervals for life.
The amount paid to the second annuitant may or
may not differ from the amount paid to the first
annuitant.

4) Variable annuities. You receive payments that
may vary in amount for a definite length of time or
for life. The amounts you receive may depend upon
such variables as profits earned by the pension or
annuity funds or cost-of-living indexes.

5) Disability pensions. You are under minimum retire-
ment age and receive payments because you re-
tired on disability.

More than one program. You may receive employee
plan benefits from more than one program under a sin-
gle trust or plan of your employer. If you participate in
more than one program, you may have to treat each as a
separate contract, depending upon the facts in each
case. Also, you may be considered to have received
more than one pension or annuity. Your former employer
or the plan administrator should be able to tell you if you
have more than one pension or annuity contract.

Example. Your employer, a corporation, set up a
noncontributory profit-sharing plan for its employees.
The plan provides that the amount held in the account of
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each participant will be paid at the time of that partici-
pant’s retirement. Your employer also set up a contribu-
tory defined benefit pension plan for its employees pro-
viding for the payment of a lifetime pension to each
participant after retirement.

The amount of any distribution from the profit-sharing
plan depends on the contributions made for the partici-
pant and the earnings and additions (allocated forfeit-
ures) on those contributions. Under the pension plan,
however, a formula determines the amount of the pen-
sion. The amount of contributions is the amount neces-
sary to provide that pension.

Each plan is a separate program and a separate con-
tract. If you get benefits from these plans, you must ac-
count for each separately, even though the benefits
from both may be included in the same check.

Qualified domestic relations order. A spouse or for-
mer spouse who receives part of the benefits from a re-
tirement plan under a qualified domestic relations order
(QDRO) reports the payments received as if he or she
were a plan participant. The spouse or former spouse is
allocated a share of the participant’s cost (investment in
the plan) equal to the cost times a fraction. The numera-
tor (top part) of the fraction is the present value of the
benefits payable to the spouse or former spouse. The
denominator (bottom part) is the present value of all
benefits payable for the participant.

A distribution that is paid to a child or dependent
under a QDRO is taxed to the plan participant.

A QDRO is a judgment, decree, or order relating to
payment of child support, alimony, or marital property
rights to a spouse, former spouse, child, or other depen-
dent. The order must contain certain specific informa-
tion, such as the amount or percentage of the partici-
pant’s benefits to be paid to each alternate payee. It may
not award an amount or form of benefit that is not availa-
ble under the plan.

Railroad Retirement

Benefits paid under the Railroad Retirement Act fall into
two categories. These categories are treated differently
for income tax purposes.

The first category is the amount of tier 1 railroad re-
tirement benefits that equals the social security benefit
that a railroad employee or beneficiary would have been
entitled to receive under the social security system. This
part of the tier 1 benefit is the **Social Security
Equivalent Benefit” (SSEB) and you treat it for tax pur-
poses like social security benefits. It is shown on Form
RRB-1099, PAYMENTS BY THE RAILROAD RETIRE-
MENT BOARD or Form RRB-1042S, STATEMENTFOR
NONRESIDENT ALIENS OF: PAYMENTS BY THE
RAILROAD RETIREMENT BOARD.

See the instructions for line 20b of Form 1040 or line
13b of Form 1040A to help you figure what part, if any, of
your SSEB is taxable. Report the taxable SSEB on line
20b of Form 1040 or line 13b of Form 1040A.
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Beginning in 1997, you can choose to have federal in-
come tax withheld from your SSEB patrt of tier 1 railroad
retirement benefits and social security benefits. For
more information on your SSEB part of tier 1 benefits,
see your Form RRB-1099 instructions and Publication
915, Social Security and Equivalent Railroad Retirement
Benefits.

The second category contains the rest of the tier 1
railroad retirement benefits, called the “Non-Social Se-
curity Equivalent Benefit ” (NSSEB). It also contains any
tier 2 benefits, vested dual benefits, and supplemental
annuity benefits. Treat this category of benefits, shown
on Form RRB-1099-R, ANNUITIES OR PENSIONS BY
THE RAILROAD RETIREMENT BOARD, as an amount
received from a qualified employer plan. This allows for
the tax-free recovery of employee contributions from the
tier 2 benefits and the NSSEB part of the tier 1 benefits.
Vested dual benefits and supplemental annuity benefits
are fully taxable.See Taxation of Periodic Payments,
later, for information on how to report your benefits and
how to recover the employee contributions tax free.

Form RRB-1099-R. The following discussion explains
the items shown on Form RRB-1099-R. See the illus-
trated copy of Form RRB-1099-R on the next page.

Box 1—Claim No. and Payee Code. Your claim
number is a six- or nine-digit number preceded by an al-
phabetical prefix. This is the number under which the
U.S. Railroad Retirement Board (RRB) paid your bene-
fits. Your payee code follows your claim number and is
the last number in this box. It is used by the RRB to iden-
tify you under your claim number.

Box 2—Recipient’s Identification Number. This is
your social security number on record at the RRB.

Box 3—Employee Contributions. The employee
contributions are the taxes that were withheld from the
railroad employee’s pay that exceeded the amount of
taxes that would have been withheld had the earnings
been covered under the social security system. The
amount shown in this box is not a payment or income
that you received in 1996. It is the latest amount re-
ported for 1996 and this amount may have increased or
decreased from a previous Form RRB-1099-R tax
statement due to adjustments in the employee contribu-
tion amount. A change in employee contributions may
affect the nontaxable part of your NSSEB/tier 2 pay-
ment and you may need to recompute that nontaxable
amount.

The employee contributions is the employee’s cost in
the plan (contract). Part of these employee contributions
may have been recovered in earlier years. If you or any
member of your family had previous railroad retirement
annuity entitlement that terminated between January 1,
1975 and December 31, 1983, you should contact the
RRB, since the employee contribution amount may not
be correct in those cases.
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However, if Box 3 is blank, it means that you have re-
covered all of your employee contributions as of Decem-
ber 31, 1991, or you are the employee’s spouse or di-
vorced spouse. In addition, if box 3 is blank, the NSSEB
and tier 2 amounts in Box 4 (Contributory Amount Paid)
are fully taxable.

Box 4—Contributory Amount Paid. This is the
gross amount of NSSEB and tier 2 benefits paid in 1996
minus any repayments of these benefits for 1996. If the
RRB was not sure whether a repayment was for 1996 or
if the repayment was known to be for a year before 1996,
the repayment was not subtracted from the gross
amount to figure this amount. That repayment is in Box
8.

Box 5—Vested Dual Benefit. This is the gross
amount of vested dual benefit (VDB) payments made in
1996 minus any repayments of these benefits for 1996.
It is fully taxable. If the RRB was not sure whether a re-
payment was for 1996 or if the repayment was known to
be for a year before 1996, the repayment was not sub-
tracted from the gross amount to figure this amount.
That repayment is in Box 8.

Box 6—Supplemental Annuity. This is the gross
amount of supplemental annuity payments made in
1996 minus any repayments of these benefits for 1996.
It is fully taxable. If the RRB was not sure whether a re-
payment was for 1996 or if the repayment was known to
be for a year before 1996, the repayment was not sub-
tracted from the gross amount to figure this amount.
That repayment is in Box 8.

Box 7—Total Gross Paid. This is the sum of boxes
4,5, and 6. Write this amount on line 16a of your Form
1040, line 11a of your Form 1040A, or line 17a of your
Form 1040NR.

Box 8—Repayments. This amount is the sum of the
NSSEB, tier 2, VDB and supplemental annuity repay-
ments for years before 1996 plus the repayments that
the RRB has not identified as a current year repayment
made to the RRB in 1996. This amount has not been de-
ducted from the amounts shown in Boxes 4, 5, and 6. If
you need to know the year(s) to which the repayments
apply(ies), and cannot determine that yourself, contact
the RRB. The way you will handle these repayments will
depend on the year(s) to which the repayments app-
ly(ies), and whether you had included the benefits that
you repaid in your gross income for those years. Also,
see Repayment of benefits, later.

Box 9—Federal Income Tax Withheld. This is the
total federal income tax withheld from your NSSEB, tier
2, VDB, and supplemental annuity payments. Include
this on your income tax return as tax withheld. If you are
taxed as a U.S. citizen, this box includes withholding up
to the amount of NSSEB, tier 2, VDB, and supplemental
annuity payments you received. If you requested a with-
holding amount greater than your total monthly NSSEB,
tier 2, VDB, and supplemental annuity amount, the addi-
tional withholding will be shown in Box 10 of Form RRB—
1099.

Box 10—Rate of Tax. If you are taxed as a U.S. citi-
zen or legal resident, this box does not apply to you. If
you are a nonresident alien, an entry in this box indicates
the rate at which tax was withheld on the NSSEB, tier 2,
VDB, and supplemental annuity payments that were
paid to you in 1996. If you are a nonresident alien whose
tax was withheld at more than one rate during 1996, you
will receive a separate Form RRB—1099-R for each rate
change during 1996.
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Box 11—Country. If you are taxed as a U.S. citizen
or legal resident, this box does not apply to you. If you
are a nonresident alien, an entry in this box indicates the
country of which you are a legal resident for tax pur-
poses at the time you received railroad retirement pay-
ments in 1996. If you are a nonresident alien who main-
tained legal residence in more than one country during
1996, you will receive a separate Form RRB-1099-R for
each country of legal residence during 1996.

The amounts shown on Form RRB-1099-R do not re-
flect any special rules, such as the death benefit exclu-
sion, capital gain treatment or the special 5- or 10-year
tax option for lump-sum payments, or tax-free rollovers.
To determine if any of these rules might apply to your
benefits, see the discussions about them later.

Repayment of benefits. If you had to repay any bene-
fits that you had included in your income in an earlier
year because at that time you thought you had an un-
restricted right to them, you can deduct the amount you
repaid in the year in which you repaid it.

Repayment of $3,000 or less. If you repaid $3,000
or less, deduct it in the year you repaid it on line 22 of
Schedule A (Form 1040). The 2%-of-adjusted-gross-in-
come limit applies to this deduction. You cannot take
this deduction if you file Form 1040A. You must file Form
1040.

Repayment over $3,000. If you repaid more than
$3,000, you can deduct the amount repaid or you can
take a credit against your tax. Follow the steps below
and compare the results. Use the method (deduction or
credit) that results in less tax.

1) Figure your tax for 1996 claiming a deduction for the
repayment on line 22 of Schedule A (Form 1040).

2) Figure your tax for 1996 without deducting the re-
payment. Then,

a) Refigure your tax for the earlier year without in-
cluding the repayment in income.

b) Subtract the tax in (a) from the tax shown on
your return for the earlier year.

¢) Subtract the answer in (b) from your tax for 1996
figured without the deduction.

If the answer in step (1) is less than the answer in step
(2)(c), deduct the repayment on line 27 of Schedule A
(Form 1040). This deduction is not subject to the 2%-of-
adjusted-gross-income limit.

If the answer in step (2)(c) is less than the answer in
step (1), take a credit against your tax. Enter the amount
of your answer in step (2)(b) on line 57, Form 1040, and
write “I.R.C. 1341"next to line 57.

Withholding Tax
and Estimated Tax

Your retirement plan payments are subject to federal in-
come tax withholding. However, you can choose not to
have tax withheld on payments you receive unless they
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are eligible rollover distributions. If you choose not to
have tax withheld, you may have to make estimated tax
payments. Also, if you do not have enough tax withheld,
you may have to make estimated tax payments. See Es-
timated tax,later.

The withholding rules apply to the taxable part of pay-
ments you receive from an employer pension, annuity,
profit-sharing, stock bonus, or other deferred compen-
sation plan. The rules also apply to payments from an in-
dividual retirement arrangement and payments from a
commercial annuity. For this purpose, a commercial an-
nuity means an annuity, endowment, or life insurance
contract issued by an insurance company. There will be
no withholding on any part of a distribution that it is rea-
sonable to believe will not be includible in gross income.

These withholding rules also apply to disability pen-
sion distributions received before your minimum retire-
ment age. See Disability Retirement, later.

Choosing no withholding. You can choose not to
have tax withheld from your retirement plan payments
unless they are eligible rollover distributions. The payer
will tell you how to make the choice. This choice remains
in effect until you revoke it.

The payer will ignore your choice not to have tax with-
held if:

1) You do not give the payer your social security num-
ber (in the required manner), or

2) The IRS notifies the payer, before the payment is
made, that you gave an incorrect social security
number.

To choose not to have tax withheld, a U.S. citizen or
resident must give the payer a home address in the
United States or its possessions. Without that address,
the payer must withhold tax. For example, the payer has
to withhold tax if the recipient has provided a U.S. ad-
dress for a nominee, trustee, or agent to whom the ben-
efits are delivered, but has not provided his or her own
U.S. home address.

If you do not give the payer a home address in the
United States or its possessions, you can choose not to
have tax withheld only if you certify to the payer that you
are not a U.S. citizen, a U.S. resident alien, or someone
who left the country to avoid tax. But if you so certify, you
may be subject to the 30% flat rate withholding that ap-
plies to nonresident aliens. This 30% rate will not apply if
you are exempt or subject to a reduced rate by treaty.
For details, get Publication 519, U.S. Tax Guide for
Aliens.

Periodic payments. Unless you choose no withhold-
ing, your annuity or periodic payments (other than eligi-
ble rollover distributions) will be treated like wages for
withholding purposes. Periodic payments are amounts
paid at regular intervals (such as weekly, monthly, or
yearly), for a period of time greater than one year (such
as for 15 years or for life). You should give the payer a



completed withholding certificate (Form W—4P or a simi-
lar form provided by the payer). If you do not, the payer
must withhold as if you were married with three withhold-
ing allowances. However, the payer must withhold as if
you were single with no withholding allowances if:

1) You do not give the payer your social security num-
ber (in the required manner), or

2) The IRS notifies the payer, before the payment is
made, that you gave an incorrect social security
number.

You must file a new withholding certificate to change
the amount of withholding.

Nonperiodic distributions. For a nonperiodic distribu-
tion (a payment other than a periodic payment) that is
not an eligible rollover distribution, the withholding is
10% of the distribution, unless you choose not to have
tax withheld. You can use Form W-4P to elect to have no
income tax withheld. You may also request the payer to
withhold an additional amount using Form W-4P. The
part of any loan treated as a distribution (except an off-
set amount to repay the loan), explained later, is subject
to withholding under this rule.

Eligible rollover distributions. An eligible rollover dis-
tribution is any distribution of all or any part of the bal-
ance to your credit in a qualified retirement plan except:

¢ The nontaxable part of a distribution,

e Arequired minimum distribution (described under Tax
on Excess Accumulation, later), or

¢ Any of a series of substantially equal distributions
paid at least once a year over your lifetime or life ex-
pectancy (or the lifetimes or life expectancies of you
and your beneficiary), or over a period of 10 years or
more.

See Rollovers, later for additional exceptions.

Withholding. If you receive an eligible rollover distribu-
tion, 20% of it generally will be withheld for income tax.
You cannot choose to have no withholding. But, tax will
not be withheld from the eligible rollover distribution if
you have the plan administrator pay it directly to another
qualified plan or an IRA in a direct rollover. See Roll-
overs, later, for more information.

Estimated tax. Your estimated tax is the total of your
expected income tax, self-employment tax, and certain
other taxes for the year, minus your expected credits
and withheld tax. Generally, you must make estimated
tax payments if your estimated tax as defined above is
$500 or more and you estimate that the total amount of
income tax to be withheld will be less than the lesser of
90% of the tax to be shown on your return, or 100% of
the tax shown on last year’s return. Substitute 110% for
100% if your adjusted gross income (AGI) for the pre-
ceding tax year was more than $150,000 ($75,000 if

married filing separately). For more information, get Pub-
lication 505, Tax Withholding and Estimated Tax.

In figuring your withholding or estimated tax, re-
@ member that a part of your monthly social se-
curity or equivalent tier 1 railroad retirement
benefits may be taxable. The amount subject to tax will
depend on the type of benefit received. See Railroad

Retirement, earlier, and Publication 915, Social Security
and Equivalent Railroad Retirement Benefits.

Taxation of
Periodic Payments

This section explains how the periodic payments you re-
ceive under a pension or annuity plan are taxed. Periodic
payments are amounts paid at regular intervals (such as
weekly, monthly, or yearly) for a period of time greater
than one year (such as for 15 years or for life). These
payments are also known as amounts received as an
annuity. If you receive an amount from your plan that is
not a periodic payment, see Taxation of Nonperiodic
Payments, later.

In general, you can recover your cost of the pension
or annuity tax free over the period you are to receive the
payments. The amount of each payment that is more
than the part that represents your cost is taxable. The
various rules for determining the part of each annuity
payment that represents your cost are described in the
following discussion.

Investment in
the Contract (Cost)

The first step in figuring how much of your pension or an-
nuity is taxable is to determine your cost (investment in
the contract). Then, if you use the Simplified General
Rule, you simply divide your cost by the appropriate fac-
tor from the worksheet (see Simplified General Rule,
later). This gives you the tax-free amount of each

monthly annuity payment. If your annuity starting date is
after 1986, your total exclusion from income over the
years cannot exceed your cost. Your cost is also very im-
portant in figuring your exclusion under the nonsimplified
General Rule, but that rule is not covered in this publica-
tion. For information on it, get Publication 939.

Cost. Ingeneral, your cost is your net investment in the
contract as of the annuity starting date (defined next). To
find this amount, you must first figure the total premiums,
contributions, or other amounts you paid. This includes
the amounts your employer contributed that were taxa-
ble when paid. (Also see Foreign employment, later.) It
does not include amounts you contributed for health and
accident benefits (including any additional premiums
paid for double indemnity or disability benefits) or de-
ductible voluntary employee contributions.
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From this total cost you must subtract:

1) Any refunded premiums, rebates, dividends, or un-
repaid loans that were not included in your income
and that you received by the later of the annuity
starting date or the date on which you received
your first payment.

2) Any other tax-free amounts you received under the
contract or plan by the later of the dates in (1).

Generally, the amount of your contributions recov-
ered tax free during the year is shown in box 5 of Form
1099-R. However, if periodic payments began before
1993, the payer does not have to complete box 5 (but
may choose to do so). In addition, if you began receiving
periodic payments of a life annuity in 1996 that are eligi-
ble for reporting under the Simplified General Rule (ex-
plained later), the payer must show your total contribu-
tions to the plan in box 9b of your 1996 Form 1099-R.

Annuity starting date. The annuity starting date is ei-
ther the first day of the first period for which you receive
payment under the contract or the date on which the ob-
ligation under the contract becomes fixed, whichever
comes later.

Example. On January 1 you completed all your pay-
ments required under an annuity contract providing for
monthly payments starting on August 1 for the period
beginning July 1. The annuity starting date is July 1. This
is the date you use in figuring your cost of the contract
and selecting the appropriate factor from the table in the
Simplified General Rule worksheet.

Foreign employment. If you worked abroad before
1963 and were entitled to exclude your earned income
from sources outside the United States, your contribu-
tions include amounts contributed before 1963 by your
employer for that work. Your contributions also include
amounts contributed after 1962 by your employer for
that work if you performed the services under a plan that
existed on March 12, 1962.

Death benefit exclusion. If you are the beneficiary of
a deceased employee or a deceased former employee,
who died before August 21, 1996, benefits you get from
an employer’s retirement plan because of that person’s
death may qualify for a death benefit exclusion. This ex-
clusion cannot be more than $5,000. The maximum total
exclusion is $5,000 for each employee regardless of the
number of employers paying death benefits or the num-
ber of beneficiaries.

If you are the beneficiary of an employee who
died after August 20, 1996, you are not eligible
C

I for the $5,000 death benefit exclusion.

Treat the amount of any allowable death benefit ex-
clusion as additional contributions to the plan by the em-
ployee. Add it to the cost or unrecovered cost of the an-
nuity at the annuity starting date.

Page 8

The death benefit exclusion applies to distributions
from both qualified and nonqualified retirement plans to
the beneficiaries or the estate of a common-law em-
ployee. The exclusion also applies to distributions from
qualified retirement plans to the beneficiaries or the es-
tate of a self-employed individual, including a partner. A
shareholder-employee who owns more than 2% of the
stock of an S corporation (or more than 2% of the com-
bined voting power of all stock) is treated as a self-em-
ployed individual.

Generally, the death benefit exclusion does not apply
to amounts that the employee had, immediately before
death, a nonforfeitable right to receive while living. How-
ever, it does apply if the nonforfeitable right is to a lump-
sum distribution from a qualified pension, annuity, stock
bonus, or profit-sharing plan or from certain tax-shel-
tered annuities.

If you are the survivor under a joint and survivor an-
nuity, the exclusion applies only if:

1) The decedent had received no retirement pension
or annuity payments, or

2) The decedent had received only disability income
payments that were not treated as pension or annu-
ity income (the decedent had not reached minimum
retirement age).

If the employee died after the annuity starting date, the
death benefit exclusion applies only to amounts re-
ceived by beneficiaries other than the survivor under a
joint and survivor annuity.

Generally, if your benefits qualify for the death benefit
exclusion, box 7 of your Form 1099-R will contain the
code “B”.

Example. Herb Rider's employer had a pension plan
that provided that Herb would receive annuity payments
after he retired and his wife, Barbara, would receive a
survivor annuity after his death. The plan also provided
that any of his children under age 22 at the time of his
death would receive annuity payments until the child
married, ceased to be a student, reached age 22, or
died. No reduction is made in Herb’s or Barbara’s annu-
ity for these payments to their children. After Herb re-
tired, he started receiving annuity payments. He died 3
months later on August 15, 1996. At that time he had
one child who was under 22 years old.

Barbara cannot claim the death benefit exclusion be-
cause she is the surviving annuitant under a joint and
survivor annuity and Herb died after the annuity starting
date.

Herb’s child can claim the death benefit exclusion.
The amounts paid to the child are not paid under a joint
and survivor annuity, but are paid by or for his employer
and are paid because of his death.

Allocation of the exclusion. If the total amount of
death benefits from all employers is more than $5,000
and the payments are made to more than one benefici-
ary, then part of the $5,000 exclusion must be allocated
to each beneficiary. You figure your share of the exclu-
sion by multiplying the $5,000 by a fraction that has as its



numerator the amount of the death benefit that you re-
ceived and as its denominator the total death benefits
paid to all beneficiaries.

Example. John was an employee of the XYZ Corpo-
ration at the time of his death. XYZ pays a $20,000 death
benefit to John’s beneficiaries as follows:

e $10,000 to Ann, his widow,
¢ $6,000 to Betty, his daughter, and
¢ $4,000 to Chris, his son.

No other death benefits are paid by any other employer.

Ann will exclude $2,500 ($5,000 x $10,000/$20,000),
Betty will exclude $1,500 ($5,000 x $6,000/$20,000),
and Chris will exclude $1,000 ($5,000 x $4,000/
$20,000).

Fully Taxable Payments

The pension or annuity payments that you receive are
fully taxable if you have no investment in the contract
(cost) because:

1) You did not pay anything or are not considered to
have paid anything for your pension or annuity,

2) Your employer did not withhold contributions from
your salary, or

3) You got back all of your contributions tax free in
prior years (however, see Exclusion not limited to
cost under Partly Taxable Payments, later).

Report the total amount you got on line 16b, Form
1040, or line 11b, Form 1040A. You should make no en-
try on line 16a, Form 1040, or line 11a, Form 1040A.

Deductible voluntary employee contributions. Dis-
tributions you receive that are based on your accumu-
lated deductible voluntary employee contributions are
generally fully taxable in the year distributed to you. Ac-
cumulated deductible voluntary employee contributions
include net earnings on the contributions. If distributed
as part of a lump sum, they do not qualify for the 5— or
10-year tax option or capital gain treatment.

Partly Taxable Payments

If you contributed to your pension or annuity and your an-
nuity starting date is after July 1, 1986, you must use ei-
ther the General Rule or, if you qualify, the Simplified
General Rule to figure the taxability of your payments. If
your annuity starting date was before July 2, 1986, and
you did not recover your cost using the Three-Year Rule,
you must use the General Rule. (If you recovered your
cost under the Three-Year Rule, you cannot use the
General Rule or the Simplified General Rule because
your payments are fully taxable.)

Under either the General Rule or the Simplified Gen-
eral Rule, you exclude a part of each payment from your
income because it is considered a return of your annuity
cost.

Exclusion limited to cost. If your annuity starting date
is after 1986, the total amount of annuity income that you
can exclude over the years as a return of the cost cannot
exceed your total cost. (Reduce your cost by the value of
any refund to be received if you are using the General
Rule.) Any unrecovered cost at your (or the last annui-
tant’s) death is allowed as a miscellaneous itemized de-
duction on the final return of the decedent. This deduc-
tion is not subject to the 2%-of-adjusted-gross-income
limit.

Example 1. Your annuity starting date is after 1986,
and you exclude $100 a month under the Simplified
General Rule. Your total cost of the annuity is $12,000.
Your exclusion ends when you have recovered your cost
tax free, that is, after 10 years (120 months). Thereafter,
your annuity payments are fully taxable.

Example 2. The facts are the same as in Example 1,
except you die (with no surviving annuitant) after the
eighth year of retirement. You have recovered tax free
only $9,600 (8 x $1,200) of your investment. An item-
ized deduction for your unrecovered investment of
$2,400 ($12,000 minus $9,600) can be taken on your fi-
nal return.

Exclusion not limited to cost. If your annuity starting
date was before 1987, you could continue to take your
monthly exclusion for as long as you receive your annu-
ity. Follow this procedure whether you figured the exclu-
sion under the General Rule or the Simplified General
Rule. If you choose a joint and survivor annuity, your sur-
vivor continues to take the survivor’s exclusion figured
as of the annuity starting date. The total exclusion may
be more than your investment (cost) in the contract. If
your annuity starting date was after July 1, 1986, and the
last annuitant dies before the total cost is recovered, the
unrecovered cost is allowed as a miscellaneous item-
ized deduction on the final return of the decedent. The
deduction is not subject to the 2%-of-adjusted-gross-in-
come limit.

General Rule. Under the General Rule, you determine
the tax-free part of each annuity payment based on the
ratio of your cost of the contract to the total expected re-
turn. Expected return is the total amount you and other
eligible annuitants can expect to receive under the con-
tract. To figure it, you must use life expectancy (actua-
rial) tables prescribed by the IRS. Under the new law,
nonqualified plans will continue to use the General Rule.
The General Rule is not discussed further in this pub-
lication. Complete information on the General Rule, in-
cluding the tables you need, is contained in Publication
939, Pension General Rule (Nonsimplified Method).

For annuity starting dates beginning after No-
vember 18, 1996, you generally cannot use the
C

Nl General Rule for annuity payments from a quali-
fied plan.
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Simplified General Rule

If you can use the Simplified General Rule to figure the
taxability of your annuity, it will probably be simpler and
more beneficial than the General Rule.

Who can use it. You may be able to use the Simplified
General Rule if you are a retired employee or are the sur-
vivor, receiving a survivor annuity, of an employee who
died. If you are a survivor of a deceased retiree, you can
use the Simplified General Rule if the retiree used it. You
can use this simpler method to figure the taxability of
your annuity only if:

1) Your annuity starting date is after July 1, 1986,

2) The annuity payments are for either your life, or your
life and that of your beneficiary,

3) The annuity payments are from a qualified em-
ployee plan, a qualified employee annuity, or a tax-
sheltered annuity, and

4) Atthe time the payments began, you were either
under age 75 or entitled to fewer than 5 years of
guaranteed payments.

If you are 75 or over, you must use the General Rule
unless the payments are guaranteed for less than 5
years.

Your annuity contract provides guaranteed pay-
ments if a minimum number of payments or a minimum
amount (for example, the amount of your investment) is
payable even if you and any survivor annuitant do not
live to receive the minimum. If the minimum amount is
less than the total amount of the payments you are to re-
ceive, barring death, during the first 5 years after pay-
ments begin (figured by ignoring any payment in-
creases), you are entitled to fewer than 5 years of
guaranteed payments for purposes of (4) above.

18, 1996, you generally cannot use the General

I Rule for annuity payments from a qualified plan.

You must use the Simplified General Rule. Nonqualified

plans (and certain annuitants age 75 or over) must use
the General Rule.

. If your annuity starting date is after November
C

If your annuity starting date is after July 1, 1986 (and
before November 19, 1996), but your annuity does not
meet all of the other conditions listed above, you must
use the nonsimplified General Rule. For example, if your
annuity payments are from a contract you bought di-
rectly, you must use the nonsimplified General Rule. You
also must use the nonsimplified General Rule if your an-
nuity payments are from a nonqualified employee retire-
ment plan.

Page 10

Figure A. Can You Use the Simpilified
General Rule?

CAUTION. /f your annuity starting date is after

November 18, 1996, STOP. The rules in Figure A

do not apply to you.

Start Here:

Is the annuity starting date | No
after July 1, 19867

¢ Yes

Are the payments from a
qualified employee plan,a | No
qualified employee annuity, >
or a tax-sheltered annuity?

¢ Yes

Are the payments either for | No

your life or for the lives of |———»f
you and your beneficiary?

¢ Yes
When the payments began, No
were you either under age
75 or entitled to fewer than >
5 years of guaranteed
payments? v

¢ Yes

You CANNOT

You CAN use the use the Simplified
Simplified General Rule. General Rule.

How to use it. If you meet these conditions and you
choose the Simplified General Rule, use the worksheet
in the back of the publication to figure your taxable annu-
ity for 1996. In completing this worksheet, use your age
at the birthday preceding your annuity starting date. Be
sure to keep the completed worksheet; it will help you
figure your 1997 taxable annuity.

Example. Bill Kirkland, age 65, began receiving re-
tirement benefits in January 1996 under a joint and survi-
vor annuity. The benefits are to be paid for the joint lives
of Bill and his wife, Kathy. He had contributed $24,000 to
the plan and had received no distributions before the an-
nuity starting date. Bill is to receive a retirement benefit
of $1,000 a month, and Kathy is to receive a monthly sur-
vivor benefit of $500 upon Bill's death.

Bill chooses to use the Simplified General Rule com-
putation. Since his annuity starting date is before No-
vember 19, 1996, the new law does not apply to him. He
fills in Worksheet A (for annuities starting before Novem-
ber 19, 1996), as follows:



Worksheet A—Simplified General Rule

1. Total pension received this year. Also, add
this amount to the total for Form 1040, line
16a, or Form 1040A, line 11a ................ $12,000

2. Your costin the plan (contract) at annuity
starting date (before November 19, 1996),
plus any death benefit exclusion (if it

applies. See Cautionbelow) .................. 24,000
3. Age at annuity starting date: Enter:
55 and under 300
56—-60 260
61-65 240
66-70 170
71 and over 120 240
Divideline2byline3 ...............cooeea. 100
5. Multiply line 4 by the number of months for
which this year’'s payments were made ..... 1,200

NOTE: If your annuity starting date is

before 1987, enter the amount from line 5

on line 8 below. Skip lines 6, 7, 10, and 11.
6. Any amounts previously recovered tax free

inyears after 1986 ..............ccoiiiiiieennn —0-—
Subtract line 6 fromline2 ..................... 24,000
Enter the lesser of line5orline 7............. 1,200

9. Taxable pension for year. Subtract line 8
from line 1. Enter the result, but not less
than zero. Also add this amount to the total
for Form 1040, line 16b, or Form 1040A,
NE11b oo $10,800

NOTE: If your Form 1099-R shows a larger
taxable amount, use the amount on line 9
instead.
10. Addlines6and8.............cvviiiiiiiinnn 1,200

11. Balance of cost to be recovered. Subtract
line10fromline 2 ...c.vveeiei i $22,800

Bill's tax-free monthly amount is $100 (see line 4 of
the worksheet). If he lives to collect more than 240 pay-
ments, he will have to include the full amount of the addi-
tional payments in his gross income.

If Bill dies before collecting 240 monthly payments
and Kathy begins receiving payments, she will also ex-
clude $100 from each payment until her payments, when
added to Bill's, total 240 payments. If she dies before
240 payments are made, a miscellaneous itemized de-
duction will be allowed for the unrecovered cost on her
final income tax return. This deduction is not subject to
the 2%-of-adjusted-gross-income limit.

If you are the beneficiary of an employee who
died after August 20, 1996, you are not eligible
C

TNl for the $5,000 death benefit exclusion.

Death benefit exclusion. If you are a beneficiary of a
deceased employee or former employee, who died

before August 21, 1996, you may qualify for a death ben-
efit exclusion of up to $5,000. This exclusion is dis-
cussed under Investment in the Contract (Cost), earlier.
If you choose to use the Simplified General Rule and you
qualify for the death benefit exclusion, increase the total
investment in the pension or annuity contract by the al-
lowable death benefit exclusion. Total investment is on
line 2 of the worksheet.

The payer of the annuity cannot add the death benefit
exclusion to the cost for figuring the taxable part of pay-
ments reported on Form 1099-R. Therefore, the Form
1099-R taxable amount will be larger than the amount
you will figure for yourself. Report on Form 1040, line
16b, or Form 1040A, line 11b, the smaller amount that
you figure. Keep a copy of the completed worksheet for
your records until you fully recover the cost of the
annuity.

Example. Diane Greene, age 48, began receiving a
$1,500 monthly annuity in March of 1996 upon the death
of her husband. She received 10 payments in 1996. Her
husband had contributed $25,000 to his qualified retire-
ment plan. In addition, Diane is entitled to a $5,000
death benefit exclusion for the annuity payments be-
cause her husband died before August 21, 1996. She
adds that amount to her husband’s contributions to the
plan, for a total cost in the contract of $30,000.

Diane chooses to use the Simplified General Rule.
She fills in Worksheet A (for annuities starting before
November 19, 1996), as follows:

Worksheet A—Simplified General Rule

1. Total pension received this year. Also, add
this amount to the total for Form 1040, line

16a, or Form 1040A, line 11a ................ $15,000
2. Your cost in the plan (contract) at annuity
starting date (before November 19, 1996),
plus death benefit exclusion (if it applies.
See Caution,earlier) ..............cooiveee .. 30,000
3. Age at annuity starting date: Enter:
55 and under 300
5660 260
61-65 240
66-70 170
71 and over 120 300
Divideline2byline3 ..............ccooeea. 100
Multiply line 4 by the number of months for
which this year’s payments were made ..... 1,000
NOTE: If your annuity starting date is
before 1987, enter the amount from line 5
on line 8 below. Skip lines 6, 7, 10, and 11.
6. Any amounts previously recovered tax free
inyears after 1986 .............ccciiiiiiann —0—
Subtract line 6 fromline2 ..................... 30,000
8. Enterthelesserofline5orline7............. 1,000
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9. Taxable pension for year. Subtract line 8
from line 1. Enter the result, but not less
than zero. Also add this amount to the total
for Form 1040, line 16b, or Form 1040A,
linellb ...

NOTE: If your Form 1099-R shows a larger
taxable amount, use the amount on line 9
instead.
10. Addlines6and8............cccevviiiiennnn.. 1,000

11. Balance of cost to be recovered. Subtract
linel0fromline2 ...t

$14,000

$29,000

In completing Form 1099-R, the payer of the annuity
chooses to report the taxable part of the annuity pay-
ments using the Simplified General Rule. However,
since the payer does not adjust the investment in the
contract by the death benefit exclusion, the payer
figures the tax-free part of each monthly payment to be
$83.33, as follows:

) (Monthly
Total cost: $25,F)OO = $83.33 return of
Expected payments: 300 cost)

However, Diane figures a $100 monthly tax-free
amount (see line 4 of the worksheet). Because of this
difference in the computations, the Form 1099-R Diane
receives from the payer shows a greater taxable amount
than what she figures for herself. She reports on line 16b
of Form 1040 only the smaller taxable amount based on
her own computation.

Changing the method. If your annuity starting date is
after July 1, 1986 (but before November 19, 1996), you
can change the way you figure your pension cost recov-
ery exclusion. You can change from the General Rule to
the Simplified General Rule, or the other way around.
Make the change by filing amended returns for all your
tax years beginning with the year in which your annuity
starting date occurred. You must use the same method
for all years. Generally, you can make the change only
within 3 years from the due date of your return for the
year in which you received your first annuity payment.
You can make the change later if the date of the change
is within 2 years after you paid the tax for that year.

If your annuity starting date is after November
18, 1996, you generally must use the Simplified
C

Il General Rule. Nonqualified plans (and certain
annuitants age 75 or over) must continue to use the
General Rule.

Disability Retirement

If you retired on disability, you must report your disability
income as ordinary income. However, you may be enti-
tled to a credit. See Credit for Elderly or Disabled, later.
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Disability Payments

If you retired on disability, payments you receive are tax-
able as wages until you reach minimum retirement
age. Beginning on the day after you reach minimum re-
tirement age, your payments are treated as a pension or
annuity. At that time you begin to recover your cost of
the annuity under the rules discussed earlier.

Minimum retirement age. Minimum retirement age is
the age at which you could first receive an annuity were
you not disabled.

How to report. You must report all your taxable disabil-
ity payments on line 7, Form 1040 or Form 1040A, until
you reach minimum retirement age.

Credit for Elderly or Disabled

You may be able to take the credit for the elderly or the
disabled if:

1) You were age 65 or older at the end of the tax year,
or

2) You were under age 65 at the end of the tax year
and you meet all of the following tests:

a) You are retired on permanent and total disabil-
ity, or if you retired before 1977, you were per-
manently and totally disabled on January 1,
1976, or January 1, 1977,

b) You received taxable disability income, and

¢) Youdid not reach mandatory retirement age
before the beginning of the tax year.

You are retired on permanent and total disability if
you were permanently and totally disabled when you re-
tired and are still permanently and totally disabled. Also,
you must receive disability income because of the disa-
bility. If you retired on disability before 1977, you did not
have to be permanently and totally disabled at the time
you retired. However, you must have been permanently
and totally disabled on January 1, 1976, or January 1,
1977.

Mandatory retirement age. Mandatory retirement age
is the age set by your employer at which you must retire.

Permanently and totally disabled. You are perma-
nently and totally disabled if you cannot engage in any
substantial gainful activity because of your physical or
mental condition. The substantial gainful activity is not
limited to your job activity performed before you retired,
or a similar activity. For more information on what is sub-
stantial gainful activity, get Publication 524, Credit for
the Elderly or the Disabled.

Physician’s statement. A doctor must determine
that your condition is expected to result in death or has
lasted, or can be expected to last, for a continuous pe-
riod of at least 12 months. Have your doctor complete
the Physician’s Statementin Part Il of either Schedule R



(Form 1040) or Schedule 3 (Form 1040A). The state-
ment usually must be completed each year you claim
the credit. However, it does not have to be completed if:
1) You filed a physician’s statement for the same disa-
bility with your return for 1983 or an earlier year, or
2) You filed a statement for tax years after 1983 and
your doctor signed line B on the statement.

If either exception applies, check the box on line 2 in
Partll.

Figuring the credit. The IRS can figure the credit for
you. See the instructions for Form 1040 or Form 1040A.

For complete information on this credit, get Publica-
tion 524.

Taxation of
Nonperiodic Payments

This section of the publication explains how any

nonperiodic payments you receive under a pension or
annuity plan are taxed. Nonperiodic payments are also
known as amounts not received as an annuity. They
include all payments other than periodic payments. How
much of these payments is subject to tax depends on
when they are made in relation to the annuity starting
date. If they are made before the annuity starting date,
their tax treatment depends on the type of contract or
transaction from which they result.

Distributions of current earnings (dividends) on your
investment in an annuity, endowment, or life insurance
contract are generally taxable as amounts not received
as an annuity. However, do not include these distribu-
tions in your income to the extent the insurer uses them
to pay premiums or some other consideration for the
contract.

Once you figure how much of a nonperiodic distribu-
tion is subject to tax, you generally can use the rules for
tax-free rollovers or you can use the rules for the 5- or
10-year tax option or capital gain treatment of amounts
that qualify as lump-sum distributions. These rules are
discussed later. If these rules do not apply, report the to-
tal amount of the distribution on line 16a, Form 1040, or
line 11a, Form 1040A. Report the taxable amount on
line 16b, Form 1040, or line 11b, Form 1040A.

Nonperiodic distribution on or after annuity starting
date. If you receive a nonperiodic payment from your
annuity contract on or after the annuity starting date,
you generally must include all of the payment in gross in-
come. For example, a cost-of-living increase in your
pension after the annuity starting date is an amount not
received as an annuity and, as such, is fully taxable.
Reduction in subsequent payments. If the annuity
payments you receive are reduced because you re-
ceived the nonperiodic distribution, you can exclude part

of the nonperiodic distribution from gross income. The
part you can exclude is equal to your cost in the contract
reduced by any tax-free amounts you previously re-
ceived under the contract, multiplied by a fraction. The
numerator (top part of the fraction) is the reduction in
each annuity payment because of the nonperiodic distri-
bution. The denominator (bottom part of the fraction) is
the full unreduced amount of each annuity payment orig-
inally provided for.

Distribution in full discharge of contract. You may
receive an amount on or after the annuity starting date
that fully satisfies the payer’s obligation under the con-
tract. The amount may be a refund of what you paid for
the contract or for the complete surrender, redemption,
or maturity of the contract. Include the amount in gross
income only to the extent that it exceeds your remaining
cost of the contract.

Distribution before annuity starting date. If you re-
ceive a nonperiodic distribution before the annuity start-
ing date from a qualified retirement plan, you gener-
ally can allocate only part of it to your cost of the
contract. You exclude from your gross income the part
that you allocate to your cost of the contract. You in-
clude the remainder in your gross income. (But see Ex-
ceptions, later.)

For this purpose, a qualified retirement plan includes
a:

1) Qualified employee retirement plan (or annuity con-
tract purchased by such a plan),

2) Qualified annuity plan,
3) Tax-sheltered annuity, and
4) Individual retirement arrangement (IRA).

To figure the excludable amount of a distribution
before the annuity starting date from such a qualified re-
tirement plan, use the following formula:

Cost of contract

Account balance - Excludable amount

Amount received x

For this purpose, your account balance includes only

amounts to which you have a nonforfeitable right (a right
that cannot be taken away).

Under a defined contribution plan, your contributions
(and income allocable to them) may be treated as a sep-
arate contract for figuring the taxable part of any distri-
bution. A defined contribution plan is a plan in which you
have an individual account. Your benefits are based only
on the amount contributed to the account and the in-
come, expenses, etc., allocated to the account.

Example. Before she had a right to an annuity, Ann
Blake received $50,000 from her retirement plan. She
had $10,000 invested (cost) in the plan, and her account
balance was $100,000. She can exclude $5,000 of the
$50,000 received, figured as follows:

$10,000 _

$50,000 % ¢700,000 ~

$5,000
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Plans that permitted withdrawal of employee con-
tributions. If your pension plan, as of May 5, 1986, per-
mitted the withdrawal of any of your employee contribu-
tions before your separation from service, the allocation
described above applies only to a limited extent. (Em-
ployee contributions do not include employer contribu-
tions under a salary reduction agreement.) It applies only
if the distribution received before the annuity starting
date exceeds your cost of the contract as of December
31, 1986. Increase the distribution by amounts previ-
ously received under the contract after 1986. Any distri-
bution you receive before the annuity starting date that
does not exceed your cost of the contract on December
31, 1986, is a tax-free recovery of cost.

If your plan is a plan maintained by a state govern-
ment that on May 5, 1986, permitted withdrawal of em-
ployee contributions other than as an annuity, the above
rule for limited allocation applies to you. This is true even
if your pension plan did not permit withdrawal of your
contributions before separating from service. Treat any
amount received (other than as an annuity) before or
with the first annuity payment as an amount received
before the annuity starting date.

Distribution from plans other than qualified retire-
ment plans. If you receive a nonperiodic distribution
before the annuity starting date from a plan other than a
qualified retirement plan, it is allocated first to earnings
(the taxable part) and then to the cost of the contract
(the tax-free part). This treatment applies, for example,
to a commercial annuity contract you bought directly.
You include in your gross income the smaller of:

1) The nonperiodic distribution, or
2) The amount by which:

a) The cash value of the contract (figured without
considering any surrender charge) immediately
before you receive the distribution, exceeds

b) Your investment in the contract at that time.

Example. You bought an annuity from an insurance
company. Before the annuity starting date under your
annuity contract, you received a $7,000 distribution. At
the time of the distribution, the annuity had a cash value
of $16,000 and your investment in the contract was
$10,000. Because the distribution is allocated first to
earnings, you must include $6,000 ($16,000— $10,000)
in your gross income. The remaining $1,000 is a tax-free
return of part of your investment.

Exceptions. Certain nonperiodic distributions re-
ceived before the annuity starting date are not subject to
the allocation rules discussed earlier. If you receive such
a distribution, include it in gross income only to the ex-
tent that it exceeds your cost of the contract.

This treatment applies to the following:

e Distributions in full discharge of a contract that
you receive as a refund of what you paid for the con-
tract or for the complete surrender, redemption, or
maturity of the contract.
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e Distributions from life insurance or endowment
contracts (other than modified endowment con-
tracts, as defined in Internal Revenue Code section
7702A) that are not received as an annuity under the
contracts.

e Distributions under contracts entered into before
August 14, 1982, to the extent that they are allocable
to your investment before August 14, 1982.

For example, if you purchased an annuity contract and
made investments both before August 14, 1982, and af-
ter August 13, 1982, the distributed amounts are allo-
cated to your investment or to earnings in the following
order:

1) The part of your investment (tax free to you) that
was made before August 14, 1982.

2) The earnings (taxable to you) on the part of your in-
vestment that was made before August 14, 1982.

3) The earnings (taxable to you) on the part of your in-
vestment that was made after August 13, 1982.

4) The part of your investment (tax free to you) that
was made after August 13, 1982.

Distribution of U.S. Savings Bonds. If you receive
U.S. Savings Bonds in a taxable distribution from a re-
tirement plan, report the value of the bonds at the time of
distribution as income. The value of the bonds includes
accrued interest. When you cash the bonds, your Form
1099-INT will show the total interest accrued, including
the part you reported when the bonds were distributed to
you. For information on how to adjust your interest in-
come for U.S. Savings Bond interest you previously re-
ported, see How to Report Interest Income in Chapter 1
of Publication 550, Investment Income and Expenses.

Excess Contributions, Deferrals, and
Annual Additions

If the contributions made for you during the year to cer-
tain retirement plans exceed certain limits, the excess
may be taxable to you. The following discussions explain
some of these limits and how you treat the excess
amounts on your tax return.

Elective deferrals. If you are covered by certain kinds
of retirement plans, you can choose to have part of your
pay contributed by your employer to a retirement fund,
rather than have it paid to you. These amounts are
called “elective deferrals,” because you choose (elect)
to set aside the money, and you defer the tax on the
money until it is distributed to you.

Elective deferrals include elective contributions to
cash or deferred arrangements (known as section
401(K) plans), section 501(c)(18) plans, salary reduction
simplified employee pension (SARSEP) plans and tax-
sheltered annuities. However, an employer contribution
to a tax-sheltered annuity is not treated as an elective



deferral if it is made under a one-time irrevocable choice
by you as soon as you become eligible to participate in
the agreement.

After December 31, 1996, an employer is no
A longer allowed to establish a Salary Reduction
(YN Simplified Employee Pension (SARSEP). Tran-

sition rules will allow participants to contribute to the cur-
rent plan.

Because these contributions (elective deferrals) are
considered to be made by your employer, you are taxed
on any payments you receive from the retirement fund
unless you roll over the payments. See Rollovers, later.
If a payment from the fund meets the requirements of a
lump-sum distribution, it may qualify for the 5— or 10—
year tax option. This is also discussed later.

Limits on elective deferrals. For 1996, generally,
you may not defer more than a total of $9,500 for all
qualified plans by which you are covered. (This limit ap-
plies without regard to community property laws.) The
amount you can defer each year may be further limited if
you are a highly compensated employee. The amount
deferred by highly compensated employees as a per-
centage of pay can be no more than 125% of the aver-
age deferral percentage (ADP) of all eligible nonhighly
compensated employees. Your employer or plan admin-
istrator can probably tell you the amount of the deferral
limit under this ADP test and whether it applies to you. If
you deferred more than $9,500 (or a lower limit under the
ADP test), you must include the excess in your gross in-
come for 1996.

Special limit for tax-sheltered annuities. If you are
covered by only one plan and that plan is a tax-sheltered
annuity, you may defer up to $9,500 each year. If you are
covered by several different plans and at least one of the
plans is a tax-sheltered annuity, then the basic limit
($9,500 for 1996) for all deferrals does not increase by
the amount deferred in the tax-sheltered annuity that
year. This $9,500 limit stays the same even if you are
covered by more than one tax-sheltered annuity.

However, if you have completed at least 15 years of
service with an educational organization, hospital, home
health service agency, health and welfare service
agency, church, or convention or association of
churches (or associated organization), the $9,500 an-
nual limit increases. This increased limit for any year is
$9,500 plus the /east of the following amounts:

1) $3,000,

2) $15,000, reduced by elective deferrals over $9,500
you were allowed in earlier years because of this
years-of-service rule, or

3) $5,000 times the number of your years of service for
the organization, minus the total elective deferrals
under the plan for earlier years.

Cost-of-living adjustment. For 1996, the basic limit
on elective deferrals is increased from $9,240 to $9,500.

This limit is subject to annual increases to reflect infla-
tion (as measured by the Consumer Price Index).

Reporting by employer. Your employer must report
your elective deferrals for the year on your Form W-2,
Wage and Tax Statement. Your employer should mark
the “Deferred compensation” checkbox in box 15 and
show the total amount deferred in box 13.

Treatment of excess deferrals. If the total you de-
fer is more than the limit for the year, you must include
the excess in your gross income for the year. If the plan
permits, you can receive the excess amount. Although
your employer must report on your Form W-2 the total
amount of your elective deferrals, you (not the employer)
are responsible to monitor the total you defer to ensure
that the deferral limit is not exceeded. As explained be-
low, you must notify the plan if you exceed the limit on
excess deferrals.

If you participate in only one plan and it permits these
distributions, you must notify the plan by the date re-
quired by the plan that the deferral was too large. The
plan must then pay you the amount of the excess, along
with any income earned on that amount, by April 15 of
the following year.

If you participate in more than one plan, you can have
the excess paid out of any of the plans that permit these
distributions. You must notify each plan by the date re-
quired by that plan of the amount to be paid from that
particular plan. The plan must then pay you that amount
by April 15.

If you take out the excess by April 15, do not again
include it in your gross income. Any income on the ex-
cess taken out is taxable in the tax year in which you
take it out. Neither the excess nor the income is subject
to the additional 10% tax on distributions before age 59
Y.

If you take out part of the excess deferral and the in-
come on it, allocate the distribution proportionately be-
tween the excess deferral and the income.

If you do not take out the excess amount, you can-
not include it in your cost of the contract even though
you included it in your gross income. Therefore, you are
taxed twice on the excess deferral left in the plan—once
when you contribute it, and again when you receive it as
a distribution.

Reporting a corrective distribution of an excess
deferral. Although you must report excess deferrals on
your return as wages, your employer does not include
them as wages on the Form W-2 you receive. File Form
1040 to add the excess deferral amount to your wages
on line 7. Do not use Form 1040A or Form 1040EZ to re-
port corrective distributions of excess deferral amounts.

If you received a distribution in 1996 of a 1996 excess
deferral, you should receive a 1996 Form 1099-R with
the code “8"” in box 7. Report the excess deferral on
your 1996 income tax return.

If a corrective distribution was made by April 15, 1996
for an excess deferral made in 1995, you should receive
a 1996 Form 1099-R with the code “P” in box 7. If the
distribution was for 1994, the code “D” should be in box
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7. If you did not report the excess deferral on your return
for the earlier year, you must file an amended return on
Form 1040X.

If you received the distribution in 1996 of income
earned on an excess deferral, you should receive a 1996
Form 1099-R with a code “8” in box 7.

Report a loss on a corrective distribution of an excess
deferral in the year the excess amount (reduced by the
loss) is distributed to you. Include the loss as a negative
amount on line 21 (Form 1040) and label it “Loss on Ex-
cess Deferral Distribution. ”

Section 501(c)(18) contributions. Wages shown
on your Form W-2 should not have been reduced for
contributions you made to a section 501(c)(18) retire-
ment plan. The amount you contributed should be identi-
fied with code “H” in box 13 of your W-2 form. You may
deduct this amount subject to the limits that apply. In-
clude your deduction in the total on line 30. Enter the
amount and “501(c)(18)"” on the dotted line next to line
30.

Section 457 plans—deferred compensation plans of
state and local governments and tax-exempt organi-
zations. If you work for a state or local government or
tax-exempt organization, you may participate in an eligi-
ble deferred compensation plan. You are not taxed cur-
rently on your pay that is deferred under the plan. You or
your beneficiary are taxed on this deferred pay only
when it is distributed or made available to either of you.

Distributions of deferred pay are not eligible for the 5—
or 10—year tax option or rollover treatment, both dis-
cussed later, or the death benefit exclusion, discussed
earlier, for employees dying before August 21, 1996.

To find out if your plan is an eligible plan, check with
your employer. However, the following are not treated
as section 457 plans:

1) Bona fide vacation leave, sick leave, compensatory
time, severance pay, disability pay, or death benefit
plans,

2) Nonelective deferred compensation plans for non-
employees (independent contractors), or

3) Deferred compensation plans maintained by
churches for church employees.

After December 31, 1996, length of service award
plans to bona fide volunteer firefighters and emergency
medical personnel are not treated as section 457 plans.

Limit on deferrals under section 457 plans. If you
are a participant in a section 457 plan, you can generally
set aside no more than ¥s of your includible compensa-
tion, up to $7,500 each year. Your plan may also allow a
special catch-up limit of up to $15,000 for each of your
last 3 years of service before reaching normal retirement
age. Amounts you defer under the other elective defer-
rals discussed earlier may affect your limits under sec-
tion 457 plans. Amounts you defer under section 457
plans may affect the amount you can defer in tax-shel-
tered annuities under the special limit discussed earlier.
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Excess annual additions. The annual contribution to
certain retirement plans is generally limited to the lesser
of 25% of compensation or $30,000. Under certain cir-
cumstances, contributions that exceed these limits (ex-
cess annual additions) may be corrected by a distribu-
tion of your elective deferrals or a return of your after-tax
contributions and earnings from these contributions.

A corrective payment of excess annual additions con-
sisting of elective deferrals or earnings from your after-
tax contributions is fully taxable in the year paid. It can-
not be rolled over to another qualified retirement plan or
to an IRA. It is not subject to the tax on early distribu-
tions. A corrective payment consisting of your after-tax
contributions is not taxable.

If you received a corrective payment of excess annual
additions, you should receive a separate Form 1099-R
for the year of the payment with the code “E” in box 7.
Report the total payment shown in box 1 of Form 1099—
R on line 16a of Form 1040. Report the taxable amount
shown in box 2a of Form 1099-R on line 16b of Form
1040.

Loans Treated as Distributions

If you borrow money from an employer’s qualified pen-
sion or annuity plan, tax-sheltered annuity program, or
government plan, you may have to treat the loan as a
nonperiodic distribution. This also applies if you borrow
from a contract purchased under any of these plans.
You must treat the loan this way unless it comes under
the exception explained below. This means that you may
have to include all or part of the amount borrowed in your
income under the rules discussed earlier.

This treatment also applies to the value of any part of
your interest in any of these plans that you pledge or as-
sign (or agree to pledge or assign). Further, it may apply
if you renegotiate, extend, renew, or revise a loan that
came under the exception explained below. If the al-
tered loan no longer qualifies for the exception, you must
treat the outstanding balance of the loan as a distribu-
tion on the date of the transaction.

Exception for loans repayable in 5 years and home
loans. If by the terms of the loan described above you
must repay it within 5 years (and you do not extend it by
renegotiation or other means), only part of the loan
might be treated as a distribution. A loan you use to buy
your main home does not have to be repaid within 5
years.

You treat the loan as a distribution only to the extent
that the outstanding balances of all your loans from all
plans of your employer and certain related employers
exceed the lesser of:

1) $50,000, or

2) Half the present value (but not less than $10,000) of
your nonforfeitable accrued benefit under the plan,
determined without regard to any accumulated de-
ductible employee contributions.



You must reduce the $50,000 amount above if you al-
ready had an outstanding loan from the plan during the
1-year period ending the day before you took out the
loan. The amount of the reduction is your highest out-
standing loan balance during that period minus the out-
standing balance on the date you took out the new loan.
If this amount is zero or less, ignore it.

Level payments required. This exception applies
only if the loan terms require substantially level pay-
ments made at least quarterly over the life of the loan.

Related employers and related plans. Treat sepa-
rate employers’ plans as plans of a single employer if
they are so treated under other qualified retirement plan
rules because the employers are related. You must treat
all plans of a single employer as one plan.

Employers are related if they are:

1) Members of a controlled group of corporations,
2) Businesses under common control, or

3) Members of an affiliated service group.

An affiliated service group generally is two or more ser-
vice organizations whose relationship involves an own-
ership connection. Their relationship also includes the
regular or significant performance of services by one or-
ganization for or in association with another.

Denial of interest deduction. If the loan qualifies for
the exception, you cannot deduct any of the interest on
the loan during any period that:

1) The loan is secured by amounts from elective defer-
rals under a qualified cash or deferred arrangement
(section 401(k) plan) or a tax-sheltered annuity, or

2) You are a key employee as defined in Internal Rev-
enue Code section 416(i).

Loans from nonqualified plans. The following expla-
nation applies to a loan from a retirement plan that is not
a qualified pension or annuity plan, tax-sheltered annuity
program, or government plan.

If you borrow money from an annuity, endowment, or
life insurance contract before the annuity starting date,
you must treat the loan as a nonperiodic distribution.
This treatment also generally applies to any part of the
contract’s value that you pledge or assign (or agree to
pledge or assign) before the annuity starting date.

To figure how much of the amount borrowed or
pledged must be included in your income, use the rules
explained earlier under Distribution before annuity start-
ing date. See the explanations under Distributions from
plans other than qualified retirement plans and Excep-
tions. Increase your investment in the contract by the
amount you include in your income, unless the distribu-
tion is described under Exceptions. In that case, reduce
your investment in the contract by the amount you do not
include in your income.

Transfers of Annuity Contracts

If you transfer without full and adequate consideration
an annuity contract issued after April 22, 1987, you are
treated as receiving a nonperiodic distribution. The dis-
tribution equals the excess of:

1) The cash surrender value of the contract at the time
of transfer, over

2) The cost of the contract at that time.

This rule does not apply to transfers between spouses or
transfers incident to a divorce.

No gain or loss is recognized if you exchange an an-
nuity contract for another if the insured or annuitant re-
mains the same. However, the gain on the sale of an an-
nuity contract is ordinary income if the gain is due to
interest accumulated on the contract. Gain due to inter-
est is also ordinary income if the contract is exchanged
for a life insurance or endowment contract.

If you transfer a full or partial interest in a tax-shel-
tered annuity that is not subject to restrictions on early
distributions to another tax-sheltered annuity, the trans-
fer qualifies for nonrecognition of gain or loss.

If you exchange an annuity contract issued by a life in-
surance company that is subject to a rehabilitation, con-
servatorship, or similar state proceeding for an annuity
contract issued by another life insurance company, the
exchange qualifies for nonrecognition of gain or loss.
The exchange is tax free even if the new contract is
funded by two or more payments from the old annuity
contract. This also applies to an exchange of a life insur-
ance contract for a life insurance, endowment, or annu-
ity contract.

In general, a transfer or exchange in which you re-
ceive cash proceeds from the surrender of one policy
and invest the cash in another policy does not qualify for
nonrecognition of gain or loss. However, no gain or loss
is recognized if the cash distribution is from an insurance
company that is subject to a rehabilitation, conservator-
ship, insolvency, or similar state proceeding. For the
nontaxable transfer rules to apply, you must also rein-
vest the proceeds in a single policy or contract issued by
another insurance company and the exchange of the
policies or contracts must otherwise qualify for nonrec-
ognition. You must withdraw all the cash you can and re-
invest it within 60 days. If the cash distribution is less
than required for full settlement, you must assign all
rights to any future distributions to the new issuer.

If you want nonrecognition treatment for the cash dis-
tribution, you must give the new issuer the following
information:

1) The amount of cash distributed,

2) The amount of the cash reinvested in the new policy
or contract, and

3) Your investment in the old policy or contract on the
date of the initial distribution.
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You must attach the following items to your timely
filed income tax return for the year of the initial
distribution.

1) A copy of the statement you gave to the new issuer,
and

2) A statement that contains the words “ELECTION
UNDER REV. PROC. 92-44, " the new issuer’s
name, and the policy number or similar identifying
information for the new policy or contract.

If you acquire an annuity contract in a tax-free ex-
change for another annuity contract, the date of
purchase of the annuity you acquired in the exchange is
the date you purchased the annuity you exchanged. This
rule applies for determining if the annuity qualifies as an
immediate annuity and for the tax on early distributions.

Lump-Sum Distributions

If you receive a lump-sum distribution from a qualified re-
tirement plan, you may be able to elect optional methods
of figuring the tax on the distribution. The part from ac-
tive participation in the plan before 1974 may qualify for
capital gain treatment. The part from participation after
1973 (and any part from participation before 1974 that
you do not report as capital gain) is ordinary income. You
may be able to use the 5— or 10-year tax option, dis-
cussed later, to figure tax on the ordinary income part.

You can use these tax options to figure your tax on a
lump-sum distribution only if the plan participant was
born before 1936.

You may be able to figure the tax on a lump-sum
@ distribution under the 5-year tax option even if
the plan participant was born after 1935. You
can do this only if the distribution is made on or after the
date the participant reached age 59 Y- and the distribu-

tion otherwise qualifies.

Distributions that qualify. A lump-sum distribution is
paid within a single tax year. It is the distribution or pay-
ment of a plan participant’s entire balance from all of the
employer’s qualified plans of one kind (pension, profit-
sharing, or stock bonus plans). The participant’s entire
balance does not include deductible voluntary employee
contributions or certain forfeited amounts.
The distribution is paid:

1) Because of the plan participant’s death,
2) After the participant reaches age 599,

3) Because the participant, if an employee, separates
from service, or

4) After the participant, if a self-employed individual,
becomes totally and permanently disabled.

Reemployment. A separated employee’s vested
percentage in his or her retirement benefit may increase
if he or she is rehired by the employer. This possibility
does not prevent the distribution from qualifying as a
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lump-sum distribution. However, if an employee’s vested
percentage in benefits previously subject to lump-sum
treatment increases after reemployment, the employee
must recapture the tax saved by applying lump-sum
treatment as provided by Treasury regulations.

Alternate payee under qualified domestic rela-
tions order. If you receive a distribution as an alternate
payee under a qualified domestic relations order (dis-
cussed earlier under General Information), you may be
able to choose the optional tax computations for it. You
can make this choice for a distribution that would be
treated as a lump-sum distribution had it been received
by your spouse or former spouse (the plan participant).
However, for this purpose, the balance to your credit
does not include any amount payable to the plan
participant.

More than one recipient. One or all of the recipients
of a lump-sum distribution can use the optional tax com-
putations. See Multiple Recipients of a Lump-Sum Distri-
bution in the instructions for Form 4972.

Distributions that do not qualify. The following distri-
butions do not qualify as lump-sum distributions.

1) A distribution of your deductible voluntary em-
ployee contributions and any net earnings on
these contributions. A deductible voluntary em-
ployee contribution is a contribution that:

a) Was made by the employee in a tax year begin-
ning after 1981 and before 1987 to a qualified
employer plan or a government plan that allows
such contributions,

b) Was not designated by the employee as nonde-
ductible, and

¢) Was not mandatory.

2) U.S. Retirement Plan Bonds distributed with a lump
sum.

3) Any distribution made during the first 5 tax years
that the employee was a participant in the plan, un-
less it was made because the employee died.

4) The current actuarial value of an annuity contract in-
cluded in a lump-sum distribution. (However, this
value is used to figure tax on the ordinary income
part of the distribution under the 5— or 10—year tax
option method.)

5) A distribution to a 5% owner that is subject to a pen-
alty because it exceeds the benefits provided under
the plan formula.

6) A distribution from an IRA.

7) A distribution of the redemption proceeds of bonds
rolled over tax free to the plan from a qualified bond
purchase plan.

8) A distribution from a qualified plan if the plan partici-
pant or his or her surviving spouse previously re-
ceived an eligible rollover distribution from the
same plan (or another plan of the employer that
must be combined with that plan for the lump-sum



distribution rules) and the previous distribution was
rolled over tax free to another qualified plan or to an
IRA.

9) A corrective distribution of excess deferrals, excess
contributions, excess aggregate contributions, or
excess annual additions.

10) A lump-sum credit or payment from the Federal
Civil Service Retirement System (or the Federal
Employees Retirement System).

11) Adistribution from a tax-sheltered annuity.

12) A distribution from a qualified plan if any part of the
distribution is rolled over tax free to another quali-
fied plan or IRA.

13) A distribution from a privately purchased commer-
cial annuity.

14) A distribution from a section 457 deferred compen-
sation plan of a state or local government or a tax-
exempt organization.

How to treat the distribution. If you receive a lump-
sum distribution from a qualified retirement plan, you
may have various options for how you treat the taxable
part. You can:

1) Roll over all or part of the distribution. No tax is cur-
rently due on the part rolled over. See Rollovers,
later.

2) Report the entire taxable part of the distribution as
ordinary income on your tax return.

3) Report the part of the distribution from participation
before 1974 as a capital gain and the amount from
participation after 1973 as ordinary income (if you
qualify).

4) Use the 5- or 10—year tax option, discussed later, to
figure the tax on the ordinary income part of the dis-
tribution (from participation after 1973) if you qual-
ify. Report the capital gain part (from participation
before 1974) on Form 4972, Part Il (if you qualify).

5) Use the 5— or 10—year tax option to figure the tax on
the total taxable amount (if you qualify).

These various options are explained in the following
discussions.

Electing optional lump-sum treatment. You can
choose to use the 5— or 10—year tax option or capital
gain treatment only once after 1986 for any plan partici-
pant. If you make this choice, you cannot use any of
these optional methods for any future distributions for
the participant.

Complete Form 4972 and attach it to your Form 1040
income tax return if you want to use the tax options. If
you received more than one lump-sum distribution for a
plan participant during the year, you must add them to-
gether in your computation.

If you and your spouse are filing a joint return and you
both have received a lump-sum distribution, each of you

should complete a separate Form 4972. Then add the
separate taxes from the Forms 4972 and enter the total
on line 38, Form 1040.

Time for choosing. You must decide to use the tax
options before the end of the time, including extensions,
for making a claim for credit or refund of tax. This is usu-
ally 3 years after the date the return was filed or 2 years
after the date the tax was paid, whichever is later. (Re-
turns filed before April 15 are considered filed on April
15))

Changing your mind. You can change your mind
and decide not to use the tax options within the time pe-
riod just discussed. If you change your mind, file Form
1040X, Amended U.S. Individual Income Tax Return,
with a statement saying you do not want to use the op-
tional lump-sum treatment. You must pay any additional
taxes due to the change with the Form 1040X.

Taxable and nontaxable parts of the distribution.
You may recover your cost in the lump sum tax free. In
general, your cost consists of:

1) The plan participant’s total nondeductible contribu-
tions to the plan,

2) The total of the plan participant’s taxable costs of
any life insurance contract distributed,

3) Any employer contributions that were taxable to the
plan participant,

4) Repayments of loans that were taxable to the plan
participant,

5) The net unrealized appreciation in employer’s se-
curities distributed, and

6) The death benefit exclusion, if it applies (see Death
benefit exclusion under Investment in the Contract
(Cost), earlier).

You must reduce this cost by amounts previously distrib-
uted tax free.

The total taxable amount of a lump-sum distribution is
the part that is the employer’s contribution and income
earned on your account.

Losses. You may be able to take a loss on your return if
you receive a lump-sum distribution that is less than the
plan participant’s cost in the lump-sum. You must re-
ceive the distribution entirely in cash.

To claim the loss, you must itemize deductions on
Schedule A (Form 1040). Show the loss as a miscellane-
ous deduction (subject to the 2%-of-adjusted- gross-in-
come limit). The amount that you may claim as a loss is
the difference between the participant’s cost and the
amount of the distribution.

Distributions of employer securities. If your distribu-
tion includes securities in the employer’'s company,
these securities may have increased in value while they
were in the trust. “Securities” includes stocks, bonds,
registered debentures, and debentures with interest

Page 19



coupons attached. This increase in value is called “net
unrealized appreciation” (NUA).

If the distribution is a lump sum, you are not taxed on
the NUA when you get the securities, unless you elect to
include it in your gross income. However, you must in-
clude the NUA in the amount subject to the tax on ex-
cess distributions (discussed later), whether or not you
elect to include it in your gross income.

If the distribution is not a lump sum, this tax deferral
applies only to the extent the NUA results from em-
ployee contributions. This treatment does not apply to a
distribution based on deductible voluntary employee
contributions (defined earlier). The NUA on which tax is
deferred should be shown in box 6 of the Form 1099-R
you receive from the payer of the distribution.

You can choose to be taxed on the NUA. Make this
choice on the tax return on which you have to include the
distribution. If you choose to be taxed on the NUA and
there is an amount in box 3 of the Form 1099-R, part of
the NUA will qualify for capital gain treatment. See the
instructions for Form 4972.

When you sell or exchange employer securities with
untaxed NUA, any gain is long-term capital gain up to
the amount of the NUA. This is true no matter how long
you held the securities. Any gain that is more than the
NUA is a long-term or short-term capital gain, depending
on how long you held the securities after the distribution.

Losses. If all you receive is worthless securities, you
can claim a loss of the plan participant’s total contribu-
tions to the plan. To do so, you must itemize your deduc-
tions on Schedule A (Form 1040) and claim the loss as a
miscellaneous deduction (subject to the 2%-of-ad-
justed-gross-income limit).

You cannot claim a loss if all you receive is stock with
a fair market value that is less than the plan participant’s
total contributions to the plan. You can claim a loss only
if you sell or exchange the stock for less than the plan
participant’s contributions.

Capital Gain Treatment

Only a plan participant who was born before 1936 can
treat part of the taxable portion of a lump-sum distribu-
tion as a capital gain. This gain is taxable at a 20% rate.
This treatment applies to the portion you receive for the
participation in the plan before 1974. You can elect this
treatment only once for any plan participant. Use Form
4972, Tax on Lump-Sum Distributions, to make this
choice.

Figuring the capital gain and ordinary income parts.
Generally, figure the capital gain and ordinary income
parts of a lump-sum distribution by using the following
formulas:

Total taxable amount x

Months of active

participation before 1974 = Capital Gain
Total months of active

participation
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Total taxable amount x

Months of active
participation after 1973 = Ordinary Income

Total months of active
participation

In figuring the months of active participation before
1974, count as 12 months any part of a calendar year in
which the plan participant actively participated under the
plan. For active participation after 1973, count as one
month any part of a calendar month in which the partici-
pant actively participated in the plan.

The capital gain part should be shown in box 3 of
Form 1099-R, Distributions From Pensions, Annuities,
Retirement or Profit-Sharing Plans, IRAs, Insurance
Contracts, etc., or other statement given to you by the
payer of the distribution.

Allocating death benefit exclusion. If you can take
the death benefit exclusion and make the capital gain
election, you must allocate the death benefit exclusion.
Allocate the exclusion between the ordinary income and
capital gain parts of the distribution. Follow the Form
4972 instructions for Part I, line 6, to figure the
allocation.

For information on the death benefit exclusion, see
Investment in the Contract (Cost) under Taxation of Peri-
odic Payments, earlier.

Allocating federal estate tax. If you become liable
for any federal estate tax (discussed under Survivors
and Beneficiaries, later) because of the lump-sum distri-
bution and you make the capital gain election, you must
allocate the estate tax. Allocate it between the ordinary
income and capital gain parts of the distribution. Follow
the Form 4972 instructions for Part Il, line 6, to figure the
allocation and your entry on line 18 of Part Ill. If you do
not make the capital gain election, enter on line 18 the
estate tax attributable to both parts of the lump-sum dis-
tribution. For information on how to figure the estate tax
attributable to the lump-sum distribution, get the instruc-
tions for Form 706.

5—or 10-Year Tax Option

The 20% capital gain election and the 5-year and 10—
year tax option are special formulas used to figure a sep-
arate tax on a qualified lump-sum distribution only for the
year in which the distribution is received. You pay the tax
only once. You do not pay the tax over the next 5 or 10
years. This tax is in addition to the regular tax figured on
your other income. The use of either option may result in
a smaller tax than you would pay by including the taxable
amount of the distribution as ordinary income in figuring
your regular tax.

You can choose to use the 5— or 10—year tax option
for the ordinary income part of the distribution (box 2a
minus box 3, Form 1099-R). You also can treat the capi-
tal gain part of the distribution as ordinary income under
the optional method if you do not choose capital gain
treatment for that part. You must use the same method



(either the 5—year or 10—year tax option) for all distribu-
tions received in the tax year for a plan participant. You
cannot make more than one choice for distributions for a
plan participant.

Disregard community property laws for the 5— or 10—
year tax option.

If you choose the 5-year tax option, figure the tax
computed on Form 4972 using 1996 tax rates. If you
choose the 10—year tax option, figure the tax on Form
4972 using the special 1986 tax rates shown in the Form
4972 Instructions. Do not use the tax rates shown in the
1986 tax forms instructions.

Who can use the method. Any individual, estate, or
trust receiving a lump-sum distribution on behalf of a
plan participant who was born before 1936 can use the
5— or 10-year tax option. The plan participant who was
at least age 59 Y. in 1996 can, however, use the 5-year
tax option although he or she was born after 1935. This
does not apply to the 10-year tax option.

The individual, estate, or trust must make the choice
for that portion of the distribution each received. How-
ever, if two or more trusts receive the distribution, the
plan participant or the personal representative of a de-
ceased participant must make the choice.

Examples
The following examples show how to figure the separate
tax on Form 4972.

Example 1. In 1996 Robert Smith, who was born in
1931, retired from Crabtree Corporation. Rather than re-
ceiving a lifetime pension, Robert withdrew the entire

amount to his credit from the plan. In December 1996,
he received a total distribution of $175,000 ($25,000 of
employee contributions plus $150,000 of employer con-
tributions and earnings on all contributions).

The payer gave Robert a Form 1099-R, which shows
the capital gain part of the distribution to be $10,000.
Robert elects 20% capital gain treatment for the part at-
tributable to participation before 1974. A filled-in copy of
Robert’s Form 1099-R and Form 4972 follows. He en-
ters $10,000 on Form 4972, Part |1, line 6, and $2,000
($10,000 x 20%) on Part Il, line 7.

The ordinary income part of the distribution is
$140,000 ($150,000 minus $10,000). Robert elects to
figure the tax on this part using the 5— or 10—year tax op-
tion. He enters $140,000 on Form 4972, Part lll, line 8.
Then he completes Form 4972 and enters the tax of
$24,270 on line 38 of his Form 1040.

Example 2. Mary Brown, age 61, sold her business in
1996. She withdrew her entire interest in the profit-shar-
ing plan (a qualified plan) that she had set up as the sole
proprietor.

The cash part of the amount distributed to Mary,
$160,000, is all ordinary income and is shown on her
Form 1099-R at the end of this discussion. She chooses
to figure the tax on this amount using the 5— or 10—year
tax option. Mary also received an annuity contract as
part of the distribution from the plan. Box 8, Form 1099—
R, shows that the current actuarial value of the annuity
was $10,000. She enters these figures on Form 4972,
which follows.

After completing Form 4972, she enters the tax of
$28,070 on line 38, Form 1040.
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PAYER'S name, strest address, city, state, and ZIP code 1 Gross distribution OMB No. 15450119 Distributions From
Pensions, Annulties,
Retirement or
Crabtree Corporation Employees® [T2a Taxable amourt ﬂ@gs H:E'Shfnﬂl"'l
Pension Plan ln':'nm
1111 Main Street $ 150000.00 Form 1008-R Contracts, etc.
Anytown, Texas 75000 2b Taxabie amount Total Copy B
not determined | distribution Report this
PAYER'S Faderal identification | RECIPIENT'S identification 3 ital cluded Federal income
number number &Zgh n ‘4 withheid o [nenmm
return., H this
- -00- form shows
00-0000000 002-00-3456 $ 10000.00 30000.00 Federal |
RECIPIENT'S name 8 Empiloyees contributions | 8 Net unredlized tax withheld in
of Insurance premiumsa appraciation in box 4, attach
. _ amplioyer's securities this copy to
Robert C. Smith 3 25000. 00 $ your retum.
Street address (Including apt. no) 7 Distribution IRV | 8 Other
_ code SEP This information is
City, state. and ZP code 9a Your percentage of teisl {95 Totsl amployes contributions |  Revenue Service.
Hometown, Texas 75001 distridution %
Account number (optionaly 10 State tax withheld 11 State/Payer’s atats no.| 12 State diatribution
: . N S - TS
S $
13 Local tax withheld 14 Name of loceity 18 Local distribution
K ) SUUSUUUR R £, S
3 $
Form 1099-R Departmant of the Tremaury - Intemal Revenus Servica



B OMB No. 1545-0193
Form 4972 -Tax on Lump-Sum Distributions ‘ﬂ
From Quailfied Reatiremant Plang @96
Decartman of the Traasury Attachmant
Internal Pgvanue Senice P Attach to Form 1040 or Form 1041, ™ Ses separate instructions, Saquence No. 28
Nama of rac\piant of distnbuhon ] dantitylng numbar
002-00-345¢
Complets this part to see if you qualify to use Form 4972
Yes| No
1 Was this a distribution of a plan participant’s antire balance from all of an employar'a quahﬁod ptans of one V’
kind (pension, profit-sharing, or stock bonus)? if “No,” do not use this form. . . . 1
2 Did you roll over any part of the distribution? If “Yes,” do not use this form . . 2 v
3 Was this distribution paid to you as a banefictary of a plan parttdpant who died afw mcrdng ago 59‘:& {or \/
who had been born before 19367, . . . . . 3
4 Were you a plan participant who nacsived thll distribuﬂon afler fuemng ago 59'& Iﬂd hwlng bun in the \/
pian for at lsast 5 years befors the year of the distribution? , . . ,
if you answered “No” to both questions 3 and 4, do not use this form.
Sa Did you use Form 4972 aftsr 1988 for a previous distribution from your own plan? if “Yea,” do not use thia /
form for 2 1998 distribution from your own plan . . . . Ea
b If you ars receiving this distribution as a bensficlary of a pian puﬂcipant who ded d|d you use Form 4972
for a previous distribution received for that plan partbmpu-nt after 19887 N “Yaa," you may not use the form
for this distribution , . . 5o
Complete this part to chooss the 20% capital qain slection (Ses nstractions) Do not complate this part

uniess the participant was born before 1938,

8 Capita) gain part from box 3 of Form 1099-R .
T Muttiply ine 8 by 20% (.20) .

IfyoualaochoosotounPartlil, gobllm&Oﬁombo.lndudahmuﬂﬂomlIm?lnm.
total on Form 1040, line 38, or Form 1041, Scheduls G, line 1b, whichaver appliea.

Complete this part to choose the 3- or 10-year tax option (See instructions.)

8 Ordinary incame from Form 1098-R, box 2a minus box 3. If you did not comptete Part Ii, enter “"0000
the taxable amount from box 2a of Form 1098-R . . 8 /
9 Deammmﬂtmlumbubomﬁcluydlplmpamclplumdhdbmmzi 1990 9
10 Total taxable amount. Subtract ine 9 tromne 8. . . . . _ . . . . .. .., . [10] [Z0.po0
11 cumntammuvamoiannuuy{nunsormmboxa) . .. . 1t
12 Adfustad total taxable amount. Add ines 10 and 11. Htrhmmmouoormom.skh
linas 13 through 16, and enter this amount on line 17 . . . 2

13 Muitiply Ine 12 by 50% (0), but do not srter more than $10,000

14 Subtract $20,000 from line 12. If the result | | l
Is fess than zero, enter 0= , 14

15 Multiply lIine 14 by 20% {20) ., . . .

18 Mmmmd:stnbuﬂonaﬂowmee.Subhmlhwhmlim 13 . e e

17 Subtmctline 16 fromline12 . . .

18  Fedemai utmmummw-mmmmdm

19 Subtractline 18 fromline17 . ., . .
Iflh.ﬂllhlank.lkblhllnlllroudiﬂmmhlmﬂ

20 Divide line 11 by line 12 and enter the resut as a decimal . . . . . . .

21 Muttiply line 16 by the dacimal on Jin@ 20 ,
22 _Subtract line 21 from line 11 ——— s P

mwmmmmmm Cat. No, 13187U Form 4072 (1305
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Form 4972 (1996}

Poge 2

8- or 10-year tax option—CONTINUED
23 Multiply (ine 19 by 20% (.20) _&Z_G,.QQQ
24 Tax on amount on fine 23. Use the Tax Rate Schedule for the 5-Yaar Tax Optlon In the 4 '
c instructions . 8 . - ___24__;_.:2_70
-]
§. 25 Multiply line 24 by five (5) i lina 11 is blank, skip lines 26 ‘Ihrougw 28, and anter this amount 3
a on fine 29, 25 0
g 28  Multiply line 22 by 20% {.20) liﬁ
“”2? Tax on amount on line 26. Use the Tax Rate Schedule for the I_
5-Year Tax Option in the instructions T B 1 4
28  Multiply line 27 by five {5) 28
29 Subtract line 28 from fine 25. (Multipla recipisnts, see page 3 of the inatnictiona.) 29 23/ 600
Note: Complate fines 30 through 36 ONLY if the participant was born before 1936. Otharwise,
enter the amcunt from line 29 on line 37.
30 Muliplyine 196y 10% (10} . . . . . . . . . . ... . . . | 30 I?;OOO
31 Tax on amount on line 30. Use tha Tax Rate Schedule for the 10-Year Tax Option in the 02
.g instmctions...........................31_/_331
3 32 Multiply line 31 byten(m) i line 11 isblank.sldptlnuaathmumevﬁ,mdmtﬂsmuu
= online38. . . . e . 2
g-aa Multipty line 22by 10% (10) . . . . . . . . |.£
-
34 Tax on amourt on line 33. Use the Tax Rate Schedule for the
10-Year Tax Option in the Instructions . ., . . . . . . .
35 Multiplyline34byten (10) . . . . . . . . . 4 v . oa e e e .. B
36__ Subtract fine 35 from line 32. (Multiple racipients, see page 3 of the instructions.) 38 22,270
i
37 <Compare lines 29 and 36. Gmrdly you should entewr the smaller amount here
(see instructions) . . . . . . . . e e b_372‘2,1270

Tax on lump-sum distribution. Add lines T and 37. Also, includa in tha total on Form 1040.
jina 38, or Form 1041, Schecula G, line 1b, whichaver anplles

2% 270
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L] CORRECTED (if chec

PAYER'S name, street acdresa, clity, siate, and ZIP coda OMB Nao. 15450118 I Distributions From
Pensions, Annuities,
Brown's Real Estate Aetirement or
Profit-Sharing Plan 2a Taxable amount ' ﬂ@gs P'I?Enm
2101 Chelsea Court ' o
Anytown, Nevada 89300 160000.00 ] rom 1098-R Contracts, ste.
29 Taxable amount Total Copy B
not determined [ ] distribution (X Report this
PAYER'S Faderal identification RECIP{ENT'S identification 3 szn:'lmdudad 4 Federal inooms tax income on your
number ] number n withheld Federal tax
returmn. if this
- 0 -00- . form shows
00-0000000 005-00-6789 $ 32000.00 Federal )
RECIPIENT'S name 5 Employes contributions | & Nat unreaiized tax withheld in
o Insurance premiums appreciation in box 4, sttach
Mary Brown _$ § your retum.
Strewt ackiress (ncluding apt. na.) 7 Diswbution | IRA/ | 8 Other
. code SEP E?hﬁrmnhn:
12 Mill Avenue 7A (1 | $10000.00 % m'mwmln'dnmn
City, state, and ZIP code - fa Your percentage of totsl |9 Total emplayss contritutios |  Feverrus Sarvice.
| Hometown, Nevada B49301 distribution %|$
Account numbar {optional) 10 State tax withheld 11 Stste/Fayer's state no.| 12 State distribution
S I £
3 $ -
13 Localtixwithhed |14 Nemeof iocaity |18 Local distribution
$ S..
S _ 1§
Form 10068-R Department of the Treasury - internal Revenus Service
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{
o 4972 - Tax on Lump-Sum Distributions Y-y
From Qualified Retirement Plans 'ﬂ@gs

Departmant of the Treasury Attachmant
Interral Ravanus Sarvice P Attach to Formn 1040 or Form 1041, ™ Sge ssparate instructions. Sequence No, 28
Nama of recipent of distrbution

Complete this part to ses if ybd qualify to use Form 4972

Yas! Mo
1 Was this a distribution of a plan participant's entire balance frorn all of an amployefu qualrﬁed plans of one /
kind {pension, profit-sharing, or stock bonug)? If “No,” do net use thia form, . . . 1
2 Did you roll over any part of the distribution? if “Yes,” da not use this form . . . . 2 v
3 Was this distribution paid to you as a beneficiary of a plan participant who died after rnehlng aga 59‘;& (or V’
who had been born before 1936)?. .

4 Were you a plan participant who receivad ﬂ'll! drstnbutlon afhar reachmg ago 59‘/& and having bun ln ths
plan for at least 5 years beforw the year of the distrlbution? . . ,
if you answered “No” to both questions 3 and 4, do not use this form,

Ba Did you use Form 4972 after 1986 for a previcus distribution from your own plan? if “Yes,"” do not use this
form for a 1998 distribution from your own plan .,

b If you arme receiving this distribution as a beneficlary of a plan parltdpant who dlod dlcl you use Farm 4972

for a previous distribution raceived for that plan partlclpant after 19867 I “Yea," you may not use the form
for this distribution . , Sb

Complete thia parl to ehoou the 20% capltnl gdn eloctlon (Soo insh'ucﬁons} Do not compiete this part
unless the particlpant was bomn before 1938.

B8 Capital gain part from box 3 of Forsm 1099-R .
7 Multiply line 8 by 20% (.20) .

if you also choose ¢ uae Part i, go to line 8. Omenme. include the amount from line 7 in the
tatat on Form 1040, line 38, or Form 1041, Scheduls @, line 1b, whichever appliea.

Complete this part to choose the 5- or 10-year tax option (See instructions))

8 Ordinary income from Form 1099-R, box 2a minus bax 3. If you did not complete Part H, enter

the taxabie amount from box 2a of Form 1095-R B_LEQ,.OQZ

9 DealhbaneﬁtaxcluaionforabmeﬁdaryofaplanpmmmmodbmnAugumﬂ 1906 | ©

10 Total taxable amount. Subtract iine 8 from ne 8. . . . . 10 IEO000

1t Curment actuarial vaiue of annuity (from Form 1098-R, boxm . . 1Lk

12 Adjusted total taxable amount Add lines 10 and 11. !f this amount is 370000 of mare, sldp qo
iines 13 through 18, and entsr this amounton line 17 . . . . 12

13 Multiply line 12 by 50% (.50}, but do not enter mora than $10, 000

14  Subtract $20,000 from line 12. If the result | | l
is less than zero, enter -0- . 14

15 Multiply line 14 by 20% (20} . . . .

18 Minimum distribution sliowance. Sublnct Hm 15frornllne 13 .

17 Subtract line 16 from line 12 .

18 Feaderal estate tax attributable to iump—surn distribuhun

19 Subtract lina 19 from line 17

- . LI R | L R L

16
17
18
C 19

if Ine 11 isblunk.ukblmemmwﬂlndgohtlma

20 Dmdelmgﬂbyhna12andenterthnrcsultuadwmul N _ N85
.. 21
22 |

21 Multiply ine 18 by the decimal on line 20 .
22 Subtract line 21 from (ne 11 .

—

thMMcﬁmMMnmmuhm Cat. Ne 131871 EM(WH}
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Form 4972 (1998) Page 2

5- or 10-year tax option—CONTINUED

23 Multiplyﬁnugbyzo%(.zm.....................ﬁ_w_

24 Tax on amount on line 23. Usa the Tax Rate Schedule for tha 5-Year Tax Option in the 6 % o
§ INSIUCHONE - . . . . v e e e e e e e e e e e e e e . A g
.n 25 Multiply lina 24 byﬂve (5) If ling 11 is blank, skip lines 26 through 28, and enter this amount
o onlne29. . ) .. ) 25 331000'
E.” Multiply fine 22 by 209 (20) . . . . . . . . . . . . |_20 07:000
0

27 Tax on amount on lina 28. Usa the Tax Rate Schedule for the OO
5-Yaar Tax Option in the instructions .. ) 27 '5

asMulﬁpiytinez'rbyrwe{s}......................Lﬂ flgoo
29 Subiract line 28 from line 25. (Multiple mcipients, see page 3 of the instructions) .. . | 20 % 5 OO

Note: Complete lines 30 through 38 ONLY if the participant was born bafore 1936, Otherwise,
anter tha amount from line 29 on line 37.

30 Mutiply D@ 19BY 30% 10) - . .« o e e e e e e e e e e e e e e e 30'?;000
=|31 Tax on amount on fine 30. Usemamnatesmmlaformm-anTquﬂonnm &q,q
28 NSUCHONS . . . & & v a4 s e e s e e e e e | 31
9]

5 32 Muitiply line 31 byton{ﬂ)) if ine 11 lablank.sldpllnasammwhas and enter this amount q
> online36. . . e e e m e nm = 32 I
E‘“ Multiply line 22 by 10% (10) . . . . . . . . . . . . |38 Looo
34 Tax on amount on lina 33. Use the Tax Rata Schecule for the II
10-Year Tax Option in the instructions . . . . . . . . . L34 Q
35Mulﬁplylinoaawytan(w}......................351)100
38 Subtvact fine 35 from line 32. (Multple recipients, ses page 3 of the instructions) . . . | 38 [29,070
37 Compare lines 23 and 38. Ganeral should entor the smaller amount hete
(sematructlons}... . .'I'-WU . :rragLQE)

38 Tax on lump-sum distribution. Add lines 7 and 37. Also, Include in the total on Form 1040, &g 070

line 38, or Form 1041, Schadule G, line 1b, whicheverapplies . , . . . . . . . » |38
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Rollovers

A rollover is a withdrawal of cash or other assets from
one qualified retirement plan or IRA and its reinvestment
in another qualified retirement plan or IRA. Do not in-
clude the amount rolled over in your income and do not
take a deduction for it. The amount rolled over is taxable
later as the new retirement plan or IRA pays that amount
to you. If you roll over amounts into an IRA, subsequent
distributions of these amounts from the IRA do not qual-
ify for the capital gain treatment or 5— or 10—year tax op-
tion discussed earlier.

A qualified retirement plan is a qualified pension,
profit-sharing, or stock bonus plan, or a qualified annuity
plan. To determine whether your plan is a qualified plan,
check with your employer or the plan administrator. For
information on rollovers from tax-sheltered annuities,
see Publication 571.

Self-employed individuals are generally treated as
employees for rules on the tax treatment of distributions,
including rollovers.

Eligible rollover distributions. An eligible rollover dis-
tribution is any distribution of all or any part of the bal-
ance to your credit in a qualified retirement plan except:

1) The nontaxable part of a distribution (such as your
after-tax contributions) other than the net unreal-
ized appreciation from employer securities de-
scribed earlier in Distributions of employer securi-
ties under Lump-Sum Distributions ,

2) Any of a series of substantially equal distributions
paid at least once a year over:

a) Your lifetime or life expectancy,

b) The joint lives or life expectancies of you and
your beneficiary, or

c) A period of 10 years or more,

3) Arequired minimum distribution generally beginning
at age 70 Y2 (described under Tax on Excess Ac-
cumulation, later),

4) Corrective distributions of excess contributions or
excess deferrals, and any income allocable to the
excess, or of excess annual additions and any allo-
cable gains (see Excess Contributions, Deferrals
and Annual Additions, earlier),

5) Aloan treated as a distribution because it does not
satisfy certain requirements either when made or
later (such as upon default), unless the participant’s
accrued benefits are reduced (offset) to repay the
loan (see Loans Treated as Distributions, earlier),

6) Dividends on employer securities, or
7) The cost of life insurance coverage.

In addition, a distribution to the plan participant’'s ben-
eficiary is not generally treated as an eligible rollover dis-
tribution. However, see Qualified domestic relations or-
derand Rollover by surviving spouse, later.

Page 28

Withholding requirements. If an eligible rollover distri-
bution is paid to you, the payer must withhold 20% of it.
This applies even if you plan to roll over the distribution
to another qualified retirement plan or to an IRA. How-
ever, you can avoid withholding by choosing the direct
rollover option, discussed later. Also, see Choosing
the right option at the end of this discussion.

Exceptions. An eligible rollover distribution is not
subject to withholding to the extent it consists of net un-
realized appreciation from employer securities that can
be excluded from your gross income. (See Distributions
of employer securities under Lump-Sum Distributions,
earlier.)

In addition, withholding from an eligible rollover distri-
bution paid to you is not required if:

1) The distribution and all previous eligible rollover dis-
tributions you received during your tax year from the
same plan (or at the payer’s option, from all your
employer’s plans) total less than $200, or

2) The distribution consists solely of employer securi-
ties, plus cash of $200 or less in lieu of fractional
shares.

Direct rollover option. You can choose to have any
part of an eligible rollover distribution paid directly to an-
other qualified retirement plan that accepts rollover dis-
tributions or to an IRA.

No tax withheld. If you choose the direct rollover op-
tion, no tax will be withheld from any part of the distribu-
tion that is directly paid to the trustee of the other plan. If
any part of the eligible rollover distribution is paid to you,
the payer must generally withhold 20% of it for income
tax.

Payment to you option. If an eligible rollover distribu-
tion is paid to you, 20% generally will be withheld for in-
come tax. However, the full amount is treated as distrib-
uted to you even though you actually receive only 80%.
You must include in income any part (including the part
withheld) that you do not roll over within 60 days to an-
other qualified retirement plan or to an IRA.

Partial rollovers. If you receive a lump-sum distribu-
tion, it may qualify for special tax treatment. See Lump-
Sum Distributions, earlier. However, if you roll over any
part of the distribution, the part you keep does not qual-
ify for special tax treatment.

If you are under age 59 when a distribution is paid to
you, you may have to pay a 10% tax (in addition to the
regular income tax) on the taxable part, including any tax
withheld, that you do not roll over. See Tax on Early Dis-
tributions, later.

Rolling over more than amount received. If the
part of the distribution you want to roll over exceeds (due
to the tax withholding) the amount you actually received,
you will have to get funds from some other source (such
as your savings or borrowed amounts) to add to the
amount you actually received.



Example. On January 31, 1997, you receive an eligi-
ble rollover distribution of $10,000 from your employer’s
qualified plan. The payer withholds $2,000, so you actu-
ally receive $8,000. If you want to roll over the entire
$10,000 to postpone including that amount in your in-
come, you will have to get $2,000 from some other
source to add to the $8,000 you actually received. You
must complete the rollover by April 1, 1997.

If you roll over only $8,000, you must include in your
1997 income the $2,000 not rolled over. Also, you may
be subject to the 10% additional tax on the $2,000 if it
was distributed to you before you reached age 59 ¥-.

Time for making rollover. You must complete the roll-
over of an eligible rollover distribution paid to you by the
60th day following the day on which you receive the dis-
tribution from your employer’s plan.

Frozen deposits. If an amount that was distributed
to you from a qualified retirement plan is deposited in an
account from which you cannot withdraw it because of
either:

1) The bankruptcy or insolvency of any financial insti-
tution, or

2) Any requirement imposed by the state in which the
institution is located because of the bankruptcy or
insolvency (or threat of it) of one or more financial
institutions in the state,

that amount is considered a “frozen deposit” for the pe-
riod during which you cannot withdraw it.

A special rule extends the period allowed for a tax-
free rollover for frozen deposits. The period during which
the amount is a frozen deposit is not counted in the 60—
day period allowed for a tax-free rollover into a qualified
plan or an IRA. Also, the 60—day period does not end
earlier than 10 days after the deposit is no longer a fro-
zen deposit. However, to qualify under this rule, the de-
posit must be frozen on at least one day during the 60—
day rollover period.

Retirement bonds. If you redeem retirement bonds
purchased under a qualified bond purchase plan, you
can roll over the proceeds that exceed your basis tax
free into an IRA or qualified employer plan. Subsequent
distributions, however, do not qualify for the 5— or 10—
year tax option or capital gain treatment.

Annuity contracts. If an annuity contract was distrib-
uted to you by a qualified retirement plan, you can roll
over an amount paid under the contract that is otherwise
an eligible rollover distribution. For example, you can roll
over a single sum payment you receive upon surrender
of the contract to the extent it is taxable and is not a re-
quired minimum distribution.

Rollovers of property. To roll over an eligible rollover
distribution of property, you must either roll over the ac-
tual property distributed or sell it and roll over the pro-
ceeds. You cannot keep the distributed property and roll
over cash or other property.

If you sell the distributed property and roll over all the
proceeds, no gain or loss is recognized on the sale. The
sale proceeds (including any portion representing an in-
crease in value) are treated as part of the distribution
and are not included in your gross income.

If you roll over only part of the proceeds, you are
taxed on the part you keep. You must allocate the pro-
ceeds you keep between the part representing ordinary
income from the distribution (its value upon distribution)
and the part representing gain or loss from the sale (its
change in value from its distribution to its sale).

Example 1. On September 6, 1996, Paul received an
eligible rollover distribution from his employer’'s noncon-
tributory qualified retirement plan of $50,000 in nonem-
ployer stock. On September 27, 1996, he sold the stock
for $60,000. On October 4, 1996, he contributed
$60,000 cash to an IRA. Paul does not include either the
$50,000 eligible rollover distribution or the $10,000 gain
from the sale of the stock in his income. The entire
$60,000 rolled over will be ordinary income when he
withdraws it from his IRA.

Example 2. The facts are the same as in Example 1,
except that Paul sold the stock for $40,000 and contrib-
uted $40,000 to the IRA. Paul does not include the
$50,000 eligible rollover distribution in his income and
does not deduct the $10,000 loss from the sale of the
stock. The $40,000 rolled over will be ordinary income
when he withdraws it from his IRA.

Example 3. The facts are the same as in Example 1,
except that Paul rolled over only $45,000 of the $60,000
proceeds from the sale of the stock. The $15,000 pro-
ceeds he did not roll over includes part of the gain from
the stock sale. Paul reports $2,500 ($10,000/$60,000
x $15,000) capital gain and $12,500 ($50,000/$60,000
x $15,000) ordinary income.

Example 4. The facts are the same as in Example 2,
except that Paul rolled over only $25,000 of the $40,000
proceeds from the sale of the stock. The $15,000 pro-
ceeds he did not roll over includes part of the loss from
the stock sale. Paul reports $3,750 ($10,000/$40,000
x $15,000) capital loss and $18,750 ($50,000/$40,000
x $15,000) ordinary income.

Property and cash distributed. If both cash and
property were distributed and you did not roll over the
entire distribution, you may designate what part of the
rollover is allocable to the cash distribution and what
part is allocable to the proceeds from the sale of the dis-
tributed property. If the distribution included an amount
that is not taxable (other than net unrealized apprecia-
tion in employer securities) as well as an eligible rollover
distribution, you may also designate what part of the
nontaxable amount is allocable to the cash distribution
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and what part is allocable to the property. Your designa-
tion must be made by the due date for filing your tax re-
turn, including extensions. You cannot change your des-
ignation after that date. If you do not make a designation
on time, the rollover amount or the nontaxable amount
must be allocated on a ratable basis.

Tax-sheltered annuity plan. The preceding rules also
apply to distributions from tax-sheltered annuity plans,
except that eligible rollover distributions from a tax-shel-
tered annuity plan cannot be rolled over into a qualified
retirement plan. Instead, they can be rolled over into an-
other tax-sheltered annuity plan or into an IRA.

For more information on the tax treatment of distribu-
tions from a tax-sheltered annuity plan, get Publication
571.

Section 457 plans. You cannot roll over any distribu-
tion from a section 457 deferred compensation plan of a
state or local government or tax-exempt organization.

Qualified domestic relations order. You may be able
to roll over tax free all or part of a distribution from a qual-
ified retirement plan that you receive under a qualified
domestic relations order. (See Qualified domestic rela-
tions order under General Information, earlier.) If you re-
ceive the distribution as an employee’s spouse or former
spouse (not as a nonspousal beneficiary), the rollover
rules apply to you as if you were the employee.

Rollover by surviving spouse. You may be able to roll
over tax free all or part of a distribution from a qualified
retirement plan you receive as the surviving spouse of a
deceased employee. The rollover rules apply to you as if
you were the employee, except that you can roll over the
distribution only into an IRA. You cannot roll it over into a
qualified retirement plan. A distribution paid to a benefi-
ciary other than the employee’s surviving spouse is not
an eligible rollover distribution.

How to report. On your Form 1040, report the total dis-
tribution on line 16a. Report the taxable amount of the
distribution minus the amount rolled over, regardless of
how the rollover was made, on line 16b. If you file Form
1040A, report the total distribution on line 11a and the
taxable amount minus the amount rolled over on line
11b.

Written explanation to recipients. The administrator
of a qualified retirement plan must, within a reasonable
period of time before making an eligible rollover distribu-
tion, provide a written explanation to you. It must tell you
about:

1) Your right to have the distribution paid tax free di-
rectly to another qualified retirement plan or to an
IRA,

2) The requirement to withhold tax from the distribu-
tion if it is not paid directly to another qualified retire-
ment plan or to an IRA,
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3) The nontaxability of any part of the distribution that
you roll over to another qualified retirement plan or
to an IRA within 60 days after you receive the distri-
bution, and

4) The other qualified retirement plan rules that apply,
including those for lump-sum distributions, alternate
payees, and cash or deferred arrangements.

Reasonable period of time. The plan administrator
must provide you with a written explanation no earlier
than 90 days and no later than 30 days before the distri-
bution is made. However, you can choose to have a dis-
tribution made less than 30 days after the explanation is
provided as long as the following two requirements are
met:

1) You must have the opportunity to consider whether
or not you want to make a direct rollover for at least
30 days after the explanation is provided.

2) The information you receive must clearly state that
you have the right to have 30 days to make a
decision.

Contact the plan administrator if you have any questions
regarding this information.

Choosing the right option. The following comparison
chart may help you decide which distribution option to
choose. Carefully compare the tax effects of each and
choose the option that is best for you.

Comparison Chart

Payment To You

Payer generally must withhold
income tax of 20% on the taxable
part even if you roll it over to another
plan or to an IRA.

No withholding.

No 10% additional tax.  If you are under age 59Y2, a 10%
additional tax may apply to the
taxable part, including the tax
withheld, that you do not roll over.
See Tax on Early Distributions, later.

Not income until later Taxable part, including the tax
distributed to you withheld, is income to the extent not
from the other plan or rolled over.
the IRA.

Survivors and
Beneficiaries

Generally, a survivor or beneficiary reports pension or
annuity income in the same way the plan participant re-
ports it. However, some special rules apply, and they are
covered elsewhere in this publication as well as in this
section.



Estate tax deduction. You may be entitled to a deduc-
tion for estate tax if you receive a joint and survivor annu-
ity that was included in the decedent’s estate. You can
deduct the part of the total estate tax that was based on
the annuity, provided that the decedent died after his or
her annuity starting date. Deduct it in equal amounts
over your remaining life expectancy.

There is a special computation that you must make to
figure the estate tax deduction for a surviving annuitant
under a joint and survivor annuity. See Income Tax Reg-
ulations section 1.691(d)-1.

You can take the estate tax deduction as an itemized
deduction on Schedule A, Form 1040. This deduction is
not subject to the 2%-of-adjusted-gross-income limit on
miscellaneous deductions.

Survivors of employees. Distributions the beneficiary
of a deceased employee gets may be accrued salary
payments, a distribution from employee profit-sharing,
pension, annuity, and stock bonus plans, or other items.
Some of these should be treated separately for tax pur-
poses. The treatment of these distributions depends on
what they represent.

Salary or wages paid after the death of the employee
are usually the beneficiary’s ordinary income. If you are a
beneficiary of an employee who was covered by any of
the retirement plans mentioned, you can exclude from
income nonperiodic distributions received that totally re-
lieve the payer from the obligation to pay an annuity. The
amount that you can exclude is equal to the deceased
employee’s contribution to the plan plus the death bene-
fit exclusion, if it applies.

If you are entitled to receive a survivor annuity on the
death of an employee, you must report the annuity under
the General Rule (see Partly Taxable Payments, earlier)
or the Simplified General Rule discussed under Taxation
of Periodic Payments, earlier. In figuring the excludable
amount under any of these rules, add any allowable
death benefit exclusion (discussed earlier) to your cost.

If you are the beneficiary of an employee who
died after August 20, 1996, you are not eligible
C

Tl for the $5,000 death benefit exclusion.

The beneficiaries are taxed on interest from an em-
ployee’s death benefit if all or part of the distributable
amount is left on deposit under an agreement to pay in-
terest only.

Survivors of retirees. Benefits paid to you as a survivor
under a joint and survivor annuity must be included in
your gross income. Include them in income in the same
way the retiree would have included them in gross
income.

If the retiree reported the annuity under the Three-
Year Rule and had recovered all of its cost before death,
your survivor payments are fully taxable. (But if you re-
ceived the annuity other than as the survivor under a
joint and survivor annuity, see Death benefit exclusion,

in the discussion of Investment in the Contract (Cost)
under Taxation of Periodic Payments, earlier.)

If the retiree was reporting the annuity under the Gen-
eral Rule, you should apply the same exclusion percent-
age to your initial survivor annuity payment called for in
the contract. The resulting tax-free amount will then re-
main fixed. Increases in the survivor annuity are fully
taxable.

Under the Simplified General Rule, the monthly tax-
free amount figured at the annuity starting date applies
to both annuitants under a joint and survivor annuity. If
the retiree had been reporting the annuity using the Sim-
plified General Rule, you should continue to use the
same monthly tax-free amount for your survivor
payments.

Guaranteed payments. If you receive guaranteed
payments as the decedent’s beneficiary under a life an-
nuity contract, do not include any amount in your gross
income until your distributions plus the the tax-free distri-
butions received by the life annuitant equal the cost of
the contract. All later distributions are fully taxable. This
rule does not apply if it is possible for you to collect more
than the guaranteed amount. For example, it does not
apply to payments under a joint and survivor annuity.

Special Additional Taxes

To discourage the use of pension funds for purposes
other than normal retirement, the law imposes additional
taxes on certain distributions of those funds. Ordinarily,
you will not be subject to these taxes if you roll over all
distributions you receive, as explained earlier, or begin
drawing out the funds at a normal retirement age, in rea-
sonable amounts over your life expectancy. The special
additional taxes include those on:

e Early distributions.
e Excess distributions.

e Excess Accumulation (not making minimum
distributions).

Each of these taxes is discussed in the following sec-
tions. If you must pay any of these taxes, report them on
Form 5329, Additional Taxes Attributable to Qualified
Retirement Plans (Including IRAs), Annuities, and Modi-
fied Endowment Contracts. However, you do not have
to file Form 5329 if you owe only the tax on early distribu-
tions and your Form 1099-R shows a “1"” in box 7. In-
stead, enter 10% of the taxable part of the distribution
on line 48 of Form 1040 and write “No” on the dotted
line next to line 48.

Even if you do not owe any of these taxes, you may
have to complete Form 5329 and attach it to your Form
1040. This applies if:

1) Youreceived an early distribution and your Form
1099-R does not show distribution code “2,” “3,”
or “4” in box 7 (or the code number shown is incor-
rect), or
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2) You received distributions that exceed the thresh-
old amount for the tax on excess distributions.

Tax on Early Distributions

Most distributions (both periodic and nonperiodic) from
gualified retirement plans and deferred annuity con-
tracts made to you before you reach age 59 ¥: are sub-
ject to an additional tax of 10%. This tax applies to the
part of the distribution that you must include in gross
income.

For this purpose, a qualified retirement plan means:

1) A qualified employee retirement plan (including
qualified cash or deferred arrangements (CODAS)
under section 401(k)),

2) A qualified annuity plan,

3) Atax-sheltered annuity plan for employees of public
schools or tax-exempt organizations, or

4) Anindividual retirement arrangement (IRA).

Exceptions to tax. The 10% early distribution tax does
not apply to distributions that are:

1) Made to a beneficiary or to the estate of the plan
participant or annuity holder on or after his or her
death,

2) Made because you are totally and permanently
disabled,

3) Made as part of a series of substantially equal peri-
odic (at least annual) payments over your life (or life
expectancy) or the joint lives (or joint life expectan-
cies) of you and your beneficiary (if from a qualified
employee plan, payments must begin after separa-
tion from service),

4) Made to you after you separated from service with
your employer if the separation occurred during or
after the calendar year in which you reached age
55,

5) Paid to you to the extent you have deductible medi-
cal expenses (the amount of medical expenses that
exceeds 7.5% of your adjusted gross income),
whether or not you itemize deductions for the tax
year,

6) Paid to alternate payees under qualified domestic
relations orders (QDROs),

7) Made to you if, as of March 1, 1986, you separated
from service and began receiving benefits from the
qualified plan under a written election designating a
specific schedule of benefit payments,

8) Made to correct excess deferrals, excess contribu-
tions, or excess aggregate contributions,

9) Allocable to investment in a deferred annuity con-
tract before August 14, 1982,

10) From an annuity contract under a qualified personal
injury settlement,

11) Made under an immediate annuity contract, or
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12) Made under a deferred annuity contract purchased
by your employer upon the termination of a qualified
employee retirement plan or qualified annuity and
that is held by your employer until you separate
from the service of the employer.

Only exceptions (1) through (3) apply to distributions
from IRAs. Exceptions (4) through (8) apply only to distri-
butions from qualified employee plans. Exceptions (9)
through (12) apply only to deferred annuity contracts not
purchased by qualified employer plans.

Recapture tax under exception (3). An early distri-
bution recapture tax may apply if, before you reach age
59 Y., the distribution method under exception (3)
changes (for reasons other than your death or disability).
The tax applies if the method changes from the method
requiring equal payments to a method that would not
have qualified for the exception to the tax. The recapture
tax applies to the first tax year to which the change ap-
plies. The amount of tax is the amount that would have
been imposed had the exception not applied, plus inter-
est for the deferral period.

The recapture tax also applies if you do not receive
the payments for at least 5 years under a method that
qualifies for the exception. It applies even if you modify
your method of distribution after you reach age 59 ¥2. In
that case, the tax applies only to payments distributed
before you reach age 59 ..

5% rate on certain early distributions from deferred
annuity contracts. If an early withdrawal from a de-
ferred annuity is otherwise subject to the 10% tax, a 5%
rate may apply instead. A 5% rate applies if, as of March
1, 1986, you were receiving payments under a written
election providing a specific schedule for the distribution
of your interest in the contract. On line 4 of Form 5329,
multiply by 5% instead of 10%. Attach an explanation to
your return.

Tax on Excess Distributions

If you received retirement distributions in excess of
$155,000 during the calendar year, you are subject to an
additional 15% excise tax on the amount over $155,000.
The 15% tax is offset by any 10% early distribution tax
that applies to the excess distribution. (See the preced-
ing discussion.)

Retirement distributions are distributions from quali-
fied employee retirement plans, qualified annuity plans,
tax-sheltered annuities, and individual retirement ar-
rangements (IRAs). They include the net unrealized ap-
preciation (NUA) in employer securities. For information
on the regular tax treatment of NUA, see Distributions of
employer securities, under Lump-sum distributions,
earlier.

Exceptions to tax for 1996. The 15% tax on excess
distributions does not apply to the following distributions
in 1996:



1) Distributions after the death of the participant (but
see Increase in estate tax, later),

2) Distributions paid to your spouse or former spouse
under a qualified domestic relations order (QDRO)
that are not included in your gross income (the dis-
tributions are included in determining your spouse’s
or former spouse’s excess distributions),

3) Distributions based on the participant’s investment
in the contract,

4) Distributions to the extent rolled over tax free,

5) Distributions of annuity contracts, the value of
which are not included in gross income at the time
of the distribution (other than distributions under, or
proceeds from the sale or exchange of, such
contracts),

6) Distributions of excess deferrals (and income allo-
cable to them) as discussed under Excess Contri-
butions, Deferrals, and Annual Additions, earlier,
and

7) Distributions of excess contributions (and income
allocable to them) under section 401(k) plans or
IRAs, or excess aggregate contributions (and in-
come on them) under qualified plans.

You will not be subject to this additional 15% tax
@ if you receive the retirement distributions after
December 31, 1996 (and before the year 2000).

Combining distributions. If distributions for you are
made to you and others, you must combine the distribu-
tions in figuring the amount of excess distributions for
the year.

Lump-sum distributions. A special dollar limit applies
to a lump-sum distribution if you choose the 5— or 10—
year tax option and/or capital gain treatment. The
threshold amount of $155,000 increases five times to
$775,000 for lump-sum distributions. You must figure a
separate tax on the lump-sum distribution over
$775,000.

Special grandfather election. If you made a special
“grandfather election” on your 1987 or 1988 return, you
must use a different rule to figure the excess distribu-
tions tax. Under that rule, exclude from the amount sub-
ject to the tax the part of your distribution that is treated
as being from your accrued benefits as of August 1,
1986. To have qualified for this special choice, your ac-
crued benefits on August 1, 1986, must have been more
than $562,500.

If you made this choice, the excess distributions tax
applies to your retirement distributions for 1996 that is
more than the greater of:

1) The part of your distributions treated as being from
your accrued benefits on August 1, 1986 (your re-
covered grandfather amount), or

2) $155,000 ($775,000 if a lump-sum distribution).

For details, see Form 5329 and its instructions.

Increase in estate tax. The federal estate tax on the
estate of a decedent is increased by 15% of the dece-
dent’s excess retirement accumulation. Credits against
the estate tax, such as the unified credit, do not offset
this additional tax. Figure the excess retirement accumu-
lation, if any, as follows. Add the total value (as included
in the gross estate) of the decedent’s interests in all
gualified employee plans, qualified annuity plans, tax-
sheltered annuities, and individual retirement arrange-
ments. Subtract from this the “present value” of a hypo-
thetical single life annuity. This annuity would be for a
period equal to the decedent’s life expectancy immedi-
ately before death, with annual payments of $155,000.
(If the decedent had made the special grandfather elec-
tion, subtract instead the greater of any unrecovered
grandfather amount or the hypothetical life annuity fig-
ured with annual payments (for a decedent dying in
1996) of $155,000.)

See the instructions for Schedule S of Form 706,
United States Estate (and Generation-Skipping Trans-
fer) Tax Return, for more information.

Special choice by spouse. The decedent’s spouse
may be able to choose not to have the increase in estate
tax apply. The spouse can make this choice if he or she
is the beneficiary of all (or all except for a de minimis por-
tion) of the decedent’s interests in the plans listed ear-
lier. If the spouse makes this choice, the tax on excess
distributions will apply to the spouse. Any retirement dis-
tributions from the decedent’s interests in the retirement
plans will be treated as if the interests were the
spouse’s.

Tax on Excess Accumulation

To make sure that most of your retirement benefits are
paid to you during your lifetime, rather than to your bene-
ficiaries after your death, your retirement payments from
qualified plans and IRAs must generally begin, at the lat-
est, soon after you reach age 70 ¥.. The payments can-
not be less than the minimum distribution required each
year. If the actual distributions to you in any year are less
than the minimum required for that year, you are subject
to an additional tax. The tax equals 50% of the required
minimum amount not distributed. The rules on when
minimum distributions must begin and how they are fig-
ured are described below.

Beginning in 1997, this rule will take into ac-

@ count whether you have retired.
The additional tax applies to qualified employee re-
tirement plans, qualified annuity plans, deferred com-
pensation plans under section 457, tax-sheltered annu-

ity programs (for benefits accruing after 1986), and
IRASs.
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The tax may be waived if you establish that the
shortfall in distributions was due to reasonable error and
that reasonable steps are being taken to remedy the
shortfall.

State insurer delinquency proceedings. You might
not receive the minimum distribution because of state in-
surer delinquency proceedings for an insurance com-
pany. If your payments are reduced below the minimum
because of these proceedings, you should contact your
plan administrator. Under certain conditions, you will not
have to pay the excise tax.

Required beginning date. For years beginning before
1997, you must begin receiving distributions from your
retirement plan by April 1 of the year following the calen-
dar year in which you reached age 70 ¥.. This applies
whether or not you have actually retired. You would be
subject to the tax on excess accumulations if you
reached age 70 ¥ during 1995 and did not receive the
required minimum distribution by April 1, 1996. You
would owe the tax on your 1996 return.

You reach age 70Y2 on the date that is 6 calendar
months after the date of your 70th birthday. For exam-
ple, if your 70th birthday was on July 1, 1995, you were
age 70 Y2 on January 1, 1996. Your required beginning
date for receiving distribution is April 1, 1997. If your 70th
birthday was on June 30, 1995, you were age 70 ¥> on
December 30, 1995, and your required beginning date is
April 1, 1996.

Exceptions. In some cases, you do not have to be-
gin receiving benefits from an employee plan until April 1
of the year following the calendar year in which you re-
tire. This applies regardless of your age, if you either:

1) Are covered by a government or church plan and
have reached age 70 ¥2 before the year in which
you retire, or

2) Reached age 70Y- before 1988 and were not a 5%
owner.

You do not meet the requirement in (2) if, at any time dur-
ing the 5-plan-year period ending in the calendar year in
which you reached age 70 Y2 or during any later plan
year, you owned or were considered to own more than
5% of the outstanding stock (or more than 5% of the to-
tal voting power of all stock) of the employer, or more
than 5% of the capital or profits interest in the employer.

If neither exception applies, you are subject to the tax
for 1996 if you retired or became a 5% owner in 1995
and did not receive the required minimum distribution
from your qualified employee retirement plan by April 1,
1996.

Starting in 1997, the required beginning date for
@ receiving distributions, if you are still working at
age 707%-, is April 1 of the year following the cal-

endar year in which you retire. This does not apply to
IRAS.
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Exception. A 5% owner must still begin to receive
distributions on April 1 of the year following the calendar
year in which he or she reaches age 70 Y.

Required distributions. You must either:

1) Receive your entire interest in the plan (for a tax-
sheltered annuity, your entire benefit accruing after
1986) by the required beginning date, as explained
above, or

2) Begin receiving periodic distributions by that date in
annual amounts calculated to distribute your entire
interest (for a tax-sheltered annuity, your entire ben-
efit accruing after 1986) over your life or life expec-
tancy or over the joint lives or joint life expectancies
of you and your designated beneficiary (or over a
shorter period).

The term ““designated beneficiary”” as used here
means the individual who is your beneficiary under your
retirement plan or annuity upon your death. If you have
more than one beneficiary, the beneficiary with the
shortest life expectancy, usually the oldest individual,
will be the “designated beneficiary.”

After the starting year for periodic distributions, you
must receive the required distribution for each year by
December 31 of that year. (The starting year is the year
in which you reach age 70 ¥ or retire, whichever applies
in determining your required beginning date.) If no distri-
bution is made in your starting year, the required distribu-
tions for 2 years are required the following year (one by
April 1 and one by December 31).

Example. You retired in 1995. You reached age 70Y-
on August 20, 1996. For 1996 (your starting year), you
must receive a minimum amount from your retirement
plan by April 1, 1997. You must receive the minimum re-
quired distribution for 1997 by December 31, 1997.

Distributions after the employee’s death. |If the
employee was receiving periodic distributions before his
or her death, any payments not made as of the time of
death must be distributed at least as rapidly as under the
distribution method being used at the date of death.

If the employee dies before the required begin-
ning date, the entire account must be distributed either:

Rule 1. By December 31 of the fifth year following the
year of the employee’s death, or

Rule 2. In annual amounts over the life or life expec-
tancy of the designated beneficiary.

Which of these two rules applies depends on the
terms of the plan. The terms of the plan may permit the
employee or the beneficiary to choose the rule that ap-
plies. This choice must be made by the earliest date a
distribution would be required under either of the rules.
Generally, this date is December 31 of the year following
the year of the employee’s death.



If the employee or the beneficiary did not choose ei-
ther rule and the plan does not specify the one that ap-
plies, distribution must be made under rule 2 if the bene-
ficiary is the surviving spouse and under rule 1 if the
beneficiary is someone other than the surviving spouse.
Distributions under rule 2 generally must begin by De-
cember 31 of the year following the year of the employ-
ee’s death. However, if the spouse is the beneficiary,
distributions need not begin until December 31 of the
year the employee would have reached age 70 Y-, if
later.

If a spouse is the designated beneficiary and distribu-
tions are to be made under rule 2, a special rule applies if
the spouse dies after the employee but before distribu-
tions are required to begin. In this case, distributions may
be made to the spouse’s beneficiary under either rule 1
or rule 2, as though the beneficiary were the employee’s
beneficiary and the employee died on the spouse’s date
of death. However, if the spouse remarries after the em-
ployee’s death and the new spouse is designated as the
spouse’s beneficiary, this special rule applicable to sur-
viving spouses does not apply to the new spouse.

Minimum distributions from annuity plan. Special
rules apply if you receive distributions from your retire-
ment plan in the form of an annuity. Your plan adminis-
trator should be able to give you information about these
rules.

Minimum distributions from an individual account
plan. If there is an account balance to be distributed
from your plan (not as an annuity), your plan administra-
tor must figure the minimum amount that must be distrib-
uted from the plan each year. For distributions being
made over life expectancy, this amount is figured by di-
viding the account balance at the end of the preceding
year by an applicable life expectancy (from tables pub-
lished by the IRS). The applicable life expectancy is:

1) The life expectancy of the employee, or the joint life
and last survivor expectancy of the employee and
the designated beneficiary, if distributions begin by
the employee’s required beginning date, or

2) The life expectancy of the designated beneficiary if
the employee dies before the required beginning
date.

Account balance. Use the value of the account bal-
ance at the end of the preceding year (valuation calen-
dar year), adjusted as follows:

1) Add the amount of any contributions made for the
valuation calendar year, including those made after
the close of the valuation date (up to the filing due
date (plus extensions) of the individual income tax
return of the plan participant).

2) Subtract distributions made in the valuation calen-
dar year after the valuation date.

What types of installments are allowed? The mini-
mum amount that must be distributed for any year may

be made in a series of installments (e.g., monthly, quar-
terly, etc.) as long as the total payments for the year
made by the date required are not less than the mini-
mum amount required.

More than minimum. Your plan can distribute more
in any year than the minimum amount required for that
year, but if it does, you will not receive credit for the addi-
tional amount in determining the minimum amount re-
quired for future years. However, any amount distributed
in your starting year will be credited toward the amount
required to be distributed by April 1 of the following year.

Life expectancy. For distributions beginning during
your life that are made by April 1 after your starting year,
the initial life expectancy (or joint life and last survivor ex-
pectancy) is determined using the ages of you and your
designated beneficiary as of your birthdays in your start-
ing year.

For distributions beginning after the employee’s
death (if death occurred before April 1 following the em-
ployee’s starting year) over the life expectancy of the
designated beneficiary, the initial life expectancy of the
designated beneficiary is determined using the benefici-
ary’s age as of his or her birthday in the year distributions
must begin.

Unless your plan provides otherwise, your life expec-
tancy (and that of your spouse, if it applies) must be re-
determined annually. (The life expectancy of a desig-
nated beneficiary who is someone other than your
spouse cannot be redetermined.) If life expectancy is
not redetermined, the initial life expectancy is simply re-
duced by one for each year after your starting year to de-
termine the remaining life expectancy.

If the life expectancies of both the employee and the
employee’s spouse are redetermined, and either one
dies, use only the survivor's life expectancy to figure dis-
tributions in years following the year of death. If both the
employee and his or her spouse die, the entire remaining
interest must be distributed by the end of the year follow-
ing the year of the second death.

If the life expectancy of only one individual (either the
employee or the employee’s spouse) is redetermined
and that individual dies, use only the other individual’'s
life expectancy to figure distributions in years following
the year of death. If, instead, the other individual dies, his
or her life expectancy as if the death had not occurred
continues to be used to figure the remaining distribu-
tions. These rules also apply if the designated benefici-
ary is someone other than the employee’s spouse.

Your plan may also permit you and your spouse to
choose whether or not your life expectancies are to be
redetermined. This choice must be made by the date the
first distribution is required to be made from the plan.

Minimum distribution incidental benefit require-
ment. Distributions from a retirement plan during the
employee’s lifetime must satisfy, in addition to the above
requirements, the minimum distribution incidental
benefit (MDIB) requirement. This requirement is to en-
sure that the plan is used primarily to provide retirement
benefits to the employee. After the employee’s death,
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only “incidental” benefits are expected to remain for dis-
tribution to the employee’s beneficiary (or beneficiaries).

If your spouse is your only beneficiary, the MDIB re-
quirement is satisfied if the general minimum distribution
requirements discussed above are satisfied. If your
spouse is not your only beneficiary, your plan administra-
tor must figure your required minimum distribution by di-
viding the account balance at the end of the year by the
smaller of the applicable life expectancy or the MDIB di-
visor that applies (from a table published by the IRS).

Combining multiple annuity accounts for satisfy-
ing the minimum distribution requirements. The re-
quired minimum distribution must be figured separately
for each account. Each qualified employee retirement
plan and qualified annuity plan must be considered indi-
vidually in satisfying its distribution requirements. How-
ever, if you have more than one tax-sheltered annuity
account or more than one individual retirement arrange-
ment (IRA), you can total the required distributions and
then satisfy the requirement by taking distributions from
any one (or more) of the tax-sheltered annuities or IRAs,
respectively. Distributions from tax-sheltered annuities
will not satisfy the distribution requirements for IRAs, nor
will distributions from IRAs satisfy the requirements for
tax-sheltered annuity distributions.

How To Get More Information

I-.
~
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You can get help from the IRS in several ways.

Free publications and forms. To order free publica-
tions and forms, call 1-800—-TAX—FORM (1-800-829-
3676). You can also write to the IRS Forms Distribution
Center nearest you. Check your income tax package for
the address. Your local library or post office also may
have the items you need.

For a list of free tax publications, order Publication
910, Guide to Free Tax Services. It also contains an in-
dex of tax topics and related publications and describes
other free tax information services available from IRS,
including tax education and assistance programs.

If you have access to a personal computer and
modem, you also can get many forms and publications
electronically. See Quick and Easy Access to Tax Help
and Forms in your income tax package for details. If
space permitted, this information is at the end of this
publication.

Tax questions. You can call the IRS with your tax ques-
tions. Check your income tax package or telephone
book for the local number, or you can call 1-800-829—
1040. You can also get help from the employee plans
taxpayer assistance telephone service. For the hours of
operation, see Introduction, earlier.

TTY/TDD equipment. If you have access to TTY/TDD
equipment, you can call 1-800-829-4059 with your tax
guestions or to order forms and publications. See your
income tax package for the hours of operation.



Table 1. Worksheet A-1 Simplified General Rule (Keep for Your Records)

For annuity starting dates before Nov. 19, 1996.

2. Your costin the plan (contract) at annuity starting date, plus any death benefit

5. Multiply line 4 by the number of months for which this year’s payments

low. Skip lines 6, 7, 10, and 11.

© ®©® N o

stead.

1. Total pension received this year. Also, add this amount to the total for Form 1040, line 16a, or
o 0 107 1 =0 0

EeXCIUSION (If L APPHES) .. vt

3. Age at annuity starting date: If before Nov. 19, 1996, enter:
55 and under 300
56-60 260
61-65 240
66—70 170
71 and over 120 o

4, DIVIde INE 2 DY lINE 3 . e e e

VI MAOE ..

NOTE: If your annuity starting date is after Nov. 18, 1996, use Worksheet B on the next
page. If your annuity starting date is before 1987, enter the amount from line 5 on line 8 be-

Any amounts previously recovered tax free in years after 1986...............ccoeiiiiiiiinns
SUBLrACt INE 6 fTOM lINE 2 ..\ttt eaesrarneneneennnns
Enter the 1eSser Of INE 5 Or lINE 7 ..o oeii i e

Taxable pension for year. Subtract line 8 from line 1. Enter the result, but not less than
zero. Also add this amount to the total for Form 1040, line 16b, or Form 1040A, line 11b . ..

NOTE: If your Form 1099-R shows a larger taxable amount, use the amount on line 9 in-

0. A IINES B AN B ..ottt e e e e et s

11. Balance of cost to be recovered. Subtractline 10 fromline 2 .........c..vvviiiiiiiiiiiiiiinnnnnns

$=
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Table 2. Worksheet B—1 Simplified General Rule (Keep for Your Records)

For annuity starting dates after Nov. 18, 1996.

1. Total pension received this year. Also, add this amount to the total for Form 1040, line 16a, or
o 0 0 0 107 1 = 0 I

2. Your costin the plan (contract) at annuity starting date ............c.coooei i

3. Age at annuity starting date: If after Nov. 18, 1996, enter:
55 and under 360
56-60 310
61-65 260
66-70 210
71 and over B0 s

4, DIVIdE INE 2 DY lINE 3 Lo e e

5. Multiply line 4 by the number of months for which this year’'s payments
L= =0 1 1 =T [

NOTE: If your annuity starting date is before Nov. 19, 1996, use Worksheet A on the preced-
ing page. If your annuity starting date is before 1987, enter the amount from line 5 on line 8
below. Skip lines 6, 7, 10, and 11.

Any amounts previously recovered tax free in years after 1986...............c.cooiiiiiiiinn,
Subtract iNe B fromM lINE 2. ... ..o

Enter the 1esSser Of INE 5 Or INE 7 . oovnn e et eaas

© ® N o

Taxable pension for year. Subtract line 8 from line 1. Enter the result, but not less than
zero. Also add this amount to the total for Form 1040, line 16b, or Form 1040A, line 11b . ..

NOTE: If your Form 1099-R shows a larger taxable amount, use the amount on line 9 in-
stead.

IO TR AN [ I 1T [T S T= U Lo I < 2

11. Balance of cost to be recovered. Subtractline 10 fromline 2 ..........ccovviiiiiiiiiiiiiinns.

$=
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