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TAXLETTER

What Kind of Retirement Plan Is Right for Your Business?

Many small business owners do not think
of retirement plans when thinking about
deductions and their yearly tax bill,
although retirement plans are often one
of the best tax breaks available to small
business owners. Retirement plans have a
double-pronged benefit—you save taxes
now and help build a secure future retire-
ment for participants.

There are a number of retirement plan
options for small business owners, each
with its own advantages and limitations.
The plan vou choose depends on the form
and size of your business, the amount you
wish to contribute, the amount of flexibili-
ty you desire, and many other factors. But
regardless of the vour particular circum-
stances, you will almost certainly find a
plan that suits your situation.

In general, there are three basic types
of plans: (1) IRA-based plans, (2} defined
coptribution plans, and (3} defined benefit
plans. Each has its own rules for annual
contribution limits, filing requirements,
and participant rules that are beyond the
scope of this article. However, knowing the
basics will help you proceed to the next
step.

IRA-based plans

IRA-based plans include payroll deduction
IRAs, simplified employee pension (SEP)
plans, and savings incentive match plan
for employees IRAs (SIMPLE-IRAS).

Payroll deduction IRA. The payroll
deduction IRA is probably the simplest
retirement arrangement for a business,
although it does not provide a deduction
for your business. Under a payroll deduc-

tion IRA, an employee establishes an IRA
{either a traditional IRA or a Roth IRA) with
a financial institution. The employee then
authorizes a payroll deduction for the IRA.
Your responsibility as an emplover is sim-
ply to transmit the employee’s authorized
deduction to the financial institution.

SEP. A SEP is basically an IRA you set
up for yourself and your employees. SEP
administrative costs should be lower than
for some other plans. By establishing a SEP,

you the employer have adopted a plan that
has a trust for the plan assets, and each of
your employees (including yourself) has a
separate account within the trust. A SEP is
funded only by emplover contributions,
Each emplovee is always 1009 vested in

contired on page 2

Thursday, October 16, 2003 (7).max




JULY/AUGUST/SEPTEMBER 2003

CPAC

Retirement Plan: confinued from page 1
(or has total ownership of) the contributions to his or her
SEP. If you set up a SEP for yourself, you generally must cover
all employees who meet an age and service test.
SIMPLE-IRA. SIMPLE-IRAs are available only for a small
business with 100 or fewer employees. If you opt for a SIM-
PLE-IRA plan, your employees can elect to defer part of their
salary. Each employee is always 100% vested in all contribu-
tions to their SIMPLE.

Defined contribution plans

With a defined contribution plan, you as the employer

make a stated (“defined”) contribution to the plan. Each

participating employee has a separate account and his or
her retirement benefit results from the contributions made
to his or her account and the earnings on those amounts.

Examples of defined contribution plans include 401(k)

plans, including SIMPLE 401(k)s, profit-sharing plans, and

money purchase plans.

401(k) plans. With a 401(k) plan, employees can
choose to defer some of their salary. So instead of receiving
that amount in their paycheck, the employee defers, or
delays, getting that money. In this case, their deferred
money is going into a 401(k) plan sponsored by their
employer. This deferred money generally does not get
taxed by the federal government or by most state govern-
ments until it is distributed.

You can make a 401(k) plan as simple or as complex as
you want. A preapproved 401(k) plan cuts down on admin-
istrative headaches and expenses. While 401(k) plans pro-
vide some popular advantages, the administrative costs
often make them too expensive for srnall businésses.

SIMPLE 401(k) plans. A new subset of the 401(k) plan is
the SIMPLE 401(k) plan. Like the SIMPLE-IRA, this plan is
for the small business with 100 or fewer employees. Under
a SIMPLE 401(k) plan, an employee can elect to defer some
compensation. But unlike a regular 401(k) plan, the
emplover must make either:

1. A matching contribution up to 3% of each employee’s
pay depending on the amount each employee con-
tributes; or

2. A nonelective contribution of 2% of each eligible
employee’s pay, regardless of whether the employees
make contributions.

The employees are totally vested in any and all contri-
butions.

Profit-sharing plans. Contributions to a profit-sharing
plan are discretionary. If you do make contributions, you
will need to have a set formula for determining how the

contributions are divided. This money goes into a separate
account for each employee. As with 401(k) plans, you can
make a profit-sharing plan as simple or as complex as you
want. Preapproved profit-sharing plans are available to cut
down on administrative headaches. However, you will still
need to test the plan to assure that benefits do not dis-
criminate in favor of the highly compensated employees.

Money purchase plans. Money purchase plans have
required contribution  percentages,. which, are  stated
upfront in the plan. Preapproved money purchase plans
are available to cut down on administrative requirements.
Money purchase plans are subject to more generous limits;
therefore it is possible to grow larger account balances than
under some other arrangements. However, administrative
costs may be higher, and an excise tax applies if the mini-
mum contribution requirement is not satisfied each and
every year.

Defined benefit plans
With a defined benefit plan, the participant is promised a
stated “defined” benefit. There are no separate accounts,
only one general trust. Usually the benefit is stated as a
percentage of pay or a specific dollar amount multiplied
by the participant’s years of service. Trust earnings have
no impact on the participant’s promised benefit.
Sometimes, you might hear defined benefit plans
described as:
e Career Average Earnings Plans
* Final Average Earnings Plans
While there are often higher costs and more com-
plexity with these plany, defined berrefit plans ¢ai pro- |
vide significant benefits in a relatively short period of
time, and, often, employers can contribute (and deduct)
more than under other retirement plans. Another advan-
tage is that the plan provides a predictable benefit.
However, such plans are the most costly and most admin-
istratively complex.

Many choices to make

Is one of these plans for you? Please call us if you would
like to consider the many possibilities for establishing a
retirement plan for your business or to discuss whether
your current plan still fits your needs and expectations.
Because of the significant tax advantages available now,
and the important future benefits a retirement plan can
provide, establishing a retirement plan is one of the most
important steps you can take for both yourself and your
business.
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Making Business Tax
Deposits Electronically

In 1997, the IRS began requiring certain
taxpayers to pay their federal taxes elec-
tronically, using a system called EFTPS
(Electronic Federal Tax Payment
System). The system allows taxpayers to
use the phone, personal computer (PC)
software (for businesses only), or the
Internet to initiate tax payment reports
to EFTPS directly.

While this requirement improved
the government’s cash flow by creating
_.an. immediate transfer of funds.from
taxpayers, you as the taxpayer can also
reap benefits from filing electronically.
Do you know if you are required to file?
This article explains both the filing
requirements and the benefits to
enrolling in the program voluntarily.

Is your business required to use EFTPS?
While any business taxpayer can use
EFTPS, some business taxpayers are
required to use EFTPS because they
have met certain criteria—specifically,
if your total deposits of designated
federal taxes (including employment
taxes, income  taxes, Railroad
Retirement taxes, Social Security
taxes, and various other types of non-
payroll withholding) during a calen-
dar year exceed $200,000, you are

required to use EFTPS beginning in
the second succeeding calendar year.
For example: if you had more than
$200,000 in deposits of designated
taxes in calendar year 2002, you are
required to use EFTPS beginning
January 2004. Once you are required

to use EFIPS, you must continue to
pay using EFTPS in subsequent years,
even if your annual tax deposits fall
below $200,000.

How does EFTPS work?

With EFTPS-Direct, you make your tax
payment report at least one calendar
day before the tax due date. Based on
your tax paymentl report, EFTPS initi-
ates a debit against your bank account

and your tax records are updated with
the IRS.

With EFTPS-Through a Financial
Institution (available only to business-
es), you initiate your tax payment
through a service offered by your finan-
cial institution. Your financial institu-
tion debits your account and sends the
tax payment electronically to EFTPS.

There is no cost to you for using
EFTPS. However, if you choose to use
EFTPS-Through a Financial Institution
for your business, you may incur a fee
from your financial institution.

The benefits of using EFTPS

The obvious drawback of paying elec-

tronically is you lose the “float” you

would have received if you had paid
by check. However, there are advan-
tages as well:

* It’s fast. You can make a tax payment
in minutes. You can avoid the need
to run out to the bank if you are
busy with other matters.

e It's convenient. EFTPS is available by
phone, PC software, or Internet—24
hours a day, 7 days a week.

e It's simple. No more frantic search-
ing at the last minute for a deposit
coupon.

Even if you are not yet required to
use EFTPS, it may be an idea to consid-
er. Please call our office if you would
like more information.

| Tax Tips for Traveling Teachers

While students look forward to a sum-
mer without books, many teachers and
professors will use at least part of their
summer to expand their knowledge.
This knowledge often comes in the
form of travel, sometimes to attend a
course, other times as a trip in which
the travel experience itself is education-
al. Are these travel expenses deductible
for tax purposes?

Travel as an educational experience

If the education comes from the travel
experience itself, the expenses are not
deductible, even if the travel is directly
related to the subject you teach.

Example: You are a French lan-
guage teacher. While on sabbatical
leave granted for travel, you traveled
through France to improve your knowl-
edge of the French language. You chose
your itinerary and most of your activi-
ties to improve your French language
skills. You cannot deduct your travel
expenses as educational expenses. This
is true even if you spent most of your
time learning French by visiting French
schools and families, attending movies or
plays, and engaging in similar activities.

Deduction for courses taken

A course that is related to your job as a
teacher or professor is deductible, as

3]
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long as it meets at least one of the fol-

lowing two tests:

1. The education is required by your
employer or the law to keep your
present salary, status, or job; or

2. The education maintains or
improves skills needed in your pre-
sent work.

However, even if the above require-
ments are met, a class will not be
deductible if:

1. It is needed to meet the minimum
requirements to be a teacher; or

2. It is part of a program of study that
will qualify you for a new trade or
business.

continued on page 5
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FOR MILITARY
PERSONNEL

If you have a friend or family

member serving in the military,

you can do your part to help

them by making sure they have

devatedto’ heipmg members of
the U.S. Armed Forces serving
in a combat zone get all of the
tax benefits available to them,
including special exclusions

from
extensions of time for filing
returns, You car find this infor-
_mation at www.irs.gov/news-
room/article/D,.id=107467.00.h
tml. The Web site includes:
» (Questions and answers on
exclusions, extensions, and

other tax benefits available
to members of the US.

- Armed Forces serving in a
~combat zone.

e Piblication’ 3, = Armed

Forces’ Tax Guide, which

the U.S. Armed Forces.
» Several recent -news

releases and notices. ‘
* A special e-mail address
that members of the US.
Armed Forces, their spous-
ss, authorized agents, or
representatives can use to
notify the IRS about some-
one serving in a combpat
zone:

income and special

covers the special tax sit-

The Do’s and Don'ts of IRA
Investing

Investors today have almost an infinite
number of investment options available to
choose from, ranging from the stock, bond
and mutual fund offerings of Wall Street to
gold coins, real estate and derivatives.
However, your investment decisions can be
even more complicated when deciding
where to invest your IRA
funds, because the law
restricts the types of
investment vehicles you
can use for an IRA.

Deciding how to
invest your IRA assets
can be a landmine. You
need to steer clear of pro- ‘
hibited investments
completely, while mak-
ing choices that will
enhance the growth of
your retirement funds.
Although deciding how
to invest your IRA assets
is one that is best done
with professional advice,
it is helpful to know the
basics.

What works; what doesn’t

Following are some of the rules that apply to
specific investments you might use in IRAs,
as well as some important limitations.

“Traditional” investments. These include
of the most commonly-used assets for IRA
investments: publicly traded stocks, mutual
funds, bonds, Treasury instruments, and cer-
tificates of deposit.

Life insurance. IRAs cannot invest in life
insurance.

Collectibles. Collectibles are not allowed
within an IRA. Collectibles include the fol-
lowing items: art works, rugs or antiques,
metals or gems, stamps and coins, and any
alcoholic beverage. However, certain silver
and gold (such as American Eagle) coins and
any coins issued by a state are allowed.

| 4]

Foreign investments. In general, an IRA
cannot be used to transfer funds overseas.
However, American Depository Receipts
(ADRs) and domestically sponsored mutual
funds that make overseas investments are
allowed.

Real estate. Subject to certain restric-
tions, IRA funds can be invested in real
estate. For instance, rental property may be
permissible as long as the properties
involved are not used by
either the IRA owner or
certain family members.
However, for many real
estate transactions, it
may be advisable to
obtain an advance ruling
from the IRS.

Nontraditional invest-
ments may have risks
and complications

While you are not
restricted to “traditional”
assets within an IRA
account, making other
choices will be more
complicated, and can
also put your IRA at risk if

you are not careful.
If you choose to invest in nontradition-

al assets, you may find that many tradition-

al IRA custodians (banks, brokerage houses,

and mutual funds) will not act as custodians
for non-traditional investments. This means
that you must locate an independent trustee

(to, for example, hold title to the real estate

or to collect rent).

In all IRA investing, it is crucial to avoid
“self-dealing”—when the IRA owner uses the
account for personal enrichment or to satis-
fy financial objectives in a way that goes
beyond the intent of the tax law. Here are
just a few examples of what may be consid-
ered self-dealing with IRA funds:

* Purchasing stock in a closely held corpo-
ration in which the IRA owner is an offi-
cer or has a controlling equity position.

continued on page 6
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Special Tax Reporting for “Money
Service Businesses”

As part of a strategy to prevent money laundering and ter-
rorist financing, certain businesses called money services
businesses (MSBs) must comply with a federal law known
as the Bank Secrecy Act (BSA). Under BSA requirements,
certain MSBs must register with the Department of the
Treasury and report certain “suspicious transactions.”

Are you an MSB?

A business may be an MSB if it offers any of the following ser-
vices:

¢ Money orders

¢ Check cashing

¢ Traveler’s checks

¢ Currency exchange

Tax Tips: continued fiom page 3

State or school districts usually set the minimum educa-
tional requirements for teachers. The requirement is the col-
lege degree or the minimum number of college hours usual-
ly required of a person hired for that position.

Once you have met the minimum educational require-
ments for teachers for your state, you are considered to have
met the minimum educational requirements in all states.
This is true even if you must get additional education to be
certified in another state.

All teaching and related duties are considered the same
general kind of work. A change in duties in any of the fol-
lowing ways is not considered a change to a new business:
1. Elementary school teacher to secondary school teacher.
2. Teacher of one subject, such as biology, to teacher of

another subject, such as art.
3. Classroom teacher to guidance counselor.
4. Classroom teacher to school administrator.

Travel expenses
If the main purpose of a trip is to attend a work-related course
or seminar, you can deduct expenses for travel, meals (subject

Do’s and Don'’ts: continued from page 3

» Using IRA funds to buy a vacation home the IRA owner or
his or her family will use.
¢ Purchasing restricted stock from a relative.

If a taxpayer violates the IRA rules, he or she jeopar-
dizes the IRA’s tax-free status. The entire JRA may even
become taxable. A 10% early withdrawal penalty also
may apply. With certain investments, IRA owners face
other risks as well. For example, a special tax on “unre-
lated business income” may apply in certain real estate
arrangements.

* Money transmission

If your business does not conduct $1,000 or more in
business with any one person on any one day, it may not
Jbe classified as an MSB. No threshold, however, applies to
money transmission. Special rules apply to businesses
that serve only as an agent for another MSB—for exam-
ple, a business that sells money orders issued by another
company. With few exceptions, each MSB must register
with the Department of the Treasury. However, if your
business serves only as an agent for another MSB—for
example, a business that sells money orders issued by
another company—your business is not required to be
registered.

If you think you may be subject to these rules, you can
call our office for further information. Details are also
available by visiting www.msb.gov or by calling (800)
800-2877.

to certain limits), and lodging. If the main purpose of your
travel is personal, you can deduct only your expenses for the
lodging and 50% of your expenses for meals during the time
you attend the qualified educational activities.

Whether a trip’s purpose is mainly personal or educa-
tional depends upon the facts and circumstances. An impor-
tant factor is the comparison of time spent on personal activ-
ities with time spent on educational activities. If you spend
more time on personal activities, the trip is considered main-
ly educational only if you can show a substantial nonper-
sonal reason for traveling to a particular location. Regardless
of the main purpose of the trip, you cannot deduct expenses
for personal activities such as sightseeing, visiting, or enter-
taining.

An educational summer

As a teacher or professor, chances are you chose your summer
educationat -activities for nontax reasons. But knowing the
tax rules will help you to take advantage of available deduc-
tions and will encourage you to gather the information now
that will help you next April.

Sensible investing

The intent of the IRA rules is clear: the government wants
IRA money to be used for retirement and invested sensibly so
it will be there when it is needed. Your goals should be the
same. To circumvent this reasoning is inviting trouble as well
as jeopardizing your retirement security. Many taxpayers find
that sticking to traditional investments is the best course to
follow. However, if you are considering other options, ensure
that you are steering clear of problems before you make a
decision.

s |
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New Tax Law Means Extra Cash for Some
Families This Summer

This summer your kids could be the reason you get a spe-
cial check from Uncle Sam. The just-signed Jobs and
Growth Tax Relief Reconciliation Act of 2003 raised the
Child Tax Credit to a maximum of $1,000 per child from
$600 per child, beginning in 2003. The Act also provided
for immediate tax relief by dirccting the Treasury to send
this increase to taxpayers this year. An estimated 25 mil-
lion eligible taxpayers could receive up to $400 for each
child claimed on their 2002 returns as an advance payment

of their 2003 Child Tax Credit.

No action required

Taxpayers do not need to do anything to receive the
advance payment. The IRS automatically will send notices
to eligible taxpayers. The IRS notice will be followed a few
days later by the advance payment check. The IRS will mail
both the notice and the check to the address listed on the
taxpayer’s 2002 tax return. Anyone who has moved since

filing the 2002 return should notify the U.S. Postal Service
of the new address, so that the notice and check may be
forwarded.

The Treasury will mail advance payment checks on
July 25, August 1, and August 8 to taxpayers who filed their
returns by April 15. The checks will be issued based on the
last two digits of the Social Security number listed first on
the 2002 tax return. Taxpayers whose last two digits are the
lowest will receive their checks first.

Taxpayers who have received filing extensions will still
get the advance payment checks if they are eligible. They
should have their advance payment checks about four to
six weeks after the IRS receives their 2002 tax return.

Advance payment guidelines

The TRS will use 2002 tax year data to determine who will

receive the automatic advance payment. Generally:

e Taxpayers must have claimed the Child Tax Credit on
the 2002 tax return.

* Taxpayers must have used Form 1040 or Form 1040A, or
filed electronically.

e The child must have been born after 1986.

New Tax Act Delays Due Date of Corporate
Estimated Tax

If your corporation has an estimated tax installment pay-
ment of its corporation income tax due on September 15,
please take note. The Jobs and Growth Tax Relief

Reconciliation Act of 2003 has made a one-time delay for a
portion of your September 15, 2003, payment.

The general rule
Subject to certain exceptions, corporations must generally
pay a portion of their current year’s estimated tax liability on
the fifteenth day of the fourth, sixth, ninth, and twelfth
month of the corporation’s fiscal year. Thus, corporations
who normally would have a payment due on September 15,
2003, are those with a year ending:
» December 31, 2003 (third quarter payment)
¢ March 31, 2004 (second quarter payment)
e May 31, 2004 (first quarter payment), and
* September 30, 2004 (fourth quarter payment).

For taxpayers with the above year-end dates, the newly
signed law delays the due date of part of your September 15,

2003, payment until October 1, 2003. The Act does not affect
taxpayers with other year ends, and it does not affect the due
date of any future payment.

How the change affects the amount due
For an estimated tax payment due on September 15, 2003,

only 75% of the required amount is due on that date. The
remaining 25% is due on October 1, 2003. For €xample, if

your corporation was scheduled to make an estimated tax
instaliment payment of $10,000 on September 15, 2003, you
are now required to pay $7,500 (75% of $10,000) by that
date. The remaining $2,500 will be due on October 1, 2003.

If you are scheduled to make a corporate estimated tax
payment on September 15, 2003, please call us to verify the
amounts that will be due on September 15 and October 15 to
be sure you avoid any penalties.

The CPA. Never Underestimate The Value.
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