certificate, tax will be withheld as if you are a married
individual claiming three withholding allowances.

Generally, tax will be withheld at a 10% rate on nonperi-
odic distributions.

IRA distributions delivered outside the United
States. In general, if you are a U.S. citizen or resident
alien and your home address is outside the United States
or its possessions, you cannot choose exemption from
withholding on distributions from your traditional IRA.

To choose exemption from withholding, you must certify
to the payer under penalties of perjury that you are not a
U.S. citizen, a resident alien of the United States, or a
tax-avoidance expatriate.

Even if this election is made, the payer must withhold
tax at the rates prescribed for nonresident aliens.

More information. For more information on withhold-
ing on pensions and annuities, see Pensions and Annui-
ties in chapter 1 of Publication 505, Tax Withholding and
Estimated Tax. For more information on withholding on
nonresident aliens and foreign entities, see Publication
515, Withholding of Tax on Nonresident Aliens and For-
eign Entities.

Reporting taxable distributions on your return. Report
fully taxable distributions, including early distributions, on
Form 1040, line 15b (no entry is required on line 15a), or
Form 1040A, line 11b (no entry is required on line 11a). If
only part of the distribution is taxable, enter the total
amount on Form 1040, line 15a (or Form 1040A, line 11a),
and the taxable part on line 15b (or line 11b). You cannot
report distributions on Form 1040EZ.

Estate tax. Generally, the value of an annuity or other
payment receivable by any beneficiary of a decedent’s
traditional IRA that represents the part of the purchase
price contributed by the decedent (or by his or her former
employer(s)), must be included in the decedent’'s gross
estate. For more information, see the instructions for
Schedule |, Form 706, United States Estate (and
Generation-Skipping Transfer) Tax Return.

What Acts Result in Penalties
or Additional Taxes?

The tax advantages of using traditional IRAs for retirement
savings can be offset by additional taxes and penalties if
you do not follow the rules. There are additions to the
regular tax for using your IRA funds in prohibited transac-
tions. There are also additional taxes for the following
activities.

* Investing in collectibles.
* Making excess contributions.
¢ Taking early distributions.

¢ Allowing excess amounts to accumulate (failing to
take required distributions).

There are penalties for overstating the amount of nonde-
ductible contributions and for failure to file Form 8606, if
required.

This chapter discusses those acts that you should avoid
and the additional taxes and other costs, including loss of
IRA status, that apply if you do not avoid those acts.

Prohibited Transactions

Generally, a prohibited transaction is any improper use of
your traditional IRA account or annuity by you, your benefi-
ciary, or any disqualified person.

Disqualified persons include your fiduciary and mem-
bers of your family (spouse, ancestor, lineal descendant,
and any spouse of a lineal descendant).

The following are examples of prohibited transactions
with a traditional IRA.

¢ Borrowing money from it.
¢ Selling property to it.

¢ Receiving unreasonable compensation for managing
it.
* Using it as security for a loan.

* Buying property for personal use (present or future)
with IRA funds.

Fiduciary. For these purposes, a fiduciary includes any-
one who does any of the following.

¢ Exercises any discretionary authority or discretionary
control in managing your IRA or exercises any au-
thority or control in managing or disposing of its
assets.

* Provides investment advice to your IRA for a fee, or
has any authority or responsibility to do so.

* Has any discretionary authority or discretionary re-
sponsibility in administering your IRA.

Effect on an IRA account. Generally, if you or your bene-
ficiary engages in a prohibited transaction in connection
with your traditional IRA account at any time during the
year, the account stops being an IRA as of the first day of
that year.

Effect on you or your beneficiary. If your account stops
being an IRA because you or your beneficiary engaged in
a prohibited transaction, the account is treated as distribut-
ing all its assets to you at their fair market values on the first
day of the year. If the total of those values is more than
your basis in the IRA, you will have a taxable gain that is
includible in your income. For information on figuring your
gain and reporting it in income, see Are Distributions Tax-
able, earlier. The distribution may be subject to additional
taxes or penalties.

Borrowing on an annuity contract. If you borrow
money against your traditional IRA annuity contract, you
must include in your gross income the fair market value of
the annuity contract as of the first day of your tax year. You
may have to pay the 10% additional tax on early distribu-
tions, discussed later.
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Pledging an account as security. If you use a part of
your traditional IRA account as security for a loan, that part
is treated as a distribution and is included in your gross
income. You may have to pay the 10% additional tax on
early distributions, discussed later.

Trust account set up by an employer or an employee
association. Your account or annuity does not lose its
IRA treatment if your employer or the employee associa-
tion with whom you have your traditional IRA engages in a
prohibited transaction.

Owner participation. If you participate in the prohibited
transaction with your employer or the association, your
account is no longer treated as an IRA.

Taxes on prohibited transactions. If someone other
than the owner or beneficiary of a traditional IRA engages
in a prohibited transaction, that person may be liable for
certain taxes. In general, there is a 15% tax on the amount
of the prohibited transaction and a 100% additional tax if
the transaction is not corrected.

Loss of IRA status. If the traditional IRA ceases to be
an IRA because of a prohibited transaction by you or your
beneficiary, you or your beneficiary are not liable for these
excise taxes. However, you or your beneficiary may have
to pay other taxes as discussed under Effect on you or your
beneficiary, earlier.

Exempt Transactions

The following two types of transactions are not prohibited
transactions if they meet the requirements that follow.

* Payments of cash, property, or other consideration
by the sponsor of your traditional IRA to you (or
members of your family).

* Your receipt of services at reduced or no cost from
the bank where your traditional IRA is established or
maintained.

Payments of cash, property, or other consideration.
Even if a sponsor makes payments to you or your family,
there is no prohibited transaction if all three of the following
requirements are met.

1. The payments are for establishing a traditional IRA
or for making additional contributions to it.

2. The IRA is established solely to benefit you, your
spouse, and your or your spouse’s beneficiaries.

3. During the year, the total fair market value of the
payments you receive is not more than:

a. $10 for IRA deposits of less than $5,000, or
b. $20 for IRA deposits of $5,000 or more.

If the consideration is group term life insurance, require-
ments (1) and (3) do not apply if no more than $5,000 of
the face value of the insurance is based on a
dollar-for-dollar basis on the assets in your IRA.

Services received at reduced or no cost. Even if a
sponsor provides services at reduced or no cost, there is
no prohibited transaction if all of the following requirements
are met.

* The traditional IRA qualifying you to receive the
services is established and maintained for the bene-
fit of you, your spouse, and your or your spouse’s
beneficiaries.

* The bank itself can legally offer the services.

* The services are provided in the ordinary course of
business by the bank (or a bank affiliate) to custom-
ers who qualify but do not maintain an IRA (or a
Keogh plan).

* The determination, for a traditional IRA, of who quali-
fies for these services is based on an IRA (or a
Keogh plan) deposit balance equal to the lowest
qualifying balance for any other type of account.

* The rate of return on a traditional IRA investment
that qualifies is not less than the return on an identi-
cal investment that could have been made at the
same time at the same branch of the bank by a
customer who is not eligible for (or does not receive)
these services.

Investment in Collectibles

If your traditional IRA invests in collectibles, the amount
invested is considered distributed to you in the year in-
vested. You may have to pay the 10% additional tax on
early distributions, discussed later.

Collectibles. These include:

* Art works,

* Rugs,

¢ Antiques,

* Metals,

* Gems,

* Stamps,

¢ Coins,

¢ Alcoholic beverages, and

¢ Certain other tangible personal property.

Exception. Your IRA can invest in one, one-half,
one-quarter, or one-tenth ounce U.S. gold coins, or
one-ounce silver coins minted by the Treasury Depart-

ment. It can also invest in certain platinum coins and
certain gold, silver, palladium, and platinum bullion.

Excess Contributions

Generally, an excess contribution is the amount contrib-
uted to your traditional IRAs for the year that is more than
the smaller of:

* $4,000 ($4,500 if you are age 50 or older), or
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