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SUMMARY OF THE PROVISIONS OF THE SELF-EMPLOYED 
INDIVIDUALS TAX RETIREMENT ACT OF 1962 

H.R. 10, 87th Congress, Public Law 87-792 

The Self-Employed Individuals Tax Retirement Act of 1962 treats 
self-employed individuals as employees of the business which they 
conduct so that they may be covered under qualified employee retire
ment plans in much the same manner as their employees (secs. 
401 (c) (1), 401 (c) (4». * By permitting them to be covered, a portion 
of the amount contributed under the plan for their benefit (generally, 
one-half) may be deducted currently. Retirement benefits when paid 
to individuals as annuities under qualified plans would be taxable 
as ordinary income. However, contributions which were not de
ductible may be recovered free of top (sec. 72(d)(2». 

Generally, any individual who has net earnings from self-employ
ment (and thus is liable for the tax on self-employment income) is 
made eligible for qualified retirement plan coverage. The fact that 
an individual may be an employee who is covered under a retirement 
plan established by his employer will not prevent him from participat
ing in another plan as a self-employed individual if he has net earnings 
from self-employment. Special provisions in the new statute permit 
doctors and ministers as well as certain people who perform services 
for compensation in their own homes and commissioned salesmen 
(other than full-time life insurance salesmen who are treated under 
present law as employees for pension purposes) to participate even 
though they do not have net earnings from self-employment within 
the meaning of section 1402 of the Internal Revenue Code (sec. 
401 (c)(2». Self-employed individuals who own 10 percent or less 
(of the capital or profits) of a trade or business conducted as a partner
ship automatically would be covered under a qualified employee 
retirement plan whether or not they give their consent, but owner
employees-that is, self-employed individuals who own more than a 
10-percent interest in the trade or business-would be covered only 
if they give consent (sec. 401(d)(4». 

By treating self-employed individuals as eIllployees under retire
ment plans, there are brought into play (although with material modi
fication) most of the statutory and administrative rules presently 
applicable to such plans. For example, if the plan covers self-em
ployed individuals, none of whom are owner-employees, limitations 
are imposed by the new law on the amounts which may be deducted 
as contributions for them, but the discriminatory and other require
ments of existing law will otherwise apply to the plan. However, if 
a retirenlent plan covers an owner-employee, special rules (sec. 401(d» 
govern the amount which may be contributed for him as well as the 

·Section references in this summary are to new proYisiollS added to thc Internal Reyenuc Code of 1954 
by the Self-Employed Individuals Tax Retirement Aet of 1962. 

1 



2 SELF-E::\IPLOY ED IXDI VID UALS TAX RETIHE:\IEX'I' ACT 

portion of the contribution which may be deducted [or F('d('rlll income 
tnx purposes. In nddition, there nrc new requirements with respect. 
to eO\"l'l'llg'e of his employees and contributions for them. 

This Ilew law will apply to taxable yeHrs beginning after December 
31, 1962. 
Contn'but io Jl s and deductions 

Self-employed individuals who nre owner-employees may contribute 
up to 10 percent of their carll cd incollle or $2,500, whichever is less, 
under a qunlified plan (secs. 401 (d)(5), 404(e)). Other self-employed 
individuals-that is, those who own 10 percent or less of their trade 
or business- arc not restricted by these limitations but may contribute 
greu tel' amounts for themseh'es provided such ltu'ger contributions 
Hre in accordance with a nondiscriminatory plan. However, only 
one-half o[ the amount, up to the lesser of 10 percent of earned income 
or $2,500, which any self-emplo)Ted individual contributes for his own 
benefit is deductible for Federal income tax pm'poses (sec. 404(11)(10)). 
Thus, in no event may the deductible amount exceed $1,250. Dnder 
the new statute, these contributions are deductible [rom gross income. 
This menns n self-elllployed individual may obtain the benefit of this 
deduction even if he elects to compute his income tax by tnking the 
s tandnrd deduction. 

The following examples illustrate the application of these limitations 
in the case of a self-employed person who is not an owner-employee: 

(1) A owns a 10-percent interest in a partnership in which only 
personal services are a material income-producing factor. He derives 
earned income of $30,000 a year from the partnership. The partner
ship has established a qualified retirement plan which calls for non
forfeitable contributions for employees of 10 percent of their snlnry 
and contributions for owner-employees and other self-employed 
individunls o[ 10 percent of their earned income. The partnership 
contributes for A $3,000 under the plan (10 percent of $30,000). A 
deducts $1,250 (50 percent of 2,500). 

(2) B owns a 10-percent interest in a partnership in which both 
capital and personal services are material income-producing factors. 
His income from the partnership amounts to $30,000. His earned 
income is $9 ,000 (30 percent of $30,000). The partnership estab
lishes a qunlified retirement plan which calls for nonforfeitable con
tributions for employees of 15 percent of their salary and contributions 
1'01' self-employed individuals who are not owner-employees of 15 
percent of their earned income. The partnership contributes for B 
$1,350 under the retirement plan (15 percent of $9,000) and B deducts 
$450 (one-half of the lesser of $2,500 or 10 percent of earned income). 

The following examples illustrate the application of these limitations 
ill the case of un owner-employee: 

Example 1: A commission salesman has earned income of $23,000. 
He has 110 employees. Under the bill he establishes a qualified retire
ment plan under which he will be the only beneficiary. The plan 
calls for contributions of 10 percent of earned income. The salesman 
contributes to the plan $2,300 (10 percent of $23,000). Of this amount 
he lIlay deduct one half, or $1,150. 

Example 2: A real estate broker with four full-time employees has 
earned income of $30,000 from commission selling. He anticipates 
that it will continue at or above that level. All employees have more 
than 3 years ' service. Two of the employees earn $4,000 each, the 
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other two earn $10,000 each. He establishes a qualified retirement 
plan which calls for nonforfeitable contributions for each employee 
who has more than 3 years' service of 10 percent of his earnings and 
for contributions for owner-employees of 10 percent of earned income. 
Thus, for his employees, the owner-employee would contribute, and 
deduct, $2,800 (10 percent of $28,000). And, for himself, he would 
contribute $2,500 (the lesser of $2,500 or 10 percent of $30,000). Of 
this amount, he would deduct $1,250. 

If, under the circumstances described above, the real estate broker 
had established a plan calling for that contribution percentage which. 
when apptied to his earned income would ordinarily produce the maxi
munl contribution for himself at the lowest cost, the plan would call 
for nonforfeitable contributions for himself and for each employee of 
8}~ percent of earnings. Thus, for his employees, the owner-employee 
would contribute, ~nd deduct, $2,333 (8}~ percent of $28,000). And, 
for himself, he would contribute $2,500 (the lesser of $2,500 or 8H per
cent of $30,000) and deduct $1,250. 

Retirement plans permitting or requiring additional contributions 
by employees, as well as those to which the employer alone makes 
contributions, may be established by an owner-employee only if he 
has employees (sec. 404(e)). If employees who are not owner
employees are permitted to make nondeductible contributions to the 
plan, the owner-employee also may make nondeductible contribu
tions on his own behalf1up to 10 percent of his earned income or $2,500, 
whichever is the lesser; however, the rate of such contributions must 
not exceed the rate permitted for employees. In no event may such 
contributions by an o\vner-employee exceed $2,500. Such contribu
tions will not be deductible either by employees or by owner-employ·ees, 
but must be made out of income that has already been taxed. 
Earned income 

The base for measuring contributions for self-employed individuals 
is "earned income," which is defined generally as net earnings from 
self-employment to the extent such net earnings are received as 
compensation for services actually rendered (secs. 401(a)(5), 401(c)(2), 
404(a)(8)). vVhere both capital and personal services nre material 
income-producing fact1:)l'S in the traqe or bu~iness, however, not more 
than 30 percent of the net .learnings of 1th€ltaxpayer from the trade 
or business may qualify as earned income. An exception to this rule 
provides that if the net earnings of the taxpayer from the trade or 
business amount to $2,500 or less the entire amount is to be considered 
as earned income, and if these net earnings are between $2,500 und 
$8,333.33 then $2,500 is to be considered as earned income. 

In determining how much of an individual's net earnings from self
employment constitutes "earned income," the entire amount received 
as professional fees or commissions is to be trea ted us earned income if 
the clients look to the self-employed individual as the person respon
sible for services rendered, even though the services actually mny be 
rendered by employees. 

The following illustrations indicate the det.erminat.ion of earned 
income in variolls situations: 

l. A doctor has net profit of $40,000 from professional services. 
His patients look to him as the person responsible for the sen·ices 
render~d. The full amount of this net profit constitutes earned 
mcome. 
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2 . .A self-employed grocer has !let profit of $40,000 frolll his wholly 
oWJled ret ail grocery business. Both c~lpit.nl and personal services 
are I1Htt.crial incolllP-prodllcing factors. His earned incollle is $12,000 
(:W percent of' $40,000). 

:3. A gnsoline service st.atioll operatol' has net profit from his wholly 
oW ll ed unincorporated service statioll of $2,400. Both capital nnd 
personal sen'ices are material income-producing factors. Under t.he 
bill, the entire amount of such net profit is deemed to be earned 
income since it does not exceed $2,500. 

4. A cont.rn.ct,illg partnership composed of three partners who share 
equally in its profits hn.s partnership net profit of $22,500. Both 
capital n.nd personal services are mat.erial income-producing factors. 
Of the $7,500 attributable to en.cll partner, $2,500 constitutes earned 
income (30 percent of $7,500, or $2,500 whichever is greater, where 
each partner's shn.re of net profits exceeds $2,500). 

5. A and B are partners in a st.ock brokern.ge firm. A supplies n.Il 
necessary cn.pital but performs no persolln.l services. B hn.s no capital 
interest, but performs n.Il personal services required b)' the firm. 
The~T share profits equn.lly. Both capital and personal services are 
material income-producing factors. The firm has net profit from 
brokerage commissions of $50,000 and total net profit from n.ll sources 
of $70,000. '. 

A has no earned income from the partnership since he performed 
no personal services. 

B has earned income of $10,500 (30 percent of $35,000). 

Coverage jor employees 
In order for an owner-employee to participate under n. qualified 

employee retirement plan, the plan must provide thn t each full-time 
employee with more than 3 years of service be covered (sec. 401 (d)(3). 
~Ioreover, contributions for covered employees must be fully vested 
(that is, benefits lllfiy not be dependent upon continued service or any 
other contingency) at the time they are made (sec. 401(d)(2). In 
applying these rules, nIl trades or businesses controlled by a self
employed person or by the same group of self-employed persons are 
required to be brought together and considered as one trade or business 
(secs. 401(d)(9), 401(d)(10)). ; 

I 
Time jo)' paying benefits 

A qualified plan must provide that benefits for a. self-employed in
diyidual may not be payable to him prior to his attaining age 59}~ 
(except in the case of his earlier death or disability) but must be pny
able to him, or pension paylnents must begin, not later than the 
taxable year in which he reaches acre 70}~ (secs. 401(n,)(9), 401(d)(4). 
These benefits may be paid over the life of the self-employed individual 
or oyer his life and that of his spouse, or for a term certnin not extend
ing beyond his life expectancy or the joint life expectancy of him and 
his spouse. An individual is considered disabled under the new law 
if he is unable to engage in any substantial gainful nctivity because 
of a medically determinable physical or mental impairment which 
can be expected to result in death or to be of long-continued n.nd in
definite duration. 

If, despite the requirements of the plan, amounts are withdI'a,vn 
prematurely by a self-employed person, a tax penalty is imposed 
(sec. 72(m)). If the premature distribution amounts to $2,500 or 
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nl0re, the tax imposed would not be less than 110 percent of the in
crease in tax that would have resulted if the income had been received 
ratably over the 5 years ending with the year of distribution. If the 
premature distribution amounts to less than $2,500, the tax due would 
be 110 percent of the increase in tax resulting from inclusion of the 
entire amount of the premature distribution in gross income for the 
current year. 

Integration with social security 
Retirement plans covering owner-employees may be integrated, or 

coordinated with social security under special rules provided by the 
new law. Under such integration, or coordination, the overall cost 
of a retirement plan might be materially reduced. Under present law 
as applied to qualified pension plans integration is permitted under 
rules which assume that the employer has paid for that portion of the 
social security benefit for which the mnployee himself has not paid. 

Under this new law, if an owper-employee with employees establishes 
a retirement plan which Ineets the prescribed requirements and if 
allowable contributions (upon which the deduction is based) for 
owner-employees are not Inore than one-third of the total allowable 
contributions made under the plan, owner-employees, if they take 
into account the self-employment tax paid on their own behalf (or 
which would be paid except for the fact that such owner-employee is 
not covered by social ' security), may also take into account the em
ployer portion of the FICA tax paid on behalf of covered employees. 
ThIs method of coordinating such a pension plan and social security 
is different from the method permitted by Treasury rulings under the 
provisions of present law. Under this provision the owner-employee 
may take into account only the amount of social security taxes actually 
paid by him for his employees whereas the rules under present law, 
in effect, pennit the employer to take into account social security 
benefits not attributable to employee taxes. 
Method of funding 

Qualified retirement plans covering self-employed individuals may 
be funded in a number of wa,ys. 

A. Trust.-There may be a trust. If the,plan involves a, trust, the 
trustee generally must be a bank (sec. 401 (d)(l». However, the self
employed individual or some other person designated by him lllay 
direct the investments of the trust. For purposes of the bank trustee 
requirement, the term "bank" includes institutions which are subject 
to the banking laws of a State. 

If the assets of a trust are invested solely in annuity, endowment, or 
life insurance contracts of a life insurance company, the requirement 
that the trustee be a bank does not apply if the life insurance COIll
pany supplies appropriate information to the Treasury Department 
regarding trust transactions. Moreover, while life insurance COIl
tracts may fund a qualified retirement trust, no deduction is per
mitted for the portion of the premiulll which is allocable to life insur
ance protection (secs. 404 (a)(8), 404(e)(3). 

There are no restrictions on the type of trust iIlYestments which 
Inay be made under the new statute except that the trust may not 
engage in certain prohibited transactions with the self-employed per
son (sec. 503 (j). 
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B. rllstailial1 acca l/lIt. - In liell of H trllst, n, custodian accollnt ill n 
bnllk is permitted if the illYestmellts of pension fUllds arc 1ll11(le solely 
in lllllluity, endO\nll (l nt , or life insUl'llllce eontrncts isslled hv H life 
inStll'tlllee'colllpany, or solely in stock of nn opell-end reg llinted~ inyest
men t cOll1pany (sec. 401 (f). 

C . . Anwllity 7)/a1l 8, face amonnt cfrtijicates, etc. - The retiremellt plan 
Illn ~· b e fund ed throll~h the purchase or annuity contrncts (intludillg 
y nrinble annnities) direc tly from n life insurance company or through 
t he pUl'chnse of fn ee Hmount cel'tificntes directly from n company 
which issues sHch certificntcs. 

It. is required under the new stntute that anlluity contrncts (inclnd
ill~ fnce 1l1110unt certificates) issued after 1962 be Ilontransfernble 
unless the OWller of the contract is the trllstee of H qualified retirement 
trnst (sec. 401 (g». 

D. Bond purchase plans.-Retirement plans mny also be funded 
through the purchase of n, new series of Government bonds which ure 
authorized by the new law (sec. 405). The new bonds must be 
purchased ill the llllme of the individunl employees (including self
employed individuals) on whose behalf they nre purchased and must 
b e nontransferable. l\10reover, these bonds may not be redeemed 
until the named beneficiary attains the age 59~, except in the case of 
his em'lier disability or death. The investment yield on these ne'w 
bonds is not specified ill the new statute, but will be fixed under the 
provisions of the Second Liberty Bond Act and may not exceed 4 }~ 
percen t per year. 

E. Pooled investments.-Self-employed individuals est!lblishing qual
ified plans for themselves, or for themselves . and their employees, 
could, if they chose to do so, use associations to pool the funds of their 
separate qualified plans for investment purposes. 

E state and gUt tax exclusions 
X either the est.ate tax exclusion of section 2039(c) of the Internal 

R e,yenue Code nor the gift tax exclusion of section 2517 is applicable 
to the portion of a decedent's interest in a qualified plan which is 
attributable to contributions on behalf of an individual ''i"hile he ,,-as 
it self-employed individual. Ho,vever, the estute nnd gift tax ex
clusions will continue to . apply with respect Ito any employer con
t ributions made while the' individual ,vas not a self-elllployed perSOll. 

L'llmp-sum distrib'utions 
Self-employed individuals nre not to qualify for enpib"ll gnins tax 

treatment in the case of lump-sum withdrnwnls of their en tire ill terest 
in a qualified retiremen t plan. Rathel', a specinl Ilveragillg provision 
applies under which the tax on it lump-sum ,,-ithdnnntl by It self
elllplo~Ted individual is to be the greater of the tnx resulting from (a) 
including 20 percent of the lump-sum in taxable income for the current 
y ear and multiply ing the resulting increase in tax by fi,·e , or (b) 
(if there would otherwise be 110 taxable income in the year of the 
lump-suIll withdrawal) treating 20 percent of the lump-sum distribu
tion , nfter deducting personnl exemptions, as taxable income and 
multiplying the resulting tax by five (secs. 72(n), 402(n)(2), 403(n) 
(2) ,403(a) (3» . 

Exces8 contributions 
The new statute provides certain penalties where excess contribu

t ions are IlIade under a pellsion plan on behalf of an owner-employee, 
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Generally, an excess contribution is an amount greater than the total 
of (1) allowable contributions, upon which the deductible amount is 
based, and (2) permitted voluntary contributions which in no case 
are deductible (sec. 401 (e). For example, an amount which exceeds 
the 10 percent-$2,500 limit is an excess contribution if the plan is not 
·a contributory plan. Or in the case of a contributory plan, if vol
untary contribution of 6 percent for example, may be made and the 
owner-elnployee actually contributes (on a voluntary basis) 7 percent 
of his earned income, he has made an excess contribution. 

Such an excess contribution must be returned to the owner
employee on whose behalf it was made, together with income efirned 
on the excess contribution (sec. 401 (d)(8». If fin excess contribution 
is not repaid within 6 months after notification has been received 
that the contribution was excessive, the plan is temporarily disqufili
fied (until the excess is returned) with regard to the person on whose 
behalf the excess contribution was made. vVhere an excess contri
bution is willfully made, however, the entire interest of the individual 
on whose behalf it was made 'in all plans in which he participated as 
an owner-employee (including the corpus allocated to his account) 
is required to be distributed to him (and subjected to a 110 percent 
penalty tax) and he is further disqualified from participating in any 
pension plans as an owner-employee for a 5-year period (secs. 72(m), 
401(d)(5), 401(d)(8), 401(e)(2)(E», 

An exception to th'e foregoing rules permits an owner-employee 
(but not a self-employed individual who is not an owner-employee) 
to purchase annuity or life insurance or endowment policies from 
an insurance company at level premiums without fear of making an 
excess contribution (sec. 401(e)(3», Under this exception, an owner
employee would be permitted to contribute each year toward the 
purchase price of his policy up to an amount equal to the amount 
he would have been allowed to contribute on the basis of his average 
earned income for 3 years preceding purchase of the policy, Thus, 
for example, if an owner-employee who has earned income of $10,000 
per year for a 3-year period contracts for a life insurance policy on 
his own life, and the annual premium thereon is $1,000, he may 
continue to contribut~ the amount of the premium annually even 
though his earned income falls bel9w .$10,000. However, amounts 
contributed under this exception will be deductible only to the extent 
that they are related to earned income for the taxable year. l\10re
over, this exception is limited so that under no circumstances could 
the owner-employee obtain under one or more retirmnent plans 
level-premium policies requiring annual payments of more thfin $2,500. 
If he does so, he forfeits the benefits of this exception and the entire 
amount of the premiums in excess of 10 percent of earned income 
(not merely the amount in excess of $2,500) would be subject to t.he 
excess contribution rules. 
l-.liscellaneous 

The new law also provides that self-employed individuals will 
qualify for the retirement-incomc credit with respect t.o dist.ributions 
from qualified retirement plans (sec. 37 (c) (1) (A). Howeyer, self
employed persons are not permitted to qualify cither for the $5,000 
death-benefit exclusion or for the sick-pa~r exclusion (secs. 101(b), 105). 
A self-employed individual Inay exclude from his gross income under 
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section 104 of the code amounts reccivcd through accidcnt or hcaIt.h 
insurancc for personal injuries 01' sickness, to t.hc extent that such 
amounts nrc atlributable t.o his OWIl Bondcd uctiblc contribut,ions. 

Thc dcduction for contributions madc to a rctircment plan b:v a 
seIr-cmploycd individual on his own behalf may not bc uscd t.o crcatc 
or illcrcasc a net opel'atillg loss for income t.ax purposes (scc. 172(d) (4)). 

l\10rcoycr, owners of unincorporatcd busincsscs wltich elect to bc 
taxed as corporations mu.y participate in qualificd retircment plans 
only in thcir capacity as self-employed pcrsons (sec. 1:3Gl (d)). 



APPENDIX 

In summary, retirement plans covering owner-employees must 
nleet t4e following requirements or qualifications in addition to those 
which present law requires of all retirement plans: 

(1) If it is a trusteed plan, the trustee must be a bank or similar 
institution with fiduciary powers, but another person (who may be 
the employer) may be given power to control investments of the trust 
fund (sec. 401(d)(1)). 

(2) In the case of owner-employees, benefits nlay not be payable 
before the owner-employee 'reaches age 59~, except in the case of 
severe disability or death, and benefit payments nlust begin before 
he reaches age 70~6; in the case of self-eIllployed individuals other than 
owner-employees, and employees of self-employed individuals benefits 
must be payable at age 70~6 or retirement whichever is later (secs. 
401(a)(9), 401(d)(4)). Benefits in the foregoing cases may, under 
regulations, be payable over a period no longer than the life expectancy 
of the employee (including owner-employees) or the life expectancy of 
the employee and his spouse. 

(3) In the case of plans of owner-employees with employees, con
tributions for employees nlust be nonforfeitable at the time they are 
made (sec. 401(d)(2)). 

(4) In the case of a profit-sharing plan, a definite forlnula for deter
mining employee contributions must be provided (sec. 401(d)(2)). 

(5) Plans covering owner-employees must provide contributions 
for each full-time employee who has 3 years of employment (sec. 401 
(d) (3)). 

(6) An owner-employee lllUSt consent to be covered by the plan 
(sec. 401 (d)(4)). 

(7) No excess contribution may be made (sec. 401(d)(5)). 
(8) Where an owner-employee has employees, the plan may be co

ordinated with social security (under special rules) only if allo"Table 
contributions for him are not more than one-third of the total con
tributions made under the plan (sec. 401 (d) (6)). 

(9) If an owner-employee dies, his entire interest must within 5 
years be (a) distributed to designated beneficiaries, (6) used to pro
vide immediate annuities for them, or (c) paid out, under a plan of 
distribution already commenced, to a beneficin,r~T over the life expect
ancy of the owner-employee or O\Ter the joint life expectn,ncy of the 
owner-employee and his spouse (sec. 401 (d)(7)). 

(10) Excess contributions, if made, must be returned to the perSOll 
who nlade them, and income earned by the plan which is attributable 
to the interest of an owner-employee with respect to whom an excess 
contribution was not timely returned must be taxed to the owner
employee (sec. 401 (d) (8)) .. 

(11) For purposes of qualifying tho plan and determining what 
limitations are applied to contributions for owner-employees, two or 
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lIlorc busiIlcsses eontro11e<1 hy l1Il 0\\'ner-e1l1plo~'ec or h~' u. group of 
o\\,Iler-('IHploycps IIlllst be considered us n, single business (sees. 401 
(d )(9) , 401 (d)(10)) . 

(12) Contributions OIl behalf of l1IlY owner-employee must be de-
terlllillcd 011 the basis or his earned income from the tl'n.de or business 
with respect to which the rotirement plnn is established (sec. 401 (d) 
(11)). 

o 


