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How a SEP

-

IRA Works

 

 

                              

                       

 

1

 

Any employee at least 21 years of a

ge who has performed “service” in three of the last five years, and whose total 

compensation exceeds 

$450

 for the year.

 

2

 

For an 

employee, contributions may not exceed the lesser of 25% of compensation (maximum of 

$200,000

) or 

$40,000

.

 

3

 For a self

-

employed individual, contributions may not exceed the lesser of 20% of compensation (maximum of 

$200,000

) 

or 

$40,000

.

 

Employer

 

·

 

Contributes to fund for 

all qualified 

employees.

1

 

·

 

Contributions are tax 

deductible.

 

·

 

Plan is flexible 

(contributions are not 

required each year).

 

·

 

Generally little or no 

administrative expense.

 

 

SEP

-

IRA

 

·

 

A separate IRA exists for 

each 

participant.

 

·

 

Employer contributions are not 

currently taxable.

 

·

 

Earnings accumulate tax

-

deferred.

 

·

 

Plan is self

-

directed (employee 

controls investments).

 

·

 

Investment risk remains on 

employee.  Sum at retirement 

will depend on amount and 

frequency of cont

ributions, 

number of years to retirement, 

and investment return.

 

 

Employee

 

·

 

Maximum 

2002

 

allocation to a SEP for 

an employee is 

$40,000

.
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  For a self

-

employed individual, 

the limit is also 

$40,000

.
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Early Withdrawal

 

·

 

A 10% penalty 

generally applies if 

withdrawals are made 

before age 59½.

 

·

 

Some exceptions to 

10% penalty are 

available.

 

·

 

Earnings + deductible 

contributions taxed as 

ordinary 

income in 

year received.

 

 

Retirement

 

·

 

Distributions must 

begin by April 1 of 

year following year 

owner reaches age 

70½.

 

·

 

Required minimum 

distribution rules 

apply.

 

·

 

Earnings + deductible 

contributions is taxed 

as ordinary income in 

year received.

 

 

Death

 

·

 

Value

 of IRA is 

included in owner’s 

gross estate.

 

·

 

Proceeds can pass to 

surviving spouse with 

payments over 

survivor’s lifetime.

 

·

 

Income and estate 

taxes can severely 

reduce SEP

-

IRA funds 

left to nonspousal 

heirs.

 

 


