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SEP IRA Overview
Definition: 

1. A Simplified Employee Pension (SEP) plan provide business owners with an alternative towards their own 
and employees retirement. It is an retirement plan that provides options to save with qualifying tax 
deductions. 

2. A SEP IRA is a Traditional IRA and follow the same investments, distribution, and rollover rules. 
3. However, it has it own establishing, participation, compensation, contribution, and termination rules. 

Pros: Easy to Set up and Operate, Low administration cost, Flexible Annual Contributions

Cons: Employer must contribute equally for all eligible employees. 



Establishing a SEP IRA

1. Adopt a formal agreement. Three options.
a. Form 5303-SEP from IRS.
b. IRS approved prototype offered by financial company.
c. Individual design SEP plan document. 

2. Provide each eligible employee with information about the SEP.
a. Use the form to establish the plan to provide this information.

3. Set up the SEP IRA for each eligible employee with a financial company.  
4. Latest one can set up SEP IRA is the due date of the business income tax return for 

the year.
a. This includes tax deadline extensions. 



Participation in a SEP IRA

1. Employees must be include in the plan if:
a. Age 21
b. Work for business for at least 3 of the last 5 years
c. Receive at least $600 in compensation for the year. 

2. You can make the plan less restrictive to 
include more employees if desired. 
a. Examples:

i. Can make it that they can participate in 3 
months.

ii. Change the age to 18 when they start 
participating. 



Compensation Rules in a SEP IRA

1. Compensation for determining SEP 
contributions for employees:
a. Wages, tips, and other compensation
b. Elective contributions describe under 

Revenue code section 6051(a)(8)
c. Compensation deferred under a 457 plan. 

2. Compensation for determining SEP 
contributions for self-employed 
individuals:
a. Net-Earning for self employment.



Contributions Rules in a SEP IRA

1. Contributions for each employee cannot exceed the lessor or:
a. 25% of compensation 
b. $56,000 for 2019 and $55,000 for 2018. 

2. Contributions if one is self employed:
a. 25% of compensation
b. $56,000 for 2019 and $55,000 for 2018. 

3. You must contribute equality between owner, highly compensated employees, and 
regular employees:
a. Example: If the owner maxed out putting in 25% of his income into the SEP IRA, they must put in 25% 

for all eligible employees. 



Terminating a SEP IRA
1. SEP IRA can be terminate at any time and you can stop funding once terminated.
2. It is consider a “good idea’ to notify employees that you are terminating the plan. 
3. You will need to notify the financial company that handles the plan. 

a. Inform them there will be no future contributions
b. You have terminated the contract or agreement with the SEP IRA. 

4. Do not need to notify the IRS. 
5. The amounts in the account are left untouched for employees to do leave, rollover, 

or cash out (ideally, in retirement). 



SIMPLE IRA Overview
Definition: 

1. Available to small businesses and self employed individuals.
a.  Typically 100 employees and fewer. 

2. It is an alternative to a more costly 401(k) plan that allows for both employee and 
employer contributions. 
a. One cannot have other retirement plans without first having to terminate this plan. 

Pros: Easier than 401(k)s to setup and operate, comparatively inexpensive, employees 
share responsibility for their retirement, No discrimination testing required. 

Cons: Inflexible contributions, lower contribution limits than other plans. 



Establishing a Simple IRA
1. You need to select a financial institution to serve trustee of the SIMPLE IRA where they will hold each 

employees retirement plan. 
2. Three steps to set up a SIMPLE IRA:

a. Execute a written agreement to provide benefits to all eligible employees.
i. Often the financial institution provide this agreement. 

b. Give employees certain information about the agreement.
i. Explain this benefit/agreement and how they can utilize it.

c. Set up an IRA account for each of the employees
3. Can use Form 5304-SIMPLE or Form 5305-SIMPLE to set up plan.

a. 5304-SIMPLE allows for each participate use their own financial institution for their IRA. 
b. 5305-SIMPLE require all plan contributions to go to a employer-designated financial institution.

i. This is more common. 
4. Requires annual notice to eligible employees for the election period.



Participates in a Simple IRA

Eligible Employee (including 
Self-Employee):

1. Earn at least $5,000 in 
compensation during any 2 years 
before current calendar year

2. Expects to receive at least $5,000 
during current calendar year.
a. Can make it less restrictive. This is the 

maximum level. 



Contributions Rules SIMPLE IRA 
Contribution Limits for Employee Elective Deferrals:

1. 2019 allows for $13,000 per year.
a. For age 50 or over, there is a $3,000 catch up.

2. 2018 allows for $12,500 per year
a. For age 50 or over, there is a $3,000 catch up. 

Contribution Limits for Employer Contributions: 

1. Option #1: Employer can give everyone 2% non-elective contributions.
2. Option #2: Employer provide a 3% matching contribution 

a. Employee puts in a least 3% they get 3% from the employer. 
b. Employer can reduce the 3% to a lower percentage.

i. Cannot be lower than 1%.
ii. Cannot do it more than 2 calendar years out of 5. 



Operating and Maintaining a Simple IRA
1. Employees can termination their salary reduction contributions at any time. 

a. If they do so, the SIMPLE IRA may prevent them from resuming salary contribution until next calendar year. 
2. The Simple IRA is always owned 100% by the employee.
3. Annual Notifications:

a. Employees opportunity to make or change salary reduction.
b. Employees ability to select financial institution that will service as trustee (only if applicable). 
c. Employer decision to make matching or non-elective contributions.
d. Summary description (financial institution will provide this)
e. Written notice that employee can transfer without cost or penalty if using designated financiation institution.  

4. Withdrawal Rules (Very similar to Traditional IRA):
a. Can avoid 10% penalty after age 59 and ½ as it is just taxable income. 
b. If a person makes a withdrawal before age 59 and ½ along with 2 years of participation in the SIMPLE IRA the penalty 

increases to 25%.  
5. Loans are not allowed. 



Termination a SIMPLE IRA Plan

1. SIMPLE IRA must be maintained for a whole calendar year. 
2. How to Termination the SIMPLE IRA Plan:

a. Notify your employees within a reasonable time before November 2 that you will discontinue effective 
calendar year (January). 

b. Notify your SIMPLE IRA plan’s financial institution and payroll provide that you will not be making 
contribution next calendar year.

c. Keep records of these action, though no need to notify IRS. 



Individual 401(k) Overview

Definition: 

1. An individual or Solo 401(k) is a traditional 401(k) that is set up for self-employed 
individuals. It can only be for 1 person who is the owner and the employee.  

2. Follow same rules, requirements, and testing that all 401(k) plans have.

Pros: Higher potential contributions, potential to create a Roth Solo 401(k) (more options 
in general).

Cons: Higher cost, higher levels of administration work, and have to change to a regular 
401(k) if one start hiring employees (leads to more regulations). 



Individual 401(k) Contributions Limits
Elective Deferral:

1. Up to 100% of compensation until meet annual contribution limit.
2. $19,000 per year under age 50 and $25,000 per year for over age 50 in 2019.
3. $18,500 per year under age 50 and $24,500 per year for over age 50 in 2018. 

Employer Non-elective Contribution: 

1. Employer can put up to 25% of compensation as defined as the plan.
2. For self-employed, you must make a special calculation for compensation. Compensation is defined as net earnings after 

deducting one-half of self employment taxes and contributions for oneself. 

Total Contributions: 

1. Total contributions from both Elective and Employer cannot exceed $56,000 for 2019.
2. Total contributions from both Elective and Employer cannot exceed $55,000 for 2018.



Individual 401(k) Testing

1. For Self Employee with no common-law employees you do not have to perform 
non-discrimination testing for the plan. 

2. If one hires employers, this no testing goes away. This requires a structural change 
to the individual/solo 401(k) into a regular 401(k). 
a. Often this results in significant more cost and administration work to run these test. 

3. If the Individual 401(k)has more than $250,000 in it at the end of the year you must 
file an annual report call Form 5500-SF. If it is less than $250,000 you are exempt 
from this annual filing with the IRS. 



Sources

https://www.irs.gov/retirement-plans/choosing-a-retirement-plan-sep

https://www.irs.gov/retirement-plans/plan-sponsor/simple-ira-plan

https://www.irs.gov/retirement-plans/one-participant-401k-plans
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