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Understanding SEP IRAs 

A Simple Retirement Solution for 
Small Business Owners 

SEP IRAs are a simple and flexible 

retirement solution for small 

business owners, allowing tax-

deductible employer contributions 

and offering significant tax 

advantages and growth potential for 

employees. 

A Simplified Employee Pension (SEP) IRA offers a streamlined 
way for employers to contribute to their employees' retirement 
savings. This retirement plan is especially beneficial for small 
business owners due to its simplicity and flexibility. 

What is a SEP IRA? 
A SEP IRA is an individual retirement account that allows 
employers to make tax-deductible contributions directly to their 
employees' retirement accounts. Contributions can be made to 
either a traditional SEP IRA or a Roth SEP IRA, providing 
flexibility based on the employee's tax situation. Contributions to 
a traditional SEP IRA are not taxed currently, whereas Roth SEP 
IRA contributions are included in the employee's current income 
but grow tax-free. 

Contribution Limits and Flexibility 
For 2024, the maximum contribution an employer can make is 
25% of an employee's compensation, capped at $69,000. For 
self-employed individuals, the effective limit is 20% of net self-
employment income. Contributions are discretionary, allowing 
employers to adjust their contributions based on the company's 
financial situation each year. Contributions must be made by the 
tax filing deadline, including extensions. 

Tax Advantages and Growth Potential 
Contributions to a SEP IRA are generally tax-deductible for the 
employer, reducing taxable income. For employees, earnings 
grow tax-deferred until withdrawal. The potential for growth 
depends on the frequency and amount of contributions, the 
number of years until retirement, and the investment returns. An 
example table shows how $10,000 annual contributions can 
grow over time at various rates of return, highlighting the 
compounding power of regular investments. 
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Eligibility and Participation 
Any employee who is at least 21 years old and has performed service in at least three of the last five 
calendar years is eligible to participate in a SEP IRA. This inclusive eligibility ensures that both full-time and 
part-time employees can benefit from retirement contributions. Contributions are 100% vested immediately, 
meaning employees have full ownership of the funds once contributed. 

Investment and Withdrawal Options 
Employees control the investment of their SEP IRA funds, which can be invested in a wide range of equity or 
debt products, excluding life insurance and collectibles. Withdrawals can be made at any time, although 
pre-tax contributions are included in taxable income upon withdrawal. Early withdrawals before age 59½ 
are subject to a 10% federal tax penalty unless specific exceptions apply. 

Advantages and Disadvantages 
Advantages for Employers: 

• Tax-deductible contributions. 

• Minimal reporting and administrative costs. 

• Flexibility in contribution amounts. 

• Simple setup with IRS Form 5305-SEP. 

Advantages for Employees: 
• Tax-deferred growth on traditional SEP IRAs. 

• Immediate vesting of contributions. 

• Protection from creditors under ERISA and federal bankruptcy law. 

Disadvantages for Employers: 
• Contributions must be made for part-time and seasonal employees. 

• Employees can withdraw funds immediately. 

• No forfeitures to reduce employer contributions. 

• Contributions must be equal (percentagewise) for every employee, including business owner.  

Disadvantages for Employees: 
• Roth SEP IRA contributions are taxed currently. 

• Investment risks are borne by the employee. 

• No guarantee of future benefits or employer contributions. 

• Contributions are from employer only; employees can’t elect to defer from their own pay. 
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SEP vs. Profit Sharing Plans 
When compared to profit sharing plans, SEP IRAs offer similar maximum employer deductions and flexible 
contribution options. However, SEP IRAs have simpler eligibility requirements and minimal administrative 
burden, making them a popular choice for small business owners. 

Conclusion 
A SEP IRA is a valuable retirement savings option for small business owners and their employees, providing 
significant tax advantages and flexible contribution options. By understanding the benefits and limitations of SEP 
IRAs, employers can make informed decisions to maximize their retirement savings while managing costs 
effectively. With the help of financial advisors, business owners can set up and maintain SEP IRAs that align with 
their financial goals and ensure a secure retirement for themselves and their employees. This plan's simplicity 
and flexibility make it an attractive choice for businesses of all sizes, offering a straightforward way to build a 
solid retirement foundation. 
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