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SEP IRAs

SEP is an acronym for Simplified Employee Pension.
Since their introduction in 1978, SEPs have gained
tremendous popularity, particularly as a plan for sole
proprietors. This is due to the fact that the only
contributions allowed under a SEP IRA are employer
contributions. Employer SEP contributions are
deposited into an employee’s Traditional IRA ac-
count.

Contributions & Eligibility

If an employer is making a contribution for herself, ex-
pressed as a percentage of her compensation, she must
also make a like contribution for all of her eligible em-
ployees. This means that the same percentage of their
compensation must be contributed for their benefit. The
most restrictive the employer can be in determining eli-
gibility is requiring an employee to have earned $450
in any three of the last five years in order to participate
in employer contributions.

If an employer has adopted a prototype SEP IRA,
such as those offered by a mutual fund family, broker-
age house or insurance company, all contributions
must go to that vendor. If the employer has adopted
the IRS model 5305-SEP, the employee may set up
an IRA with any vendor he chooses and the employer
must send the contribution to that vendor.

The maximum that an employer can now contribute to
an employee’s IRA is the lesser of $41,000 or 25%
of the employee’s salary and the maximum salary that
can be included in this calculation is $200,000. If the
employee in question is a sole proprietor using
Schedule C, the 25% of salary translates into a
formula as follows: net worth on Schedule C minus
½ the individual’s Self Employment Tax times 20%.

Transfers

Account owners are eligible to transfer their ac-
counts to any other vendor at any time.

Distributions

Account owners are eligible to take distributions at
any time from an IRA funded by employer SEP
contributions. This right includes rolling the proceeds
from the distribution to another IRA within 60 days of
the account owner’s receipt of the distribution. This
“rollover” may be done once every twelve months.

Required Minimum Distributions

Required Minimum Distributions must begin when
the account owner attains age 70½, even if the
individual is still employed by the employer. The
account owner’s Required Beginning Date (RBD) is
April 1st of the year following the year he attains age
70½. (See Legend’s brochure Planning Your IRA
Distributions.)

Premature Distributions

Premature distributions (i.e., distributions taken
before the account owner has attained age 59½) are
generally subject to a 10% penalty unless an exemp-
tion exists. These exemptions are: 1) disability as
defined under §72(m)(7); 2) substantially equal
payments based on the life expectancy of the owner
for at least five years or until age 59½, whichever is
longer; 3) medical care expenses in excess of 7.5%
of AGI; 4) higher education expenses of the IRA
owner or spouse, child or grandchild; 5) first-time
homebuyer expenses; 6) involuntary distributions due
to an IRS levy; and 7) health insurance premiums for
unemployed individuals under certain circumstances.

Death Distributions

Legend should be notified by the account owner’s
beneficiary(ies) by December 31st of the year of the
owner’s death for optimum payout options or by
December 31st of the year following the owner’s
death, at the latest, if there are multiple beneficiaries.
If a trust is the owner’s beneficiary, Legend must
receive adequate documentation by October 31st of
the year following the owner’s death. (See Legend’s
brochure Your Choices as an IRA Beneficiary.)

Federal Withholding of Income Taxes

IRAs are governed under the voluntary withholding
rules. This means that you have a choice whether
Legend will withhold Federal income tax from your
distributions or not. However, Legend must withhold
10% if you do not complete a withholding waiver.
(See Section 5 in Legend’s IRA Custodial Account
Distribution Book.)

Employer-Sponsored IRAs
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SAR SEP IRAs

Salary Reduction SEPs were replaced by SIMPLE
IRAs when Congress enacted the Small Business
Job Protection Act of 1996; therefore, new SAR
SEPs can no longer be adopted. However, any
employer that had a SAR SEP in place prior to 1996
can maintain their SAR SEP if they still have fewer
than 25 employees. Also, each year at least 50% of
the eligible employees must choose to make elective
deferrals. If fewer than 50% participate, all elective
deferrals made by any employee are “disallowed.”

Employee salary deferrals and employer contributions
are deposited in an employee’s Traditional IRA.

Contributions & Eligibility

SAR SEP eligibility is the same as SEP IRA eligibility
– the most restrictive the employer can be in deter-
mining eligibility is requiring an employee to have
earned $450 in any three of the last five years in
order to participate in employer contributions.

SAR SEPs allow employees to defer up to $13,000
in 2004, $14,000 in 2005 and $15,000 in 2006.
The Economic Growth and Tax Reconciliation Relief
Act of 2001 introduced the Over-Age-50 Catch-Up
which allows an individual attaining age 50 or more
to defer an extra $3,000 in 2004, $4,000 in 2005
and $5,000 in 2006.

Highly compensated employees of the employer are
constrained by the average percentage of compensa-

tion contributed by the non-highly compensated
employees. Highly compensated employees may not
defer more than 1.25 times the average deferral
percentage of the non-highly compensated group of
employees.

SAR SEPs also allow non-elective employer contri-
butions. In many cases, the employer will be required
to make a non-elective contribution of 3% of each
non-key employee’s compensation to his/her ac-
count. This would reduce the amount these employ-
ees could defer – the aggregate of elective and non-
elective contributions are limited to the lesser of 25%
of each participant’s compensation determined after
the deferral, or $41,000.

If a SAR SEP was established using Form 5305A-
SEP and any key employee is making elective defer-
rals, the plan is deemed to be top-heavy. If a SAR
SEP was established using a prototype plan from a
mutual fund group, brokerage house or insurance
company, the plan is top-heavy if the aggregate
contributions made on behalf of key employees
exceeds 60% of the aggregate contributions made
by all employees under the plan. If a plan is top-heavy
or deemed to be top-heavy, all non-key employees
must receive the 3% non-elective contribution dis-
cussed above.

Transfers & Distributions

See SEP IRAs.

Employer-Sponsored IRAs
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SIMPLE IRAs

SIMPLE IRAs were introduced by the Small Busi-
ness Job Protection Act of 1996. They first became
effective in 1997, replacing the SAR SEP plan. A
SIMPLE IRA can be adopted by an employer with
under 100 employees as long as no other retirement
plan is maintained in the same calendar year other
than one for a union which is subject to a collective
bargaining agreement.

Contributions & Eligibility

An employee can defer up to $9,000 in 2004 and
$10,000 in 2005 to his/her SIMPLE IRA account
established pursuant to the employer’s SIMPLE plan.
The Economic Growth and Tax Reconciliation Relief
Act of 2001 introduced the Over-Age-50 Catch-Up
which allows an individual attaining age 50 or more
to defer an extra $1,500 in 2004, $2,000 in 2005
and $2,500 in 2006.

An employer must make a contribution to the SIMPLE
IRA plan – either a 3% matching contribution or a
2% non-elective contribution. The most restrictive an
employer can be in determining eligibility is requiring
an employee to earn at least $5,000 with the em-
ployer in any two of the last five years and to be
reasonably expected to make $5,000 in the current
year.

Transfers

Within the first two years of participation in the
SIMPLE IRA, an employee cannot transfer to any
other IRA except another SIMPLE IRA. After the
initial two-year period has elapsed, the SIMPLE IRA
assets can be transferred to a Traditional IRA.

Distributions

Account owners are eligible to take distributions at
any time from an IRA funded by employer and em-
ployee SIMPLE contributions. However, certain
distribution penalties and restrictions are placed on
SIMPLE IRAs in the first two years of participation if
you are under age 59½ (see Premature Distribu-
tions.) After this initial two-year period, the account
owner’s rights include rolling the proceeds from a distri-
bution to another IRA within 60 days of the account
owner’s receipt of the distribution. This “rollover” may
be completed once every twelve months.

Required Minimum Distributions

Required Minimum Distributions must begin when
the account owner attains age 70½, even if the
individual is still employed by the employer. The
account owner’s Required Beginning Date (RBD) is
April 1st of the year following the year he attains age
70½. (See Legend’s brochure Planning Your IRA
Distributions.)

Premature Distributions

Premature distributions (i.e., distributions taken
before the account owner has attained age 59½) are
generally subject to a 10% penalty unless an exemp-
tion exists. However, if a SIMPLE IRA account owner
takes a distribution during the first two years of
participation, the penalty is increased to 25%!

The exemptions to the penalty are: 1) disability as
defined under §72(m)(7); 2) substantially equal
payments based on the life expectancy of the owner
for at least five years or until age 59½, whichever is
longer; 3) medical care expenses in excess of 7.5%
of AGI; 4) higher education expenses of the IRA
owner or spouse, child or grandchild; 5) first-time
homebuyer expenses; 6) involuntary distributions due
to an IRS levy; and 7) health insurance premiums for
unemployed individuals under certain circumstances.

Death Distributions

Legend should be notified by the account owner’s
beneficiary(ies) by December 31st of the year of the
owner’s death for optimum payout options or by
December 31st of the year following the owner’s
death, at the latest, if there are multiple beneficiaries.
If a trust is the owner’s beneficiary, Legend must
receive adequate documentation by October 31st of
the year following the owner’s death. (See Legend’s
brochure Your Choices as an IRA Beneficiary.)

Federal Withholding of Income Taxes

IRAs are governed under the voluntary withholding
rules. This means that you have a choice whether
Legend will withhold Federal income tax from your
distributions or not. However, Legend must withhold
10% if you do not complete a withholding waiver.
(See Section 5 in Legend’s IRA Custodial Account
Distribution Book.)

Employer-Sponsored IRAs
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Traditional IRAs

Anyone under the age of 70½ who has earned
income (or the non-working spouse of such an
individual) can make a Traditional IRA contribution.
The only question is whether or not the contribution
can be deducted. This hinges on whether the indi-
vidual is an active participant in an employer-spon-
sored retirement plan or not. Ask your Legend Retire-
ment Advisor to show you the Legend IRA Roadmap
to determine whether you (or your non-working
spouse) are eligible to deduct a Traditional IRA
contribution. If you cannot deduct a contribution, it
makes more sense to make a Roth IRA contribution.
It might be preferable to make a Roth IRA con-
tribution if your AGI is within the Roth eligibility limits
rather than to make a nondeductible Traditional IRA
contribution. (See the Roth IRA section on page 6.)

Contributions

The maximum amount you can contribute to individual
IRAs (Traditional plus Roth IRAs combined) is
$3,000 in 2004, $4,000 in 2005 to 2007 and
$5,000 in 2008. The Economic Growth and Tax
Reconciliation Relief Act of 2001 introduced the
Over-Age-50 Catch-Up which allows an individual
attaining age 50 or more to contribute an extra $500
in 2003 to 2005 and $1,000 in 2006 to 2008.
Contributions may be funded up to April 15th to be
eligible for the previous tax year.

Transfers

Account owners are eligible to transfer their
accounts to any other vendor at any time.

Recharacterizations

An account owner may recharacterize a contribution
to a Traditional IRA by transferring a current year
contribution plus earnings to a Roth IRA. A taxpayer
is permitted to recharacterize all or just a portion of a
contribution and the earnings attributable to that
portion.  Recharacterizations may only be done in a
trustee to trustee transfer and must be accomplished
on or before the due date (including extensions) for
filing the account owner’s Federal income tax return
for the taxable year for which the contribution was
made.

Distributions

Account owners are eligible to take distributions at any
time from an IRA funded by individual contributions.
This right includes rolling the proceeds from the distri-
bution to another IRA within 60 days of the account
owner’s receipt of the distribution. This “rollover” may
be completed once every twelve months.

Required Minimum Distributions

Required Minimum Distributions must begin when the
account owner attains age 70½. The account owner’s
Required Beginning Date (RBD) is April 1st of the
year following the year he attains age 70½. (See
Legend’s brochure Planning Your IRA Distributions.)

Premature Distributions

Premature distributions (i.e., distributions taken
before the account owner has attained age 59½) are
generally subject to a 10% penalty unless an exemp-
tion exists. These exemptions are: 1) disability as
defined under §72(m)(7); 2) substantially equal
payments based on the life expectancy of the owner
for at least five years or until age 59½, whichever is
longer; 3) medical care expenses in excess of 7.5%
of AGI; 4) higher education expenses of the IRA
owner or spouse, child or grandchild; 5) first-time
homebuyer expenses; 6) involuntary distributions due
to an IRS levy; and 7) health insurance premiums for
unemployed individuals under certain circumstances.

Death Distributions

Legend should be notified by the account owner’s
beneficiary(ies) by December 31st of the year of the
owner’s death for optimum payout options or by
December 31st of the year following the owner’s
death, at the latest, if there are multiple beneficiaries.
If a trust is the owner’s beneficiary, Legend must
receive adequate documentation by October 31st of
the year following the owner’s death. (See Legend’s
brochure Your Choices as an IRA Beneficiary.)

Federal Withholding of Income Taxes

IRAs are governed under the voluntary withholding rules.
This means that you have a choice whether Legend
will withhold Federal income tax from your distributions
or not. However, Legend must withhold 10% if you do
not complete a withholding waiver. (See Section 5 in
Legend’s IRA Custodial Account Distribution Book.)

Individual IRAs
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Roth IRAs

While Roth IRAs do not give the taxpayer a deduc-
tion, the earnings grow tax free, provided certain
requirements are met. (See Contributions below.)

Contributions

There are no age restrictions, but there are income
limits. Contributions can be made by single individu-
als with an AGI under $95,000 but not over $110,000
and by married individuals under $150,000 but not
over $160,000. Ask your Legend Retirement Advisor
to show you the Legend IRA Roadmap to determine
whether you (or your non-working spouse) are
eligible to contribute to a Roth IRA.

The maximum amount you can contribute to individual
IRAs (Traditional plus Roth IRAs combined) is
$3,000 in 2004, $4,000 in 2005 to 2007 and
$5,000 in 2008. The Economic Growth and Tax
Reconciliation Relief Act of 2001 introduced the
Over-Age-50 Catch-Up which allows an individual
attaining age 50 or more to contribute an extra $500
in 2003 to 2005 and $1,000 in 2006 to 2008.
Contributions may be funded up to April 15th to be
eligible for the previous tax year.

Conversions

Single and married couples filing a joint return with
an AGI less than $100,000 can convert a Traditional
IRA (which would include Traditional IRAs that were
funded by SEP, SAR SEP and rollover contributions)
to a Roth IRA. There is no dollar limit on the amount
that can be converted to a Roth IRA for investors
who meet the AGI limitation. All amounts that are
converted in any year are taxable in that year.
Amounts are taxable in the year the assets are
distributed from the Traditional IRA, not in the year
deposited in the Roth IRA.

Transfers

Account owners are eligible to transfer their Roth IRA
accounts to any other vendor at any time.

Recharacterizations

An account owner may recharacterize a current year
contribution to a Roth IRA by transferring the contri-
bution plus earnings to a Traditional IRA. Further-
more, an account owner may reverse a conversion
made to a Roth IRA by transferring the converted
amount plus earnings back to a Traditional IRA. A
taxpayer may recharacterize regular contributions or
conversions if he is ineligible for the original transac-
tion, or if he merely wishes to change his mind. A
taxpayer is permitted to recharacterize all or just a
portion of a regular contribution or conversion and
the earnings attributable to that portion.

Recharacterizations may only be done in a trustee to
trustee transfer and must be accomplished on or
before the due date (including extensions) for filing
the account owner’s Federal income tax return for the
taxable year for which the contribution was made.

Distributions

Account owners are eligible to take distributions at
any time from a Roth IRA funded by individual contri-
butions and/or conversions from Traditional IRAs.
This right includes rolling the proceeds from the
distribution to another Roth IRA within 60 days of the
account owner’s receipt of the distribution. This
“rollover” may be done once every twelve months.

Individual IRAs
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Individual IRAs

Non-Qualified Distributions

Distributions taken from a Roth IRA before the
initial five-year period has elapsed are consid-
ered non-qualified distributions. All of a
taxpayer’s Roth IRAs must be combined to
determine the taxation of a non-qualified
distribution. First, the account owner will
recover her cost basis from contributions made
in previous years. Second, the account owner
will take distribution from any conversions,
starting with the earliest conversion. (A 10%
penalty may be owed on any conversion assets
so distributed.) Third, the account owner will
take distribution from earnings. Again, a 10%
penalty may be owed. (See Premature Distri-
butions for the exemptions to this penalty.)

Qualified Distributions

Distributions taken from a Roth IRA after the
initial five-year period has elapsed may be
qualified distributions if they also meet one of
the following criteria: 1) the account owner has
attained age 59½; 2) the distribution is for
first-time homebuyer expenses ($10,000
lifetime limit); 3) in the event of death or dis-
ability. Qualified distributions are tax free.

Required Minimum Distributions

Roth IRAs are not subject to the Required Minimum
Distribution rules.

Premature Distributions

The earnings on premature distributions (i.e., distribu-
tions taken before the account owner has attained
age 59½) are generally subject to a 10% penalty
unless an exemption exists. These exemptions are:
1) substantially equal payments based on the life
expectancy of the owner for at least five years or until
age 59½, whichever is longer; 2) medical care
expenses in excess of 7.5% of AGI; 3) higher educa-
tion expenses of the IRA owner or spouse, child or
grandchild; 4) involuntary distributions due to an IRS
levy; and 5) health insurance premiums for unem-
ployed individuals under certain circumstances.

Death Distributions

Legend should be notified by the account owner’s
beneficiary(ies) by December 31st of the year of the
owner’s death for optimum payout options or by
December 31st of the year following the owner’s
death, at the latest, if there are multiple beneficiaries.
If a trust is the owner’s beneficiary, Legend must
receive adequate documentation by October 31st of
the year following the owner’s death. (See Legend’s
brochure Your Choices as an IRA Beneficiary.)

Federal Withholding of Income Taxes

Roth IRA distributions are not subject to Federal
withholding of income taxes unless the distribution is
for an excess contribution. (See Section 5 in
Legend’s Roth IRA Custodial Account Distribution
Book.)
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Rollover IRAs

Rollover IRAs are Traditional IRAs that have received
assets from a qualified plan, §403(b) or §457 plan in
either a direct rollover or an indirect rollover. Since
the Economic Growth and Tax Reconciliation Relief
Act of 2001 introduced retirement plan portability,
the need for keeping assets in separate rollover IRAs
has disappeared. Prior to portability, commingling
different types of assets was not done. Now, all types
of retirement assets can be joined together in one
rollover IRA. One word of caution – rolling §457 plan
assets into an IRA will subject those assets to the
10% premature penalty if you are under 59½
whereas distributions taken directly from the §457
plan are not subject to the penalty.

Contributions & Conversions

See Traditional IRAs.

Transfers

Account owners are eligible to transfer their ac-
counts to any other vendor at any time.

Distributions

Account owners are eligible to take distributions at
any time from an IRA funded by rollovers. This right
includes rolling the proceeds from the distribution to
another IRA within 60 days of the account owner’s
receipt of the distribution. This “rollover” may be
done once every twelve months.

Required Minimum Distributions

Required Minimum Distributions must begin when
the account owner attains age 70½. The account
owner’s Required Beginning Date (RBD) is April 1st
of the year following the year the account owner
attains age 70½. (See Legend’s brochure Planning
Your IRA Distributions.)

Premature Distributions

Premature distributions (i.e., distributions taken
before the account owner has attained age 59½) are
generally subject to a 10% penalty unless an exemp-
tion exists. These exemptions are: 1) disability as
defined under §72(m)(7); 2) substantially equal
payments based on the life expectancy of the owner
for at least five years or until age 59½, whichever is
longer; 3) medical care expenses in excess of 7.5%
of AGI; 4) higher education expenses of the IRA
owner or spouse, child or grandchild; 5) first-time
homebuyer expenses; 6) involuntary distributions due
to an IRS levy; and 7) health insurance premiums for
unemployed individuals under certain circumstances.

Death Distributions

Legend should be notified by the account owner’s
beneficiary(ies) by December 31st of the year of the
owner’s death for optimum payout options or by
December 31st of the year following the owner’s
death, at the latest, if there are multiple beneficiaries.
If a trust is the owner’s beneficiary, Legend must
receive adequate documentation by October 31st of
the year following the owner’s death. (See Legend’s
brochure Your Choices as an IRA Beneficiary.)

Federal Withholding of Income Taxes

IRAs are governed under the voluntary withholding
rules. This means that you have a choice whether
Legend will withhold Federal income tax from your
distributions or not. However, Legend must withhold
10% if you do not complete a withholding waiver.
(See Section 5 in Legend’s IRA Custodial Account
Distribution Book.)

Individual IRAs

8



Inherited IRAs

At the death of an IRA account owner, Legend
should be notified by the account owner’s bene-
ficiary(ies) by December 31st of the year of the
owner’s death for optimum payout options, or by
December 31st of the year following the owner’s
death, at the latest, if there are multiple beneficiaries.
If a trust is the owner’s beneficiary, Legend must
receive adequate documentation by October 31st of
the year following the owner’s death. (See Legend’s
brochure Your Choices as an IRA Beneficiary.)

Contributions

A beneficiary cannot make contributions to an inher-
ited IRA.

Transfers

Beneficiaries are eligible to transfer their accounts to
any other vendor at any time.

Distributions

Beneficiaries are eligible to take distributions at any
time from an inherited IRA. This right does not in-
clude rolling the proceeds from the distribution to
another IRA within 60 days of the beneficiary’s
receipt of the distribution once every twelve months
unless the beneficiary is the account owner’s spouse.

Required Minimum Distributions

Required Minimum Death Distributions must gener-
ally begin by December 31st of the year following the
account owner’s death, unless the beneficiary is the
account owner’s spouse. (See Legend’s brochure
Your Choices as an IRA Beneficiary.)

Federal Withholding of Income Taxes

IRAs are governed under the voluntary withholding
rules. This means that you have a choice whether
Legend will withhold Federal income tax from your
distributions or not. However, Legend must withhold
10% if you do not complete a withholding waiver.
(See Section 5 in Legend’s IRA Custodial Account
Distribution Book.)
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A Coverdell Education Savings Account (otherwise
known as an Education IRA) is established by a
“contributor” for a “designated beneficiary.” While the
child is a minor, a responsible individual must be
named (usually a parent or guardian) who makes
investment decisions and authorizes distributions.

Contributions

Contributions are not tax deductible by the contribu-
tor. Contributions cannot exceed $2,000 per desig-
nated beneficiary for any taxable year. The maximum
allowable contribution for a contributor is based on
his or her filing status and modified adjusted gross
income (AGI). The $2,000 maximum is phased out
for single taxpayers between AGIs of $95,000 and
$110,000 and for married taxpayers between
$190,000 and $220,000. If the contributor is an
entity, there is no AGI limit.

Rollover Contributions

If the terms of the specific Education IRA permit, any
amount withdrawn may be rolled over to another
Education IRA for the same beneficiary or that of
another family member not later than the 60th day
after the date of the distribution.

Distributions

Distributions for qualified education expenses are tax
free. These expenses include certain elementary and
secondary school expenses plus higher education
expenses. Qualified education expenses are reduced
by amounts provided by scholarships and educa-
tional assistance allowances.

A taxpayer may exclude from income distributions on
behalf of a student claiming a HOPE credit or Life-
time Learning credit for the same taxable year as long
as the distribution is not used for the same education
expenses as the credit.

If distributions are greater than the qualified educa-
tion expenses for the year, a portion of the distribu-
tion will be includible in the gross income of the
taxpayer as determined under §72(b) of the Internal
Revenue Code (general basis recovery rules). If any
portion of a distribution is includible in income, a
10% additional penalty will apply to the taxable
amount unless:

1) the distribution was made on
account of the death of the
designated beneficiary;

2) the distribution was attributable to
the designated beneficiary becoming
disabled within the meaning of
§72(m)(7) of the Code; or

3) the distribution was made on account
of the receipt of a scholarship, allow-
ance or payment described in
§25A(g)(2) and the distribution does
not exceed the amount of such scholar-
ship, allowance or payment.

Any balance remaining in a Coverdell Education IRA
on the date the designated beneficiary attains age 30
must be distributed to the beneficiary or rolled over
to an Education IRA of another family member (under
the age of 30) of the original beneficiary within 30
days. This rule does not apply to special needs
designated beneficiaries.

Coverdell Education IRAs
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