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New Rules for 403b Plans – What You Need to Know
A Code Section 403(b) plan (“403(b) plan” or “plan”) is the nonprofit equivalent of a 401(k).  It permits employees to save for retirement with tax-deferred annuities. Tax-deferred annuities are designed to provide a stable source of income during the participant’s retirement. The IRS has recently made changes to the rules regulating 403(b) plans.  This bulletin explains the changes.
ANNUITY CONTRACTS AND CUSTODIAL ACCOUNTS

Plan contributions are placed into annuity contracts and custodial accounts (collectively, “accounts”).  An annuity contract is a contract between the participant and an insurance provider. A custodial account is an account established at a financial institution and is invested only in mutual funds, which are normally selected by the participant. Employers can offer annuity contracts, custodial accounts or both.  
REGULATORY CHANGES

Effective January 1, 2009, the new Treasury Regulations (“Regulations”) explain the rules and requirements of 403(b) plans. The Regulations make numerous changes. Each of the substantive changes is explained below. 
	Requirement
	Explanation

	Plan Document
	Employer must establish a plan document that identifies all of the required plan features. 

	Exchanges and Transfers
	Exchanges and transfers between plans are permitted only with vendors the employer has approved and has an information sharing agreement with.

	Plan Distributions
	Distribution of plan benefits can begin on the earlier of severance of employment, hardship, death, disability or attaining age 59½.

	Plan Termination
	Under certain conditions, the employer is permitted to freeze or terminate its plan. 

	Nondiscrimination
	Plans must be nondiscriminatory, meaning that if any employee can contribute to the plan, all employees must be permitted to do so, unless an exception applies. 

	Contribution Timing 
	Employers must transmit contributions to the vendor as soon as is administratively feasible. The insurance company or financial institution providing the account is referred to as the vendor. 

	Catch Up Provisions
	Plans can permit employees with at least 15 years of service with the employer, are age 50 or older or both to contribute larger amounts to their accounts.

	Roth 403(b)
	Roth (after-tax contributions) 403(b) plans are permitted.


PLAN DOCUMENT

The plan document must be in writing. Although one document will better ensure clarity and consistency, a plan document can be composed of several documents that together include all of the required provisions. The plan document must include information regarding eligibility, benefits, benefits limitations, the time and form of distributions and accounts available. The plan document should include information on any additional or optional plan features. 

EXCHANGES AND TRANSFERS

If the plan has entered into information sharing agreements, participants are permitted to “exchange” or “transfer” their accounts. Information sharing agreements require that the employer and a vendor continue to communicate with each other to ensure that participants are eligible to participate and other 403(b) requirements are satisfied. An exchange occurs when a participant exchanges one account for another, but remains in the same plan. For example, a participant exchanges a Fidelity account for an American Funds account, but remains in the plan. Transfers are when participants move their account from one plan to another. For example, a participant obtains a new job and transfers his or her account from the former employer’s plan to the new employer’s plan.
PLAN TERMINATION
Employers can “freeze” or “terminate” a plan. “Freezing” a plan means that the plan continues to exist, but no further contributions will be made. Benefits that participants already earned will remain exactly as they were before the plan was frozen. To freeze a plan an employer must notify affected parties and amend the plan to eliminate contributions. A plan can be frozen without having first attempted to terminate it.
“Terminating” a plan means that the accounts have been distributed to participants and the plan ceases to exist. To terminate a plan the employer must obtain consent from all participants with custodial accounts; notify affected parties; distribute the accounts and adopt a terminating amendment. The trustee of the custodial account is required to obtain participant consent before making a distribution. 
However, if the consent of all participants with custodial accounts is not received, the plan is frozen and participants cannot rollover their account. A “rollover” is when an account is transferred from the current vendor to a qualified retirement plan. A qualifying retirement plan is an individual retirement account or annuity (IRA), a 403(a) annuity, another 403(b) plan, a 457 plan, or any other plan that is qualified under 401(a) of the Internal Revenue Code. For example, transferring a custodial account to an IRA would be a rollover. Rollovers are permitted upon termination, but not upon the freezing of a plan. If the plan is frozen benefits already earned will be distributed at the earliest of severance of (a) employment, (b) hardship, (c) death, (d) disability or (e) attaining age 59½.

There are two types of rollover: direct and eligible. Direct rollovers occur when the transfer is directly from their current vendor to the trustee of the qualifying retirement plan. A direct rollover must be completed within 12 months of the plan termination. In practice, direct rollovers are performed as soon as is administratively practicable. 

An eligible rollover occurs when the transfer is to the participant who then makes another transfer to a qualified retirement plan. Eligible rollovers must be completed within 60 days of the plan termination. Additionally, eligible rollovers require that tax be withheld upon transfer to the participant. The withholding will be refunded if the rollover was properly completed. To avoid this problem, a direct rollover should be used whenever possible. 

NONDISCRIMINATION

There are separate nondiscrimination rules for employee contributions and employer contributions. As explained above, if any one employee is permitted to defer compensation under the plan, all participants must be given an opportunity to defer compensation. Nevertheless, the following employees can be excluded: (1) most student employees; (2) employees who are eligible for benefits under a 401(k), 457(b) or another 403(b) plan; (3) nonresident aliens and (4) most employees that work less than 20 hours per week. Which nondiscrimination rules apply to employer contributions depends on what contributions are made. However, there are two general rules. First, employer contribution cannot discriminate in favor of highly compensated employees. Second, employer contribution must be provided to most if not all participants, especially where those participants are similarly situated.
CATCH UP CONTRIBUTIONS

Two groups of participants can be permitted to make additional “catch up” contributions. First, participants who have been with the employer for more than 15 years may contribute an additional amount each year based on a multipart formula. This catch up contribution is only available for select nonprofit entities, including educational and health care oriented organizations. Second, participants who are over age 50 may contribute an additional $5,500 per year (adjusted annually for inflation). 
TO DO
1. Create a Plan document. 

2. Determine who will be responsible for administration of the Plan.

3. Determine how many and which vendors will be approved or included in the Plan.

4. Ensure that procedures are in place to notify participants of the availability of the Plan and how to begin participation at least annually. 

5. Start or continue remitting contributions as soon as is administratively feasible because the regulations require that contributions are sent to the vendor within a reasonable time after the employee would have received the money if it was not deferred. 

6. Determine whether the Plan is subject to ERISA. Plans that are subject to ERISA are required to comply with numerous additional requirements. 

This publication should be used as a reference only.


It should not be substituted for legal advice.


Nonprofit organizations are encouraged to contact


Community Legal Resources for specific legal assistance.
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