
The Modernization of 403(b) Plans:  Mandatory IRS Changes Bring Non-ERISA and ERISA 403(b) Plans into the 21st Century
All educational, governmental, church, and tax-exempt entities be forewarned: 403(b) plans must take steps towards looking and behaving more like 401(k) plans now that the IRS has released final 403(b) regulations that were 43 years in the making.  The changes brought about by the regulations are mandatory for non-ERISA and ERISA 403(b) plans alike, and generally apply January 1, 2009, with some exceptions.  

Final 403(b) Plan Regulations:  The Great Equalizer

In several ways, the final 403(b) regulations can be viewed as the “great equalizer.”   
· First, and perhaps the most novel equalizing element of these new rules, is how they apply to all employers that offer 403(b) plans across the board—regardless of ERISA or non-ERISA status. Consequently, all employers who offer 403(b) plans, including educational, governmental, and church entities traditionally not accustomed to the fiduciary-like role of a “plan sponsor," must comply with these quasi-ERISA requirements, or face losing the tax-favored status of their plans.

· Second, the new mandate diminishes the extent to which the operational rules governing 403(b) plans and 401(k) plans differ.  
· Third, all employers maintaining 403(b) plans must redefine the role they play with respect to 403(b) plan operations.  Many of the operational requirements of maintaining a 403(b) plan, heretofore, have been abrogated to the 403(b) plan’s investment providers.  Employers must now step into the driver’s seat—a position with which many are unfamiliar and, potentially, uncomfortable.  Ultimately, employers’ dependence on and expectations of their vendors will change as 403(b) sponsors realize the IRS expects them to assume new obligations and, potentially, new liabilities.

What action must 403(b) plan sponsors take in light of the new rules?  Regardless of ERISA or non-ERISA status, essentially, each employer that maintains a 403(b) plan must assume a new level of responsibility for the operation of its plan.  To start, every 403(b) plan sponsor must do the following.
1.
Evaluate how its 403(b) plan has been operated, and determine how it should be operated in the future.

2.
Craft documents and procedures to ensure it operates its plan in accordance with the new rules.
3.
Carefully review all vendors, products, services, and costs of the plan to ensure compliance and adherence to a prudent plan process.
4.
Seek assistance in complying with the new regulations; ignorance of the law is not an excuse for noncompliance.
An examination of more specific requirements follows.  
Requirement #1: 
All 403(b) employers must come to grips with their new role and responsibilities as a pseudo-fiduciary in the quasi-ERISA environment created for 403(b) plans by the new rules.

Set aside the distinction of ERISA vs. non-ERISA plan; that delineation, while important, is not relevant with respect to determining which employers are affected by the regulations. All 403(b) plan sponsors must comply with the new IRS rules.  This notion is, arguably, the greatest mental hurdle the industry, as a whole, must overcome in transitioning 403(b) plans into the 21st century. 

The Department of Labor, in its Field Assistance Bulletin 2007-02 addressing the impact of the new 403(b) regulations, has stated the following.


“The new Section 403(b) regulations have not led the Department of Labor to change its view on the principles that apply in determining whether any given TSA program is covered by Title I of ERISA. Even though the differences between the tax rules for TSA programs and those governing other ERISA-covered pension plans may have diminished, the Department's safe harbor regulation at 29 C.F.R. Section 2510.3-2(f) remains operative. The new Section 403(b) regulations allow significant flexibility regarding the employer's functions in the structure and operation of the arrangement. Thus, compliance with the new Section 403(b) regulations will not necessarily cause a TSA program to become covered by Title I of ERISA.”
Requirement #2:
All 403(b) plan sponsors must maintain their 403(b) arrangements pursuant to a written plan (Treas. Reg. 1.403(b)-3(b)(3)).

Historically, 403(b) plans were not required to have a written plan document.  However, under the new regulations, a 403(b) must be maintained pursuant to a written plan, and the plan must contain all the material terms and conditions for eligibility, benefits, applicable limitations, the contracts available under the plan, and the time and form under which benefit distributions will be made.  The plan may also contain certain optional features (e.g., hardship withdrawals, loans, transfers, etc.).


The written plan could be a single plan document that coordinates administration among the issuers and custodians.  Alternatively, the written plan could merely incorporate, by reference, other documents such as the employer-approved annuity contracts or custodial account agreements.  Because the employer must ensure there is no conflict between the plan and other documents that may be incorporated by reference, a single plan document may be the most prudent approach.  

All employers offering 403(b) arrangements must adopt a written document no later than January 1, 2009, unless they have a separate applicability date.

Implications  

An employer who presently maintains a 403(b) arrangement without coordinating written plan documentation must adopt a written plan no later than January 1, 2009.


An employer who presently maintains a 403(b) plan pursuant to written documentation must conduct a compliance review of its plan documentation to determine whether it meets the new requirements and, if found lacking, adopt conforming amendments no later than January 1, 2009.

For collectively bargained 403(b) plans, if an agreement was in effect on July 26, 2007, the final 403(b) regulations do not apply before the earlier of 1) the agreement termination date, or 2) July 26, 2010.


For church plans, the final 403(b) regulations apply January 1, 2010.  

Failure to satisfy the written plan requirement would negate the tax-deferred status of the 403(b) plan, subjecting participants and the sponsoring employer to taxation and potential penalties. 


Key Question


“Do you have your 403(b) written plan document solution?” 

Next Steps


Contact your financial advisor or the Retirement Learning Center to discuss options for satisfying the mandatory written plan requirement for 403(b) arrangements.  
Requirement #3:
403(b) plan sponsors must identify all approved investment providers for the plan in the written plan (Treas. Reg. 1.403(b)-3(b)(3)).

The law requires that all 403(b) annuity contracts and custodial accounts be purchased “under a plan” (IRC Sec. 403(b)(1)(D)).  The requirement to identify approved investment providers under the plan facilitates the allocation of plan responsibilities between the employer and providers.  The identification of approved providers is also necessary to facilitate compliance with the new investment transfer rules.

The IRS felt it necessary to impose this requirement because it found that many 403(b) plan sponsors failed to properly monitor investment providers within their plans.

Implications


Failure to identify approved investment providers within the written plan puts the plan at risk of failing to meet the written plan requirement, and to operate the plan in compliance with all 403(b) rules.

Key Question

“Have you conducted a review of your 403(b) plan’s approved providers?”


Next Steps


Contact your financial advisor or the Retirement Learning Center to discuss options for conducting investment provider reviews and satisfying the due diligence process.  
Requirement #4:
403(b) plan sponsors must restrict 90-24 transfers (Treas. Reg. Sec. 1.403(b)-10(b)).

A “90-24” transfer is a movement of money between 403(b) plan accounts or contracts made pursuant to IRS Revenue Ruling 90-24 at the direction of the 403(b) plan participant. Currently, the 403(b) industry is open with respect to 90-24 transfers.  A 403(b) participant could essentially choose to transfer 403(b) dollars to any number of 403(b) vendors in the industry, at any time, provided the annuity contract, custodial agreement, and/or employer-level document (if one exists) is unrestrictive.   


Under the final regulations, unrestricted 90-24 transfers are eliminated, except for grandfathered annuities and accounts, as of September 24, 2007.  403(b) plan sponsors must limit 90-24 transfers to “same-plan” transfers (i.e., where transfers occur only among the approved investment providers within the plan); or to “plan-to-plan” transfers (i.e., where the transferring participant is an employee or former employee of the employer maintaining the receiving 403(b) plan).  Further more, for same-plan transfers, the employer must enter into an agreement with the investment provider to exchange required information periodically.

According to the IRS, the restrictions on 90-24 transfers are necessary to facilitate compliance with distribution conditions associated with transfers, and overall IRC Sec. 403(b) qualification.

Implications


Failure to properly restrict 90-24 transfers could put the plan’s participants and employer at risk for IRS taxation and penalties. 

Key Question

For 403(b) participants:  “Did you know the window of opportunity to conduct unrestricted 403(b) 90-24 transfers will close in 2007?” 

For 403(b) plan sponsors:  “Did you know you must restrict 403(b) 90-24 transfers?”


Next Steps


Contact your financial advisor or the Retirement Learning Center to arrange for a consultant’s review of your 90-24 transfer options and plan provisions.

Summary
403(b) plan sponsors must carefully assess and review their 403(b) programs, practices, vendors, and decision-making processes.  All of these elements could change to a greater or lesser degree under the new 403(b) requirements.  No employer offering a 403(b) plan is exempt from the new rules.  403(b) plan sponsors must realize and accept that their role with respect to their 403(b) plans has changed, and will become more similar to the role that a private employer maintaining a 401(k) plan has.  Many 401(k) strategies, operations, practices, and business models will be readily applicable to the new 403(b) environment, allowing plan sponsors and their advisors the opportunity to swiftly adapt to the new environment, and transition their 403(b) plans into the 21st century.  Contact your financial advisor today, or the Retirement Learning Center for assistance with critical next steps.  Time is of the essence.
Links to Information on the 403(b) Final Regulations

TD 9340—the Final 403(b) Regulations

http://www.treas.gov/press/releases/hp501.htm
IRS Summary of 403(b) Regulations

http://www.irs.gov/pub/irs-tege/se_0707.pdf
Department of Labor Field Assistance Bulletin No. 2007-02 ERISA Coverage Of IRC § 403(b) Tax-Sheltered Annuity Programs (in the wake of the new final 403(b) Treasury Regulations)

http://www.dol.gov/ebsa/regs/fab2007-2.html
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