
Final Regulations Re-Make 403(b)s in the Image of 401(k)s

It took 43 years, but the 403(b) plan industry now has a comprehensive body of guidance in the form of final Treasury regulations that consolidate decades of piecemeal directives for 403(b) arrangements.  As a result, 403(b) plans will more closely resemble 401(k) plans. The final 403(b) regulations may be relied upon as of their issuance date, which was July 24, 2007, and are generally applicable January 1, 2009, with some exceptions. 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.  
The following table provides a picture of the 403(b) environment before the final regulations and after, highlighting significant changes that will take effect under the final rules, and any unique effective dates that may apply.
	Before Final Regulations
	After Final Regulations
	Advisor Action Steps

	Sponsoring Employer Control and Responsibilities
	
	

	Employer involvement with its 403(b) arrangement primarily depends on whether the plan is subject to Title I of the Employee Retirement Income Security Act of 1974 (ERISA).
	All employers maintaining 403(b) plans must redefine the role they play with respect to 403(b) plan operations.  403(b) plan sponsors must realize the IRS expects them to assume new obligations and, potentially, new liabilities with respect to the operation of their 403(b) plans.

The distinction of ERISA vs. nonERISA plan, while important, is not relevant with respect to determining which employers are affected by the final 403(b) regulations. All 403(b) plan sponsors must comply with the new IRS rules.  
	Contact sponsors of 403(b) arrangements and arrange a meeting to explain the new role and requirements employers must assume with their 403(b) plans.
Traditionally, many 403(b) sponsors have assumed that the investment vendors are responsible for the operation of the 403(b) arrangements.  The regulations are clear that the responsibility lies with the employer, in cooperation with the vendors.

	Plan Document Requirement
	
	

	403(b) plans are not required to have a written, employer-level plan document.  
	An eligible employer must maintain its 403(b) arrangement 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. 
The existence of a written plan facilitates the allocation of plan responsibilities among the employer, issuers of the contracts or custodians of accounts, and any other parties involved in implementing the plan. 
All employers offering 403(b) arrangements must adopt a written plan no later than January 1, 2009, unless they have a separate applicability date. 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.  
	Advisors should identify sources for objective and “pro-sponsor” designed documents, and work with 403(b) plan sponsors to ensure the document meets their needs and objectives.
Historically, most sponsors of 403(b) arrangements did not maintain plan documents.  Sponsors should review vendor-provided documents carefully to ensure the document meets their needs, and the needs of their employees—not the objectives of the document provider.

	90-24 Transfers
	
	

	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.   
	Unrestricted 90-24 transfers are eliminated as of September 24, 2007, except for 403(b) contracts and accounts received in a valid transfer on or before that date (referred to as “grandfathered” contracts and accounts).  403(b) contracts and accounts received in a transfer after September 24, 2007, must be affiliated with an employer’s 403(b) plan that satisfies final rules as of January 1, 2009.  Consequently, unless the IRS grants additional relief, as of January 1, 2009, non-grandfathered, unaffiliated 403(b) contracts or accounts will cease to be valid 403(b) arrangements, and may become taxable to their owners.

Effective January 1, 2009, employers must limit in-service 403(b) transfers to 1) “same-plan” transfers (i.e., where transfers occur only among the approved investment providers within the plan, or with investment providers that have information sharing arrangements with the employer); 2) 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); or 3) to purchase permissive service credits or to make a repayment of a cash out in a governmental defined benefit plan.  Furthermore, for same-plan transfers, the employer must enter into an agreement with the investment provider to exchange required information periodically.


	Tax alert:  Advisors should discuss the new regulations with 403(b) clients to help them ascertain whether they must take action before January 1, 2009, to prevent disqualification and potential taxation of their 403(b) contracts and/or accounts.

While in-service 403(b) transfers (formerly 90-24 transfers) are curtailed under the new regulations, they are not eliminated entirely.  Many individuals will still be able to conduct in-service transfers with certain 403(b) contracts or accounts under the new regulations.



	Universal Availability
	
	

	According to the 403(b) Universal Availability requirement, if a 403(b) plan sponsor gives any employee the opportunity to make an elective salary deferral, it must give all employees the same opportunity to defer, with limited exceptions. The plan could exclude the following types of employees. 

· Employees who participant in an eligible governmental plan under IRC Sec. 457(b)
· Employees who have made a one-time irrevocable election not to make salary deferrals to the 403(b) plan
· Employees who are nonresident aliens with no U.S. source income 

· Employees who are students performing certain services
· Employees who normally work fewer than 20 hours per week  

· Employees who wish to defer less than a minimum deferral amount of $200 annually 

The IRS expanded this list in Notice 89-23, allowing employers to exclude the following additional categories of employees.
· Employees who make one-time elections to participate in a governmental plan under section 414(d), instead of the 403(b) plan 

· Employees covered by a collective bargaining agreement whose retirement benefits were the subject of good faith bargaining 

· Professors providing temporary services for up to one year under certain circumstances 
· Employees affiliated with a religious order who have taken a vow of poverty
	Employer may no longer exclude the previously excludable classes of employees identified in Notice 89-23, generally effective January 1, 2010.

For collectively bargained 403(b) plans, the effective date of this provision is tied to the expiration of the collectively bargained agreement, but is no later than July 26, 2010.

In the case of a governmental, the effective date of this provision is the earlier of --

· the close of the first regular legislative session of the legislative body with the authority to amend the plan that begins on or after January 1, 2009; or

· January 1, 2011.


	Advisors should discuss the importance of the Universal Availability requirement with 403(b) plan sponsors, and recommend modifications to their 403(b) programs if their plans fail to comply with the Universal Availability rule. If substantial noncompliance is identified, Advisors should recommend 403(b) sponsors seek qualified legal council to consider available remedies.
The IRS is conducting broad compliance audits of the Universal Availability requirement, particularly as it relates to school districts.  The districts’ practices should be reviewed and modified accordingly.


	Nondiscrimination
	
	

	Employer contributions made to 403(b) plans are subject to nondiscrimination requirements similar to those that apply to qualified plans. Notice 89-23 discusses these requirements and provides a good faith reasonable standard 403(b) plans may use to satisfy these requirements. 

	The Notice 89-23 good faith reasonable standard is eliminated, except for use in determining controlled group status for state and local public schools, and certain church entities. 

For nongovernmental 403(b) plans, the regulations apply the nondiscrimination rules that otherwise apply to employer contributions for 401(k) plans (e.g., the actual contribution percentage test for employer matching contributions).
	Advisors should review 403(b) sponsor coverage and employer contribution rates made under the plan.  If the coverage and contribution rates are not consistent with the new nondiscrimination rules, remedial steps should be taken.
Many traditional employer contribution and allocation strategies may violate nondiscrimination rules, and the program should be reviewed and modified if necessary to ensure compliance.

	Separate Accounting
	
	

	Separate accounting applies for certain distribution purposes for 

· certain pre-1986 balances;

· certain pre-1989 balances; and

· employer contributions made to annuity contracts.
	Separate accounting rules are expanded to include

· employer contributions subject a vesting schedule; 

· certain IRC Sec. 415 excess contributions;

· designated Roth contributions; and

· after-tax contributions.
	Advisors should discuss with 403(b) sponsors the types of contributions that require separate accounting.  

Advisors should remind 403(b) participants that certain grandfathered amounts may be immediately eligible for in-service distribution to another 403(b) or IRA.
Certain employer contributions made to 403(b) arrangements still may not be subject to distribution triggering event requirements, and may be available for rollover.

	Catch-Up Contributions
	
	

	403(b) plans may provide for two types of catch-up contributions:  1) for those age 50 and over; and 2) for those who have at least 15 years of service with an “eligible employer.”

An eligible employer for the 15-years-of-service catch-up option includes a school, hospital, church-related organization or certain health and welfare service agencies.
	The final regulations expand the definition of health and welfare service agency to include an adoption agency, a home health services agency, a substance abuse agency, and an agency for the disabled.
If an employee is eligible for both the 15-years-of-service and the age 50 catch-up contribution provisions, he or she is deemed to make the 15-years-of-service catch-up contribution first, followed by the age 50 catch-up contribution if eligible.
	Advisors should schedule education sessions with 403(b) participants to apprise them of the liberalized catch-up contribution rules that may be available under their 403(b) plans.  
Under the liberalized catch-up rules, an individual with 15 years of service may utilize the catch-up provision, even if under age 50.

	Life Insurance
	
	

	403(b) plans could include life insurance contracts.
	A 403(b) plan may not purchase life insurance contracts; and death and disability benefits must be incidental.  Life insurance contracts issued before September 24, 2007, are grandfathered.
	Advisors should review the life insurance needs of clients participating in 403(b) arrangements and, if appropriate, recommend acquisition of contracts within their 403(b) plans prior to the cut-off date.   After the cut-off date, advisors should explore securing life insurance contracts with 403(b) participants from sources outside their 403(b) plans.

	In-Service Distributions
	
	

	Generally, a 403(b) plan may not distribute assets prior to a participant incurring a distribution triggering event, namely, age 59 ½, severance of employment, death, disability, or hardship, with some exceptions. 

A 403(b) plan may distribute, at any time, pre-1989 salary deferrals (not earnings) made to annuity contracts, and employer contributions to annuity contracts, if the plan had separately accounted for such amounts.
	A 403(b) plan may distribute pre-1989 salary deferrals (not earnings), and after-tax employee contributions prior to the participant incurring a distribution trigger.  

For annuity contracts issued on or after January 1, 2009, plans may not distribute employer contributions prior to completion of a fixed number of years, the attainment of a stated age, or upon the occurrence of some other identified event (such as the occurrence of a financial need, including a need to buy a home).
	Advisors should discuss with 403(b) participants the feasibility of taking in-service distributions of pre-1989 employee deferrals, and any other employer contributions that may be available on an in-service basis.
Certain employer contributions made to 403(b) arrangements still may not be subject to distribution triggering event requirements.

	Severance from Employment for Distribution Purposes
	
	

	Among other reasons, a 403(b) plan participant may request a distribution from a 403(b) plan if he or she has a “severance from employment.” The phrase severance from employment is not clearly defined for use with 403(b) plan participants. 
	The final regulations generally apply the same definition of “severance from employment” to workers participating in 403(b) plans as that which applies to participants in 401(k) plans, with one key difference.  A 403(b) plan participant may incur a severance from employment it the participant no longer works for an employer eligible to sponsor a 403(b) plan (even though the participant may work for another related employer that is part of the controlled group).
	Advisors should discuss with 403(b) plan sponsors and those who administer 403(b) plans the concept of triggering events, to ensure compliance with the new rules pertaining to when distributions are permissible.
Historically, many 403(b) plan sponsors were not involved in disbursement- related issues.  Under the final regulations, the 403(b) plan sponsor has a more active role in the distribution process.

	Plan Termination
	
	

	No plan termination guidance is available; plan termination is not specified as a distribution triggering event for a 403(b) plan participant.
	Employers may terminate their 403(b) plans according to the procedures contained in the final regulations, and may distribute plan assets as a result of the termination.
	Advisors should discuss with plan sponsors who have considered terminating their 403(b) plans the new guidance on 403(b) plan terminations. 
Historically, there was no mechanism to terminate 403(b) plans and distribute assets. Essentially, 403(b) assets held in these inactive 403(b) plans remained in  limbo until another distribution triggering event applied.


Conclusion
When the final 403(b) regulations take effect, it will be a brave new “401(k)-like” world for 403(b) plan participants, plan sponsors, investment vendors, document providers, and record keepers.  All will be seeking guidance on transitioning to life after the new rules.  Financial advisors can plan a pivotal role in seamlessly choreographing the multi-faceted transformation.
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