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RETIREMENT AND DEFERRED COMPENSATION PLANS
FOR TAX EXEMPT ORGANIZATIONS

§1.01 INTRODUCTION

Tax exempt organizations' possess certain unique characteristics and are subject to
specific Internal Revenue Code? provisions which need to be considered when designing and
implementing qualified retirement plans and deferred compensation plans for these
organizations. The 501(c)(3) organizations even enjoy a unique retirement plan vehicle- the
403(b) plan.® Thischapter will explorewhat distinguishesthe tax exemptsfrom other business
entitiesand discusswhy retirement plansand deferred compensation plans are so important to
these organizations. This chapter will also explain the significant features of 401(a), 403(b),
SEPs, SIMPLEs, 457(b) and 457(f) plansand explore the rel ative advantages and di sadvantages
of each. Finally, this chapter will analyze who should serve as trustee of the qualified
retirement plan and set forth how atax exempt organization can establish these plans.

§1.02 UNIQUE CHARACTERISTICS OF TAX EXEMPTS

[1] GenerousBenefits

Tax exempt organizations are often among the most generous providers of employee
benefits as evidenced by their relatively high level of contributions on behalf of employeesto

retirement plans. In order to make up for lower salaries, tax exempt organizations often create

1 In this chapter we use the term “tax exempt organizations’ to mean those organizations that are exempt
from income tax under |.R.C. 8501(c). While certain other organizations are also exempt from income taxation
under 1.R.C. 8501(d), our primary focusin this article is upon those organizations that are exempt from income
tax under |.R.C. 8501(c), including trade associations and charitable organizations, among others.

2 The Internal Revenue Code of 1986, as amended, (hereinafter “Code@ or “IRC@).

3 While the 403(b) plan is also available to public schools and universities, this article will focus on the
use of 403(b) plans by 501(c)(3) organizations.



a benefits package which is more generous than that generally found in the for profit world.
There is often pressure from the board members or outside donors (in the case of 501(c)(3)
organizations) to keep the salaries of the staff and management employeeslow. Donors may
focus on the salaries of the top management empl oyeesto evaluate overhead and administrative
costs. Board members of a trade association often do not want to pay the CEO of the
association more than they are paid themselves as head of their own companies. Employee
benefits, however, are often not given the same amount of scrutiny. Thisgenerosity isat |east
partly aresponse to the employees perception that their salaries are below market. Perhaps
another reason for this generosity may be due to the absence of ownersin the closely-held
business world where every dollar given to staff employees for employee benefitsisadollar
less profit/compensation for the owners and of stockholdersin the publicly traded corporate
arena where overhead costs for staff employees are kept low to keep profit high for the
stockholders.
[2] Recruitment and Retention of Employees

Tax exempts, which seldom, if ever, have union employees, often use their retirement
plan as an employee and management recruitment and retention tool. Tax exempt organi zations
frequently offer afixed commitment plan with afairly long vesting schedul e, such asadefined
benefit plan or amoney-purchase pension plan, in order to reward their long term employees,
and also offer a401(k) plan with avery short vesting schedul e to benefit their transient and
younger employees. CEOs, COOs or CFOs, concerned about retaining their most valuable
employees, often spend time analyzing what type of plans best meet these employees’ needs.

Because the benefits are often quite substantial, these plans become an important piece of the



overall compensation structure for these employees. When the plans are properly designed,
implemented and communi cated, they are appreciated by management and staff alike.
[3] Top-Heavy RulesGenerally Do Not Apply

Even though many tax exempt organizations are more similar in size to closely held
businesses than to publicly traded businesses, the majority of plans offered by tax exempt
organizations, unlikethe plansof for-profit small to mid-size enterprises, are not subject tothe
top-heavy rules”* Becausethere are no stockholdersin atax exempt organization, theonly way
an employee can be deemed akey employee® for top-heavy purposesisto be an officer making
more than $130,000 ayear (indexed for inflation). Factorstaken into account in determining
who is an “officer” are the source of a person’s authority, the term for which he or sheis
elected or appointed, and the nature and extent of the individual’ s responsibilities’® Based on
the governance structure of many tax exempts, one could argue there are no key employees,
none of the officers of the organization are employees, and senior management, even those
with atitle such as CEO or executivedirector, often do not haveindependent decision-making
responsibility and are charged only with implementing the decisions of the board. Even with
associations with this governance structure, it is probably prudent to consider the top staff

positionsin thetax exempt organization as key employeeswhen determining if the planistop-

*A “top-heavy@ plan is defined in |.R.C. §416 as a plan in which the present value of accrued benefits
for key employees is more than 60% of the present value of accrued benefits of all employees.

> A “key employee@ is defined under |.R.C. 8416 as an officer having annual compensation greater than
$130,000 (indexed for inflation), amore than 5% owner, or amore than 1% owner having annual compensation
of more than $150,000 (not indexed).

5 |.R.C. 8416.



heavy.” Itisnot unusual, however, to find that only the CEO or the Executive Director can be
considered a key employee under IRC 8 416. Unless the association employs very few staff
members, it isunlikely that the tax exempt’ s plan will be top-heavy.

[4] UniquePlansAvailable Only to Tax Exempts

[  457(b) and 457(f) Plans

" The authors have encountered very few top-heavy association plans.



Only tax exempts, along with governmental or state organizations? are allowed to
sponsor 457(b) and 457(f) plans.” Tax exemptsgenerally offer the 457(b) plan only to thetop-
hat employees, a select group of management, or highly compensated employees.™® Prior to
EGTRRA, however, employees could not double up on cash or deferred contributions madeto
a401(k) or 403(b) and a457(b) plan. Beginning in 2002, the cash or deferred contribution
limitation was decoupl ed, and those employeeswho are covered by a457(b) plan are now able
to make afull 401(k) contribution and afull 457(b) contribution.

[b]  403(b) Plans

Only 501(c)(3) organizations and public and private school systems are allowed to
sponsor 403(b) plans. Historically, tax exempt entitieswerelesslikely than taxable entitiesto
establish qualified retirement plans for their employees under 1.R.C. 8401(a) since the tax
deductionsavailableto employersunder 401(a) planswere not meaningful to entitiesthat were

already exempt from income taxes. If tax exempt organizations offered their employees

8 For these purposes, a state governmental organization includes astate, its political subdivisions, and an
agency or instrumentality of either. 1.R.C. 8457(e)(i)(A).

° Except for 401(k) plans established by tax exempts before July 2, 1986, tax exempt organi zations were
not allowed to sponsor 401(k) plans. The congressional rationale was that tax exempt organizations did not need
401(k) plans since they had 457(b) plans. This was a rather bizarre rationale since 457(b) plans could only be
offered to top-hat employees, whereas 401(k) plans are required to satisfy the coverage rules of IRC §410(b).
Thus, staff employees were precluded from making cash or deferred contributions into a retirement plan unless
the tax exempt had a grandfathered 401(k) plan (one established before July 2, 1986) or was a 501(c)(3)
organization. 401(k) planswere reinstated for tax exempt organizations by the Small Business Job Protection Act
of 1996 (SBJPA).

10 ERISA §201(2). See §1.10, §457(b) eligible plans. Highly compensated employees include any
employee (i) who was a 5% owner at any time during the year at issue or the preceding year, or (ii) who, for the
preceding year, had compensation in excess of $80,000, adjusted for inflation and, if the employer elects, wasin
the top paid group of employees for the preceding year. The compensation amount for determining highly
compensated employees isincreased in increments of $5,000, and it was increased to $90,000 in 2002. Notice
2001-84, 2001-53 I.R.B. 642. Thetop paid group of employees includes the top 20% of employees in terms of
compensation. |.R.C. 8414(q).



retirement accountsor annuitiesat all, the plansusually were not qualified plans. Accordingly,
the employees could not defer taking the contributions to the plan into current income.

Initidly, Congress responded to this perceived problem by allowing employees of tax
exempt organizations to defer from income tax the employer’s contributions to retirement
plans. Some nonprofit organizations, particularly hospitals, began to “abuse’ this power,
however, and started paying staff physicians significant portions of their income in this tax
deferred form. To restrict this “abuse,” Congress created 403(b) tax sheltered annuities
(TSAS) in 1958, limiting the amount of incomethat could be contributed each year to the plan.
In 1961, TSAs were extended to employees of public and private schools, and in 1974, they
were extended to mutual fund shares held in custodial accounts.

§81.03403(b) TAX SHELTERED ANNUITIES

Employersthat are exempt from incometaxation under 1.R.C. 8501(c)(3) may purchase
annuity contracts'' on behalf of their employees on an income tax deferred basis. The
employee's rights under the contract must be non-forfeitable, except for the failure to pay
future premiums*® Subject to certain limitations, the employer’s contributions (including
employer contributions under a salary reduction agreement) and other additions will be

excluded from the employee’ sgrossincomein theyear contributed, and annuity valueswill be

1 Custodial accounts that are invested in regulated investment company stock and from which
distributions may not be paid or made available to the employee or beneficiary before the employee dies, attains
age 59%, has a severance from employment, becomes disabled, or, with respect to contributions under a salary
reduction agreement, encounters financial hardship, are also treated as annuity contracts under |.R.C. §403(b).
I.R.C. 8403(b)(7). Inaddition, retirement income accountsthat are defined contribution programs established or
maintained by a church or a convention or association of churches for the benefit of qualified employee aso are
treated as annuity contracts under 1.R.C. 8403(b). I.R.C. 8403(b)(9). Herein, annuity contracts, custodial
accounts and retirement income accounts will al be referred to as tax sheltered annuities or 403(b) plans.



subject to income tax only when amounts are actually distributed to the employee or
beneficiary.™

[1]  Cash or Deferred Contributions

Depending on the plan design, employeesmay be ableto make avariety of contributions

to a403(b) plan on atax-deferred basis, i ncluding elective deferrals,** special 1.R.C. §403(b)
catch-up contributions,*® and age 50 catch-up contributions.*® Employers may make additional
employer contributions.*” Each of these contributionsis subject to separate limitations, and
the total amount of annual additions™® that may be excluded from current income also is
limited.

[d] Elective Deferrals

12 1 R.C. 8403(b)(1)(C).
13 1.R.C. 8403(b)(1).

14" Elective deferrals include employer contributions (i) under a qualified cash or deferred arrangement
under |.R.C. 8401(k), (ii) to a Simplified Employer Pension (“ SEP@) under 1.R.C. 88 402(h)(1)(B) and 408(k),
(iii) to a403(b) plan, or (iv) to asavingsincentive match plan for employees (* SIMPLE@) under |.R.C. 8408(p).
They do not, however, include salary reductions under an employee’ s one-time, irrevocable el ection made when
the employee first becomes eligible to participate in the salary reduction or elective deferral arrangement. 1.R.C.

§402(g)(3).
* |.R.C. 8402(g)(7).
16 |.R.C. 8414(V).
7 |.R.C. 8415(c).

18 |.R.C. 8415(c)(2) defines “annual additions@ to include employer contributions, employee
contributions and forfeitures.



Electivedeferrals, if permitted by the plan, arelimited to $12,000 in 2003, increasing
to $15,000 in 2006."° Thislimitation isapplied to all elective deferrals by the employee, not
simply to elective deferrals made by the employee to a particular employer’ s 403(b) plans.?’
Accordingly, any elective deferrals by the employee to a401(k), SEP or SIMPLE planin the
same year reduce the amount of elective deferrals to 403(b) plans that the employee may
exclude from income in the same year *

[b] Soecial 403(b) Catch-Up Contributions

Employees of educational organizations, hospitals, home health service agencies, health
and welfare service agencies, and churches (including aconvention or association of churches),
if the employee has completed 15 years of service with the employer, may increase elective
deferralsto atax sheltered annuity by up to $3,000 per year. Thetotal amount of these catch-
up contributions, however, are subject to two lifetimelimits, both of which must be satisfied.
Total special catch-up contributions may not exceed the lesser of (i) $15,000 and (ii) the
aggregate of the amount per year of employment by which the employee’ s average elective
deferrals during employment with the employer are less than $5,000 per year.?

[c] Ageb50 Catch-Up Contributions

19 |.R.C. 8402(g)(1). Theselimitations areincreased after 2006 for inflation in $500 increments, but are
subject to the sunset provisions of the Economic Growth and Tax Relief Reconciliation Act of 2001
(“EGGTRA"), P. L. 107-16, 115 Stat. 38 (May 26, 2001).

20| R.C. §8402(g)(1), 402(g)(3)(C) and 402(g)(4).

21 Note that contributions to an eligible 457(b) deferred compensation plan (“457(b) plan@) are not
treated as elective deferrals for this purpose. Thus, contributions to a 457(b) plan do not reduce the maximum
elective deferrals that an employee may make, and similarly, elective deferrals do not reduce the amounts that may
be contributed to a 457(b) plan. I.R.C. §8457(b)(2)(A) and (b)(15).

22 | .R.C. 8402(g)(7).



403(b) plans may also offer age 50 catch-up contributions ($2,000 in 2003 increasing
to $5,000 in 2006).2> Age 50 catch-up contributions to 401(k), 403(b), 408(k) and 408(p)
plans are coordinated, so that a contribution to one plan reduces the allowable catch-up
contributionsto the others, but separate, additional age 50 catch-up contributions may be made
to 457(b) governmental plans?*

[d] Total Annual Additions

% | R.C. 8414(v).

2 | R.C. 8414(v)(2)(D).



Subject to certain non-discrimination requirements, 403(b) plans may permit
nonelective employer contributions and employer matching contributions in addition to
electivedeferrals. Thetotal amount of annual additionson behalf of an employee, however, is
limited to the lesser of $40,000 (for 2002) or 100% of includable compensation.?®

Note that all defined contribution plans “maintained by an employer” are treated as a
singleplan for purposesof applyingthel.R.C. 8415 limitations. Thus, thelimitation appliesto
the aggregate of contributions on behalf of an employee to all plans operated by the same
employer (with all employerswithin acontrolled group or affiliated group being treated as a

single employer).*

% |.R.C. 8415(c). Includable compensation consists of compensation received from the employer
during the most recent year of service, excluding nonel ective employer contributions or matching contributionsto
the 403(b) plan, but including (1) amounts that are received by the employee within 5 years of termination from
service and that are based upon the employee’ sincludible compensation during the last 12 months of employment
(e.q., payments for disability, sick leave, or vacation leave), (2) elective deferrals to a 401(k), 403(b), SEP or
SIMPLE, (4) contributionsto a457(b) plan, and (4) income deferred under a 8125 cafeteria plan or a 8132(f)(4)
transportation fringe benefit program.

% At least one commentator appears to indicate that under certain circumstances, the 415(c) limitation
applies separately to 403(b) plans and to 401(a) qualified pension, profit sharing, stock bonus or annuity plans
maintained by the same employer, so that the employer could contribute up to $40,000 to each plan (total of
$80,000) reduced by the employee's elective deferrals. Harvey B. Wallace 11, “Retirement Benefits Planning
Update, @ Probate & Property (January/February 2003).

The commentator appears to be relying on Treas. Reg. 81.415-8(d). Under this regulation, unless the
employee isin control of the employer, then only the employee is treated as maintaining the 403(b) annuity, and
the employer is not treated as also maintaining the annuity. If the employeeis treated as maintaining the 403(b)
annuity, and if the employer istreated as maintaining the 401(k) plan, the $40,000 limitation arguably would apply
separately to the employee (with respect to the 403(b) plan) and the employer (with respect to the 401(k) plan).
In essence, the employee functions as a separate “employer@ with respect to the 403(b) plan, at least for the
purposes of the §415(c) limitations.

The authors note that this interpretation is not inconsistent with the usual understanding of these
regulations.

The fact pattern in the regulations involves two separate employers, each of which offers a plan that
coversasingle employee. Thisisquite different from the situation in which a single employer (e.g., the medica
school) offers a 401(k) plan and a403(b) plan to itsemployees. In this second fact pattern, most commentators



would agree that the 415(c) limitation applies in the aggregate to both plans rather than individualy to each plan.
Most commentators appear reluctant to rely on 1.R.C. §415(k)(4), which states that a403(b) planistreated asa
plan maintained by the employer if the participant in the TSA owns more than a 50% interest in the employer, to
conclude that a 403(b) plan in which the employee does not have a control relationship with the employer is
owned by the employee for purposes of applying the 415(c) limitation. Yet this appears to be the required
predicate for concluding that the 415(c) limitation applies separate to a 401(k) plan and a 403(b) run by the same
“economic@ employer. Only with this predicate can one argue that the “employer@ offering the 403(b) plan,

with respect to the 415(c) limitation, is the employee.



[€] Discrimination Requirements

Separate non-discrimination rules apply to elective deferrals, on the one hand, and
employer nonelective contributions, matching contributions and employee after-tax
contributions on the other.*” Currently, the non-discrimination requirementsfor all of these
types of contributions are satisfied if the employer operates the 403(b) annuity plan under a
good faith, reasonable interpretation of the requirements. Although the regulations do not
define what constitutes a good fath, reasonable interpretation of the regulations, they do,
provide for certain safe harbors®® The non-discrimination and coverage rules do not apply to
tax sheltered annuities maintained for church employees*® and except for the compensation
limits of I.R.C. §401(a)(17),*° do not apply to governmental plans>*

[f] Elective Deferrals

27 1.R.C. 8403(b)(12).

8 Notice 89-23, 1989-1 |.R.B. 654.

29 | .R.C. 8403(b)(1)(D).

30" Compensation taken into account may not exceed $200,000 adjusted for increasesin the cost of living.

31 |.R.C. 8403(b)(12)(C).



With limited exceptions, all employees must be eligible to defer annually more than
$200 under the salary reduction agreement, and the opportunity to make el ective deferrals must
beavailableto al employeeson the samebasis. Employeeswho participatein theemployer’s
457(b) plan,*? 401(k) plan or another 403(b) plan may be excluded from a particular 403(b)
plan. Non-resident aliensearning no U.S. sourceincome®® and empl oyeesworking fewer than
20 hours per week may also be excluded.®* In contrast with 401(k) plans, however, exclusion
based upon age, years of service or collective bargaining arrangements is not permitted.

[d] Contributions Other Than Elective Deferrals

32 This exception alows for creative planning opportunities. In order to facilitate satisfying the

discrimination rules applicable to a 403(b) plan, a top-hat employee who is dligible to participate in a457(b) plan
could be excluded entirely from the 403(b) plan.

33 Student employees providing services for a school, college or university while enrolled at such
institution may also be excluded. Exclusion of student employees, however, is subject to the minimum coverage
requirements of |.R.C. 8410(b)(4).

3 ].R.C. 8403(b)(12).



Contributions other than those made under asalary reduction agreement must satisfy the
requirementsof 1.R.C. §8401(a)(4),%° 401(a)(5),*° 401(a)(17), 401(m),*" and 410(b) > Notice
89-23 establishes three safe harbors for satisfying these requirements. Depending upon the
degree of disparity between the highest percentage of compensation contributed by a highly
compensated employee and the lowest percentage of compensation contributed by anon-highly
compensated employee, the safe harbors create (i) standards for participation ratesamong non-
highly compensated employees and (ii) representation rates of non-highly compensated
employees among all employees accruing benefits under the plan. Under the maximum
disparity safe harbor, the contribution percentage of ahighly compensated employeemay reach

180% of the lowest contribution percentage of a non-highly compensated employee.

% Plans cannot discriminate in favor of highly compensated employees, excluding collectively bargained
employees and non-resident aliens receiving no U.S. source earned income. There are two safe harbors for
satisfying these nondi scrimination requirements. A plan that allocates contributions using the same percentage of
compensation or same dollar amount for each employee satisfies the “ uniform formula@ safe harbor. A plan that
allocates contributions based on “points@ credited to a participant can satisfy the “age or service weighting
formula@ safe harbor. Points must be provided on auniform basis for compensation, age or yearsof service. If
the safe harbors are not met, the plan must use cross testing, under which nondiscrimination testing is done in
terms of benefits rather than contributions. Allocations are converted into equivalent accrua ratesto satisfy the
defined benefit general test under Treas. Reg. §1.401(a)(4)-8(c)(2). See, Cdimfade and Cohn, “401(k) Safe
Harbors Work for Small Business,@ New Y ork University Fifty-Eighth Institute on Federal Taxation: Employee
Benefits and Executive Compensation (2000), (hereafter, “ Safe Harbors Work for Small Business@), at 2.05[3].

% A classification under the plan may be limited to salaried or clerical employees; contributions and
benefits may bear a uniform relationship to compensation; disparity in contributions or benefits between highly
compensated employees and non-highly compensated employees must satisfy the permitted disparity limitations of
[.R.C. 8401(]).

3 |.R.C. 8401(m) includes non-discrimination rules for matching contributions and employee
contributions. [f this requirement is not satisfied through meeting safe harbor standards, then the plan must be
tested annually under the actual contribution percentage test (“ACP@ test). If the test is not satisfied, the plan
must either return “excess@ deferrals to highly compensated employees or increase employer contributions on
behalf of non-highly compensated employees. See, “ Safe Harbors Work for Small Business,@ at 2.05[4].

3 |.R.C. 8410(b) imposes minimum coverage requirements and includes an average benefits percentage
test.



[h] Distributions
The minimum distribution requirements®® apply to all amountsaccruingin a403(b) plan
after December 31, 1986.%°

[1] Restrictions on Withdrawals

¥ |.R.C. 8401(a)(9).

0 |.R.C. 8403(b)(10); Treas. Reg. §1.403(b)-3, Q& A 2. Notethat earnings after December 31, 1986 on
the pre-1987 account balance are subject to the minimum distribution requirements. The required minimum
distribution for ayear istherefore cal culated based upon the post-1986 account balance (including earnings upon
pre-1987 assets), and any distribution in ayear in excess of the required minimum distribution is attributed first to
the pre-1987 balance. Treas. Reg. §1.403(b)-3, A-2(c). The pre-1987 account balance must, however, be
distributed in accordance with theincidental benefit requirements, and commencement of distributions from this
portion of a403(b) account cannot be delayed once the employee reaches age 75. Treas. Reg. §1.403(b)-3,Q&A
3. A complete discussion of the minimum distributions requirements is beyond the scope of this paper. See,
Calimafde and Cohn, “Taking Maximum Advantage of Retirement Plan Assets@ Maryland Bar Journal,
(March/April 2003).




Certain restrictions on withdrawal sapply, depending upon thetype of contributionto the
plan. With respect to 403(b) annuity contracts, amounts attributabl e to elective deferralsmay
be withdrawn without penalty only when the employee attains age 59%2, has a severance from
employment,** dies, or becomesdisabled, or in the case of hardship.*? Hardship distributions
are limited to elective deferrals, excluding any income attributable to the deferral.*® The
withdrawal restrictionsapply only to post-1986 contributions. Moreover, they do not apply to
contributions that are not elective deferrals, such as mandatory employee salary reduction
contributions, contributions under aone-timeirrevocabl e el ection by the empl oyee madewhen
the employee initially becomes eligible to participate in the plan, after-tax contributionsand
employer contributions.

Restrictions on withdrawalsfrom 403(b)(7) custodial accountsapply to all amountsin
the account, not only to amounts attributableto elective deferrals. Account balances may not
bewithdrawn until the employee attains age 592, has a severance from employment, becomes

disabled or dies** Inaddition, amountsattributableto el ective deferrals, including earningson

“1 For distributions before 2002, the standard was “separation from service @ This standard was
changed in the Economic Growth and Tax Relief Reconciliation Act of 2001 (“EGTRRA@). Under the
“separation from service@ standard, the “same desk rule@ applied: no separation from service is deemed to
occur if the employee continues the same job responsibilities under a new employer as a result of a liquidation,
merger, consolidation or similar corporation reorganization. In contrast, an employee would have a severance
from employment under that factual situation.

21 R.C. 8403(b)(11). Amountsin the annuity contract as of December 31, 1988 are grand-fathered and
withdrawal restrictions do not apply.

3 1.R.C. 8403(b)(11)(B).

4 ]1.R.C. 8403(b)(7)(A)(ii). Not only do these restrictions apply to al amountsin the 403(b)(7) custodial
account, not merely elective deferrals, but the grandfather provisions that apply to pre-1989 amountsin 403(b)
annuity accounts apply to 403(b)(7) accounts only with respect to the hardship exception applicable to elective
deferrals.



elective deferrals, may be withdrawn if the employee encounters financial hardship.*

Custodial account fundsthat aretransferred to an annuity account remain subject to the
broader withdrawal restrictions applicableto custodial accounts.*® Amountstransferred from
an annuity contract to acustodial account become subject to the custodial account restrictions
and appear to lose any grandfather protections.

81.04 401(k) PLAN DESIGNS FOR TAX EXEMPT ORGANIZATIONS
[1]  401(k) Plans

A 401(Kk) plan is a type of retirement plan which allows employees to make pre-tax
deferrals of their salary. In order to encourage participation, tax exempt organizations can
match up to 100% of all or aportion of each employee’ s401(k) contribution. Inaddition, the
tax exempt organization can continue to choose, on an annual basis and in its discretion, to
make profit sharing contributions to the plan.

A 401(k) plan can alow employees to save up to $12,000 in 2003, with this limit
increasing in $1,000 increments over the next three years. Starting in 2007, the $15,000
401(K) limitation will be indexed for inflation. When employees make a401(k) contribution,
they arein effect contributing aportion of their salary directly into a401(k) account in the plan
instead of receiving the money in apaycheck. The money saved in the 401(k) plan, aswell as
the earnings on that money, are not taxed whilein the plan. The 401(k) portion of the plan can

therefore be considered similar to ajumbo IRA for employees.

4> The Department of Labor, in Advisory Opinion 94-30A, hasindicated that an employer’ sinvolvement
in verifying hardship may cause the plan to lose its exemption from ERISA, the Employee Retirement Income
Security Act of 1974, 29 USC 81001, et seq.

6 Rev. Rul. 90-24, 1990-1 C.B. 97. See §1.11, §457(b) Eligible Plans.



In addition, employeeswho are age 50 or older by the end of the calendar year can make
“catchrup” contributions over and above the $12,000 limit. Catch-up contributions allow
employees who are approaching retirement age to “catch up” to younger employees who have
longer to savefor retirement. Employees age 50 and ol der can contribute an additional $1,000
each year in catch-up 401(K) contributions, up to an additional $5,000 in 2006. For 2003, the
allowable catch-up contribution is $2,000. Beginning in 2007, the catch-up contribution is
indexed to the cost of living. These catch-up contributions are not included in the IRC
8415(c) 100% of compensation or $40,000 contribution limit imposed on each plan
participant.

A 401(k) plan is subject to anti-discrimination tests because Congress and IRS are
concerned that key employeesarelikely to havethe ability to decreasetheir current income by
agreater amount than the non-highly compensated employees. 1n an attempt to equalize this
perceived problem or inequity, Congress has required the employer to perform complex
testing known as the "ADP" tests so that the amount the highly compensated employees can
contributeto the planislimited by what the non-highly compensated employees contribute plus
any employer contributions which are immediately 100% vested and non-forfeitable. (The
100% vested employer contributions that can be taken into account are profit sharing
contributions and matching contributions.) Intheevent (whichisalikely occurrence) that the
non-highly compensated employees do not make sufficient 401(k) contributionsto allow the
highly compensated employees to maximize their contributions and still pass the ADP tests,
then either the highly compensated employees§ 401(k) deferrals have to be lowered, or an

additional 100% vested profit sharing contribution or 100% vested match must be madefor the



non-highly compensated employees in an amount which will allow the plan to pass the ADP
tests.

The adjusted deferral percentage for an employee is determined by dividing (1) the
employee's401(K) contributions plusany 100% vested employer contributions made on behal f
of the employee by (ii) the employee's compensation. All of the ADPs for the non-highly
compensated employeesare averaged, asarethe ADPsfor the highly compensated employees.
Then the tests below are applied to make sure the ADP for highly compensated employeesis
not too high. There are currently two aternative ADP tests: The average ADP for the highly
compensated employees cannot exceed 1.25 times the average ADP for the non-highly
compensated employees, or the average ADP for the highly compensated employees cannot
exceed twicethe average ADPfor the non-highly compensated employeeswith no morethana
2 percentage point spread.

The 401(Kk) testing can be made easier by using prior year's results for non-highly
compensated employees. By doing this, thetax exempt organization will know early intheyear
how much the highly compensated employees will be able to contribute to the 401(k) plan.
This allows the highly compensated employees to plan accordingly.

[d] 401(k) Safe Harbor Plan Design

Alternatively, atax exempt organization can "safe harbor" its 401(k) plan. Congress
added the safe harbor 401(k) plan designs to allow companies to forgo the complex 401(k)
ADP tests in exchange for making safe harbor contributions on behalf of their non-highly
compensated employees. Therearetwo waysto safe harbor a401(k) plan. First, thetax exempt

organization can contribute 3% of compensation for every eligible non-highly compensated



employee. If the association makes this 3% safe harbor contribution, referred to as a nor-
elective safe harbor contribution, then the planisnot required to do any ADPtesting, and every
eligible employee, key or non-key, highly compensated or non-highly compensated, can
contribute as much as he or she wants up to the maximum 401(k) amount (currently $12,000).
The 401(k) contributionsfor the highly compensated employees are no longer limited by the
401(K) contributions made by the non-highly compensated employees; because of the safe
harboring of the plan, it no longer matters what 401(k) contributions are made by the staff
employees.

The employer can also “safe harbor” the plan and avoid ADP testing by matching every
non-highly compensated employee's 401(k) contribution in one of the following ways:

(i) Basic matching formula

Thebasic matching formulaisa100% match on 401(k) contributionsthat do not exceed
3% of the empl oyee's compensation, and a50% match on the employee's 401(k) contributions
that exceed 3% but do not exceed 5% of the employee's compensation.*’

(ii)  Enhanced matching formula

47 1.R.C. 8401(k)(12)(E)(ii) and 401(m)(11)(i).



The enhanced matching formulais aformulaunder which (A) thetotal rate of match at
each and every level of elective contributionsisat |east ashigh asthat under the basic matching
formula, (B) the matching rate does not increase with increases in the rate of elective
contributions, and (C) therate of match for any highly compensated employee does not exceed
the rate of match for any non-highly compensated employee at the same level of elective
contribution.*® For example, aplan that matches 100% of an employee’ selective deferralsup
to 4% of compensation will qualify as an enhanced matching formula. Similarly, a plan that
matches 125% of employee elective deferrals up to the first 3% of employee deferrals and
matches 25% of elective deferrals from 3%-4% of compensation, with no additional match

thereafter, also satisfies the criteria.*®

%8 | R.C. 88401(K)(12)(B)(iii) and 401(m)(11)(i); I.R.S. Notice 98-52, 1998-46 |.R.B. 16.

49" A plan that provides the basic matching formulafor one group of employees (consisting of non-highly
compensated employees) and a 100% match for elective deferrals up to 5% of compensation for a second group
of employees (consisting d highly compensated employees) does not satisfy the safe harbor since matches
provided to the highly compensated employees who elect to defer amounts in excess of 3% of compensation
exceed the matches available to the non-highly compensated employees in the first group electing to defer the
same percent of compensation. Similarly, a plan that matches 100% of elective deferrals up to 2% of
compensation but only 25% of additional elective deferrals up to 5% of compensation does not satisfy the
enhanced formulamatching contribution safe harbor since the rate of match for elective deferralsin excess of 2%
of compensation is less than the rate of match under the basic formula. Finally, a plan that matches 100% of
elective deferrals up to 3% of compensation and 150% of elective deferrals of the next 2% of compensation does
not qualify since the rate of match increases as the rate of deferral increases. For an excellent outline of 401(k)
safe harbors, see Merl, Safe Harbor 401(k) Plans. Although written prior to I.R.S. Notice 2000-3, this article,
which was presented by Elinor R. Merl at the 1999 ASPA Conference (Oct. 25, 1999), includes severa of the
examples discussed in this text.



Prior to the beginning to the plan year, each empl oyee must be given noticethat the plan
intends to rely upon a safe harbor formula.®® The notice must inform the employee of his or
her rights and obligations under the plan, describe the safe harbor matching or nonelective
contribution formulathat will be used, and indicate whether other contributions may be made
under the plan.>* All matching contributions and nonel ective contributions used to satisfy the
safe harbor must be non-forfeitable and subject to the withdrawal restrictions of 1.R.C.
8401(k)(2)(B): they must be fully vested and may not be distributable earlier than the
employee’ sattainment of age 59%%, separation from service, death or disability, termination of

the plan without creation of a successor plan, disposition of asubsidiary or hardship.

0" This notice must be given within a “reasonable period@ prior to the beginning of the plan year.
“Reasonable period@ is generally deemed to be at least 30 days and no more than 90 days before the beginning of
each plan year. Special guideines apply for a newly digible employee and for new employees who are
immediately eligible to participate. See, Calimafde and Cohn, “401(k) Safe Harbors Work For Small Business,@
The New York University 58" Institute on Federal Taxation, Employee Benefits and Executive Compensation
(2000).

*1 The notice must include additional information aswell. For details, see Calimafde and Cohn, “401(k)
Safe Harbors Work for Small Business,@ supraat 82.09.



401(K) plans are al so subject to certain coverage requirements designed to ensure that
the plan extends benefitsto asignificant percentage of non-highly compensated employees as
well ashighly compensated employees>* To meet thisrequirement, a401(k) plan must satisfy
one of three tests: (1) the plan must benefit at least 70% of non-highly compensated
employees>® (2) the percentage of non-highly compensated employees covered by the plan
must be at least 70% of the percentage of highly compensated employees covered by the
plan,>* or (3) the plan must either benefit a nondiscriminatory classification of employees or
must provide an average benefit percentage for the group of al non-highly compensated
employeesthat is at least 70% of the average benefit percentage provided for the group of all
highly compensated employees> Contributions may not be subject to a “year of service”
reguirement, nor may they be conditioned upon the employee’ sbeing employed onthelast day

of theplanyear. The plan, however, can require, asconditions of eligibility to participateinthe

plan, that the employee attain at |east age 21 and that the employee satisfy a“year of service’
requirement. Additional employer profit sharing contributions under the plan may be subject to
a vesting schedule, to a 1,000 hour of service requirement, and to a requirement that the
employee be employed on the last day of the plan year. Vesting and withdrawal restrictions
may also beimposed on matching contributions not needed to satisfy the safe harbor test. For

example, if an employer electsunder |.R.C. 8 410(b)(4) to treat employees who have not yet

%2 |.R.C. §410(b) appliesto all 1.R.C. §401 qudified plans, not only to 401(k) plans.
3 |.R.C. 8410(b)(1)(A).
> |.R.C. 8410(b)(1)(B).

% |.R.C. §8410(b)(2)(A)(i) and 410(b)(2)(A)(iii).



attained age 21 or completed ayear of service separately for Section 410 coverage purposes,
and if the plan is accordingly treated as two separate plans (with one plan benefiting only
employees who do not satisfy these requirements), then either plan can satisfy the ADP test
safe harbor independently of the other. 1n essence, the employeeswho do not satisfy either the
age 21 or year of servicerequirement aretreated asnot being eligible employeessolong asthe
employer has elected to treat them separately for coverage purposes under Section 410(b).

However, the plan must then specifically providethat el ective contributions (and, if gpplicable,
matching contributions) on behalf of the employees who are not “eligible” employees, will

satisfy the traditional ADP test (and, if applicable, the traditional Actual Contribution

Percentage [*ACP"] test.).®

5% | R.S. Notice 98-52, 1998-46 |.R.B. 16, at Part 1X.B.1; I.R.S. Notice 2000-3, 2000-4 |.R.B. 413, at
Q&A #10.



Tax exempt organi zations should carefully consider taking advantage of the 401(K) safe
harbor plan design, particularly if the organizationisalready contributing 3% for the non-highly
compensated employees or making amatch similar to one described above. Unfortunately, as
thelaw standstoday, atax exempt organization that already sponsorsa401(k) planwill only be
allowed to safe harbor the plan for the next succeeding plan year since, as previously
mentioned, the employer must provide notice of the safe harbor at least 30 days, but not more
than 90 days, prior to the beginning of the plan year. A tax exempt organization that does not
yet have a401(k) plan, or that would like to add a 401(k) option to its existing profit sharing
plan, may safe harbor the plan in conjunction with adding the 401(k) feature.’

[b] Designing 401(k) Plans to Achieve Maximum Employee Appreciation

Prior to the collapse of the stock market, 401(k) plans were the most popular plans
among employees. (Since the decline in the stock market, employees are beginning to
understand the advantages of the defined benefit plan.) A tax exempt organization which
sponsors a 401(k) plan that is not appreciated by its employees should consider making,
increasing, or perhaps changing the composition of employer contributions to the plan. The
company can either make aprofit sharing contribution that all eligible employeeswill receive,
or add amatching contribution that only those employeeswho are making 401(k) contributions
will receive.

Tax exempt organizations are sometimes surprised to find that many staff employeesdo

not particularly value matching contributions. Employees who need al of their cash flow for

" |f atax exempt organization is considering adding a401(k) feature to an existing profit sharing plan or
making an existing 401(k) plan a safe harbor plan, the tax exempt organization should seek out a qualified plan



monthly expenses can not make significant 401(k) contributions and therefore perceive the
matching contribution as an unfair benefit geared to employees who are more well off. The
single mother who needs every dollar to support her family is understandably not particularly
pleased that her single male co-worker is getting a significant match on his 401(k)
contributions. Employers with these employee demographics should consider adding a profit
sharing component to their 401(k) plan. The profit sharing component will benefit al eligible
employees regardless of a particular employee’'s economic situation. The tax exempt
organization can do thisby either reducing the existing match and converting those dollarsinto
aprofit sharing contribution or by simply increasing the company’ soverall contribution to the
plan.

A tax exempt organization that is changing its plan to add a profit sharing component
should meet with all of the employees to explain how all of the employees will sharein the
profit sharing contribution. By doing so, the tax exempt organization will receive credit for
being sensitiveto theemployees' discontent with the existing plan and for changing the planto
better suit the employees’ needs. Changing the plan without communicating and explaining to
employeesthereasonsfor the changeisacommon error. Thetax exempt organization should
have one or more of its advisors explain the change to the employees, using the occasion also
to go over available investment choices and review other pertinent provisions of the plan.

[c] Additional Matchesfor Particular Groups of Employees

attorney or advisor since this transition is fraught with rules that confound many providers.



Most tax exempt organizations believe that amatch hasto benefit all employeeswho are
making 401(k) contributions across the board and, as a general rule, thisistrue. Some tax
exempt organizations that are trying to reward a particular group of empl oyees, for instance,
older employees or those with greater longevity, have adopted more creative matching
contribution provisions. For example, a tax exempt 401(k) plan may have a double layer of
matches. The first match would be designed to benefit all employees who make 401(k)
contributions- the company, for example, could provideadollar for dollar match up to thefirst
4% of an employee’ s compensation. The second match would benefit only those employees
who make a 401(k) contribution and have worked with the tax exempt organization for, say,
three years™® Alternatively, the plan could have several levels of matches based on years of
serviceand/or age. For example, the plan could match 401(k) contributionsfor all employees
with fewer than threeyears of service at 25 centson thedollar, match all 401(k) contributions
for employees with more than three and fewer than 10 years of service at 50 cents on the
dollar, and match all 401(k) contributionsfor employeeswith morethan 10 years of service at
$2.00 for every dollar contributed. Thistype of creative match would be combined with the

general match and would have to passthe“ACP” rules>®

®8 For plan document purposes, the language for the additional match would most likely be expressed in
terms of years of service.

9 Thistype of plan design cannot be accommodated under a prototype plan and would require the plan
to be individually designed. Many tax exempt organizations prefer their plans to be individually designed in any
event. Not only can the design be more carefully tailored to the needs of the tax exempt organization, but the plan
document itself is easier to understand because the plan provisions are actually inserted into the plan document.
By inserting the plan provisions in the plan document, one can read one document rather than reading both the
adoptive agreement and the prototype plan document to understand a particular provision. In some cases, this
approach resultsin an additional IRS user fee to receive the IRS determination letter. Employerswith no more

than 100 employees and with at least one non-highly compensated employee participaing in_the plando



The ACP tests apply to matching contributions and employee after-tax contributions.
The actual contribution percentage compares the sum of the matching contributions and
employee after-tax contributions® paid under a plan on behalf of a participant during a plan
year with the participant’ s compensation. The test may be satisfied in one of two ways:
the ACP for al highly compensated employees may not be more than 1.25 timesthe ACP for
al non-highly compensated employees, or the ACP for highly compensated employees may
not be more than 2 percentage points greater than the ACP for non-highly compensated
employees and may not be more than double the ACP for non-highly compensated
employees®*
[d  Combining a Cross-Tested Profit Sharing Allocation with a 401(k) Plan Design

Tax exempt organizations can add a "cross-tested" profit sharing plan allocation
(described in detail in 81.07 below) to the 401(k) plan. Thisprovidesflexibility for the staff
employees with respect to deciding how much money they want to defer into the plan (i.e.,
401(k) contributions), while allowing the tax exempt organization to provide greater benefits
for its most valuable employees under the cross-tested portion of the plan. This feature, if
properly designed and effectively communicated, will encourage all employeesto perceivethe

plan as providing valuable benefits, while at the same time providing the more valued

not need to pay the IRS user feefor adetermination letter for requests made after December 31, 2001 and
within the firg five years the plan was established.

%0 Few plans allow employees to make after-tax contributions.

®1 For amore detailed discussion of ACP testing and safe harbors, see Calimafde and Cohn, “401(k) Safe
Harbors Work For Small Business,@ supra., §82.05[6], 2.06 and 2.07.



employees with additional contributions. The more that the key employees view the plan as
providing meaningful benefits, the more they will become interested in and involved with the
plan. Having employeesinterested and invested in the plan is perhapsthe key to a successful
retirement plan program.
[€] I nvestment Choices

The tax exempt organization should make sure that plan participants consider the
investment choices offered under its 401(k), 403(b) or any other planto be good choices® If
atax exempt organization has taken the time and effort to design its plan carefully in order to
benefit its employees, particularly the most valuable employees, and then offers investment
choicesthat the employees consider poor i nvestments, thetax exempt organization will losea
great deal of the benefit that can be obtained by providing the planto itsemployees. Thetopic
of investment choicesis beyond the scope of thisarticle, but it isan important consideration
that tax exempt organi zations often overlook when designing aretirement plan program. Thetax
exempt organization may be well served to hire an outside investment expert who can review
thefund sel ectionswith the plan participants and provide meaningful employee educationwith
respect to the types of funds offered and asset allocation models. These meetings should take
placeat |east twiceayear and, if possible, every quarter. Not only doesthisenhance employee

understanding of the plan, but it also protects the tax exempt organization from fiduciary

%2 Not all 401(k) plans have individually directed accounts in which the employees can select from a
variety of mutual funds or from mutual funds and individual marketable securities. Some 401(k) have so-cdlled
“pooled accounts.@ Plans using pooled accounts can have either al or some of the employer contributions (for
instance, the profit sharing portion), or al of the plan funds, including the employee 401(k) contributions, in the
pooled fund. The pooled accounts are most often professionally managed, and many experts believe that they
generate a better return for the average 401(k) participant than that generated by individually directed accounts.



liability in that an independent outside expert has sel ected the funds and monitorsthe fundson
an on-going basis.
§1.05 COMPARISON OF 401(k) PLANS AND 403(b) ANNUITIES

Starting in 1997, non-governmental tax exempt organizations have been permitted to
sponsor both 401(k) plans and 403(b) plans. Accordingly, a comparison of the benefits and
limitations of each type of plan isuseful in assisting employersin determining which type of
plan to offer or whether to offer both plans.
[1] Advantagesof 401(k) Plan
E! Coverage Requirements for Elective Deferrals

Under a403(b) plan that includes elective deferrals, virtually all employees must be
eligible to defer more than $200 annually. The participation and coverage requirements
applicable to 401(k) plans®® however, permit the use of age and service requirements.
Moreover, falure to satisfy the universal availability requirements of a 403(b) plan can
disqualify the entire plan, whereasfailure to satisfy the |.R.C. 8410(b) coverage requirements
ina401(k) plan resultsin penaltiesto highly compensated empl oyeesunder 1.R.C. 8402(b)(4),
but does not disqualify the plan.

[b] More Flexible Investment Options

8 |.R.C. §8410(a) and 410(b).



Apart fromtheemployer’ sneed to satisfy fiduciary requirements, thereareno limitson
the types of investments that can be made to a401(k) plan.®* Investmentsin tangible assets
such asreal estate, art, precious metalsor gems, stamps, coins, antiques and rugsare permitted
(as long as they are permitted by the plan itself) even though these may not generate current
incomeand clearly lack liquidity. Generally, inself-directed 401(k) accounts, employeesare
permitted to select from a wide range of mutual funds and blue chip securities. Investment
optionsin403(b) plans, in contrast, are restricted to annuities of fered by insurance companies
and, in 403(b)(7) custodial accounts, to mutual funds offered by regulated investment
companies.

[c] Protection in Bankruptcy Proceedings

Theanti-alienation provisionsof ERISA® protect abankrupt employee’ s401(k) account
by excluding the 401(k) account from the bankruptcy estate®® If a403(b) planisnot ERISA-
qualified, the participant's account will become property of the bankruptcy estate, but may
nonethel ess be exempt from creditors under state law.

[d  Calculating Disqualifying Contributions

There are limits, however, on the amount that a qualified retirement plan can invest in employer
securities and qualifying employer real property.

5 The Employee Retirement Income Security Act of 1974, 29 USC §1001, et seq.

6 patterson v. Shumate, 504 U.S. 753 (1992).




For purposes of the 8415 limitations on contributions, the sponsor of a 401(k) plan
does not need to aggregate employer contributionsto the 401(k) plan with contributionsto a
Keogh plan sponsored by another entity controlled by the employee if no controlled group
relationship exists. In contrast, 403(b) employer contributions must be aggregated with
contributions to a plan sponsored by another entity if the employee controls the outside
business (even if no controlled group exists).?” Thisdistinctionisparticularly important inthe
case of physiciansor professorswho, in addition to being employees of atax exempt hospital
or university, may also control and be employed by amedical practice or consulting firm. For
purposes of determining whether a business and a tax exempt organization are part of a
controlled group for purposes of 414(c), an entity has a controlling interest in a nonstock
nonprofit corporation if at least 80% of the directors or trustees of such organization are
either representatives of or directly or indirectly controlled by such entity. A trustee or
director is a representative of the controlling entity if he is a trustee, director, agent, or
employee of such entity.
[e] Anti-Conditioning Rules

Other than matching contributions, benefitsunder a401(k) plan may not be contingent,
directly or indirectly, on an employee’s agreement to defer salary.®® No comparable rule
appliesto 403(b) plans.
[f] Administrative Control

Sometimes a single or small number of vendors can provide a wide range of suitable

7 |.R.C. 8415(k)(4); Treas. Reg. §1.415-8(d).



investment choices for participants in a 401(k) plan, whereas a larger number of insurance
companies may be required to provide employers a sui table sel ection of annuity products. By
minimizing the number of suppliersinvolved, the employer can maintain better control over
compliance and administrative issues.

[2] Advantages of 403(b) Plan

[d] Ability to Avoid ERISA Requirements

8 |.R.C. 8401(K)(4)(A).



401(Kk) plans are subject to the fiduciary, reporting and administrative requirements of
ERISA.® 403(b) plans, however, can be designed so asnot to be covered by ERISA, aslong as
the plan does not include empl oyer nonel ective or matching contributions.”® To eliminatethe
fiduciary liability and reporting requirements of ERISA, the 403(b) plan must be structured so
that (1) participationisvoluntary; (2) al rightsunder the annuity contract or custodial accounts
are enforceable solely by the employee or beneficiary or hisor her authorized representative;
(3) there are no matching or nonelective employer contributions; (4) the employer’'s
involvement is limited to (i) permitting agents or brokers to publicize their investment
products to employees, (ii) requesting information concerning investment products, (iii)
summarizing or compiling information to facilitate review and analysis by employees, (iv)
holding agroup annuity contract in the employer’ sname, and (v) limiting investment optionsto
anumber and selection that is designed to afford empl oyees areasonabl e choice while easing
administrative burdensand costs, and minimizing theinterference with employee performance
that could result from direct solicitations by carriers, and (5) the employer receives no direct
or indirect consideration or compensation except to cover proper expenses incurred in
performing its responsibilities in administrating the salary reduction agreements. |f these
reguirements are not satisfied, then the plan will be an ERISA plan.
[b] Additional Contributions Available

The special 403(b) special catch-up contribution permits additional contributions

9 Employee Retirement Income Security Act of 1974, 29 U.S.C. §1001, et seq.

0 29 CFR §2510.3-2(f). Indeed, the overwhelming majority of 403(b) plans are designed not to be
ERISA plans.



beyond what is available in a401(k) plan.
[c] Smplified Discrimination Rules

403(b) plans are subject to many of the discrimination testsapplicableto 401(k) plans,
including the ACP tests, but the ADP tests”* and the top-heavy rules’ do not apply. Whilean
employer can avoid expensive annual 401(Kk) testing through design based safe harbors,”® the
minimum matching or nonel ective contributions required to satisfy these safe harbors may be
too expensivefor someemployers, leading them to choose to sponsor a403(b) plan rather than
a401(k) plan.

[3] Converting From 403(b) to 401(k) Plans

1 1.R.C. 8401(k)(3)(A).
2 | R.C. 8416.

3 See, Calimafde and Cohn, supra



EGGTRA permits rollovers of accounts between 401(k) and 403(b) plans in either
direction. It is not clear, however, that an organization that sponsors a 403(b) plan can
terminatethe plan and roll over all of the accounts (or even agroup annuity) to a401(k) plan.”

§1.06 MONEY-PURCHASE PENSION PLANS

 Rev. Rul. 90-24, 1990-1, C.B. 97, which wasissued before EGGTRA, held that direct transfers from
one 403(b) investment vehicle to another were not taxable if the funds continued to be subject to the 403(b)(11)
distribution restrictions after transfer. In atransfer of accounts from a 403(b) plan to a 401(k) plan, the funds
would continue to be subject to distribution restrictions that are the same as those governing distributions from
403(b) accounts. Arguably, thereasoning in Rev. Rul 90-24 would permit termination of the 403(b) plan through
transfers of the individual accounts to a 401(k) plan.

Most commentators, however, believe that EGGTRA only permits rollovers upon a distribution event.
Termination of a403(b) plan is not a distribution event. The Portman - Cardin 111 bill would permit (1) transfers
between qualified defined contribution plans and 403(b) plans, and (2) mergers of qualified defined contribution
plans with 403(b) plans, provided that there is no reduction in the vested benefit or total benefit of any participant
or beneficiary, and provided that participant or beneficiary consent is obtained (if applicable under thetermsof the
403(b) contract or applicable law). After the transfer or merger, the transferor plan’s QISA/QPSA (or the "profit-
sharing" exception) requirements and the anti-cutback rule provisions must be maintained. Distributions are made
in accordance with the terms of the transferee or merged plan, but any grandfather treatment isretained (e.g., 10-
year lump sum averaging, capital gain treatment). The very presence of these provisionsin the bill indicates that
the law does not allow such transfers or mergers.

Indeed, in an address to a conference of tax-exempt and governmental employersin Washington, D.C. on
September 12, 2002, Robert J. Architect, atax law specidist in the IRS Employee Plans Division, announced that
the IRS would be releasing an adverse private letter ruling regarding mergers of 403(b) plansinto 401(k) plans.
The authors have not yet seen this PLR.



Prior to EGTRRA, it was not unusual for atax exempt organization to sponsor two plans
- amoney-purchase pension plan with acontribution generally in the 8% to 10% range which
was integrated with Social Security”, and a profit sharing plan with a discretionary formula
between zero and 15% of compensation. The money-purchase pension plan design is now
almost obsolete due to changes in EGTRRA that allow employers to contribute to a profit
sharing plan up to 25% of the aggregate compensation of all employees. Further, the pre-
EGTRRA A25% or $35,000" aggregate contribution limit included 401(k) contributions. The
new A100% or $40,000" contribution limit under EGTRRA no longer includes 401(k)
contributions. Because of the favorable changes under EGTRRA, however, a tax exempt
organization whichin the past required both amoney-purchase pension plan and aprofit sharing
plan to meet its retirement goals can now do so with only a profit sharing plan. The money-
purchase plan can be merged into the profit sharing plan, eliminating the administrative costs
associated with two plans, not to mention the mandatory, fixed contributions of a money-
purchase pension plan.”® This merger does not require an acceleration of vesting of the
benefits in the money-purchase pension plan.

The money-purchase pension planis a*“fixed commitment” plan, and unlike the profit
sharing plan, the money purchase pension plan does not afford the tax exempt organization the

discretion to change the amount of the employer contribution annually. Because the money

> The technical term for a plan integrated with Social Security is now a plan designed with permitted
disparity under 1.R.C. 8401(l).

6 A plan merger should be handled by a qualified retirement plan attorney or advisor to ensure that all
required premerger amendments to the money-purchase pension plan are adopted and that all statutory
requirements are satisfied.



purchase plan requiresthe employer to contribute to the plan annually at afixed rate, many tax
exempt employees prefer a money-purchase pension plan over a profit sharing plan. Asa
result, sometax exempt employers have decided to reta n their money-purchase pension plans
rather than merge them into their profit sharing plans. Sometimes money-purchase pension
plans havelonger vesting schedul es than the companion profit sharing plan, so that the money-
purchase pension plan will be of greater benefit to the longer term employees.
81.07 COMPARABILITY PLANS

Comparability plans (sometimes called " cross-tested” or “ group based” plans), designed
under IRC 401(a)(4) regulations, can often provide maximum contributionsfor thekey or high
level management employees while keeping contributions for the non-key employeesin
balance. A comparability plan is a very creative plan design which allows the tax exempt
organization to group employeesin whatever manner it deemsappropriate. A plan could group
employees by job description and years of service. For instance, the plan could call for
contributions for the CEO and/or Executive Director and/or CFO to be made at 20% of
compensation level, 15% for other management employees, 10% for staf f employeeswho have
been with the tax exempt organization for five or moreyears, and 7% for all other employees.
Ancther option would be for the plan to group employees by age. For example, a plan could
provide that all employees who are 50 years or older would get an 18% of compensation
contribution, al employees who are between 40 and 50 would get 12%, and all employees
younger than 40 would receive, say, a 10% contribution. Groupings can be based on service
with the tax exempt organization, or ageand service, or just age. Alternatively, groupingscan

be based on type of job or position with thetax exempt organization. Generally, these plansare



designed so that the level of contributions with respect to staff is kept the same as under the
existing plan offered by the tax exempt organization, but contributionsfor key employeesand
other designated employeesareincreased. Comparability plansareusually designed asflexible
profit sharing plans, often with a 401(k) component.

A comparability planistested under the 401(a)(4) regulationsto ensure that benefits at
normal retirement age for non-highly compensated employees are comparabl e to benefits at
such timefor highly compensated employees. To test under 401(a)(4), allocations must first
be converted into equivalent accrual rates.”” Thentheemployeesareplacedintorategroups. A
rate group existsfor every highly compensated employee, consisting of that employee and all
other employeeswho have an equivalent benefit accrual ratethat isgreater than or equal to the
highly compensated employee’ s equivalent benefit accrual rate. Each rate group must then
satisfy the 410(b) coverage rules by passing either the Ratio Percentage Test’® or the Average

Benefit Test.”” Because this testing takes age into account, discrimination testing for

" One of two methods can be used to convert the allocations into equivalent accrual rates- the annual
method or the accrued to date method. Under the annual method, one must (1) determine the dollar allocation for
the plan year for each employee (i.e., al employer contributions and forfeitures); (2) Anormalize" the allocation;
(3) pick a"testing age" in the future (i.e., normal retirement age); (4) credit the allocation with interest (7.5% to
8.5%), until the testing age is reached, to determine a projected value; (5) convert the projected valueto asingle
life annuity commencing at the testing age; (Note that standard interest rates and annuity factors used in this
calculation are: 1983 GAN, 1983 IAM, UP 84, 1971 GAM, and 1971 IAM for mortality and 7.5% to 8.5% for
interest; different interest rates may be used for computing the annuity factor and making the interest adjustment
to the testing age, but interest rates and factors must be applied consistently to al employees.); (6) divide the
annuity by the employee's compensation for the plan year to obtain the equivalent accrual rate for the employee;
and (7) adjust for permitted disparity. (Note that thislast stepisoptional. See Treas. Reg. §1.401(a)(4)-7.) Under
the accrued to date method, one uses the total account balance for the participant at any timerather than just the
annua allocation.

8 The ratio percentage test is a test that requires the percentage of non-highly compensated employees
benefitting under the plan to be at least 70 percent of the percentage of highly compensated employees benefitting
under the plan. Treas Reg § 1.410(b)-2(b)(2).

9 The average benefits test consists of two separate tests, both of which must be satisfied. First, the



comparability plans is closer to that of a defined benefit plan than to that of a defined

contribution plan. Each year thisplan design requirestesting under the 401(a)(4) regulations,
and if the makeup of the employees changes significantly (whichisoftenthe caseif thereisa
small group of employees), then the plan design may need to be changed.

In addition, a comparability plan must pass the alocation gateway test. Under this
gateway test, each non-highly compensated employee must have an allocation rate that is the
lesser of one-third of the allocation rate of the highly compensated employee with the highest
allocation rate or 5% of compensation.®

A comparability plan requiresthe oversight of a sophisticated benefits plan attorney or
advisor. The plan must be properly designed and tested annually to ensure continued
compliance. While these requirements increase plan costs, many tax exempt organizations

appreciate the plan’s flexibility and the ability to provide increased contributions to the tax

nondiscriminatory classification test requires the plan to benefit a class of employees established by the employer
that is both reasonable and nondiscriminatory. Second, the average benefit percentage test requires the average
benefit percentage for non-highly compensated employees to be at least 70 percent of the average benefit
percentage for highly compensated employees. Treas Reg § 1.410(b)-2(b)(3).

8 Thereisadifferent compensation rule for the one-third test than for the 5% test. The one-third test is
based on the allocation rate. An employee’s allocation rate is the percentage obtained by dividing the employee’s
allocation for the plan year derived from employer contributions (other than matching contributions, if the plan
also includes a 401(k) arrangement) and forfeitures, divided by his or her plan year compensation. |mputed
permitted disparity cannot be taken into account for this purpose. Treas. Reg. 81.401(a)(4)-2(c)(2). Plan year
compensation, in turn, isdefined in Treas. Reg. §1.401(a)(4)-12 as compensation determined under Code Section
414(s) (generally measured for the plan year, or the portion of the plan year that the employee is eligible for the
plan). The 5% test is based on Code Section 415(c)(3) compensation, which is the same definition of
“compensation@ used to determine top heavy minimum contributions. However, thefina regulations provide that
the 5% test isto be applied to Section 415(c)(3) compensation measured over a period of time permitted under the
definition of plan year compensation. This meansthat if the plan document so provides, thefinal regulations now
allow the 5% contribution to be limited to compensation earned while a participant in the plan. Treas. Reg.
§1.401(a)(4)-8(b)(1)(vi).



exempt organization’s most valued employees.
[1] Conversion of Contributionsfrom a 457(f) Plan into a Compar ability Plan

Tax exempt organizationsthat change to acomparability plan design often stop making
employer paymentsto a457(f) plan on behalf of the organization’ skey employeesand instead
make payments into the new comparability plan. This is a winwin situation for the
organization’s most valuable key employees and the tax exempt organization. For key
employees there are several advantages. Unlike funds in the 457(f) plan, funds in the
comparability plan: (1) do not have to be subject to a substantial risk of forfeiture and are not
vulnerable to claims of the employer’s creditors; (2) are protected by ERISA, which, among
other things, saf eguards against inadequate funding of the plan; and (3) can berolled over to an
IRA, which provides significant investment and pay-out flexibility.

81.08 DEFINED BENEFIT PLANS

For at least a decade, defined benefit plans have fallen out of favor with tax exempt
organizations (and most other employers). When the stock market was going up, employees
were not very excited about a plan that guaranteed only a 6% or 7% return with no ability to
reap the benefits of ahigher yield. Of course, today that soundslike agreat deal. Employees
often do not appreciate defined benefit plansbecause there are no individual account balances,
anditisamostimpossiblefor employeesto figure out what they havereally accrued under the
plan. Many younger employeeswith few yearsof service do understand, however, that defined
benefit plans do not offer them as much benefit as a defined contribution plan. Similarly
situated employees are often disturbed to find that they will receive different contributions

because of differences in their age. Nevertheless, today this type of plan provides certain



advantages that cannot be obtained in the defined contribution world (including 401(k), profit
sharing or money-purchase pension plans).

The defined benefit plan can provide older executives as well as other key and valued
employees greater benefits than adefined contribution plan. A defined benefit plan promises
the employee a certain benefit at retirement age. For example, a defined benefit plan could
promiseto pay 50% of an employee' ssalary (based on the average of the employee’ s highest
three years of compensation) each year that the employee or his or her spouse lives past the
employee’ sretirement. Or, it could promiseabenefit which buildsup year by year; e.g., 1.5%
of compensation for each year of service up to 25 yearsof service. Employeeswho work for
the tax exempt organization for along period of time and stay until retirement will receive a
valuable pension which they cannot outlive.

Many defined benefit plans also provide an aternative lump sum payout option which
the participant can elect to roll over (or directly transfer) to an IRA so that the employee,
rather than an insurance company, controls the flow of income. Of course, if an employee
elects to take his or her benefit in the defined benefit plan and roll it over to an IRA, the
employee will be ableto retain the interest earnings on the fundsin the tax free environment,
but can run out of money if the funds are not invested wisely or are spent too quickly.

The defined benefit plan does not have separate account balances; instead thereis one
common trust fund which paysall of the benefits. Employeesunderstandably prefer to receive
reports on the status of “their” account in a defined contribution plan. This is why many
associations sponsor both a defined benefit plan and a 401(k) or 403(b) plan. Today,

employees are beginning to understand that with adefined benefit plan, even though they do not



have an individua account balance or the ability to invest the funds, they do not assume any
investment risk and are, in effect, guaranteed alifetime retirement benefit. Prior to the stock
market collapse, aguaranteed return of 6% was not considered to be particularly valuable, but
with many workers having to postpone retirement because of the collapse of their 401(k) plans,
aguaranteed 6% return is now truly appreciated.

Companies have been reluctant to offer new defined benefit plans because of the
inherent fixed commitment to making annual contributions, the high administrative costs (since
an actuary must be employed to determine the correct funding and annualy certify to the
Department of Labor that the plan has been properly funded inaccordance with sound actuaria
principles), and the company’ s obligation to ensure that promised benefits will be available.
Congressisnow aware that many of the protectionsfor non-key and norn-highly compensated
employees added to defined benefit plansin the 1980's actually caused the demise of those
plans. The authors hope that Congress will alleviate some of the statutorily imposed
unnecessary burdens so that defined benefit plans will again become attractive to employers.
Nevertheless, even today, a defined benefit plan can be avery vauable plan design, and atax
exempt organization should consider this type of plan when analyzing its retirement plan
program and determining whether itisproviding well appreciated retirement benefits. Any new
defined benefit plan should be individually tailored to the needs and characteristics of the tax
exempt organization. Because it is a complex plan to design and administer properly, the

defined benefit plan should only be adopted with the advice of a skilled benefits attorney or



other highly qualified professional &*
[1] Cash Balance Cross-Tested Defined Benefit Plans

The cash balance cross-tested planisthe* new kid on theblock.” Thisplan providesthe
higher contribution levels found in a defined benefit plan, coupled with individual account
balances found in defined contribution plans. Even though there are individua account
balances, participants are not able to invest the funds in their account balance individually.
Moreover, employees do not participate in the upside advantage if actual returns on pooled

funds exceed the plan’ s guaranteed returns (usually in the 5% - 6% range).

81 Some tax exempt organizations place their defined benefit plans on auto-pilot rather than having them
reviewed by qualified plan advisors on aregular basis. This can be a costly mistake. One plan that the authors
analyzed was over-funded by over $1,000,000, while at the same time the brokerage house that established the
plan was reguesting almost $300,000 of additional funding. When questioned, the plan advisor from the
brokerage house responded that the association had at one point indicated that they wanted to fund the planin an
amount equal to $300,000 a year in order to ensure adequate funding. The brokerage firm was simply carrying
out this initial game plan without reevauating whether it was still appropriate given the company’s actua
obligations under the plan. The tax exempt organization was delighted to find out about the over-funding. They
decided that they would forgo further contributions to the plan until additional contributions were actually
required. The tax exempt organization also learned that it needed an outside expert in the design and
administration of defined benefits plans to interface with the brokerage house.



Employees can be grouped under this plan design in the same manner as under a
traditional comparability plan design so that contribution amounts are not necessarily
dependent upon the age of the participant®* Regardless of the employee's age, however,
contributionsfor highly compensated employees under acash balance cross-tested plandesign
can be quite significant. For example, a 35 year old highly compensated employee could
receive a contribution as high as $85,000, a 50 year old as high as $145,000, a 55 year old as
high as $175,000, and a 60 year old as high as $215,000. On the other hand, staff costs may
not be much higher than 10% of pay. Not surprisingly, this high contribution plan is much
more complicated than adefined contribution plan and requires the use of an actuary. Only a
tax exempt organization that isinterested in making annual contributions for its most valued
employees in excess of the maximum $40,000 (the current maximum for contributionsto a
defined contribution plan) should consider a cash balance cross-tested defined benefit plan.

Like a regular defined benefit plan, a cash balance cross-tested defined benefit plan
requiresthe highest skilled benefits professional's; associ ations shoul d be prepared to deal with
very high administrative and legal feesto establish the plan and to keep it running in accordance
with the IRS regulations.

§1.09 SEP: THE SIMPLIFIED EMPLOY EE PENSION

82 See Section 1.07, supra for adiscussion of appropriate grouping of employeesin across tested plan.



Both SEPs®® and SIMPLES®* are| RA based plansthat require minimal administration by
the employer. The employer ssimply goes to a bank or brokerage house and sets up separate
IRASs for each eligible employee. The company makes the correct contribution into each
separate IRA and, without much further responsibility, walks away.®> Becausethe fundsneed
not be held in atrust,®® but are owned by the employees, employees can removetheir funds at
any time, in any amount and for any reason,®’ although amountswithdrawn before the employee
reaches age 592 will be subject to the 10% early withdrawal penalty.®®
[1] Contributions

A SEPisan arrangement under which an employer contributesto individual retirement
accounts or individual retirement annuities under the plan on behalf of employees. Within

certain limitations, the employer may deduct its contributions and the employee may exclude

8 The Simplified Employee Pension was created by the Revenue Act of 1978 for years beginning after
December 31, 1979. It has largely been supplanted by the SIMPLE.

84 The Simplified Incentive Match Plan for Employees, created by the Small Business Job Protection Act
of 1996, effective January 1, 1997.

8 For example, annual reporting requirements are limited. 1.R.C. 8408(1)(1). In the SEP, thereis no
need to file Form 5500; the employer instead files Form 5498 which sets out contributionsto the SEP and the fair
market value of the assetsin the SEP. The SEP imposes certain simple notification requirements on the employer,
whereas under a SIMPLE plan, the employer must provide the employee a basic summary plan description.
I.R.C. 8408(1)(2). The assets contributed to a SEP or SIMPLE are managed by afinancial institution. Although
the employee may be permitted to direct investments of his or her account, assets may not be invested in life
insurance contracts, collectibles or other assets which are not permitted for IRAs. |.R.C. §8408(a)(3) and
408(m). In addition, assets may not be lent to the employee. |.R.C. §408(€)(4). The SEP may be established
with a bank, thrift institution, insurance company, brokerage firm or any other entity that iseligibleto be an IRA
custodian. 1.R.C. 88408(a)(2) and 408(n).

8 |.R.C. 8408(h).
87 Indeed, I.R.C. 8408(k)(4) requires that employees be permitted at all times to withdraw their entire
IRA balance, and employer contributions may not be conditioned on the employee’s agreeing to retain the

contributions in the IRA account.

8 |.R.C. 872(t).



these contributionsfrom currentincome. For SEPs, the employer contribution cannot exceed
the lesser of (i) 25% of compensation™ or (ii) $40,000.*° Any excess contribution is
includiblein theemployee' sincomeand issubject to a6% excisetax.”* Moreover, if the SEP
account or annuity is part of atop-heavy plan, thetop-heavy requirements must be satisfied.”
Employer contributionson behalf of each eligible non-key employee must generally beat least

3% of compensation.®

8 For this purpose, the definition of “compensation@ in |.R.C. §414(s) is used. The employer may
elect to exclude employer contributions to the SEP, elective deferrals and deferrals to a cafeteria plan (1.R.C.

§125) or transportation fringe contributions (1.R.C. 8§132(f)(4)) from compensation when determining the
contribution limitation. 1.R.C. 8402(h)(2).

% The $40,000 represents the 1.R.C. §415(c)(1)(A) limitation.

1 |.R.C. 84973. The employee may contribute an additional $2,000 to a persona IRA even if

participating in the SEP, but in determining the deductibility of the $2,000 contribution to the personal IRA, the
participant will be treated as an active participant in the SEP.
2 | R.C. 8408(k)(1)(B).

9 See |.R.C. §8416(c)(2) and 416(e) for the top-heavy requirements.



Age 50 catchrup contributions are also permitted, but contributions to a SEP are
aggregated with thoseto aSIMPLE, 401(a) plan or 403(b) annuity.** The catch-up contribution
limitsincrease from $1,000 in 2002 to $5,000 in 2006.%

[2] Participation Requirements

% |.R.C. 8414(v)(3)(D).

% |.R.C. 8414(V)(2)(B).



The employer must make contributions on behalf of all eligible employees’® whether or
not they are employed as of aparticular date®”  Eligible employees include employees who
have attained age 21, have worked for the employer for at |east three of the preceding 5 years,
and have earned at least $450° in compensation® from the employer during theyear. Thus,
part time employees must be participants in the plan unless they are otherwise excluded by
statute.!® Aswith the 401(a) plans described above (401(k), money-purchase, profit sharing,
and defined benefit), employees subject to collective bargai ning agreements and nonresident
alienswith no U.S. source income are excluded by statute. Contributions also must be made
for eligible employees over age 70¥2 even though they could not contribute to their own IRA
and may already be receiving distributionsfrom their SEP.*®* Employer contributions must be
determined under a written alocation formula that specifies the requirements which the
employee must satisfy to sharein the allocation and the manner in which the amount allocated
is computed.**

[3] Discrimination Rules

% |.R.C. 8408(k)(2).

97

Prop. Treas. Reg. §1.408-7(d)(3). Thus, a contribution may be required with respect to a
terminated employee if that employee met the qualifications for participation during the plan year.

% This amount is increased periodically for inflation. 1.R.C. §408(k)(8).

% For this purpose, the |.R.C. §414(q)(4) definition of “compensation@ is used so that contributionsto
the SEP or SIMPLE, elective deferrals, and deferrals to a457(b) plan, cafeteria plan or transportation fringe are
included in “compensation.@ This is a broader definition of “compensation@ than in a SIMPLE since the
definition includes I.R.C. 8125 cafeteria plans and 1.R.C. §132(f)(4) transportation fringe.

100 Nonresident aliens and collectively bargained employees are excluded under 1.R.C. §408(k)(2).

101 R.C. §219(b)(2).

192 | R.C. 8408(k)(5).



Employer contributions may not discriminatein favor of eligible highly compensated
employees. A plan under which employer contributions (other than salary contributions) do

103

not bear a uniform relationship to the compensation " of each employee, except for the

disparity permitted under |.R.C. 8401(1)(2), will betreated as discriminating in favor of highly

compensated employees.***

A model SEP agreement can be used by companies by completing
Form 5305-SEP. By distributing the form to the participating employees, the company will
meet all of itsreporting and notice obligations. A model SEP cannot be used by acompany that
is maintaining a qualified retirement plan or by acompany that has ever sponsored adefined
benefit plan. Also, if the formula under the SEP takes into account permitted disparity, the
company cannot usethe model SEP agreement, and additional information must befurnishedto
the employeeswith respect to the plan. Thisiswhy the vast majority of SEPs are model SEPs

and provide contributions for all employees based on the same percentage of compensation.

[4] Taxation

103 Only compensation up to $200,000, adjusted for inflation, is taken into account. |.R.C.

§8408(K)(3)(C) and 408(K)(8).

104 | R.C. §8408(K)(3)(C) and (D).



Subject to the $40,000 annual addition limitation for each employee,'®

the employer
can deduct up to 25% of thetotal compensation paid to all participating employees during the
calendar year ending with or within the employer’s taxable year. An excess contribution is
deductible in succeeding taxable yearsin order of time, subject to the 25% of compensation
limitation. If theemployer maintainsboth a SEP and adefined contribution plan, the deduction
limitation for the contribution to the defined contribution plan isreduced by the amount of the
allowable deduction for the SEP contribution.**®

Distributionsfrom a SEP aretaxed to the employeelikedistributionsfroman|RA. The
I.R.C. 872(t) 10% penalty for early distributionsalso applies. In addition, anon-refundabletax
credit is available for elective contributions to a SARSEP'®” through 2006.1%®
[5] Advantagesand Disadvantages of a Simplified Employee Pension

The primary advantage of a SEPisthe minimal paperwork and bookkeeping required to
establish and administer the plan. Once the SEP is established with an eligible IRA custodian,
the plan assets are managed by the financial institution. Annual reporting requirements are
limited, and the employer does not need to file Form 5500.

The employer a so retains considerabl e flexibility regarding contributionsto the SEP.

As long as non-discrimination requirements are satisfied, the employer may contribute any

amount it wants up to the maximum set by law, or can choose not to make any contribution at

105 1 R.C. 8414(c)(1)(A).
196 | .R.C. 8404(h).
107

SARSEP refers to a salary reduction simplified employee plan.

108 | R.C. §25B.



all (like aprofit sharing plan).

Finally, the employer’ sfiduciary duty is reduced because the plan is not a trust-based
plan and employees choose their own investments.

One disadvantage of the SEP is that the eligibility rules are less restrictive than for
qualified plans!®® This can increase the employer’s costs, since even part-time employees
must be covered if they meet the eligibility criteria. Also, contributions to a SEP vest
immediately: in contrast to aqualified plan, the employer cannot impose avesting schedule*°

Some administrative complexity is retained in order to enforce the non-discrimination
requirements. The employer must still identify highly compensated and key employees and

111

satisfy the top heavy tests. Finally, under state law, assets may not be as well protected
from creditors as assetsin aqualified retirement plan.'*
81.10 SIMPLE: THE SIMPLIFIED INCENTIVE MATCH PLAN

FOR EMPLOYEES

199 | R.C. 8408(k)(2).

10| R.C. 8408(k)(4).

11| R.C. §8408(k)(3) and 408(k)(1)(B).

112 See European American Bank v. H. Frenkel, Ltd., 555 NY'S 2d 1016 (1990); In re Taft, No. 190-

13220-352 (Bankr ED NY 1994); In re CRS Steam, Inc., Nos. 97-44296, 97-44297 (Bankr D Ma 1998); Inre
Bissl, 2000 WL 1733281 (Bankr VVa 2000).




Like the SEP, the SIMPLE isan IRA based plan that imposes minimal administrative
burdens on the employer.*** Employers'** with 100 or fewer employeeswho receive at least
$5,000in compensation'*> from the employer during the preceding year may adopt aSIMPLE
plan if the employer hasnot previously and, with limited exceptions, does not currently offer,
another qualified plan, such asa401(a), 403(a), 403(b), SIMPLE or SEP.'® For purposes of
determining whether the empl oyee has more than 100 employees, all empl oyees employed at
any timeduring the calendar year aretaken into account, regardless of whether they areeligible
to participate in the SIMPLE IRA. Thus, employees who are excludible from the plan,**’ or
who have not met the plan’s minimum eligibility requirements must be taken into account.**®
The rules regarding controlled businesses, affiliated service groups and leased employees

apply, sothat al of the employees of related employers must be aggregated when applying the

100 employee limitation, and all of the employees of the related employers must be offered

113 Although the Internal Revenue Code also provides for a SIMPLE 401(k) plan, that type of plan
generaly is not used since it has al of the complexity of a trust based plan without the higher contribution
limitations permitted under a 401(k).

14 Governmental entities and tax exempt employers may also maintain a SIMPLE IRA. Notice 98-4,
1998-1C.B. 269, Q& A B-4 (hereafter ANotice 98-4").

15« Compensation@ includes wages as defined in |.R.C. §6051(a)(3) and total elective deferrals under
I.R.C. 8401(g)(3), including elective deferrals under a 401(k) plan, 403(b) annuity, SEP or SIMPLE, or
compensation deferred under a 457 plan. |.R.C. 8408(6)(A). For self-employed individuals, however,
“compensation@ means net earnings from self -employment without regard to any contribution under the SIMPLE
plan.

16 | R.C. §8408(p)(2)(C)(i) and 408(p)(2)(D); Notice 98-4, Q& A B-3. An employer may maintain a
SIMPLE IRA even if it maintains another qualified plan if the other plan covers only union employees under a
contract in which retirement benefits were subject to good faith bargaining and if the SIMPLE IRA excludesthese
other employees. Notice 98-4, Q& A B-4.

117 Collectively bargained employees, air pilots and nonresident alienswith no US sourceincome may all
be excluded from the plan. 1.R.C. 8408(p)(4)(B).



the SIMPLE plan if either enployer wants to offer the plan.***
[1]  Eligibility

All employeeswho received at | east $5,000 in compensation from the employer during
any 2 preceding years and are reasonably expected to receive at least that amount during the
current year must be eligible to make a salary reduction election or receive the 2% employer
nonelective contribution.®® Employees subject to collective bargaining agreements,
nonresident aliens with no US source income, and air pilots may be excluded.**

[2] Salary Reduction Contributions

18 | R.C 8408(p)(2)(C)(i)(1); Notice 98-4, Q& A B-1.
19 | R.C. §8408(p)(4) and 408(p)10); Notice 98-4, Q& A C-1.
1201 R.C. 8408(p)(4)(A).

121 | R.C. 8408(p)(4)(B).



A SIMPLE IRA permits eligible employees to make elective contributions under a
salary reduction agreement.*** The plan must permit the employee to express the salary
reduction as a percentage of compensation, and it may permit the employee to elect asalary
reduction of aspecific dollar anount.**® Thesalary reduction may not exceed $8,000in 2003,
increasing by $1,000 per year up to $10,000in 2005.*** The plan mayimpose no restrictions
on the employee in making the salary reduction election other than those needed to ensure
compliance with these salary reduction limitations.*?®
[3] Age50 Catch-up Contributions

In addition to an elective deferral under a salary reduction agreement, employeeswho
have attained age 50 may make acatch-up contribution if they have el ected the maximum salary
deferral. The catch-up contribution is $500 in 2002, increasing by $500 per year until it
reaches $2,500in 2006. The catch-upcontributionisfurther limited so that it may not exceed
the employee’ s contribution reduced by el ective contributionsto other plans, including 401(k)
plans, SARSEPs, SIMPLEs, tax sheltered annuities and 457 plans.*?®

[4] Matching Contributionsand Nonelective Contributions

122 1 R.C. 8408(p)(2)(A)(i)
123 1 R.C. 8408(p)(2)(A)(ii); Notice 98-4, Q& A D-2.

1241 R.C. 8408(p)(2)(E)(i). The elective deferral limitation is thereafter increased for inflation in
multiples of $500. |I.R.C. 8408(p)(2)(E)(ii). Thus, elective deferral limits remain lower than those in trust based
plan.

125 | R.C. 8408(p)(2)(A)(ii); Notice 98-4, Q& A D-2.

126 | R.C. 8414(v)(2)(D) coordinates the age 50 catch-up contributions among 401(k) plans, 403(b)
annuities, 408(p) SIMPLE plans, and 408(k) SEP plans.



" or a nonelective

The employer must either make a matching contribution'
contribution.*”® The matching contribution and nonel ective contribution arein addition to the
maximum amountsthat the employee may defer under the salary reduction agreement. Under
the matching contribution, the employer must match the elective deferral up to 3% of the
employee’ scompensation™2° unlessthe employer either (1) electsal ower match percentage’*
or (2) elects to make a 2% nonel ective contribution for al | eligible employees,*** whether or
not an employee enters into a salary reduction agreement.*** The employer may reduce the
match percentage, although not below 1% in any year, if the employer notifies employees of
this reduction reasonably prior to the 60 day election period,** and if the reduction for a
particular year does not result in matching rates of lessthan 3% for morethan 2 of the 5 years

134

ending with the year in which the reduction will occur.™ Similarly, the employer must notify

employees within a reasonable period before the 60-day €lection period that the employer

127 1.R.C. 8408(p)(2)(A)(iii).

128 | R.C. 8408(p)(2)(B).

129 | R.C. 8408(p)(2)(C)(ii); Notice 98-4, Q& A D-4.
130 |.R.C. 8408(p)(2)(A)(iii)

131 The employer may, but is not required, to limit nonelective employer contributions to eigible
employees who have at least $5,000 (or some lower amount) of compensation. Notice 98-4, Q& A D-6.

132 1 R.C. 8408(p)(2)(B).

133 The notice requirement ensures that employees, when deciding during the 60 day election period
whether to enter into or modify a salary reduction agreement, will know the amount of matching contribution that
the employer will make since the amount of the match may influence the employee’s decision regarding the
amount of the salary deferral.

1341 R.C. 8408(p)(2)(C)(ii)(11). For any year during that five year period in which the plan did not exig,
or in which the employer chose to make a nonelective 2% contribution, the matching rate is presumed to be 3%.
I.R.C. 88408(p)(2)(B) and 408(p)(2)(C)(ii)(I11); Notice 98-4, Q& A D-5.



intends to make a nonel ective 2% contribution rather than a matching contribution.**

[5] Contributions May Not Be Subject to Conditions

135 Again, the noticeisimportant since this information may influence the employee’ s decision regarding
a salary reduction agreement.



The plan may not condition employer contributions on the employee' shavingto retain
the contributions in the plan. The employee must have the right at al times to withdraw all
employer contributions. Thus, employer contributions may not be subject to a vesting
schedule®® Withdrawals, however, are subject to the I.R.C. §72(t) 10% early withdrawal
penalty for amountswithdrawn before the employee reaches age 59v%.. In order to counter the
ease with which employees may access their SIMPLE IRA accounts and to encourage
employeesto get into the habit of contributing to the SIMPLE, the penalty isincreased to 25%
for amounts withdrawn during the first 2 years in which an employee participates in the
SIMPLE. **" Thus, in contrast to a trust based plan, and similar to aregular IRA, employees
easily may access all contributions to the SIMPLE.

[6] Taxation

A SIMPLE plan is not subject to the 25% of compensation deduction limitation.
Accordingly, an employer may deduct all of the elective, matching and nonelective
contributions made under the plan, regardless of thelevel of the employee’ s compensation.**®
Contributionsto the SIMPLE are excludible from the employee’ sincome when made and are

not subject to withholding.*® Elective contributions are subject to FICA and FUTA, but

13 |.R.C. 8408(p)(3).

137 | R.C. §72(t)(6); Notice 98-4, Q& A 1-2.

138 | R.C. §8404(a)(3) and 404(m)(1); Notice 98-4, Q& A 1-7.

139" In addition, through 2006, individuals with lower incomes are alowed a non-refundable tax credit

equd to the applicable percentage of the individua’s contributions to a qualified retirement savings vehicle up to
$2,000. I.R.C. §25B.



matching and nonelective contributions are not.**® Distributions from the SIMPLE IRA are
taxable to the employee under the rules applicable to IRAS.
§1.11 SECTION 457(b) ELIGIBLE PLANS

All of the plansdiscussed above are currently funded qualified retirement plansin which
plan assets gow income tax deferred and are not subject to the claims of creditors. In
exchangefor these very desirable features, the plan must cover asignificant amount of the tax
exempt organization’ semployees. The next group of plan designs dealswith benefitsthat are
“non-qualified.” The plansare subject to special rules because they are offered by tax exempt
organizations. The fundsare subject to claims of the organization’ sgeneral creditors, and the
organization can freely discriminate among its employees in designing the plan and are only
allowed to offer the benefitsto its top hat employees.

Prior to EGGTRA, contribution limitsfor 457(b) planswere considerably lessthan the
limitsfor 401(k) and 403(b) plans, and all employee deferralsunder a401(k), 403(b), SARSEP
or SIMPLE plan reduced dollar for dollar the amount that the employee could defer under a
457(b) plan. Thus, if the employee deferred $8,500 or more to a 403(b) plan in 2001, the
employee could not defer any amounts to a 457(b) plan. As mentioned above, EGGTRA
decoupled the employee deferral contributionsto a457(b) plan from those madeto a401(k),
403(b), SARSEP or SIMPLE. With the increased contribution limits and other changesin
EGGTRA, 457(b) plans now become a more meaningful qotion for providing deferred

compensation to certain top hat employees.

140 Notice 98-4, Q& A I-1.



A 457(b) planisan eligible deferred compensation plan of astate or local government
or tax exempt employer.**" The plan may be offered to any individual who performs services
for the employer. Thus, unlike 401(k) and 403(b) plans, a 457(b) plan may be offered to

independent contractors.*?

Assets of government sponsored plansareheld in trusts™* and, in
this respect, government sponsored 457(b) plans are similar to 401(a) and 403(b) plans. Tax
exempt 457(b) plans, however, must be unfunded; the assets must be owned by the employer*
and remain subject to the claims of the employer’s general creditors* This requirement
directly conflictswith ERISA. Governmental plans are expressly exempt from ERISA, *° but

457(b) plans sponsored by atax exempt entity need to qualify for an exemption from ERISA.

Tax exempt plans are therefore designed to meet the top hat exemptionto ERISA™ : they are

141 457(b) plans may not be offered by a church or church-controlled organization. |.R.C. §457(€)(13).
142 1 R.C. 8457(€)(2); Prop. Treas. Reg. §1.457-2(j).

143 |.R.C. 8457(g). For this purpose, custodial accounts, annuity contracts and certain insurance
contracts are treated as trusts.

144 | .R.C. 8457(b)(6). Although the assets of a457(b) tax exempt plan are owned by the employer, the
assets may be segregated in a Rabbi Trust so long as they remain subject to the claims of the employer’ s genera
creditors.

145 This difference between governmental and tax exempt 457(b) plans underlies the different rules
applicableto the two types of plansregarding rollovers. Because government 457(b) plans are trust-based plans,
assets can be freely transferred among 457(b), 401(k) and 403(b) plans and IRAS, whereas assets of an unfunded
457(b) plan sponsored by atax exempt organization can only be transferred to another tax exempt 457(b) plan.
Note, however, that as a result of the distribution rules for 457(b) plan assets, discussed in 81.11[8], infra,
457(b) assets ae generally not subject to the I.R.C. §72(t) tax for early withdrawals. Accordingly, assets
transferred to a 457(b) government plan from an IRA or trust based plan that is subject to the I.R.C. §72(t) tax
need to be segregated from other 457(b) assets, since the rollover assets will continue to be subject to penalties

for early withdrawals.

146 29 U.S.C. §1003(b)(1).

147 ERISA §8201(2), 301(a)(3) and 401(a)(1).



148

offered only to a select group™*® of management and highly compensated employees.**°

[1] Contributions

148 The regulations do not define what constitutes a “select group@ of management employees. The
underlying guidelineisthat ERISA protections are not needed for employees with sufficient clout to influence the
design and administration of their own benefits. Under the approach taken by the Department of Labor, atop-hat
plan must cover only thoseemployeeswho, asaresult of their compensation level or position with the employer,
have the power to negotiate the design and operation of the deferred compensation plan and its application to
them. DOL Op. Ltr. 90-14A (1990). ThelRS and courts generally ook at the percentage of employeesinvolved
and their compensation. A group consisting of fewer than 5% of employeesis commonly accepted. See, Duggan
v. Hobbes, 99 F.3d 307 (9" Cir. 1996); Bekav. Rowe Furniture Corp. 571 F. Supp. 1249 (D. Md 1983), but one
that includes over 18% of employeesisnot a“ select@ group. Darden v. Nationwide Mutual |nsurance Company,
717 F. Supp. 388 (E.D.N.C. 1989). Generaly, a“select group@ includes employees with compensation over the
I.R.C. 8401(a)(17) threshold ($200,000 in 2002), whereas the IRS threshol d ($90,000 in 2002) is not considered

appropriate.

199 DOL Reg. §2520.104-23.



The plan ceiling, that is, the maximum amount that may be contributed annualy to a
457(b) plan, whether as an elective deferral or employer contribution, is 100% of includible
compensation™° up to the “applicable deferral amount.” The applicable deferral amount is
$12,000 in 2003, and increases by $1,000 annually until it reaches $15,000 in 2006,

1 This maximum amount is not coordinated with

increasing thereafter for inflation.'®
contributions to a401(k) or 403(b) plan, so that in 2003, an employee participating in both a
457(b) plan and either a401(k) plan or 403(b) plan (or both) may defer up to $12,000 to the
457(b) plan plusatotal of $12,000 to the 401(k) and 403(b) plans (assuming that the 100% of
compensation limitation does not reduce these amounts).™ This deferral limitation, and all
other contribution limitations applicable to 457(b) plans,™* applies on aplan basisand on an

individual employee basis, so that all eigible 457(b) plans maintai ned by one employer are

aggregated, and all eligible457(b) plans of all employersfor whom a participant has performed

150 “Includible compensation@ has the same meaning as under |.R.C. §415(c)(3) and includes

compensation from the employer for the year, including el ective deferrals as defined in |.R.C. 8402(g)(3), that is,
elective deferrals to a 401(k), 403(b), SEP or SIMPLE plan, and amounts contributed by the employer at the
election of the employee and not included in gross income under 1.R.C. 88 125 (cafeteria plans), 132(f)(4)
(transportation fringe) or 457. 1.R.C. 8457(e)(5); Prop. Treas. Reg. §1.457-2(q).

151 | .R.C. §8457(b)(2) and 457(e)(15). Notethat the |.R.C. §415(c) limitation of the lesser of $40,000
and 100% of compensation does not apply to a 457(b) plan. Contributions may include accumulated sick pay,
vacation pay and back pay. Prop. Treas. Reg. §1.457-4(d).

152 The lack of coordination between a 457(b) plan and either the 401(k) or 403(b) plan means that an
employer may contribute to the 457(b) plan without reducing the employer’ s contributions to the other two plans.
In essence, assuming no employee contributions to any of the plans, in 2006 the employer could contribute a
maximum of $55,000, consisting of $40,000 in some combination to the 401(k) and 403(b) plan plus $15,000 to
the 457(b) plan (assuming no catch-ups).

153 These additional contribution limitations include the special 457(b)(3) catch-up and, with respect to
governmental plans, the age 50 catch-up.



services also must be taken into account.*>*

[2] The457(b)(3) Catch-Up

134 | R.C. 8457(c); Prop. Treas. Reg. §81.457-4(¢) and 1.457-5.



A 457(b) plan may permit the employee, during the three years prior to normal
retirement age, to contribute thelesser of (i) twicethedeferral limitation for that year and (ii)
the plan ceiling for that year plus so much of the plan ceiling for prior years as has not been
used (the underutilized limitation).** For example, in 2006, the plan may permit, during this
three year period, annual contributions of the lesser of (i) $30,000 and (ii) $15,000 plus
unused deferrals from prior years.

[3] Underutilized Limitation

The underutilized limitation for years before 2002 is complicated to calculate. If the
employer did not offer a457(b) plan for aprior year, there can be no underutilized limitation
for that year.**° If theemployer did offer a457(b) plan for that year, then all of theemployee's
elective deferrals for that prior year (whether to the 457 plan or to a403(b) or 401(k) plan)
need to be taken into account when cal culating the unused deferral >’ because the rules at that
time required coordination of contributions among 457(b) plans and other retirement plans,
including those not sponsored by the same employer.™® One complicating factor is that the
regulations do not clearly define “includible compensation” for the prior years, although the
rule appears to be that “includible compensation” for those years includes regular

compensation plus deferrals to a457(b) plan but no other elective deferrals*>®

1% |.R.C. 8457(b)(3); Prop. Treas. Reg. §1.457-(c)(3).
156 Prop. Treas. Reg. 1.457-4(c)(3)(iv)(C).

157 Prop Treas. Reg. 1.457-4(c)(3)(iv).

158 Id

139 Prop. Treas. Reg. §1.457-4(c)(3)(iii).



[4] Normal Retirement Age

The plan can establish “normal retirement age” or may allow the employeeto establish
“normal retirement age,” but “ normal retirement age” must be between 65 and 70¥2 (inclusive),
unlessthe employer sponsors abasic pension plan that providesfor an unreduced benefit at an
earlier age than 65.1%° If an employer offers more than one plan, an employee may have only
one normal retirement age under all the plans for which he or sheiseligible***
[5] Age50 Catch-Up

An eligible governmental plan (but not atax exempt plan) may offer age 50 catch-up
contributions up to the |.R.C. §414(v) amount.*®
[6] Discrimination Rules

|.R.C. 8457 does not impose any non-discrimination requirementson 457(b) plans. As
previously mentioned, 457(b) plans offered by tax exempt organizations are inherently
discriminatory sincethey are designed to meet the top hat exception to ERISA. Because nor-

discrimination rules do not apply, these plans can be tailored to the needs of an individual

employee or group of employees.*®®

10 Prop. Treas. Reg. §1.457-4(c)(3)(V).
161 Id

162 1 R.C. 8414(v)(6)(A)(iii). This catch-up contribution is not coordinated with the age 50 catch-up
contribution under a401(k), 403(b), SIMPLE or SEP plan and thus represents an additional , independent catch-up
contribution. 1.R.C. 8414(v)(2)(D). If an employeealso qualifiesfor thel.R.C. §8457(b)(3) catch-up contribution
for the threeyears prior to normal retirement year, then the employee may elect the larger of these two catch-up
amounts but may not take advantage o both catch-up provisions. 1.R.C. 8414(v)(6)(C); Prop. Treas. Reg.
81.457-4(c)(2)(ii).

163 Governmental plans, in practice, are generally offered to awider range of employees, but they are not
subject to the non-discrimination requirements applicable to 401(k) and 403(b) plans. They may, however, be
subject to state statutory or constitutional nondiscrimination requirements.



[7] ExcessDeferrals

Excess deferrals are deferrals in excess of the amount that an individual may defer,
taking into account the basic annua deferral limitations and any applicable age 50 and
457(b)(3) catch-up contributions. Excess deferrals are measured both with respect to the
individual participant (the individual limitation) and with respect to a particular plan to which
contributions ae made. Because of the individual limitation, a person may have excess
deferrals even though none of the deferrals to a particular plan in which the individual
participates exceeds the deferral limitations for that individual in that plan.

An individud’s deferral will exceed the individual limitation to the extent that the
individual’s combined contributions, including basic annual deferrals, age 50 catch-ups and
457(b)(3) catch-ups, to all of the 457(b) plansin which the individual participates exceed the
amount which that individual ispermitted to contribute. A contribution to aparticular plan that
exceedsthisindividual limitation will not causethat plantoloseits eligible status, whether or
not the plan returnsthisexcess.*®* Theindividua must take the excess (plusincome earned on
the excess) into income, however, whether or not the excessisreturned.’® In contrast, under
the proposed regulations, excess deferrals to a tax exempt plan (taking into account only
deferralsto that plan and other 457(b) plans sponsored by the same employer) will cause the
plan to loseits eligible status.®® Thus, it appears that under the proposed regulations, it may

not be possible to correct the excess deferral simply by returning the excess amount.

184 Prop. Treas. Reg. §1.457-5(a).
185 Prop. Treas. Reg. §1.457-4(€)(4).

186 Prop. Treas. Reg. §1.457-4(e)(3).



All excessdeferrals, whether or not asaresult of theindividual limitation, areincluded
ingrossincomein theyear theincomeisdeferred, or if later, the year inwhich the deferral is
not subject to a substantial risk of forfeiture.*®’

[8] Distributions

187 Prop. Treas. Reg. §1.457-4(e).



Generally, distributions may not be made until thereisaseverance from employment or

the employee reaches age 70%2.'%

Earlier distributions may be made in the event of an
unforeseeable emergency™® or if the distributions constitute aqualified distribution of asmall
amount.”® These distributions may be madewithout rendering the entire account immediately
taxable!”

[9] Unforeseeable Emergency

188 1 R.C. 8457(d)(1)(A).
169 | R.C. 8457(c)(1)(A)(iii).
1701 R.C. 8457(e)(9) (tax exempt plans); |.R.C. §457(d)(3) (governmental plans).

11 Governmental plans may aso permit loans under certain circumstances.



Early distributions for an unforeseeable emergency do not cause the entire account to
be treated as having been “made available’ to the employee and thus subject to immediate
taxation. The regulations give some guidance as to what constitutes an “unforeseeable
emergency” but do not create any safe harbors.*”> An“unforeseeableemergency” isdefined to
include (1) theparticipant’ sor beneficiary’ sseverefinancia hardship resulting fromtheillness
or accident of the participant, the beneficiary or aspouse of either, (2) loss of property dueto
casualty, or (3) similar extraordinary circumstances. Examples of these extraordinary
circumstancesinclude (1) imminent foreclosure of, or eviction from, aprimary residence, (2)
payment for medical expenses, and (3) funeral expenses for a family member!”® If the
emergency could berelieved through other resources, such asi nsurance, liquidation of assets
or ceasing deferralsof additional income, then the distribution will not qualify asadistribution
for an unforeseeable emergency.'™ Moreover, only the amount needed to cover the
emergency, plus attendant taxes and penalties, will be treated as a qualified distribution. In
short, the“ unforeseeable emergency” standard under 1.R.C. 8457(b) ismore stringent than that
for financial hardship under §401(k) and §403(b).*"

[10] Voluntary or Involuntary Distributions of Small Accounts

A 457(b) plan may require or permit distribution of the account balance if the

172 Prop. Treas. Reg. §1.457-6(c).
173 Prop. Treas. Reg. §1.457-6(c)(2).
174 Prop. Treas. Reg. §1.457-6(c)(2)(ii).

175 See, Treas. Rey. §1.401(k)-1(d)(2).



distributed amount*"® does not exceed the|.R.C. §411(a)(11)(A) limit ($5,000in 2003).*" no
amount has been deferred under the plan for the participant during the 2 year period preceding
thedistribution, and the participant has not previously received an in-service distribution under

8

this exception.'”® The plan may permit the participant voluntarily to withdraw a small

distribution under the same circumstances’®

Mandatory and discretionary small distributions
may al so be combined, so that the plan can requiretermination of an account that dropsbelow a
stated value and also permit small distributions (of a lower value) at the participant’s
election.'®
[11] Loans

Amounts loaned to a participant of atax exempt plan are treated as having been paid or

made available to the participant, and thus subject to taxation as a distribution that violatesthe

requirements of 1.R.C. §457(d).***

176 The Code is not clear in its use of “amount.@ Some commentators believe that the involuntary
distribution can be made if the account balanceis $5,000 or less. Others claim that the regulations permit an
involuntary distribution if the distribution is $5,000 or less, even if the account bal ance exceeds $5,000.

7 The plan may set a lower standard as well, triggering mandatory distributions only if the account
bal ance decreases to a smaller amount.

178 | R.C. 8457(€)(9)(A); Prop. Treas. Reg. §1.457-6(€)(1).

179 Prop. Treas. Reg. §1.457-6(€)(2).

180 Id

181 Prop. Treas. Reg. §1.457-6(f)(1). Loans are permitted from governmental 457(b) plansbut, because
the assets are held in a trust, the loan must satisfy the exclusive benefit rule of I.R.C. 8457(g)(1) and be
reasonable to all beneficiaries of the trust. What constitutes reasonable terms and conditions, however, depends
upon the particular facts and circumstances. Prop. Treas. Reg. §1.457-6(f)(1). Factorsinclude whether theloan
has afixed repayment schedule and reasonable interest rate, and whether there are repayment safeguardsto which
a prudent lender would adhere. See Rev. Rul 69-494, 1969-2 C.B. 88 for typical standards. In general, theloan
needs to satisfy the requirements of 1.R.C. 872(p)(2) regarding the maximum amount of the loan and the
repayment terms. If these requirements are not satisfied, the participant must take the loan distribution into



income in the year received.



[12] Taxation
Distributions from a457(b) governmental plan are included in income when paid, but
distributions from aplan provided by atax exempt organization are included in income when

182 Thus, aconstructive recei pt approach applies, and deferred amounts

paid or made available.
are taxed at the earliest date after severance from employment on which the plan permits
distributions to commence (but in any event, not later than when the participant reaches age
70Y5).

[13] Electionsto Defer Commencement of Distributions from Plans Offered by Tax

Exempt Organizations

182 | R.C. 8457(a)(1).



Section 457(b) plans offered by atax exempt organization typically indicate the time
when distributions must commencefollowing aseverancefrom service. For example, theplan
may providethat distributionswill commence six weeks after severancefrom service. At that
time, the deferred amounts will be considered “made available” and will be taxable to the
employee'®® The plan may permit the employee, during adiscrete period of time, to elect to
defer the commencement of distributions to a fixed and determinable future date.®* The
€l ection period must terminate no later than the earlier of (i) the default date under the plan on
which distributions would otherwise commence and (ii) the participant’s required beginning
date. The selected future date also may not be later than the participant’ s required beginning
date under |.R.C. §401(a)(9)."®> Theelection, if made, will defer thetime at which the account
balance will be deemed to be “made available,” and thus, taxable, to the participant.

The tax exempt organization’ s457(b) plan may permit the employee to make multiple
elections during thisinitial election period. The plan may also permit the employee to make
onemore el ection, after the el ection period but before distributions actually commence under
the initial election, to further defer (but not accelerate) distributions.*®® If no election is
187

made, then amounts will be taxable when made avail able under the plan’ s default schedule.

For example, if aplan providesthat distributions commence two months after severance

183 Prop. Treas. Reg. §1.457-7(c)(2).

184 | R.C. 8457(€)(9)(B); Prop. Treas. Reg. §1.457-7(c)(2)(ii)(A). Elections as to the form of payout
(e.g., lump sum, annuity or installment method, are discussed in §1.10[14], infra.

185 Id
186 Prop. Treas. Reg. §1.457-7(c)(2)(iii).

187 Prop. Treas. Reg. §1.457-7(c)(2)(ii)(B).



from employment unless an election otherwise is made prior to commencement of
distributions, and an employeeretireson June 1, 2003 at age 55, the employee might elect on
June 2 to defer commencement of distributionsuntil January 1, 2007, then elect on June 15,
2003, to defer distributions until January 1, 2010, and decide again on June 30, 2003 to defer
distributions until January 1, 2012. Since each of these electionsis made prior to August 1,
2003, when distributions otherwise would commence under the default provisions of the plan,
all of the elections count as a single, “first” election. Moreover, al of the elections are
permissible since distributionswould commence prior to the participant’ srequired beginning
date. If the plan permits a second election, then the participant could make asingle election,
after August 1, 2003, to further defer the commencement of distributionsuntil after January 1,
2012, as long as the selected date ensured that distributions would commence prior to the
participant’ s required beginning date.
[14] No Early Withdrawal Penalty

Unlike 401(k) and 403(b) plans, 457(b) plans are not subject to the early withdrawal
penaty. However, amounts rolled over to a 457(b) governmental plan from a plan that is
subject to the early withdrawal penalty need to be segregated since these rolled over amounts
continue to be subject to the early withdrawal penalty.'®®
[15] Form of Payout

An 457(b) plan may provide the form of payment or permit theparticipant to elect the

form of payout any time before distributions must commence (either under the default

18 | .R.C. §72(t)(9).



provisions of the plan or under the terms of any election to defer distributions).’® If the
employee does not elect aform of distribution, then unlessthe plan default terms provide for
something other than a lump sum distribution, the entire account will be included in the
employee’s income when the account first is treated as “made available.” ™ The proposed
regulations do not restrict the permissibleformsof payout, although alump sum distribution,
annuity or periodic installmentsare all typical. If distributions are made over time, then plan
assets will be deemed to be “made available,” and thus taxable to the employee, over time as
well.

[16] Designingthe457(b) Plan

189 Prop. Treas. Reg. §1.457-7(c)(2)(iv).

190 Id



A 457(b) planisarelatively flexible plan that can be designed to meet the needs of the
employer and aselect group of top hat employees. Aspreviously discussed, aplan may include
awidevariety of optional features, including additional deferralsduring thethreeyearsprior to
normal retirement age, distributions in the event of an unforeseeable emergency, and
distributions of smaller accounts.** In addition, aplan offered by atax exempt organization
may permit plan-to-plan transfers (from onetax exempt plan to another), but these plansare not
eligible for rollover to other types of plans and cannot accept rollovers from other plans.**?
[17] Deferrals

A 457(b) plan permits considerable flexibility in determining the conditions under
which contributions may be made to the plan. The plan can be designed to provide only for
electivedeferrals. Thesecanincluderegular compensation, accumulated sick pay, accumulated
vacation pay and back pay. The agreement providing for the deferral must be entered into
before the beginning of the month in which the amounts would otherwise be paid or made
available, and the participant must be an employee during the month in which the deferral takes
place!*®

The plan can require that deferrals be a percentage of compensation and/or a set dollar

amount. The plan can require a minimum deferral amount per pay period, per month or per

191 Governmental plans may also offer age 50 catch-up contributions and loans.

192 Prop. Treas. Reg. §1.457-10(b)(1). Governmental plans may permit rollovers to and from 457(b)
governmental plans, 401(k)s, 403(b)s, IRAs, SEPsand SIMPLESs. Rollovers between 457(b) governmental plans
and tax exempt plans are not permitted, however, since one is a trust based plan and the other requires that
amounts in the plan be subject to the employer’s general creditors.

193 1 R.C. 8457(b)(4); Prop. Treas. Reg. §1.457-4(d).



year. It canalso providethat any salary reduction agreement will remaininforce until revoked
or amended.™*

The employer may also make employer contributions up to the maximum deferral limit
(either in addition to or without allowing for elective deferrals). Employer contributions can
be nonelective contributions of a fixed amount, a percentage of compensation, or a
discretionary amount or percentage of compensation determined annually. The plan may
include (instead or in addition) matching contributions up to a specific dollar amount or
percentage of compensation. Matching contributions can betiedto employee deferralsto the
457 plan or to employee deferrals to a 401(k) or 403(b) plan. This second approach can
enabl ethe employer to avoid the nondiscrimination rulesthat apply to 401(k) and 403(b) plans
with respect to the matching contributions. For example, matches could be made only to the
457 plan, with no matchesfor any 457 plan participating empl oyees under the 401(k) or 403(b)
plan. Under another design, the 457 plan could providefor employer contributionsto the 457
plan only if the employer was unable to make additional contributionsto a401(k) or 403(b)
plan, for example, as a result of the I.R.C. 8401(a)(17) limitation on the amount of
compensation that may be taken into account in a 401(k) plan, or as a result of the |.R.C.
8415(c) limitation on total contributions to a 401(k) or 403(b) plan on behalf of a single
employee. Because there are no nondiscrimination rules in the 457 plan, employer
contributions may be made for some €eligible employees in the plan and not for others.

[18] Vesting

19 Prop. Reg. 1.457-4(b).



Vesting schedules for 457 plans are not subject to Section 411 vesting requirements
that apply to 401(k) or 403(b) plans. Vesting schedules may be keyed to attaining a specified
number of yearsof service, promotion to acertain position or attainment of normal retirement
age (all of which represent cliff vesting). Alternatively, vesting can occur gradually over a
period of years. Despite this apparent flexibility, in fact flexibility is limited. Unvested
deferrals and their earnings are taken into account, for purposes of the plan ceiling, when the
deferrals vest, rather than when they are contributed.™ Since excess deferralsto aparticular

plan offered by atax exempt organization cause the plan to become indligible,'®°

subjecting
these contributions to a vesting schedul e involves significant risks.

[19] Investment Flexibility in Plans Offered by Tax Exempt Organizations

195 Prop. Treas. Reg. §1.457-2(b).

1% Prop. Treas. Reg. §1.457-4(e)(3).



Defined contribution plans offered by a tax exempt organization may permit the
employeeto direct theinvestment of thefunds.®” However, because the assets remain general
assets of the employer, subject to the claims of its creditors, some employers chooseto limit
the employee’ sinvestment choices.

The plan may provide that investment returnswill be calculated at afixed rate set forth
in the plan, or will be based upon the rate of return on the investments designated by the
employer or selected by the employee from among investment opportunities provided by the
employer. Evenif theemployeeispermitted to designateinvestments, the employer does not
actually have to invest the deferred amounts in the investments designated by the employee
since the plan assets remain solely the property of the employer. Where employees are
permitted to direct investments, however, the employer generally follows the employee’'s
direction, since the benefit is measured by the investment performance of the directed funds,
whether or not the employer actually investsin these funds.

While the assets in the plan must remain subject to claims of the employer’s general
creditors, the deferred amounts may be maintained in the employer’ sgeneral accountsorina
Rabbi Trust or any other type of investment fund so long as the assets remain available in the
event of the employer’ sinsolvency.

81.12 SECTION 457(f) PLANS
A Section 457(f) planisanon-qualified deferred compensation agreement sometimes

referred to as an “ineligible” 457 plan. Generaly it works like this: the tax exempt

197 Prop. Treas. Reg. §1.457-8(b)(1).



organization contributes funds to the plan, or to a Rabbi Trust, for one or more of its top-hat
employees. Thereareno dollar limitson theamount of compensation that can be deferredinto
the plan. For instance, it is not unusual for atax exempt organization to contribute $25,000
annually to a457(f) Rabbi Trust for avalued CEO. Oftenthese plansaretiedinto anincentive
bonus package so that contributions may be based on the executive' s achieving designated
levels of membership in the association or target amounts of reserves or contributions.

To avoid immediate taxation of this money to the employee, the contributions must be
subject to a“ substantial risk of forfeiture.” The substantial risk of forfeiture requirement is
troubling because it is not a defined term.  One can, however, draw conclusions as to its
meaning from case law, private letter rulings, and Treasury regulations. Typicaly, the
requirement is satisfied by requiring the executive (or other key employees, if the tax exempt
organization desires) to work for a stated period of time (e.g., 10 years, to age 60, etc.).
Sometimes, adeferred compensation plan will include arestrictive covenant and provide that
the employeewill forfeit the deferred compensation benefitsif he or sheviolatesthe terms of
thecovenant. ThelRShasindicaed in privateletter rulingsand regulationsunder IRC 883 that
arestrictive covenant, in and of itself, does not constitute a substantial risk of forfeiture.**®
Rather, the substance of the covenant must be carefully considered. For example, in acovenant
not to compete, if thelikelihood of an employee competing with thetax exempt organizationis
minimal because of the age or health of the employee (or perhaps the absence of any redl

competitors), then IRS may not consider therestrictive covenant to amount to asubstantial risk

198 | R.C. 883 defines a substantial risk of forfeiture, unlike §457.



of forfeiture. The IRS regulations under 883 put the burden on the taxpayer to overcome the
presumption that restrictive covenants are not substantial risks of forfeiture.

Becauserestrictive covenantsin the context of atax exempt organization are so difficult
to evaluate, may tax practitioners choose to add other conditions of forfeiture in order to
enhance the chances of a 457(f) plan surviving IRS scrutiny. Unfortunately, these other
conditions often create aquitereal possibility that the employee may not receivethe deferred
compensation benefits for which he or she bargained. For example, one common forfeiture
provision providesfor forfeiture of benefitsif either the employer or the employee terminates
the employment agreement before adate certain (for example, beforethe employee attainsage
65). Thiskind of aprovision exposesthe employeeto thevery real risk that the employeewill
fall out of favor with anew board or CEO. Another approach, whichislessrisky, providesthat
benefitsareforfeited if the employee voluntarily terminates employment before adate certain.
Death and disability would not betreated as*“ voluntary” termination, but the condition operates
asagolden handcuff, requiring the key empl oyeeto stay with the association for astated period
of time. Using this condition in combination with arestrictive covenant creates a legitimate
risk of forfeiture that the authors believe would be sufficient to satisfy IRS scrutiny.

A 457(f) plan can also be used to enable akey employeeto defer asubstantial portion of
his or her compensation. While this plan allows the employee to defer more compensation
than would be possible under a 401(k) or 403(b) plan, the employee’ s deferrals must remain
subject to asubstantial risk of forfeiture. Thus, the possibility of larger deferrals comesat the
price of real risk that the employee’s contributionswill be left on the table.

When empl oyee funds, rather than association funds, are used, often the substantial risk



of forfeiture is created through a restrictive covenant or a condition that the employee not
unilaterally terminate employment for astated number of years, rather than through acondition
requiring the employee to work for the organization until reaching a specified age, that is, a
condition that could be violated through the unilateral action of the employer.

When only employee funds are contributed to the plan, often the plan allows the
executive (or other key employee) to determine the length of therisk period. Thisisentirely
legal aslong asthe election is made prior to the time the deferral is made. For instance, the
plan could allow the employeeto determine how long he or she must work with the association

beforethe contributionwill vest. Thisisreferredtoasa‘“rolling” substantial risk of forfeiture.

A 457(f) plan has no discrimination rules and no limits on employee or employer
contributions. The plan can thus permit one or more key employees to defer significant
amounts of compensation, but this flexibility comes at aprice. The plan often operatesasa
golden handcuff, however, requiring the key employeeto stay with the association for astated
period of time. The assetsin the Rabbi Trust or 457(f) plan are subject to the claims of the
association’ sgeneral creditors, and receipt of promised benefitsisconditioned upon satisfying
the conditions constituting areal risk of forfeiture.

81.13 TRUSTEE CONSIDERATIONS

Whether atax exempt organization should have an institution serve as atrustee for its
gualified retirement plans or have two or three key employees, officers or board members
serveastrusteeisadecision that will be driven by the philosophy and unique circumstances of

the tax exempt organization. As a general rule, the use of an institutional trustee gives the



impression of independence to staff employees. It also appears to insulate the plan from the
management of the tax exempt organization. Thisis a matter of perception only - in most
cases, management or a plan committee selected either by management or by the board, will
direct theinstitutional trusteein all meaningful decisions. Institutional trusteeswill chargea
fee for their services. Key employees, officers and board members, on the other hand, are
generally not given any compensation for serving as trustees.

Moreover, utilizing key employees or board members as trustees provides greater
flexibility. Someingtitutionswill only serve astrustee when the tax exempt organization adopts
one of the institutional trustee's own prototype plans. Many tax exempt organizations want a
plan that is tailored to their needs, whether this involves using comparability plans, 401(k)s
with additional matches for employees with more years of service and/or age, or any kind of
defined benefit plan. Thesefeaturescannot befound inaprototype plan; they areonly available
inacarefully designed plan that takes into account the unique objective and demographics of
the particular tax exempt organization. Institutional trusteesare by and large ssmply not geared
up to either design or administer these specialized types of plans. If an institutional trustee
requires the use of its prototype plan, then part of the price of using that trustee may be
foregoing a plan expressly designed to meet the unique needs and objectives of the particular
employer.

A self-trusteed and individually designed plan can be structured to provide total
flexibility with respect to the choice of investments and investment managers. If aninvestment
manager isnot performing up to par, thetrustees simply changeto another investment manager.

In contrast, if an institutional trusteeis also responsible for investing plan assets (ofteninits



own investment vehicles or products), changing investment managers is more difficult since
there is no separation of identity between the trustee and the investment management. In

essence, thetrusteewould need to fireitself. Inthissituation, the officersor board members
need to effect the change; the change cannot be effected simply through the actions of the plan
trustees, and the procedure, as aresult, becomes more complex. It isnot unusual for the tax
exempt organization to be required to adopt anew plan document aswell ashireanew trustee.

To changetheinstitutional trustee, often times the tax exempt organization’ s board or
officers must provide the institutional trustee notice, and the new institutional trustee will
likely require accountings, relief of any fiduciary obligations and indemnification against any
actionsundertaken beforeit assumestrusteeship under the plan. In addition, someinstitutional
trustees assess penalties for early withdrawal of pension funds from certain institutional
investments.

A tax exempt organization should consider implementing awritten investment policy.
Thispolicy should bewell thought out and carefully drafted to protect the trustees and the plan
administrator from Department of L abor auditsor legal scrutiny from participants. Thepolicy
should contain broad objectives and procedures. Once written, however, it must be followed.
Otherwise, the tax exempt organization is better off without written investment policies or
procedures.

The investment policy should define acceptable investment risks, set forth allowable
classes of investments, and, for a plan in which participants do not direct investments, include
broad guidelines as to alocations among different types or classes of investments. The

trustees should select investment managers whose investment philosophy is reflective and



representative of the plan’s written investment policies, taking into account the managers

methodology and style of investment. The plan trustees need to review investment
performance and the investment management fees at least semi-annually, though quarterly is
preferable. Theworld of investments has gotten so sophisticated that there are now companies
that do nothing but work with the plan administrators and/or trustees of retirement plans
sponsored by relatively small organizations to ensure that they are meeting their fiduciary
standards and to help them adequately assess the various investment managers available to
them.

Whilethe plan trustees clearly need to undertake thistype of analysis, an organization’s
officers or board of directors also need to consider these issues even if the plan uses an
institutional trustee. Using an institutional trustee simply does not shelter aplan sponsor from
liability. Just imagine ascenario where atax exempt organization uses an institutional trustee
that invests all of the plan assetsin the trustee' s proprietary products. The investments over a
ten year period earn well below average and a cursory review by the plan sponsor would have
brought this dismal performance to light. Who should be liable for this consistently poor
investment return--only thetrustee? only the plan sponsor? both parties? Sufficeit to say, the
prudent plan sponsor cannot ignoreinvestment yieldsor itsown investment policy just because
the trustee of the plan is an outside ingtitution. In the end, in delegating investment
responsibility to the institutional trustee, the plan sponsor has a fiduciary responsibility to
select the trustee carefully and continually monitor its performance. A full analysisof whois
deemed to beafiduciary under thelaw, asexpounded by the courts, iswell beyond the scope of

this chapter. The trustee and the plan administrator are aimost always deemed to be liable



fiduciaries. An institutional trustee that can show that the plan’s investment policy was
established by the sponsoring institution (e.g., by aplan committee) will belargely successful
in transferring liability to the plan committee.

The question of liability is a major issue under the 404(c) regulations. The plan
fiduciaries are allegedly off the liability hook if the requirements of 404(c) are met, but of
course, one of those requirements is that the plan offer prudent investment choices. If a
participant can show that even one of theinvestment choicesisnot prudent, liability (at least as
to that investment choice) remainswith the planfiduciary. Thisiswhy some plansdo not even
bother to try to come under the 404(c) regul ations- they consider theregul ationsmoretrouble
than they are worth. This discussion goes beyond the scope of this brief analysis, but its
purpose is to show that liability will not necessarily shift to an institutional trustee simply
because the investment strategy of an institutional trustee is not prudent. If the institutional
trustee followsthewritten investment policiesor directions of the plan committee or another
named fiduciary, liability will remain with the named fiduciary.

Key employees, officers or board members who are named as fiduciaries can be
indemnified by the employer. Employersor planscan purchaseinsurancefor themselvesand
for their fiduciariesto cover liability or loss resulting from afiduciary’ s acts or omissions.

81.14 IMPLEMENTATION OF THE PLAN -
TURN-KEY OPERATIONSVERSUSINDIVIDUALLY TAILORED PLANS

Often smaller tax exempt organizations prefer an institutional trustee that delivers a
turn-key operation: theinstitutional trustee deliversaprototype plan document and takes care

that the plan complies both inoperation and in form with the Internal Revenue Code and the



Department of Labor and IRSregulations. With avalid prototype plan, the planwill haveavalid
determination letter, and the institutional trustee provides any required plan amendments,
prepares the Form 5500s annually and sends out all necessary notices to plan participants.

Quality turn-key serviceisagreat asset for asmaller tax exempt organization. Thetax
exempt organi zation, however, should carefully read thefine print to be certainwhat servicesit
will really receive. The prudent CEO, COO or CFO should have legal counsel competent in
retirement plan law review al documentsand fee and investment agreements before signing the
agreements. Often the ingtitutional trustee will define itsresponsibilities quite narrowly, and
without careful review of the contract by an experienced retirement plan attorney, the tax
exempt organization may not appreciate that it will still need to rely on its accountant, plan
administrator or retirement plan attorney.

In addition, the tax exempt organization needs to evaluate carefully the institutional
trustee' s expertise. Many institutional trustees have developed extensive technical expertise
and provide excellent advice. Unfortunately, the authors have also seen the costly results of
erroneous advice offered by institutional trustees. The tax-exempt organization sponsoring the
plan understandably assumesthat theinstitutional trustee has properly educated itsemployees
and that the organization can follow thetrustee’ sadvice. In plansadministered by institutional
trustees, the authors have seen seven and five year cliff vesting in top heavy plans, both money
purchase and profit sharing plans integrated with social security, plans in which only key
employeesareeligibleto participate during the plan’ sfirst three years of its existence because
athreeyear waiting period appliesonly to staff employees, and adoptive agreements sent home

with akey employee who istold to fill it out the best he or sheisable. Onthe other hand, the



authors have also seen plansrun in avery prudent and capable fashion by ingtitutions offering
turn-key retirement plans.

Thealternativeto aturn key planisan individually designed plan that utilizes ateam of
advisors -- generaly an ERISA attorney, a CPA or qudified plan administrator, and an
investment advisor. Under thisteam approach, each professional brings extensive experience
in his or her own area of expertise and the service often can be better tailored to the unique
needs of the particular tax exempt organization. Often one of the advisors has aready
assembled agroup of professionalswho are used to working together and who can providethe
tax exempt organization aseamless approach in which one of the advisors servesasthe primary
interface with the tax exempt organization.

§1.15 CONCLUSION



This chapter analyzes a number of retirement plan designs available to tax exempt
organizations. Several of these plan designs can be tailored to the unique circumstances and
goals of the sponsoring organization and many can be designed to enable the tax exempt
organization to provide generous contributions for its most valued employees. Before using
any of these more sophisticated plan designs, howewer, a tax exempt organization is well

advised to seek professional assistance to design and implement the plan properly.



