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EXECUTIVE SUMMARY 

A. Section 403(b) Plan Requirements 

Section 403(b) of the Internal Revenue Code provides a means for nonprofit 
organizations to sponsor tax-favored retirement plans for their employees (so called 
“403(b) Plans”). As of January 1, 2009, sponsors of 403(b) Plans must satisfy the 
requirements of Internal Revenue Service regulations issued in 2007 that govern 403(b) 
Plans. The 2007 regulations were intended to clarify the 403(b) regulatory landscape, 
provide for new plan features, and impose new administrative obligations on plan 
sponsors. 

Significant considerations for sponsors of 403(b) Plans, which are discussed in 
greater detail in this memorandum, include the following highlights: 

 Written Plan Document Requirement. Sponsors of 403(b) Plans must 
establish a written plan document reflecting the material terms of the 
sponsor’s plan. 

 Information Sharing Agreement Requirements. If the 403(b) Plan permits 
employees to transfer their accounts to vendors outside of the employer’s 
plan, then Information Sharing Agreements must be established between 
plan sponsors and the vendors in order for employees to transfer accounts 
without penalty to these vendors. 

 Universal Availability Requirement for Employee Elective Deferrals. All 
employees, with very few exceptions, must be allowed to participate and 
make elective deferrals to the 403(b) Plans, and all employees must 
receive meaningful affirmative notice on an annual basis of their eligibility 
to participate. 

 Nondiscrimination Testing Requirement. Employer contributions and 
employee after-tax contributions are subject to nondiscrimination testing. 
If the 403(b) Plan provides for only employee elective deferrals, then 
nondiscrimination testing is not required. 

 Controlled-Group Rules. Certain nonprofit organizations may be 
aggregated together, and thereby treated as one employer for 403(b) Plan 
purposes, potentially affecting nondiscrimination testing for those 
organizations. 

 Plan Termination Allowed. Termination of 403(b) Plans is permissible 
provided that certain requirements are satisfied, including a requirement 

 
 



 

that the written plan document contains a provision allowing for 
termination. 

 Funding Via Life Insurance Contracts Not Allowed. Section 403(b) Plans 
may not be funded via life insurance contracts. 

 Post-Severance Contributions Permissible. Section 403(b) Plans allow for 
post-severance contributions. 

 Definition of “Severance from Employment.” Plan sponsors should be 
aware that an employee may be considered severed from employment for 
distribution purposes though they have merely transferred to another 
affiliated organization, such as a subsidiary. 

 Catch-Up Contribution Rules. Two separate types of catch-up 
contributions are permitted under 403(b) Plans—those for participants 
age 50 and above and those for participants who have completed service at 
certain “qualifying organizations.” 

B. Department of Labor Reporting and Auditing Requirements 

In addition to the rules promulgated by the Internal Revenue Service, some 403(b) 
plans must also comply with rules promulgated by the US Department of Labor relating 
to the reporting and auditing requirements for pension plans subject to the Employee 
Retirement Income Security Act (“ERISA”). These rules primarily impact ERISA-
covered 403(b) Plans that have 100 or more participants, which are identified by the DOL 
as “large plans.” Large plans are required to file Form 5500 annually and are subject to 
associated audit requirements. ERISA-covered 403(b) Plans with fewer than 
100 participants are largely unaffected by the auditing requirements, though these plans 
must file Short Form 5500s and the sponsors of such plans must file a Form 990 
(although a Short Form 990 may be available for some sponsors). The nature of ERISA 
regulation is complex and is discussed in only very general terms in this memorandum. 

C. Other Items Discussed 

This memorandum also briefly discusses how 403(b) Plan sponsors can comply 
with the 2007 regulations without triggering additional obligations under related yet 
separate rules under ERISA. The memorandum concludes with a brief discussion 
comparing 403(b) Plans with plans under Section 401(k) of the Internal Revenue Code. 

* * * 

This memorandum is intended to provide a general overview of 403(b) Plans; it is not a 
substitute for legal advice addressing an organization’s particular circumstances. Sponsors of 403(b) 

Plans are advised to seek out the advice of industry professionals and/or legal counsel in making 
decisions about the nature of their organizations’ retirement plans. 
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I. INTRODUCTION: RECENT REGULATORY DEVELOPMENTS 

Section 403(b) of the Internal Revenue Code (the “Code”) provides a means for 
nonprofit organizations qualified under Section 501(c)(3) of the Code (“nonprofits”) and 
certain other entities to sponsor tax-favored retirement plans for their employees (so 
called “403(b) Plans”). On July 26, 2007, the Internal Revenue Service (“IRS”) finalized 
new rules applicable to 403(b) Plans that transformed the regulatory landscape by 
instituting a variety of new requirements, including one mandating a written plan 
document. 

The written plan requirement is effective for 403(b) Plans as of January 1, 2010. 
In April 2009, the IRS published sample prototype plan language for use by 403(b) Plan 
sponsors, and a draft revenue procedure for obtaining opinion letters regarding the 
compliance of 403(b) Plans. The IRS has also announced that it intends to: 

 formalize the opinion letter program for 403(b) Plans based on the draft 
revenue procedure; 

 establish a determination letter program for individually designed plans; 
and 

 modify the Employee Plans Compliance Resolution System (“EPCRS”)1 
to incorporate 403(b) Plan issues. 

This memorandum provides an overview of the significant considerations for 
nonprofit sponsors of 403(b) Plans. Part II of the memorandum provides the reader with 
background on how 403(b) Plans work, the nature of the benefits provided under such 
plans, and the mechanisms for participation. Part III addresses the regulatory landscape 
after the issuance of the 2007 final regulations, discussing each of the most significant 
provisions of those rules, and attempting to identify the administrative paths of least 
resistance. Part IV considers how sponsors can comply with these rules without 
triggering additional obligations under a related yet separate regulatory regime under the 
Employee Retirement Income Security Act (“ERISA”), and also discusses ERISA 
reporting and auditing requirements. Finally, Part V of the memorandum concludes with 
a brief discussion comparing 403(b) Plans with tax qualified retirement plans under 
Section 401(k) of the Code (so called “401(k) Plans”). 

All of the matters described in this memorandum are complex, and the resolution 
of issues raised by 403(b) Plans often depends upon the underlying facts. Accordingly, 
while we hope readers will find this memorandum to be a helpful guide, it is not a 
substitute for assistance from lawyers and other advisors with expertise regarding 403(b) 
Plans and should not be relied upon as legal advice. 

                                                 
1 The EPCRS is a detailed series of correction programs applicable to tax qualified retirement plans. 
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II. BASICS OF 403(B) PLANS 

Section 403(b) Plans may be maintained by nonprofits and certain other entities 
for the benefit of their employees.2 The plans provide for employee savings of deferred 
compensation, generally for use as retirement funds. Savings accumulate through 
contributions made by the employee, by the employer on the employee’s behalf, or both. 

A participating employee may make direct contributions, up to a specified limit, 
from his or her paycheck through scheduled salary reductions known as employee 
“elective deferrals.” A participant’s election to defer compensation may be made only on 
compensation amounts not yet received.3 The 2011 limit on elective deferral amounts for 
an individual participant is $16,500. 

Employer contributions may be made on the employee’s behalf, up to a specified 
limit, if the sponsor opts to include such contributions as a feature of the organization’s 
403(b) Plan.4 The 2011 limit on the total amount that can be contributed between 
employee and employer contributions is $49,000 or 100 percent of compensation, 
whichever is less. The contributed funds may take the form of custodial accounts, which 
must be invested in mutual funds, or annuity contracts issued by insurance companies.  

Section 403(b) Plans provide a valuable retirement benefit to employees. 
Contributions made by the employee and by the employer on the employee’s behalf are 
nontaxable for the employee at the time the contributions are made.5 

These funds are generally intended to serve as retirement savings, but amounts 
may be paid out (via “distributions”) at the following times without becoming subject to 
an excise tax penalty: (i) the participant’s attainment of age 59 ½; (ii) death; (iii) 
severance from employment; (iv) hardship; or (v) termination of the plan. To avoid an 
excise tax penalty, the amount withdrawn may need to be rolled over into another 
qualified retirement plan. Additional regulations governing distributions apply, 
depending on which event triggers the distribution.  

                                                 
2 This memorandum does not discuss the requirements applicable to plans sponsored by churches and 

governmental entities. 

3 For federal income tax purposes, employee contributions are usually made on pre-tax amounts, but 
may also be made on post-tax amounts if the plan provides for such contributions under what is 
known as a “Roth plan.” 

4 A common type of contribution on the part of an employer is the “matching contribution.” The 
amount of the employer matching contribution is often pegged to the amount that a participant 
contributes through elective deferrals. An employer may also make “discretionary contributions” and 
other types of “nonelective contributions.”  

5  This memorandum discusses federal tax law only. Please note that state tax law may differ. See, for 
example, note 10 below. 
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III. THE 2007 FINAL REGULATIONS 

A. Written Plan Requirement and Prototype Plans 

The 2007 regulations introduced a requirement that a 403(b) Plan be maintained 
pursuant to a written plan document that sets forth the terms of the 403(b) Plan in all 
material respects. For this purpose, a “plan” is a written defined contribution plan that 
contains all the material terms and conditions for eligibility, benefits, applicable 
limitations, the contracts available under the plan, and the time and form under which 
benefit distributions will be made. 

In April 2009, the IRS announced that it would be establishing a 403(b) prototype 
plan program similar to the one it has for many years maintained for plans qualified 
under Section 401(a) of the Code. A 403(b) prototype plan (a “prototype plan”) is a two-
part defined contribution plan document designed to meet the requirements of 
Section 403(b) and the final 2007 regulations. A prototype plan consists of a basic plan 
document and an adoption agreement. 

The basic plan document contains provisions that apply to all employers that use 
the prototype to adopt a written plan; this document may not be modified by any 
individual employer. The adoption agreement, on the other hand, is the part of the written 
plan that allows the employer to tailor the prototype plan to its needs through a series of 
elections and options. The two-part structure of a prototype plan allows the plan’s vendor 
to use the same plan documents for many employers while still ensuring that different 
plan sponsors adopt plans suited to their particular needs. 

In December 2009, the IRS announced that it would soon publish a revenue 
procedure for obtaining an opinion letter from the IRS that the form of a prototype plan 
meets the requirements of Section 403(b) and the regulations. To date, however, the IRS 
has not finalized this procedure. Subsequent guidance on a Section 403(b) individual 
determination letter program akin to the Section 401(a) determination letter program is 
also planned, according to the IRS. 

B. Information Sharing Agreement Requirements 

Participants in 403(b) Plans historically had been able to transfer their accounts to 
vendors who do not directly participate in their employer’s plan (“outside vendors”). 
When this occurred, no clear lines of communication existed between the employer and 
the participant’s new vendor. An outside vendor had to rely on the participant for notice 
of the participant’s severance of employment. An employer similarly had to rely on the 
participant for information relating to the participant’s loans and distributions with 
outside vendors. In the IRS’s view, this opened the door to potential abuse. 

The 2007 regulations maintain a participant’s option to contract with an outside 
vendor if permitted by his or her employer’s plan. As a precondition to such contracting, 

5 
 



 

however, the regulations now require a formal agreement between the outside vendor and 
the participant’s employer to pass information between them in order to make sure that 
participant accounts are being administered properly.6 The IRS expects that Information 
Sharing Agreements will ensure that plan information is maintained with accuracy.  

Typically, these agreements will require an employer and outside vendor to share 
information about: 

 an employee’s severance from employment; 

 employee eligibility and receipt of hardship distribution(s); 

 employee ownership of one or more contracts under the plan; and  

 outstanding employee loans. 

This additional level of regular cooperation between vendors and employers 
should prove helpful to nonprofit employers in administering their 403(b) Plans since the 
burden of recordkeeping is explicitly shared between the parties. Vendors of 403(b) Plans 
should be able to supply plan sponsors with forms of Information Sharing Agreements 
for this purpose.  

Information Sharing Agreements are required for accounts with outside vendors 
that have received or will receive contributions after September 24, 2007. A number of 
complex enforcement and grandfathering rules apply to any accounts with outside 
vendors that were established prior to January 1, 2009. Plan sponsors are advised to seek 
legal advice to address their own particular facts and circumstances. 

C. Universal Availability Requirement for Employee Elective Deferrals 

1. Coverage 

The “universal availability” rule has long been a feature of 403(b) Plans 
with employee elective deferrals. In general, the universal availability rule 
requires that if any one employee is permitted to make an elective salary deferral, 
then, subject to limited exceptions, all employees must be permitted to do so. No 

                                                 
6 For example, presume that the investment management company Vanguard is the only participating 

vendor in Company A’s 403(b) Plan, and presume that the 403(b) Plan sponsored by Company A 
allows plan participants to invest with outside vendors, such as Fidelity Investments. If an employee 
of Company A wishes to invest his or her funds with Fidelity, a non-participating vendor, then an 
Information Sharing Agreement between Company A and Fidelity will need to be in place before the 
employee’s funds are transferred. If an Information Sharing Agreement is not in place before the 
transfer is made, the employee’s funds will no longer receive the beneficial tax treatment extended to 
contributions made under a 403(b) Plan and the employee may be subject to an excise tax penalty on 
the amount transferred. 
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minimum age or service requirements may be imposed as a condition of 
participation in the employee elective deferral component of 403(b) Plans.7 

Only a few categories of employees may be excluded from eligibility for 
making elective deferrals when an employer has a 403(b) Plan in effect. In 
particular, the categories of excludible employees include employees who: 

 are eligible to participate in another 403(b) Plan, a 401(k) Plan, or 
a 457(b) Plan, sponsored by the employer;  

 would make contributions totaling an amount no greater than $200; 

 are nonresident aliens and have no US source income;  

 are students performing services for a school, college, or university 
as part of a work-study program; or 

 normally work fewer than 20 hours per week. 

2. Communication 

In conjunction with providing “universal availability,” a 403(b) Plan 
sponsor must also provide meaningful affirmative notice (what the IRS calls 
“effective opportunity”) to employees, informing them that they are eligible to 
participate in the plan through elective deferrals. Employees must receive such 
notice at least once during each plan year. Effective opportunity will not exist if 
any other rights or benefits are made contingent upon the employee participating 
or not participating in the plan. 

The regulations do not specify the form that the communication to 
employees should take. Notice could occur in the context of group meetings or 
workshops, website postings, or written memoranda distributed on an 
organization-wide basis. It will be easier for a plan sponsor to demonstrate 
compliance, however, if written materials serve to document the annual 
communication with employees about the 403(b) Plan. Discussion groups and 
website postings may be useful vehicles for addressing employee questions when 
materials are distributed, as supplements to written communication. Plan sponsors 
are advised to incorporate written materials into employee outreach efforts 
relating to the plan. 

                                                 
7 A 403(b) Plan sponsor may, however, impose minimum age and minimum service requirements for 

any employer-funded portion of the plan. The maximum allowable age restriction is age 21. 
Generally, the maximum allowable eligibility waiting period is one year of service, but a two-year 
waiting period is allowable if employer contributions are 100 percent vested immediately upon the 
participant’s entry into the plan.  
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D. Nondiscrimination Testing Requirement 

Except for contributions made through employee elective deferrals, amounts 
contributed to employee accounts are subject to a number of “nondiscrimination” tests on 
an annual basis. This means that if a 403(b) Plan provides for employer contributions, 
employee after-tax contributions, or both, it will be subject to testing. By contrast, if a 
403(b) Plan provides for only employee elective deferrals, then nondiscrimination testing 
is not required. 

Nondiscrimination testing compares amounts contributed for the benefit of Highly 
Compensated Employees (“HCEs”) with amounts contributed for the benefit of non-
HCEs. An HCE is an employee that owns more than 5 percent of a company or whose 
income exceeds a predetermined amount specified annually by the IRS. For 2011, this 
amount is $110,000 in compensation.  

The reason that the IRS imposes nondiscrimination testing is to help ensure that 
employers do not disproportionately favor their highest paid employees. The testing 
provides 403(b) Plan sponsors with the incentive to offer retirement saving opportunities 
to a broad swath of their workforce. A 403(b) Plan could lose its tax-favored status if it 
fails to meet nondiscrimination requirements. 

In general, the regulations impose three types of tests upon 403(b) Plans: (1) the 
minimum coverage test; (2) the general nondiscrimination test; and (3) the Actual 
Contribution Percentage test. Additional rules apply in determining how these tests are 
applied. (Other types of nondiscrimination rules may apply if a plan becomes subject to 
ERISA.)  

These tests are explained in basic terms below. These descriptions are intended 
to serve only as guidelines. The Code is quite particular in the manner in which 
measurement occurs under these tests. How the tests apply to a sponsor’s 403(b) Plan 
will depend on how the plan is designed. Sponsors of 403(b) Plans are urged to seek 
the advice of tax counsel before attempting to determine whether their particular 
plans are compliant. Alternatively, sponsors may delegate responsibility for testing 
to third party administrators. 

1. Minimum Coverage Test 

Section 403(b) Plans must meet certain minimum coverage levels so that 
benefits are not skewed in favor of HCEs. Meeting either the Ratio Percentage 
Test or the Average Benefit Test will satisfy this requirement. 

Ratio Percentage Test:  

Step 1. Identify the size of the groups of HCEs and non-HCEs in the 
overall workforce, and the number of 403(b) Plan participants in each. 
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Step 2. The proportion of non-HCEs who benefit under the plan divided 
by the proportion of HCEs who benefit under the plan must be at least 
70 percent. 

Average Benefit Test—A Combination of Two Different Tests: 

Step 1. Nondiscriminatory Classification Test: The classification of 
employees benefiting must be a reasonable classification that does not 
discriminate in favor of HCEs. A reasonable classification is based on an 
evaluation of all facts and circumstances. For example, whether the 
classification is made under objective business criteria such as job 
categories, compensation levels, and geographic location may be 
considered. 

Step 2. Average Benefit Percentage Test: The average benefit percentage 
(i.e., proportion of benefit to compensation) for non-HCEs must be at least 
70 percent of the average benefit percentage for HCEs.  

2. General Nondiscrimination Test 

Section 403(b) Plans may not discriminate in favor of HCEs in terms of 
contributions, benefits, or coverage. The analysis required by this type of testing 
is extremely complex, and cannot be simply explained within the scope of this 
relatively short memorandum. 

Fortunately, there will be no need to test employer contributions in this 
manner if the 403(b) Plan has adopted a formula that meets a regulatory “safe 
harbor,” a rule that provides a simple alternative to the testing requirements. The 
safe harbor formulas include: 

 a uniform contribution percentage or flat dollar amount for all 
employees; or 

 a uniform “points” formula that takes into account the age, service, 
and/or compensation of the employee, where the average 
percentage contribution for all non-HCEs is at least equal to the 
average percentage contribution for all HCEs. 

3. Actual Contribution Percentage (ACP) Test 

Under this test, the average contribution rate (expressed as a percentage of 
compensation) for the group of eligible HCEs for the testing year cannot exceed 
the greater of: 
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 125 percent of the average contribution rate for all eligible non-
HCEs for the prior year; or 

 the lesser of: 

o 200 percent of the average contribution rate for all eligible 
non-HCEs for the prior year; or 

o 2 percentage points greater than the average contribution 
rate for all eligible non-HCEs for the prior year.  

A number of safe harbors—some of which involve significant 
complexity—are available to help plans satisfy the ACP testing requirement. 
Sponsors of 403(b) Plans are advised to discuss these matters with their respective 
plan vendors. 

E. Controlled-Group Rules 

Under certain circumstances, a nonprofit and another organization (either 
nonprofit or for-profit) may be treated as a single employer for plan purposes such as 
nondiscrimination testing. Common control exists between a nonprofit and another 
organization if at least 80 percent of its trustees or directors overlap, or 80 percent of the 
trustees or directors of one organization are directly or indirectly “controlled” by the 
other. Common control could exist between a parent organization and its subsidiary, or 
between sister entities controlled by the same parent organization. 

Sponsors of 403(b) Plans should consider the ramification of controlled-group 
treatment on the universal availability requirement and nondiscrimination testing of 
employer contributions when determining whether their plans are in compliance. 

Nonprofit entities may also elect to be treated as under common control with 
another nonprofit entity for specified 403(b) Plan purposes. In order to prevent potential 
abuse, the IRS allows permissive aggregation only where substantial business reasons 
exist for maintaining each organization as a separate entity. 

F. Plan Termination 

Sponsors may terminate 403(b) Plans subject to certain requirements under the 
regulations. Among other things, the plan document must include a provision permitting 
termination and all accumulated benefits under the plan must be distributed to 
participants as soon as administratively feasible after termination. Additionally, if a plan 
has assets that are invested in custodial accounts or it allows for elective deferrals, it may 
not be terminated unless the plan sponsor and all its affiliates do not contribute to any 
other 403(b) Plans in the twelve-month periods before and after the distribution of assets 
from the terminated plan. 
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In February 2011, the IRS released additional guidance regarding the termination 
of 403(b) Plans. This guidance indicates that in addition to the requirements outlined 
above: 

 the plan sponsor must take binding action to terminate the plan; 

 benefits held under the plan must be fully vested and nonforfeitable upon 
termination; 

 though plan assets must be disposed of immediately following plan 
termination, issuance of a certificate evidencing fully paid benefits to each 
participant or beneficiary constitutes a distribution; and 

 if the participant is allowed to rollover his or her benefit to another tax 
qualified retirement account or annuity, the participant must be properly 
notified of this right by the plan sponsor.  

The tax consequences of the plan’s termination to participants will depend on 
whether the distributed assets are rolled over to another tax qualified account. If not, the 
distributed assets will be taxable to the participant at the time of distribution. 

G. No New Funding of Plans Via Life Insurance Contracts 

Prior to the release of the 2007 final regulations, an annuity contract could 
provide life insurance protection as long as the death benefit was “merely incidental” to 
the primary purpose of providing retirement benefits. After September 24, 2007,8 
however, new separate life insurance contracts may no longer be purchased with 403(b) 
Plan assets. 

Annuity contracts written and in place as of September 24, 2007 have been 
grandfathered and may remain in place as long as they satisfy the old incidental benefit 
rules that limit the total amount of a participant’s funds that may be invested in life 
insurance. Provisions for annuity death benefits are still permitted. 

H. Post-Severance Contributions Permissible. 

Section 403(b) Plans may allow for contributions to be made to a former 
employee’s account after he or she has terminated service with an employer. One way 
this may occur is through employee elective deferrals; the other way is through employer 
nonelective contributions.  

                                                 
8 The effective date for the rules prohibiting life insurance contracts falls prior to the general effective 

date for the 2007 regulations. 
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1. Employee Elective Deferrals 

Three types of compensation received after an employee’s termination 
may be included in elective deferred amounts: (i) regular pay; (ii) accrued but 
unused vacation; and (iii) accrued but unused sick pay. 

Under a deferred compensation arrangement, a separated employee has 
until the later of (x) the end of the year in which he or she left service, and (y) two 
and a half months to make an elective deferral. If the two-and-a-half month period 
overlaps with the end of a plan year, the employee may make contributions up to 
the annual plan limit, both for the plan year that has just ended, as well as for the 
plan year that has just begun.  

2. Employer Nonelective Contributions 

Following the date of an employee’s severance, an employer has until the 
end of the current plan year, and then five additional years, to make contributions 
to the former employee’s 403(b) account, within the maximum overall legal limit. 
The rule for this benefit is that the contribution must be through employer 
nonelective contributions only. Only the employer’s funds may be used. The 
contribution may not be accomplished with employee money, such as via a salary 
reduction agreement. 

For example, if an employee opts to make an elective deferral of sick pay 
that he or she would otherwise receive in cash after leaving service, that money—
depending on the 403(b) Plan in place—may be subject to an employer matching 
contribution that could serve as a post-severance employer nonelective 
contribution. 

For nonprofit organizations, these contributions will be subject to testing 
to ensure that they do not discriminate in favor of HCE participants as against 
non-HCE participants, as discussed above. 

I. Definition of “Severance from Employment” 

Severance from employment occurs when an employee no longer works for the 
sponsor maintaining the 403(b) Plan (an “eligible employer”) or works in a capacity that 
is not “employment” with an eligible employer. Thus, a severance may occur for 
distribution purposes when an employee transfers from an eligible parent nonprofit 
organization to an ineligible subsidiary for-profit organization, even though the two 
organizations may be treated as a single employer for other purposes.  
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J. Catch-Up Contribution Rules 

Two different types of catch-up contributions are permitted for 403(b) Plans. 
First, in 2011, participants age 50 or older may contribute up to $5,500 beyond the 
$16,500 limit on elective deferral amounts allowed for individual participants. Second, 
participants who have completed at least 15 years of service at one of several types of 
“qualified organizations,” which include schools, hospitals, and health and welfare 
service agencies (including home health service agencies), may defer up to $3,000 per 
year as a catch-up elective deferral above and beyond the regular elective deferral 
amounts and the age 50 catch-up. The latter benefit, however, is subject to a $15,000 
cumulative cap. The IRS is authorized to adjust these dollar amounts to account for 
inflation. 

Participants, if eligible, may use both types of catch-up contributions in the same 
year. The regulations, however, specify a particular order for applying the catch-up rules. 
The first amounts of catch-up contributions are attributed to the 15-years-of-service 
catch-up benefits. The rationale for this ordering is to ensure that the 15-years-of-service 
catch-up benefit is expended, consistent with the notion that the benefit is subject to a 
cap, unlike the age 50 catch-up provision which is not subject to a cumulative cap.  

IV. ERISA CONSIDERATIONS  

A. Safe Harbor Program Design and Operation 

Nonprofits have historically had the ability to offer 403(b) Plans that are not 
subject to ERISA.9 Prior to the issuance of the 2007 regulations, the US Department of 
Labor (the “DOL”) had established a safe harbor regulation that exempted 403(b) Plans 
from ERISA compliance so long as plan sponsors had only limited involvement in the 
operation of their plan. This regulation specified that a 403(b) Plan was exempt from 
ERISA so long as: 

 participation by employees is completely voluntary; 

 all rights to any plan account rests with the participant; 

 no compensation is received by the sponsor, except for monies used to 
offset administrative expenses; and 

                                                 
9 ERISA is a complex federal law that sets regulatory standards for the establishment and operation of 

employee benefit plans. In general, ERISA’s provisions apply to any employee benefit plan. Some 
plans, however, and particularly 403(b) Plans, may be exempt from ERISA in certain circumstances, 
as discussed in Part IV of this memorandum. A few of the regulatory requirements imposed upon 
ERISA-covered plans are discussed very briefly in Part V of this memorandum. 
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 the “sole involvement” of the plan sponsor is limited to a list of ministerial 
activities specified by the DOL. 

The safe harbor regulation applies only to 403(b) Plans that do not provide for 
employer contributions. 

Because the 2007 regulations increased the administrative obligations of plan 
sponsors, many nonprofits were concerned that compliance with the pending rules would 
necessarily subject them to ERISA requirements.  

Responding to these concerns, the DOL issued guidance clarifying that the safe 
harbor “remains operative,” and specified which actions an employer may take under the 
2007 regulations and still not be subject to ERISA. Without triggering ERISA, an 
employer may:  

 adopt a 403(b) Plan; 

 perform duties as necessary to ensure tax compliance (e.g., 
nondiscrimination testing); 

 ensure maximum contribution limits are not exceeded; 

 certify to an annuity provider certain facts within the employer’s 
knowledge as employer, relating to a participating employee; 

 perform information collection and compilation duties; and  

 terminate a plan.  

The DOL also emphasized that under the safe harbor, an employer cannot have 
responsibility for or make discretionary determinations in administering the plan. 
Examples of such discretionary determinations include: 

 authorizing plan-to-plan transfers; 

 processing distributions; 

 satisfying applicable joint and survivor annuity requirements; 

 making determinations regarding hardship distributions;  

 making determinations regarding Qualified Domestic Relations Orders; 

 determining eligibility for or enforcing loans; and  
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 negotiating with annuity providers or account custodians to change the 
terms of their products for other purposes, such as setting conditions for 
hardship withdrawals.  

Use of a document that limits the scope of the sponsor’s administrative discretion 
will not guarantee that a 403(b) Plan will be exempt from ERISA. The determination of 
whether a plan is subject to ERISA depends on the actual operations of the plan.  

Plan sponsors will need to be conscientious about what they cannot do within the 
scope of the safe harbor (e.g., signing off on plan distribution or hardship forms) and are 
reminded to seek counsel if they are unsure about whether a given activity might or 
would result in the plan being subject to ERISA. 

B. ERISA Reporting and Auditing Requirements 

Form 5500 is the primary source of information concerning the operation, 
funding, assets, and investment of pension plans for the DOL as well as the IRS. While 
403(b) Plans that are not subject to ERISA have no annual filing requirements, those that 
are covered by ERISA are subject to both reporting and auditing requirements. 

The reporting and auditing obligations for 403(b) Plans covered by ERISA are as 
follows: 

1. Small Plans 

Small ERISA-covered plans, defined as plans containing fewer than 
100 participants, may file a streamlined form known as “Short Form 5500.” Plans 
that are eligible to file the Short Form 5500 include those that: 

 do not hold any employer securities at any time during the plan 
year; 

 satisfy the audit waiver conditions (which consists of a complex 
analysis beyond the scope of this memorandum); 

 hold all 403(b) Plan funds throughout the year in assets that have a 
“readily determinable fair market value” as defined by the 
regulations; and 

 are not multiemployer plans. 

We expect that many nonprofit plans should be able to meet the 
requirements to file Short Form 5500, but sponsors are advised to consult tax 
counsel on this matter due to the numerous rules that bear on eligibility. 
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2. Large Plans 

Large ERISA-covered plans, defined as plans with 100 or more 
participants at the beginning of the plan year, are subject to significant filing 
obligations. For purposes of the annual reporting requirements, large ERISA-
covered 403(b) Plans are subject to the same reporting requirements as pension 
plans sponsored by for-profit employers. Large plans must file a standard 
Form 5500, and also must submit audited financial statements along with their 
filing. The requirement for an independent audit report applies only to large plan 
filers; this obligation does not extend to small plans filers. 

V. SECTION 403(B) PLANS VERSUS SECTION 401(K) PLANS 

The 2007 regulations made the function of 403(b) Plans similar to that of 401(k) 
Plans. This Part briefly considers the differences between plans under Sections 403(b) 
and 401(k). 

A. Section 403(b) Plans that are Not Subject to ERISA. 

For 403(b) Plans that are not subject to ERISA, switching to a 401(k) Plan, which 
is subject to ERISA compliance requirements, will trigger a number of additional 
administrative burdens and obligations. Some of these are: 

 Reporting and Accountability to the Federal Government: Employers must 
file Form 5500 on an annual basis, and undergo associated audits. 

 Additional Legal Obligations to Participants: Heightened fiduciary 
standards will apply to employers’ selection of investment vehicles for the 
plan. Participants have standing to sue employers for breach of fiduciary 
duty, as well as for discrimination against individuals obtaining their 
benefits. 

 Disclosures to Plan Participants: Employers must provide each participant 
with a disclosure, known as a Summary Plan Description, which 
summarizes in plain English the provisions contained in the written plan 
document, including: plan benefits, the rules governing those benefits, and 
any changes to either the benefits or the rules for participants obtaining 
them.  

B. Section 403(b) Plans that Are Subject to ERISA. 

For 403(b) Plans that are subject to ERISA, the ramifications of switching to a 
401(k) Plan seem far less dramatic. The two plans function quite similarly. The choice 
between the two types of tax-deferred benefits will depend on the type of plan features 
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and investments the organization wants to offer employees. As discussed herein, certain 
plan features are available only to 403(b) Plan participants. Some of these include:  

 Contracting with Outside Vendors: If the plan sponsor elects, participants 
may make arrangements to invest with vendors who are not part of their 
respective employers’ 403(b) Plans. 

 Post-Severance Contributions: If the plan sponsor elects, participants may 
make elective deferral contributions to their account, and also receive 
employer contributions, even after a severance from their employment. 

 15-Years-of-Service Catch-up Contributions: If the plan sponsor elects, 
participants who work for certain categories of employers for 15 years 
may become eligible for special service catch-up contributions, up to a 
cumulative amount of $15,000. 

 Purchase of Service Credits in Governmental Defined Benefit Plans: If the 
plan sponsor elects, participants may use funds from their 403(b) accounts 
to purchase service credits in government-sponsored defined benefit 
pension plans. 

Other differences between 403(b) Plans and 401(k) Plans grounded in state law may also 
apply;10 organizations are advised to consult with local counsel. 

________________________________________________________________________ 

IRS Circular 230 Disclosure: To ensure compliance with requirements imposed by the 
IRS, we inform you that any tax advice contained in this communication (including any 
attachments) is not intended or written to be used, and cannot be used, for the purpose of 
(i) avoiding penalties under the Internal Revenue Code or any other US federal tax law or 
(ii) promoting, marketing, or recommending to another party any transaction or matter 
addressed herein.  

This document is provided as a general informational service to volunteers, clients, and 
friends of the Pro Bono Partnership. It should not be construed as, and does not 
constitute, legal advice on any specific matter, nor does distribution of this document 
create an attorney-client relationship. 

                                                 
10 At least one state, the State of New Jersey, does not provide tax-favored treatment to employee 

contributions to 403(b) Plans for state income tax purposes. By contrast, New Jersey does treat 
employee contributions to 401(k) Plans as exempt from taxation at the time they are made. 
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