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403(b) Retirement Savings Plans

Q: What do the IRS’s new 403(b) rules mean for our district?

A: Inanutshell, the new rules increase districts” compliance responsibilities and now require that
districts have written 403(b) plans." Two basic types of duties or responsibilities exist with
respect to tax-sheltered plans: compliance and fiduciary. Compliance duty is the responsibility
to ensure compliance with the rules for the type of plan, including limits on enrollment,
contributions, transfers between plans, distributions, and rollovers. Fiduciary duty is, in the most
basic terms, the responsibility to prudently exercise any discretionary authority relating to the
plan. This includes the duty to exercise prudence in selecting vendors.

While much attention has been paid to fiduciary duties under 403(b) plans, the rules arguably
did not increase or decrease a district’s fiduciary duties. The rules do, however, require
districts to take a more active role in compliance. Under previous rules, districts had little
accountability for 403(b) plans and many relied on annuity vendors to enforce the rules.
Compliance responsibility will now fall more squarely on the district.

Q: What is a 403(b) plan?

A: A 403(b) plan is a tax-deferred retirement savings program sponsored by a public school
system or a tax-exempt organization. A 403(b) plan is similar to a private-sector 401(k) plan
or a public-sector 457 plan. All three are defined contribution plans.?

Both 403(b) and 457 plans are tax deferral plans that may be sponsored by a public school
district. A number of differences exist between the two types of plans, including differences
in contribution limits, catch-up contribution amounts, and timing of distributions.

Q: What are the two basic types of 403(b) plans for Texas school districts?

A: The two basic types of 403(b) plans available in Texas school districts are elective and
nonelective. The primary difference between the two plans lies in whether the employee or
the district chooses to establish and contribute to an account on behalf of the employee. With
an elective plan, the employee chooses to establish and contribute to the account through
salary deferrals. With a nonelective plan, the district chooses to establish and contribute to
the account, although the plan may permit the employee to also make contributions.

! The IRS issued final regulations July 26, 2007. The regulations are published at 26 C.F.R. parts 1 and 31.
2 The Department of Labor’s Web Site has a helpful explanation of the different types of retirement plans.
www.dol.gov/dol/topic/retirement/typesofplans.htm.
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In reading articles and guidance regarding 403(b) plans, districts should be mindful of the
distinction between elective and nonelective 403(b) plans. Because the district establishes
and contributes to a nonelective plan, the district has more decision-making authority and
greater responsibility for the plan’s operation. Much of this authority and responsibility does
not apply to elective plans.

Q: Are districts required to sponsor elective 403(b) plans?

A: Yes. These plans are elective for employees, not for districts. A district may not refuse to
enter into a salary reduction agreement with an employee for the purpose of making
contributions to an eligible qualified investment. Tex. Rev. Civ. Stat. 6228-5, sec. 9(1). Asa
practical matter, then, a district must sponsor a 403(b) plan if even one employee elects to
establish a 403(b) account.

Q: What is an “eligible qualified investment™?

A: An eligible qualified investment is a qualified investment product offered by a company that
either has certified to the Texas Retirement System (TRS) or is eligible to certify to TRS that
it meets applicable laws and rules.® Tex. Rev. Civ. Stat. 6228-5, sec. 4(3). This is a change
from previous law, which permitted an employee to designate any annuity for contributions.
The certification requirement was adopted by the legislature in 2001.

Q: Are districts required to sponsor nonelective 403(b) plans?

A: No. Some Texas districts adopt nonelective 403(b) plans as an additional retirement
program, attendance incentive, or other employee benefit, but Texas law does not require
districts to establish or maintain these plans.

Q: What is the deadline for complying with the new IRS rules?

A: The compliance deadline is December 31, 2008. Districts are advised to start their
compliance efforts as soon as possible. The Association of School Business Officials
International (ASBO) has created a 403(b) Resource Center, including timelines and sample
documents: www.asbointl.org/index.asp?bid=9709. ASBO has provided a timeline for
compliance in its 403(b) Resource Center. In working with this timeline, Texas districts that
sponsor only elective 403(b) plans should disregard any references to vendor selection and
collective bargaining agreements.

® There is an exception for contracts entered into before June 1, 2002. Additional information regarding 403(b)
plan vendors, including a list of vendors, is available on the TRS Web Site:
www.trs.state.tx.us/global.jsp?submenu=403b&page id=/403b/403b_welcome.
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Q: Do we have to accept any vendor who certifies its eligibility to TRS?

A: Yes, unless the vendor refuses to comply with the district’s written plan. Again, a Texas district
may not refuse to enter into a salary reduction agreement with an employee with respect to an
eligible qualified investment. The district may, however, require that the vendor follow any
administrative procedures the district has adopted to comply with the IRS’s 403(b) rules.

Q: Does my district owe a fiduciary duty with respect to our 403(b) plans?

A: Probably. Fiduciary duties relate to the exercise of discretionary authority. If a district
exercises any discretion with respect to a plan, the district may owe its employees a duty to
exercise its discretion in a prudent manner. For further information, ASBO had prepared a Q
& A document regarding fiduciary duties:
www.asbointl.org/ASBO/files/ccL ibraryFiles/Filename/000000002650/ASBOFiduciaryERIS

APiece.pdf.

Q: Isour district required to have a written 403(b) plan?

A: Yes. Any Texas school district that has even one employee who contributes to an
elective 403(b) plan must have a written plan document. One of the biggest changes from
the IRS’s new rules is a requirement that a district have a written plan document for all
403(b) plans it sponsors. The plan document(s) must address the “material terms and
conditions” of the plan(s), including:

- Terms and conditions for eligibility;
- Form and timing of distributions;

- Contracts available under the plan; and

- Any optional provisions, such as hardship withdrawals, distributions, loans, transfers, and
rollovers.

The plan document may also allocate responsibility for administrative functions to parties
other than the district (e.g., third party administrators), but the plan may not impose any
compliance responsibility on the employee.

Q: Isthere a required form for the 403(b) plan document?
A: The plan document need not be in any special form, so long as it addresses all the material

terms and conditions of the plan. In fact, the plan “document” may incorporate several
documents by reference.
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Several resources are available for development of the plan document. The IRS has
developed model language for public school districts at Revenue Procedure 2007-71.:
www.irs.gov/publ/irs-irbs/irb07-51.pdf. A district does not have to use the IRS’s model, but
if it does, it may rely on the model to the extent it adopts the exact language or language that
is “substantially similar in all material respects.”

ASBO has included a sample plan in its 403(b) Resource Center:
www.asbointl.org/index.asp?bid=9709. Finally, some districts may choose to rely on their
third party administrators or benefits attorneys to develop the 403(b) plan document.

Q: Does our district have to hire a third party administrator for its 403(b) plan?

A: The law does not require a district to hire a third party administrator (TPA) to manage its
403(b) plan(s). As a practical matter, however, many districts will find that a TPA is
advantageous. TPAs typically manage 403(b) elections, screen for compliance, approve
payroll deductions and receive the funds, and forward the funds to the vendors selected by
the employees.

TPAs bring special expertise to the table and so can shoulder most of the administrative
responsibilities. Also, because TPAs represent large groups of employers, they have more
bargaining power with vendors. A district that does not use a TPA may find vendors
unwilling to comply with its plan requirements.

Region X ESC is providing TPA services to Texas school districts. Many other companies
also provide these services.

Q: Can adistrict use a 403(b) vendor as its third party administrator?

A: It depends. This question was posed to the Texas Attorney General because of the potential
conflict of interest if a vendor provides TPA services. Specifically, a concern was raised that
the vendor/TPA might get preferential access to school district employees in violation of
statutory restrictions. See Tex. Rev. Civ. Stat. Ann. Art. 6228a-5 § 9(a).

The Attorney General concluded that use of a vendor/TPA may violate the law if the TPA
provides services for free or at a reduced fee, and the district—rather than the employees—
benefits from the arrangement. Tex. Att’y Gen. Op. GA-633 (2008). Other aspects of the
arrangement may violate the statute, depending on the facts and circumstances. Because this
is a complicated issue, a district should consult its local attorney before entering into a TPA
agreement with a company that is also a 403(b) vendor.
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Q: What is universal availability? What is the enforcement initiative?

A: Universal availability is the requirement that a district permit all eligible employees to
participate in a 403(b) plan. This may sound obvious, but the IRS has identified inconsistent
application of eligibility rules as one of the most frequent mistakes made in the
administration of 403(b) plans. A mistake in universal availability may result in the entire
plan’s losing its tax exempt status.

The IRS considers universal availability to be so important that it has initiated a compliance
effort directed at this one issue. The IRS is contacting school districts throughout the nation
to determine whether all eligible employees are provided an opportunity to participate in the
districts” 403(b) plans. More details on the project are available on the IRS Web Site:

www.irs.gov/retirement/article/0,,id=171019,00.html. A district that receives a compliance
contact letter and questionnaire from the IRS should contact its local attorney for assistance.

Q: How can we be sure that we are complying with the universal availability requirement?

A: The best way to achieve compliance is to understand the eligibility rules and the most
common mistakes. The basic rule is that if one employee is eligible, every employee is
eligible, except that the district can exclude certain groups of employees. Specifically, a
district may exclude®:

- employees who will annually contribute $200 or less to the plan;
- employees who participate in a 401(k) or 457 plan, or another 403(b) plan;
- non-resident aliens;

- students performing certain types of services;
- employees who normally work fewer than 20 hours per week.

www.irs.gov/retirement/article/0,,id=171020,00.html.

If a district allows one individual who could be excluded to participate, then the district must
allow all excludible individuals to participate.

* Under previous rules, a district could also exclude employees who made a one-time election to participate in a
governmental plan instead of a 403(b) plan, employees covered by a collective bargaining agreement, and visiting
professors. A district that excluded any of these groups before the new rules may continue the exclusion for the
period of time specified in the rules.
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Q: What are the most common mistakes relating to universal availability?

A: According to the IRS, the two most common mistakes are: (1) improperly excluding eligible
part-time employees; and (2) failing to offer all eligible employees an effective opportunity to
participate in the 403(b) plan. The IRS states that the groups most likely to be mistakenly
excluded are nurses, substitute teachers, maintenance workers, bus drivers, and other
employees who are either not full-time, not permanent, or not under contract.

A district may exclude employees who do not normally work at least 20 hours per week. In the
past, it was difficult to determine eligibility for employees whose schedules fluctuated from
week to week, such as substitutes. The new rules set forth a simplified test for determining
whether an employee normally works fewer than 20 hours per week. A district may exclude a
part-time employee only if: (1) for the 12-month period after the employee’s employment
started, the district reasonably expects the employee to work fewer than 1,000 hours; and (2)
for that year and each subsequent year, the employee in fact works less than 1,000 hours.

The effective opportunity test requires that all eligible employees have a chance to participate
in the 403(b) plan. Whether a district gives employees an effective opportunity depends on
all of the facts and circumstances, including whether employees were given notice of the
availability of the plan and sufficient time to elect to participate. The IRS will consider a
district to be in compliance if it provides employees with an opportunity, at least once each
year, to make or change their elections to contribute to the plan.

Q: Can a district terminate its 403(b) plan?

A: The answer depends on whether the 403(b) plan is elective or nonelective. As discussed
above, a district must sponsor an elective plan if even one employee wants to contribute to an
eligible qualified investment.

Texas districts are not, however, required to sponsor nonelective 403(b) plans. Thus, a
district may terminate a nonelective 403(b) plan, provided it complies with the procedures
and requirements in the IRS rules. Whether termination of a nonelective plan is advisable is
another matter. The personal savings rate has declined significantly in the past few years.”
Tax-sheltered savings plans are one means by which districts can help their employees save
for retirement.

A district may decide that the burdens imposed by the new 403(b) rules outweigh the benefits
of nonelective plans. A district may also decide that another type of retirement plan, such as
a 457 plan, would be a better choice for its employees. A district that is considering
termination of a nonelective plan should work with its benefits counsel to determine the
feasibility of termination.

> www.bea.gov/briefrm/saving.htm.
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What TASB policies apply?
Check out TASB Policy CRG(LEGAL): Deferred Compensation and Annuities.

Where can | get more information?

> Q » QO

More information about 403(b) plans is available on the IRS’s Web Site:
www.irs.gov/retirement/article/0,,id=172430,00.html. A district with specific application
concerns should consult its local counsel. The district can also contact TASB Legal Services
at 800-580-5345 for general assistance.

This document is provided for educational purposes only and contains information to facilitate a general
understanding of the law. It is not an exhaustive treatment of the law on this subject nor is it intended to substitute
for the advice of an attorney. Consult with your own attorneys to apply these legal principles to specific fact
situations.

Updated by Holly Claghorn, Senior Attorney, October 2008
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