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On July 26, 2007, the Treasury Department and the Internal Revenue Service (IRS) issued final
regulations under section 403(b) of the Internal Revenue Code that provide updated guidance on
section 403(b) contracts and custodial accounts available to employees of public schools and certain
tax-exempt organizations. The final regulations, which had been proposed in November 2004, represent
the first comprehensive guidance issued under section 403(b) since 1964.

Below are some of the highlights of the final regulations:

o Effective Date: The final regulations are generally effective for taxable years beginning after
December 31, 2008, with delayed effective dates for 403(b) plans offered under collective
bargaining agreements, certain governmental 403(b) plans, and 403(b) plans sponsored by
certain church organizations. Transition rules for some of the new requirements are also
available.

e Written Plan Document Requirement: The final regulations adopt the requirement that a 403(b)
program be maintained pursuant to a written plan document that satisfies section 403(b) in both
form and operation and contains all the terms and conditions for eligibility, limitations, and
benefits under the plan. The IRS and the Treasury Department will provide model plan language
for public schools. Employers may draft plan documents that incorporate by reference other
related documents (such as the insurance policies or custodial accounts). In companion guidance
issued in Field Assistance Bulletin 2007-02, the Department of Labor confirmed that an
employer can comply with the new requirements in the tax regulations and still qualify for the
safe harbor for certain 403(b) programs funded solely with employee contributions, which
excludes those programs from ERISA.

e Distribution Limitation: Nongrandfathered contracts not subject to distribution restrictions may
offer distributions only after severance of employment or upon the occurrence of an event (such
as the attainment of a fixed number of years of service, the attainment of a stated age under the
plan, or disability).

e Timely Contribution Requirement: Contributions to 403(b) plans must be transferred to
providers within a period no longer than is reasonable for proper plan administration (for




example, elective deferrals transferred within 15 business days following the month in which
these amounts would have been paid to the participant).

Incidental Life Insurance Prohibited: Incidental life insurance, unless grandfathered, may not be
part of a 403(b) plan.

Termination of 403(b) Plans Allowed: A 403(b) plan may terminate and distribute assets to
participants with full rollover ability. In order for a 403(b) plan to be considered terminated, all
accumulated benefits under the plan must be distributed to all participants and beneficiaries as
soon as administratively practicable after termination of the plan; the employer is generally
precluded from making 403(b) contributions to a successor plan for 12 months.

Contract Exchanges: The regulations essentially revoke Revenue Ruling 90-24 as of September
24, 2007. The final regulations provide that investment products may continue to be exchanged
on a nontaxable basis if (i) the plan permits the exchange, (ii) the participant’s accumulated
benefit after the exchange is at least as great as such benefit before the exchange, (iii) the new
product imposes distribution restrictions that are at least as stringent as those applicable under
the old product, and (iv) the employer and new issuer enter into an agreement to provide to each
certain information related to tax compliance requirements.

Universal Availability of Employee Contributions: The final regulations require that if any
employee of an employer that offers a 403(b) arrangement is allowed to make elective deferrals
under the 403(b) plan, all employees of the employer must be allowed to make elective deferrals
under the 403(b) plan, with certain exceptions, including nonresident aliens, employees eligible
for section 457(b) deferrals, students, and employees who normally work fewer than 20 hours
per week. There is no exception for union employees, but transition rules permit additional
exclusions for limited periods.

Catch-Up Contribution: Under the final regulations, a 403(b) plan can provide for (i) a catch-up
contribution for a participant who is age 50 or older (up to $5,000 in 2007) and (ii) an additional
special catch-up contribution for a participant who has at least 15 years of service. The final
regulations confirm that if a participant is eligible for both catch-up contributions, the special
15-years-of-service catch-up contribution is applied first.

Treatment of Controlled Groups That Include Tax-Exempt Entities: The final regulations
impose new controlled group rules on tax-exempt entities. In general, control by one
organization of 80% or more of the board members of another organization will cause the
organizations to be treated as a single employer. The new controlled group rules have important
implications beyond 403(b) plans for tax-exempt organizations, including nondiscrimination
testing for welfare and pension benefit plans, calculating plan limits, tracking eligibility and
vesting service, and determining eligibility for distributions. The new controlled group rules do
not apply to governmental entities or certain church plans.

Administrative Obligations: The plan document will need to coordinate the responsibilities of
the employer and the vendors that are selected to provide 403(b) contracts and custodial
accounts. Employers will also need to oversee whether the vendors are fulfilling their
administrative obligations. Certain rules, such as loans and hardship provisions, must be




administered on the basis of aggregated contracts and custodial accounts, which will require a
much greater level of communication and coordination than in the past.
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(i1) promoting, marketing or recommending to another party any transaction or matter addressed herein.
For information about why we are required to include this legend in emails, please see
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