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The IRS is Investigating 403(b) Plans

For the past year, the Internal Revenue Service has been inves-

tigating 403(b) plans sponsored by school districts, to determine

whether such plans are in compliance with applicable tax rules.

The IRS also recently stated that it will examine school district

plans in all 50 states over the next year.  Specifically, the IRS is

investigating whether school district 403(b) plans are complying

with the so called "universal availability" rule.  This rule requires

that if an employer sponsors a 403(b) plan, all employees – with

certain limited exceptions – must be given the opportunity to

participate in the plan.  Although employers found in violation of

this rule generally can correct the mistake, those that do not

take corrective action could have the entire plan disqualified.

The initial IRS investigation takes the form of a "contact letter", which includes a questionnaire to be com-

pleted by the employer.  Although a response to the initial letter and completion of the questionnaire are

not mandatory, the letter does warn the recipient that failure to cooperate could lead to a formal IRS audit

of the plan.  If the responses to the questionnaire indicate that the employer may have violated the "uni-

versal availability" requirement, the IRS sends a follow-up "closing letter", which outlines the possible cor-

rective measures that the employer can take.  Samples of the contact and closing letters can be found in

the Employee Benefits section of the Firm’s website, www.jaeckle.com.  The corrective actions, which are

summarized below, require the employer to make a special contribution to the plan on behalf of all

employees who were wrongly excluded from the plan.

The "universal availability" rule requires that if an employer permits one employee to defer salary into a

403(b) plan, the employer must extend this offer to all employees of the organization, with certain limited

exceptions.  Participation does not have to be offered to:

• Employees who normally work less than 20 hours per week

• Employees who participate in a 401(k) or 457 plan, or in another 403(b) plan

• Certain students who perform services at schools at which they are enrolled

• Non-resident aliens

An employee outside of these excludible categories must be offered the opportunity to participate in the

plan.  Employers that sponsor 403(b) plans often mistakenly assume that certain part-time employees and

employees in certain support positions can simply be left out of the plan.  In school district plans, nurses,

substitute teachers, bus drivers and maintenance workers are common examples of wrongly excluded

employees.  

Failure to observe the universal availability rule can cause the entire 403(b) plan to lose its tax favored

status.  If that happens, employees will lose the ability to exclude contributions from their taxable income.

www.jaeckle.com

403(b) plans are retirement plans
sponsored by schools and tax-exempt
organizations across the country.
These plans – sometimes called "tax
deferred annuities" (TDAs) or "tax shel-
tered annuities" (TSAs) – permit
employees to make pre-tax salary
deferral contributions, and often pro-
vide for employer matching contribu-
tions. 



To avoid disqualification of the entire plan, the sponsoring employer must cor-

rect the failure, by making a contribution to the plan on behalf of each wrongly

excluded employee, in an amount which approximates the employee's "lost

opportunity cost". The calculation for the required contribution represents an

estimate of:

• the hypothetical deferral that the excluded employee would have made to

the plan if he or she had been allowed to participate, plus

• the earnings that such contributions would have earned while in the plan.

In order to estimate what the improperly excluded employees would have con-

tributed, the employer can either take the average contribution rate for similarly

situated employees – the so called "actual deferral percentage" or "ADP" -  or

simply assume that the average rate is 3%.  In either case, the school district

must then:

• make a contribution for each wrongly excluded employee that is a percent-

age of the employee's compensation equal to one-half of the applicable

contribution rate (i.e., either the actual ADP, or 3%); and

• if the employer made matching contributions for the years in question, it

must also make a matching contribution for each excluded employee,

equal to 100% (rather than one-half) of the salary deferral that each such

employee would have made (computed in the manner just described).

The IRS' recent targeting of school district 403(b) plans isn't the only important

development relating to these plans. The IRS proposed comprehensive new

regulations to govern 403(b) plan in 2004, which are expected to be finalized

this year.  Among other things, the new regulations require a written plan docu-

ment for all covered 403(b) plans.  In addition, a great deal of attention has

recently been focused on the high fees charged for certain 403(b) investments,

particularly insurance company annuities.  

Employers that sponsor 403(b) plans should take this opportunity to ensure that

their plans fully comply with all applicable laws, and take an appropriate course

of action if required.  If you have any questions or would like more information

regarding 403(b) plans, please contact Robert W. Patterson at

rpatterson@jaeckle.com or 716.843.3910 or Michele O. Heffernan at mheffer-

nan@jaeckle.com or 716.843.3850.
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This Jaeckle Article, prepared by the attorneys at Jaeckle

Fleischmann & Mugel, LLP, is intended for general informa-

tion purposes only and should not be considered legal

advice or an opinion on specific facts. For more informa-

tion on these issues, contact one of the attorneys listed

above or your existing Firm contact. Prior results do not

guarantee a similar outcome.The invitation to contact is

not a solicitation for legal work in any jurisdiction in

which the contacted attorney is not admitted to practice.

Any attorney/client relationship must be confirmed in

writing.
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Example: Employee A, with annual compensation of $50,000, was incorrect-
ly excluded from a 403(b) plan for one year. The plan provides for employee
elective deferrals and a 25% match. The ADP for the employee’s group was
10% so the “hypothetical” deferral, which the employee was prevented from
making, was 10% of $50,000, or $5,000. The required corrective contribu-
tion equals:

• $2,500 (one-half of the hypothetical deferral of $5,000), plus
• $1,250 (the hypothetical matching contribution - 25% of $5,000).

Thus, the total corrective contribution required is ($2,500 + $1,250) =
$3,750 plus an adjustment for earnings.



<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /All
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveEPSInfo true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputCondition ()
  /PDFXRegistryName (http://www.color.org)
  /PDFXTrapped /Unknown

  /Description <<
    /FRA <>
    /ENU (Use these settings to create PDF documents with higher image resolution for improved printing quality. The PDF documents can be opened with Acrobat and Reader 5.0 and later.)
    /JPN <FEFF3053306e8a2d5b9a306f30019ad889e350cf5ea6753b50cf3092542b308000200050004400460020658766f830924f5c62103059308b3068304d306b4f7f75283057307e30593002537052376642306e753b8cea3092670059279650306b4fdd306430533068304c3067304d307e305930023053306e8a2d5b9a30674f5c62103057305f00200050004400460020658766f8306f0020004100630072006f0062006100740020304a30883073002000520065006100640065007200200035002e003000204ee5964d30678868793a3067304d307e30593002>
    /DEU <>
    /PTB <>
    /DAN <>
    /NLD <>
    /ESP <>
    /SUO <>
    /ITA <>
    /NOR <>
    /SVE <>
  >>
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


