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With new regulations forthcoming, gains in the 401(k) and public sector 457 market-
places are ripe to be applied to the schools and nonprofit 403(b) market. These new
regulations will also introduce important due diligence and compliance expecta-

tions that will reshape the way public sector employers must manage these benefits for their
plan participants. Those organizations that adhere to these regulatory changes will find that
they have enormous opportunities to reduce fund fees, improve the performance of offered
funds and introduce new, enhanced services that will directly benefit their employees.
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Significant changes are coming to 
403 (b) plans for public schools and tax-
exempt organizations. On November 16,
2004 the Internal Revenue Service (IRS) 
issued two sets of regulations. One pro-
vided immediate, temporary regulatory
changes. Another established proposed
regulatory changes for which IRS was
seeking public input. Together, these tem-
porary and proposed regulations are 
expected to be finalized in 2007 and be-
come effective in 2008.

These regulatory changes will dramat-
ically alter the way in which 403(b) plans
must be managed. In the overview sec-
tion of the proposed regulations, IRS
clearly states, “A major effect of the legal
changes in Section 403(b) has been to di-
minish the extent to which the rules gov-
erning Section 403(b) plans differ from
the rules governing other arrangements
that include salary reduction contribu-
tions, i.e., Section 401(k) plans and Sec-
tion 457(b) plans for State and local gov-
ernment entities.”

Many of the characteristics of defined
contribution plans were overhauled by
the Economic Growth and Tax Relief Rec-
onciliation Act of 2001 (EGTRRA). The act
aligned key 401(k), 457(b) and 403(b) pro-
visions. EGTRRA

• Provided comparable annual contri-
bution limits that are now set at
$15,000

• Changed the definition of includable
compensation

• Introduced catch-up provisions that al-
lowed participants aged 50 and over to
contribute additional annual amounts
(now $5,000) above the maximum

• Permitted rollovers from one type of
plan to another.

State and local government 457(b)
plans still have the advantage over other
defined contribution plans with no 10%
penalty tax if funds are withdrawn from
the plan prior to the recipient reaching
age 591⁄2, as well as a catch-up provision
for eligible but previously unfunded com-
pensation deferrals that doubles the max-
imum contribution (now $30,000 per
year) in the three years prior to retire-
ment.

This alignment of defined contribution
plans prompted both private and public

sector government employers to improve
their management of plan investment op-
tions and services but had little impact on
schools and nonprofits, even though
EGTRRA applied to them as well.

While 403(b) plan employers may see
these regulatory changes as a challenge or
even a headache, the changes clearly pro-
vide employers with strategic opportuni-
ties to enhance and reposition this impor-
tant retirement benefit and put their own
plan in line with top-performing ones.
The regulations admit that there have
been few updates since the 1960s when
these plans were first introduced. Many of
the IRS codes are obsolete or were over-
ruled by subsequent acts that may have

modified this benefit but were not re-
flected in new guidelines.

In essence, the regulations acknowl-
edge an absence of change during the
past several decades, even though enor-
mous changes have taken place in the 
defined contribution retirement field.
One could say the same inertia has pre-
vented schools and nonprofits from reap-
ing the benefits of dramatic marketplace
changes. While 401(k) and 457 (b) plans
have experienced significant marketplace
improvements that benefit plan partici-
pants, the essential characteristics of
403(b) plans have remained compara-
tively static.

• Multiple providers and individual con-
tracts are still offered by 403(b) plans,
while both 401(k) and 457(b) plans
have reaped significant economies of
scale by moving to single providers

and leveraging total plan assets to re-
duce participant fees and improve
fund performance.

• The hands-off management approach
that typified the 457(b) market in the
’80s and ’90s is still rampant today in
403(b) markets. More management 
involvement has consistently led pub-
lic sector 457(b) plans to improve ed-
ucation, introduce robust investment
advice capability and strengthen cus-
tomer services.

• ERISA-like standards, which predom-
inantly applied to only the 401(k)
market, are extended, whether tech-
nically applicable or not, to the other
types of plans. The result is more 
effective compliance oversight of
plan benefits.

Frankly, employers that see 403(b)
changes solely as a compliance responsi-
bility requiring the minimum amount of
change miss the chance to improve this
benefit for their employees and make this
benefit a more powerful recruitment and
retention tool for the employer.

What follows are several suggested
strategies 403(b) plan providers might
consider to capitalize on marketplace
changes and bring their plans in line with
model employers.

Consolidation of
Providers/Determination of
Appropriate Fund Options

Historically, employers have equated
numerous providers with competition
and optimal fund options and services.
Model employers, however, recognize that
consolidation of providers through com-
petitive request for proposal (RFP)
processes permits them to use their par-
ticipants’ aggregate plan assets to bring
down fund fees and administrative ex-
penses.

RFPs are generally required as a way to
reduce the number of 403(b) providers.
For those employers with a sole provider,
renegotiation may be a viable route to
maximize investment returns for partici-
pating employees. As an example of the
competitive marketplace in 401(k) and
457 plans, the figure represents an actual
negotiated fee reduction in the expense
ratios of large cap mutual fund offerings
in a small, rural county 457 plan. Plan

P
E

N
S

IO
N

S
▼

December 2006 • www.ifebp.org • Benefits & Compensation Digest 19

Changing 403(b) Plans for Changing Times
Continued from page 1

While 403(b) plan employers
may see these regulatory
changes as a challenge 
or even a headache, 
the changes clearly provide
employers with strategic
opportunities to enhance 
and reposition this important
retirement benefit and put
their own plan in line 
with top-performing ones.

Continued on next page



20 December 2006 • www.ifebp.org • Benefits & Compensation Digest

sight responsibility than is advantageous
for participant-directed investments. They
are reducing the total funds offered while
ensuring that the core funds of their plans
provide appropriate asset-class diversity.
Because good fiduciary behavior dictates
regular evaluation of fund options, a re-
duced number of funds provides reduced
administrative responsibility for those
plans that are managed by employers.

A competitive RFP process and a well-
developed investment policy represent
the two most powerful tools employers
can use to select and maintain optimally
performing providers and investment
fund options.

Closer Scrutiny of 
Provider Services

Virtually all employers use profes-
sional services in their defined contribu-
tion plans. Employers rely on both com-
pany representatives and third-party
consultants (attorneys, accountants, ac-
tuaries, brokers) to meet with employees,
explain eligibility and plan provisions,
summarize key strengths of investment
strategies, offer investment guidance and
advice, and respond to participants’ serv-
ice needs.

Fiduciary due diligence requires this
type of benefit manager to act prudently
and ensure that others act prudently in
their actions. This requirement mandates
closer scrutiny than many 403(b) plan
providers historically exercised. Model
employers are beginning to incorporate
explicit performance standards and ex-

providers will generally agree to fund fee
reductions rather than subject their entire
portfolio with an employer to the compet-
itive environment and likely replacement
with another provider. Changes of this
magnitude fall directly to the bottom line
of the participant accounts. Economies of
scale clearly work.

Basically, employers are beginning to
understand that more is not better.

Today, most 401(k) and 457(b) plan
sponsors are introducing investment poli-
cies that describe their fund options; char-
acteristics of those options; the basis for
determining what funds will be offered;
benchmarks against which funds will be
evaluated; and the process by which un-
derperforming funds will be reviewed,
monitored and, where appropriate, re-
placed.

Many employers are also recognizing
that offering many funds may create more
confusion, complexity and increased over-
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pectations of all providers through con-
tractual guarantees of service and specific
financial consequences for providers who
fail to deliver promised services.

Reimbursement 
of Expenses

Employers that are more active in their
management of defined contribution re-
sponsibilities recognize that their in-
creased role has a corresponding in-
creased cost. It is often difficult, if not
impossible, for schools and nonprofits to
direct funds to this type of benefit. Model
employers are increasingly obtaining re-
imbursement from plan providers to
cover the costs of both compliance and
improved oversight and regular invest-
ment review and incorporating these esti-
mated increased costs in their competi-
tive RFPs.

Expenses are readily identifiable. Legal
and plan compliance services will be 
increasingly necessary, although plan
providers often have internal counsel that
can provide adequate plan-compliance
assistance. Fund reviews can also be ob-
tained by plan providers, although exter-
nal, neutral third-party oversight assures
an additional level of review. Education
for plan participants should be a core
component of plan provider services, but
it is also important to recognize that those
who have oversight responsibilities
(trustees, administrative personnel)
should also be educated regarding their
duties.

Compliance

The proposed regulations require that
a Section 403(b) program be maintained
pursuant to a plan. The plan, in both form
and operation, must satisfy the regulatory
requirements of Section 403(b) and con-
tain all the material terms and conditions
of benefits under the plan. There has been
some question as to whether the plan
must be a single document or if it can be a
set of documents. As stated informally by
IRS, the combination of documents that
contain applicable Code requirements
may be sufficient. Whether the final regu-
lations specify a single written plan docu-
ment or the use of aggregate documents,
employers will certainly have greater re-
sponsibilities in assuring that their plan
document(s) accurately reflects the oper-

A competitive RFP process
and a well-developed
investment policy represent
the two most powerful tools
employers can use to select
and maintain optimally
performing providers and
investment fund options.



ation of the plan while complying with
IRS requirements.

State and local government had similar
responsibilities after the passage of 2003
regulatory changes and the Small Busi-
ness Job Protection Act of 1996 (SBJPA).
SBJPA required public sector employers to
establish a trust, annuity or custodial doc-
ument for the sole benefit of plan partici-
pants and their beneficiaries. Although it
can be argued that plan sponsors always
had fiduciary responsibilities, this act cod-
ified the requirement by establishing a
trust agreement.

Employer Action 
Required

In light of the forthcoming regulations,
employers can consider several actions to
help meet fiduciary responsibility and due
diligence requirements and ease admin-
istration.

1. Review existing 403(b) provider con-
tracts to determine current investment
fund performance and expenses,
along with sales and servicing require-
ments of the provider. This review will
provide a benchmark to judge future

enhancements to the plan as well as
serve as an indicator of periodic due
diligence review of the plan.

2. Develop an investment policy state-
ment that creates the guidelines by
which investment options will be se-
lected, fund performance evaluated
and decisions made.

3. Consider conducting an RFP process
that solicits responses from pro-
viders and compares investment
services and fund performance if
multiple providers contract with the
employer or a single provider is se-
lected. This information will help
immensely with the financial and
administrative decision of whether
to transition to a sole provider. Re-
member, the litmus test of that deci-
sion should be whatever delivers the
best net return to the participant.

4. If you now use a single provider or
have a manageable number of pro-
viders, consider renegotiating the
provider contract(s). As previously
mentioned, existing providers will
likely reduce fund expenses and im-
prove service performance stan-
dards rather than subject existing
participant accounts to the compet-
itive marketplace. B&C
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403(b) Checklist for Meeting Due Diligence 
and Fiduciary Responsibilities
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Form a 403(b) advisory committee/board of five to seven mem-
bers.

Review existing 403(b) provider(s) for investment performance, 
investment options, fees, expenses, service, etc.

Create an investment policy statement.

Create a 403(b) plan document(s).

Establish standards for ongoing monitoring of the plan.

Establish fiduciary criteria.

Create and issue an RFP.

Determine the need for outside advisory expertise. 

✓

✓

✓

✓

✓

✓

✓

✓
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