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New Retirement Options
Open Up for Nonprofits
Are you taking advantage of all the retirement options now available for nonprofits?

B Y  T O D D  S .  T H O M P S O N

ew laws have dramati-
cally changed the
retirement-plan options
available to nonprofits.
Now managers have
access to 401(k) and

SIMPLE retirement tools in addition
to 403(b) plans to help them attract
and retain quality employees. The
ability to invest pretax salary dollars
in tax-deferred accounts is a power-
ful way to provide for retirement
income. Such plans are so beneficial
that all managers must give this
employee benefit serious considera-
tion. Which plan is most appropriate
for you depends on your organiza-
tion’s size and objectives. Let’s look
at the options:

403(B) PLANS
A 403(b) plan, which is named

after its IRS section, is a deferred
compensation arrangement for
employees of 501(c)(3) organizations
of any size.  Typical 501(c)(3) organi-
zations include hospitals, religious
organizations, charitable groups,
foundations, and private, nonprofit
colleges which are exempt from fed-
eral income tax.

Contributions to a 403(b) may be
made in the form of salary reduction
by an employee or by employer con-
tributions or both. Employee elective
deferrals to a 403(b) are limited to
20% of salary. The maximum salary-
deferral amount cannot exceed

$10,000, which is indexed in future
years to cost of living increases. The
overall limitation on contributions
for both employee and employer to
a 403(b) plan in one year cannot
exceed the lesser of $30,000 or 25%
of compensation.  However, the
annual contribution can also be
determined by the catch-up provi-
sions of IRS formulas that take into
account prior service and previous
contributions.

There are two types of 403(b)
arrangements:

1. ERISA Arrangements.

ERISA is the Employee Retirement
Income Security Act of 1974, which
governs the operation of most private
pension and benefit plans. ERISA
arrangements provide greater contri-
bution flexibility than non-ERISA
arrangements. They may be funded
by employer matching, employer dis-
cretionary contributions, employee
elective deferrals, employee after-tax
contributions, or a combination of
these.  ERISA arrangements are sub-
ject to administrative requirements
including plan document, govern-
ment filing, disclosure, testing, and
fiduciary requirements like other
defined contribution plans.  

2. Non-ERISA Arrangements.

These arrangements include those
maintained by church organizations
for their employees, government
agencies classified as 501(c)(3)

organizations, and other 501(c)(3)
entities that don’t include employer
contributions or after-tax money.
These non-ERISA plans do not have
the same administrative requirements
as plans governed by ERISA. Plan dis-
tributions are allowed only at retire-
ment, death, termination of employ-
ment, or attainment of age 591/2, and
are taxable as ordinary income.
Payments prior to age 591/2 are sub-
ject to a 10% penalty, and at age 701/2

mandatory distributions begin. A
rollover to an Individual Retirement
Account can be done after retire-
ment, termination of employment, or
upon reaching age 591/2.

NEW RETIREMENT-
PLAN OPTIONS: 401(K)

AND SIMPLE
The Small Business Job Protec-

tion Act of 1996 gave nonprofits
access to 401(k) and SIMPLE retire-
ment plans in addition to 403(b)
plans. The principle of using pretax
salary dollars invested in tax-
deferred accounts to build retirement
assets for future income is the same
with these new options. The advan-
tage of the new options for the non-
profit executive lies in the broader
investment and administrative choice
they offer, giving greater manage-
ment flexibility in meeting plan goals.  

There are some technical differ-
ences in the regulations governing
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the operations of the plans. In a
401(k), for example, the employee
contribution limit is $10,000 and
employer contributions are discre-
tionary, while in the SIMPLE the
employee contribution limit is $6,000
and employer contributions are
mandatory. It’s easy to get lost in the
numbing details of these plans, so the
best way to begin is to define what
your organization needs and then
review options that might fit.

401(k) Basics

A 401(k) plan, named after its
IRS code section, is generally appro-
priate for organizations of 100 or
more employees due to its adminis-
trative cost and complexity. There are
two key differences from a 403(b):

1. A 401(k) allows the control of
investment funds to reside with either
the participant or a plan trustee.

2. A 401(k) is always subject to
full ERISA reporting.  

A 401(k) has four key elements:
(1) plan document, (2) administra-
tion, (3) investments, and (4) trustee
services. You can chose a provider
who takes care of all four functions.
Or you may find it more effective to
select different providers for each
function. 

There are three types of 401(k):

1. Traditional 401(k)s have
limits and rules similar to 403(b)s.

2. Safe Harbor 401(k)s offer
safe harbor from discrimination test-
ing by making employer contribu-
tions mandatory.

3. The SIMPLE 401(k) is a
reduced-feature 401(k) with a $6,000
salary-deferral limit rather than the
traditional 401(k)’s $10,000, and
mandatory instead of discretionary
employer contributions.

SIMPLE Basics

SIMPLE stands for Savings
Incentive Match Plan for Employees.
A SIMPLE plan is appropriate for

smaller organizations with up to
about 100 employees. The SIMPLE
can have two forms:  

1. A SIMPLE 401(k) is a
reduced feature 401(k) with a $6,000
deferral limit and mandatory employ-
er contributions.

2. A SIMPLE IRA is a separate
employee self-directed IRA account.

With both forms of SIMPLE, the
employee salary-deferral limit is
$6,000, and the employer is required
to make contributions using one of
the following formulas:  

1. Matching: The employer is
required to match 100% of the first 3%
of compensation deferred.

2. Nonelective: The employer is
required to make a contribution to all
eligible employees of 2% of compen-
sation. In return  for making required
contributions, the employer avoids
discrimination testing.

The plan participant controls the
funds with a SIMPLE IRA so can take
distributions at any time, but is sub-
ject to the same distribution rules as
the other plans and would pay a
penalty for violating the rules.

457 PLANS

A 457 plan is a salary-deferral
plan for government entities.  The
employee contribution limit is $8,000
or one-third of compensation,
whichever is less. The Small Business
Job Protection Act of 1996 requires
all compensation deferred and all
assets held under a 457 plan to be

held in trust. A 457 plan has some
additional legal distinctions from
other plans, but the principles of
using pretax salary dollars invested
in tax-deferred accounts to build
retirement assets which are subject
to distribution rules are the same.

PROFIT-SHARING AND
DEFINED-BENEFIT
PENSION PLANS

Incongruous as it sounds, non-
profits have always had access to
profit-sharing plans. A profit-sharing
plan is one into which the employer
makes discretionary contributions on
behalf of employees. 

Defined-benefit pension plans
were the norm before the 401(k).
Pension plans still represent the ma-
jority of retirement plan assets.  With
a pension plan, the employee’s retire-
ment income is fixed, based on the
plan’s benefit formula. The employer
funds the plan based on an actuarial
determination of future plan liabili-
ties and bears the investment risk.

START PLANNING
TODAY

A competitive retirement plan
can be an important part of staff
recruiting for nonprofits of any size.
Retirement planning is a complex
area and will become even more so
with continuing legislation, rule
adjustments, and additional plan
types.  Yet for managers with a clear
view of their organization’s goals the
benefits are worth the effort. ■

Todd S. Thompson is a financial consultant

with A.G. Edwards & Sons, 440 Science

Drive, Madison, Wisconsin 53711, 800-544-

6152. Contact him for a retirement-plan

overview chart which summarizes the fea-

tures and rules of the plan types mentioned

in this article.
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Nonprofits

have always had

access to profit-

sharing plans.


