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n the United States, employers aren’t required to
offer retirement plans (other than Social Security) to
their employees. Instead of mandating retirement
plans, Congress encourages employers to establish
retirement plans by offering tax benefits to both the

employees and the employer. We’re all familiar with the
usual retirement plan features: tax-deferred contribu-
tions and tax-deferred earnings, plus retirement savings
that are secure from most creditors. And, with the excep-
tion of 457(b) plans, these plans enjoy some exemption
from FICA taxes and can be rolled over into IRAs. These
are terrific benefits, and our employees have grown to
expect them.

But the benefits come at a cost. Each type of plan has
its own complex rules, and failure to meet them can
result in stiff penalties. Employees may face earlier and
higher taxation. The employer faces embarrassment,
employee suits, and sometimes employer payments to the
IRS to keep the plan tax-qualified.  

As an employer, you’re probably offering some sort of
tax-qualified plan to your employees. Are you meeting
your obligations under that plan? Are you sure? In fact,
many employers don’t meet government requirements but
are unaware of their exposure.

At KPMG, we review large numbers of retirement
plans for compliance with the Employee Retirement
Income Security Act of 1974 (ERISA) and the Internal
Revenue Code.  Based on these reviews, we know that
nonprofit employers tend to be less aware than their for-
profit counterparts of their tax and investment responsi-
bilities. Furthermore, we find that vendors and third-party
administrators sometimes charge higher fees for 403(b)
and 457(b) plans than for 401(a) plans.

Recently two groups within KPMG, the Compen-
sation and Benefits Practice and the Investment
Management Group, teamed up to help nonprofit employ-

ers with 403(b) and 457(b) plans. We review these plans
for compliance with federal regulations of the Internal
Revenue Service and the Department of Labor. At the
same time, we help the employer explore ways to
improve investment yields for employees by examining—
and often re-negotiating—the fees, charges, and invest-
ment choices associated with these plans.

Employer Beliefs…and Myths
KPMG has found that some nonprofit and state

employers believe they’re exempt from the plan rules–
they aren’t–and therefore pay little attention to their
plans. We find this misconception frequently held by
employers maintaining 457(b) plans.

Another myth among nonprofit employers is that
403(b) plans aren’t really “employer plans” unless the
employer makes special contributions into it. Even some
of the vendors, who should know better, have treated
these plans as large payroll deduction IRAs. For example,
a major mutual fund vendor refused to provide an
employer with information about employee contributions
or distributions. Their reason: It’s not the employer’s busi-
ness unless the employer gets written consent from the
employees. Of course, their in-house counsel eventually
admitted their error.

Countering the myth is this basic truth: All these plans
are employer-maintained plans. Primary responsibility
falls on the employer. This is true of state plans, church
plans, plans that are merely “offered” by the employer as a
payroll deduction feature, and all other nonprofit organi-
zation plans, no matter how large or small.1

Is Your Retirement Plan Engaging in
High-Risk Behavior?
Are you meeting your retirement-plan obligations? Are you sure?
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These employer plans are subject to the tax laws gov-
erning retirement plans. They may also be subject to state
fiduciary rules, even if ERISA standards don’t apply. Tax
law requires, for example, that the employer determine
the maximum contribution that can be excluded from W-2
income, and which amounts are subject to FICA, loan tax-
ation rules, discrimination rules (except in 457 plans), and
distribution rules.

The Heart of the Problem
In a 401(a) plan, the employer is actively involved in

determining that the tax rules are followed. Typical 401(a)
plans have only one vendor providing investment vehi-
cles. That vendor has been selected by the employer to
provide services in exchange for reasonable fees. An
agreement dictates which tests and limits the vendor will
perform and what information is required from the
employer. Thus, the employer and the vendor work close-
ly together in managing the plan.

An employer maintaining a 403(b) plan or a 457(b)
plan is less likely to conduct a competitive selection
process when hiring a vendor. Employers maintaining
these plans usually don’t pay plan fees and therefore are
less concerned about costs. In some cases this hands-off
approach allows a proliferation of vendors in the plan:
Employees request whichever vendor they wish to use,
and the vendor is added to the list. Over 100 have been
authorized by some plans (we recommend 1 or 2).

Those more familiar with 401(k) plans may find this
astonishing. It would be inconceivable for a for-profit
company to allow each employee to use a different insur-
ance company or mutual fund company for contributions
to the employer’s plan. Not only would this result in chaos
in the payroll system, it might abrogate the employer’s
duty to run the plan in accordance with the fiduciary stan-
dards of ERISA. 

The flip side of this hands-off approach is that 403(b)
plan contributions are often placed through individual
insurance agents or mutual fund brokers. These agents
and brokers use a fee schedule that’s appropriate for their
individual “clients” but rather high for an institutional cus-
tomer with many accounts to place. Allowing unreason-
able fees or unusual charges may violate applicable
ERISA fiduciary standards.

High-Risk Behavior in 403(b) Plans
So what happens in those plans that have taken a

hands-off approach? Typically, there are compliance prob-
lems. Trusting insurance agents or mutual fund brokers to
ensure compliance with contribution limitations is risky.
The 403(b) contribution rules are complex and easily mis-
understood. There is an interweaving of three different
levels that test different types of plan contributions.

An insurance agent selling a 403(b) annuity contract
may work mostly with the employee, having only a mini-
mum of interaction with the employer. The agent may not
discover that the employee has contributed significant
amounts to other vendors in the past. Likewise, a broker
may not discover that the employee is currently also con-
tributing to another vendor’s fund, so that the total contri-
bution exceeds the contribution limits. The agent or bro-
ker may not ask about employee contributions to
“unrelated” Keogh plans. The agent has no way of know-
ing whether the employee has already used up the full
catch-up under section 402(g) and therefore cannot con-
tribute $13,000. Finally, the agent may not be familiar with
the unique compensation and years of service definitions
that are critical to the 403(b) contribution limits.2

While this is less true of the large institutions that
have been traditionally involved in 403(b) plans, even large
plans have been affected by the experience level of the
vendor’s agents. Some agents are terrific; some are not.

Expecting insurance agents or mutual fund brokers
to find discrimination issues (which can be found even in
state university plans) and distribution issues is even
more unrealistic. Have your agents or brokers asked
whether the plan satisfies the universal availability rules?
Have they asked about controlled groups that may be
related to the employer?  Have they checked to see who is
responsible for determining hardship distribution eligibili-
ty?  What about working with the employer to make sure
the regular distribution rules are being satisfied?  If one
vendor is hired and charged with responsibility for a
plan—as generally happens in a 401(a) plan, and some
457(b) plans—the vendor tends to ask the right questions.
If an agent or broker knows that there are six (or sixty)
other companies sending agents to sell products to the
employees, why should the agent or broker be motivated
to keep the plan in line? 

High-Risk Behavior in 457(b) Plans
State and local government organizations offering

457(b) plans are generally aware of the basic $8,000 limit
(though we have seen plans that routinely permitted
“extra” contributions to people who don’t meet the excep-
tions).  However, these employers aren’t necessarily
aware of the other tax requirements underlying the plans
or of the interaction between these plans and 403(b) and
401(k) plans. Also, till recently, 457(b) plans offered by

A review of the plan is your
best protection.
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state and local governments weren’t permitted to be
“funded” plans.  Now, of course, they must be funded,
though they are still “nonqualified” plans. We’ve heard
from employers who have not yet put trusts in place. The
trust rule can also be satisfied by purchase of insurance
contracts or by placing the money with an IRS-approved
“non-bank trustee.” With this new rule comes a require-
ment that the contributions to the trust be made within a
reasonable period of time. 

Because employers are aware of the $8,000 require-
ment, they tend to focus on this limit and don’t notice that
the contribution limit is actually the lesser of 1/3 of
includible compensation or $8,000. Worse yet, they are
not necessarily aware that includible compensation is cal-
culated using taxable income rather than gross income.
Thus, a second-earner employee making $21,000 and con-
tributing $8,000 to the plan would have includible com-
pensation of $13,000.  The employee would generally
be over-contributing  (1/3 of 13,000 is $4,333).  The em-
ployee’s Form W-2 is probably wrong and the plan has an
over-contribution.

If a person in the 457(b) is also contributing to a state
university 403(b) plan, the contribution limit may be even
lower. Each dollar the employee contributes to a 403(b)
plan—or a 401(k) plan if the state has a grandfathered
401(k)—reduces the amount that can be contributed to a
457(b). Half of the problem is knowing whether the
employee is contributing elsewhere. This usually happens
if the employee is paid from two state payrolls, such as a
university hospital and a state teacher’s payroll. Does
your HR department ask about people who may be on
two payrolls?

In addition, some employers are unaware that FICA
must generally be paid on deferred amounts (even
employer contributions) once the employee is vested in
the contributions, even if income tax isn’t due till distribu-
tion. There are correction mechanisms that can be used to
spare the employee further FICA payments. Are you keep-
ing track of FICA and using the correction mechanisms?

Be Sure You’re Not Taking 
Unneeded Risks

If your organization maintains 403(b) plans and
457(b) plans, be very sure that you’re meeting your tax
and ERISA fiduciary obligations. A review of the plan is
your best protection against the IRS, the DOL, a dis-
gruntled employee, or the state auditor. 

If you do the review yourself, look for tax compliance
issues, filing issues, and fee and charge issues. A self-
review may prompt you to reduce the number of vendors
you use and to impose strict information-sharing, report-
ing, and compliance rules on the remaining vendors.

Because these remaining vendors now have access to
many contributors, their fees should be more reasonable.
In KPMG reviews, we have saved employers substantial
amounts just by comparing fees to those charged in equiv-
alent plans.

If you hire an outside reviewer, be sure the reviewer
is independent (not receiving commissions or other fees
from the insurance companies or brokers that work with
the plan). Make sure the reviewer is familiar with current
investment management practices in 403(b) plans and
457(b) plans, as well as 401(a) plans.

Whatever you do, don’t leave your retirement plan to
chance. If you do, you’re putting yourself at risk for heavy
penalties. ■
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1980, received her law degree from George Mason University School
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Footnotes
1The confusion probably arises because state and local government

plans and church plans are exempt from Title I of ERISA, which gov-
erns filing Forms 5500 and fiduciary standards.  Employers that merely
“offer” 403(b) plans (that is, they allow vendors to solicit employee
pre-tax contributions, make no employer contributions, and exert no
control on who has a right to be in the plan) are likewise exempt from
filing or fiduciary standards. It should be noted that many employers
that believe they are merely “offering” a 403(b) plan are incorrect.
They usually keep temporary employees, part-time employees, stu-
dents, and others out of the plan and therefore are exerting normal
employer control over the plan.

2Example: Mary works a full calendar year, but works 30 hours per
week (co-workers in the same job work 40 hours per week).  For
Maximum Exclusion Allowance (MEA) purposes she earns a .75 year
of service.  Mary works for five years and her pay in Year 5 is $19,000.
She contributed $2,000 per year in prior years, received a $1,000
matching contribution in each year, and was not covered under any
other retirement plan.  Her MEA in Year 5 is 20% x $19,000 x 3.75 years
of service minus total prior excludables of $12,000.  Her MEA is $2,250,
which does not sustain the $3,000 contribution made on her behalf.  If
the employer or agent has calculated the MEA using a “years since
date of hire” calculation, the calculation would show that she could
contribute up to $7,000.
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