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Opportunity to Lower Your Risk Profile by 
Terminating the 403(b) Plan

Introduction

A 403(b) plan is a qualified retirement plan that works much like a 401(k) plan.  
Where 401(k) plans generally are sponsored by for-profit employers, 403(b) plans 
can be sponsored only by certain tax-exempt employers and public schools.  
Employers who sponsor 403(b) plans have faced escalating compliance obligations 
over recent years, with plan documentation requirements, enhanced Form 5500 
reporting and greater scrutiny by the Internal Revenue Service.  In past years, 
employers were blocked from terminating 403(b) plans because the assets could 
not be readily distributed.  The IRS recently issued guidance that provides a 
roadmap for plan termination, which may be attractive to tax-exempt employers and 
other sponsors of 403(b) plans.  

Plan Termination Basics

One of the keys to a successful plan termination is the complete distribution of 
assets.  Without a distribution of assets, the employer who sponsors the plan 
remains responsible for overseeing the remaining assets and fulfilling reporting 
obligations, which often are the duties that motivated the termination of the plan.  
Prior to the issuance of the final regulations under Section 403(b) of the Internal 
Revenue Code (“final regulations”), the IRS took the position that a 403(b) plan 
termination was not a distributable event, which meant that an employer who 
terminated a 403(b) plan could not force the distribution of account balances.  The 
final regulations provided that a plan termination is a distributable event, but failed 
to give much guidance on how to distribute the typical holdings of a 403(b) plan, 
which are individual and group annuity contracts.

Under Revenue Ruling 2011- 7, the IRS outlines a process for 403(b) termination 
which addresses many of the concerns of employers.   

How to Terminate a 403(b) Plan

1. A Plan Provision:  The 403(b) plan document must contain a provision that 
permits the termination of the plan and, further, permits the distribution of 
all account balances upon plan termination.  

2. A Binding Resolution:  The board of the employer must adopt a resolution 
that terminates the plan as of a specified date.

3. Full Vesting:  All account balances must be 100 percent vested as of the 
date of the plan termination.  

4. Cessation of Contributions to All 403(b) Plans:  No contributions can be 
made to the terminated plan after the date of termination.  In addition, 
no contributions can be made to another 403(b) plan sponsored by the 
employer or any members of the employer’s controlled group during the 
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period from the date of termination of the plan until the date that is 12 months after 
the date of distribution of all assets from the terminated plan.  

• There is an exception for contributions to another 403(b) plan if fewer than 
two percent of the employees who were eligible under the terminated plan 
are eligible under the other 403(b) plan.  Here, the other 403(b) plan is 
disregarded (meaning, the other 403(b) plan can receive 403(b) contributions) 
if at all times during the period beginning 12 months before the date of plan 
termination and ending 12 months after the distribution of all assets from the 
terminated plan, fewer than two percent of the employees who were eligible 
under the terminated plan as of the date of plan termination are eligible under 
the other 403(b).  This exception is useful for employers with a frozen 403(b) 
plan that primarily covers former employees.    

5. Distribution of Assets:  The plan assets must be distributed within 12 months after 
plan termination.

6. Notification: Participants and beneficiaries must be notified that the plan has 
terminated and must be advised of their rollover rights and tax implications.

Some Plan Distributions May Remain Problematic

For 403(b) plans funded with individual annuity contracts, the distribution of fully-paid 
individual annuity contracts to participants and beneficiaries satisfies the distribution 
requirement.  For 403(b) plans funded with a group annuity contract, the distribution 
of an individual certificate to each participant and beneficiary satisfies the distribution 
requirement.  The certificate must evidence the right of the participant or beneficiary to a 
fully-paid benefit under the group annuity contract.  For 403(b) plans funded by group or 
individual custodial accounts, the distribution of the account balance or the rollover of the 
account balance, at the election of the participant, satisfies the distribution requirement.  
All of these situations require cooperation by the investment vendors to the 403(b) plan.  
Before undertaking a plan termination, it is important to determine the extent to which 
the investment vendors are willing or able to support the distribution requirements.  The 
guidance does not address what happens if a participant with a balance in a custodial 
account fails to elect the manner of distribution, which leaves open the question of whether 
the failure to make an election would undermine the satisfaction of the requirement to 
distribute assets.  If the distributions are made properly to some but not all participants, the 
favorable income tax treatment to those who received a distribution may be jeopardized.  

Opportunities

Termination of a retirement plan is useful under limited circumstances.  Clearly, plan 
termination is not the favored route where the 403(b) plan is the primary retirement savings 
vehicle for the employer’s workforce.  However, many tax-exempt employers have a 403(b) 
arrangement as a relatively small, supplemental plan with little or no active participation 
or contributions.   Under these circumstances, the 403(b) plans adds little value to the 
employer or the employees.   Compliance can be costly, particularly for plans with over 
100 participants where an annual audit is required.  Termination of a 403(b) plan can 
significantly lower costs and fiduciary liability because the employer would no longer be 
responsible for keeping the plan document updated, distributing participant statements and 
disclosures, overseeing the management of plan assets and preparing annual reports.  The 
recent IRS guidance provides an opportunity for some employers to terminate a 403(b) plan, 
particularly where the investment vendors will accommodate the distribution requirements.  

We remain available to support your efforts to maximize the impact of your retirement 
programs with a minimum of risk.  


