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Sponsors of 403(b) plans can take steps  
to try to ensure participants have  

investment options that avoid large  
fees that can reduce the final  

value of their portfolios.

Incorporating 
Best Practices Into 

Your 403(b) Plan

by | Carole Anne Luckenbach, CEBS
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D
efined contribution (DC) plans are a 
popular workplace benefit with 401(k) 
plans being the most common type of 
plan offered in the private sector. The 
Investment Company Institute esti-

mates 401(k) DC plans held approximately $3.1 
trillion in assets at year-end 2010.1 As a result 

of legislation, participants in self-directed DC 
plans that are subject to the Employee Retire-

ment Income Security Act (ERISA), such as 
401(k) plans, will have new information 

provided to them before they invest and 
regularly thereafter, which is intended to 
help them manage and invest their con-
tributions.

For the first time, all participants will 
receive uniform fee, expense and per-
formance information enabling par-
ticipants to make easy comparisons in a 
transparent way. Additionally, the plan 
sponsor, or the employer, will receive 
new disclosures from the DC providers, 
including a description of the services 

provided and all direct and indirect com-
pensation. It is hoped that the transparency 

and disclosure rules will encourage more 
competition and lower cost programs for 

ERISA DC participants and employers.
What about participants who work in public 

sector, health care, educational or other nonprofit 
organizations and invest in 403(b) DC plans? These 

programs are generally not subject to ERISA and the 
new transparency and disclosure rules. But all partici-

pants, whether in a 401(k) plan or 403(b) plan, need to save 
enough for a secure retirement yet bear the full investment risk 

inherent in DC plans. A thoughtful combination of defined benefit 
and DC plans, personal savings and Social Security will be necessary 

to achieve adequate retirement income. Given the importance of investing 
wisely, how can 403(b) plan sponsors move to a best-practices model?

What Are 403(b) Plans?
These plans are named after the Internal Revenue Code section that created 

them. They are often referred to as tax-sheltered annuities or tax-deferred an-
nuities, although those terms are somewhat misleading for a 403(b) plan. Con-
tributions to a 403(b) plan are tax-deferred, and annuities are also tax-deferred 
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TABLE I
Defined Contribution Comparison Chart

 401(k) 403(b) 457(b)

Who is eligible? Employees whose employers Employees of nonprofits such  State and local government 
   offer the plan (private employers,  as public schools and some employees and some tax- 
   some nonprofit employers) hospitals, charitable exempt employers 
    organizations

Limits on employee  Up to $17,000 Up to $17,000 Up to $17,000 
contributions (2012)

Age 50+ catch-up contributions $5,500 $5,500 $5,500

Other catch-up No Yes—15-year rule* Yes—final-three-year provision**

Distributions while still employed  Only on hardship if under the Only on hardship if under the Only on account of unforeseeable 
(in-service distributions) age of 59½ age of 59½ emergency

Distributions without tax penalties	 •	Retirement	after	the	age	of	55	 •	Retirement	after	the	age	of	55	 •	Termination	of	employment	 
	 	 	 •	Death	or	disability	 •	Death	or	disability	 				at	any	age
	 	 	 •	Payments	after	the	age	of	59½	 •	Payments	after	the	age	 •	Death	or	disability
	 	 	 •	Lifetime	annuity	or	installments	 				of	59½	 •	Unforeseeable	emergency
	 	 	 •	Rollover	to	other	qualified	 •	Lifetime	annuity	or		 •	Rollover	to	other	qualified 
	 	 	 				plan	or	IRA	 				installments	 				plan	or	IRA 
	 	 	 	 •	Rollover	to	other	qualified	 
	 	 	 	 				plan	or	IRA

Distributions with penalties 10% prior to the age of 59½,  10% prior to the age of 59½, None 
   except as above except as above

Required minimum distributions	 April	1	following	the	year		 April	1	following	the	year	 April	1	following	the	year 
   participant reaches the age  participant reaches the participant reaches the 
   of 70½ age of 70½ age of 70½

Tax treatment of distributions Ordinary income tax Ordinary income tax Ordinary income tax

Rollovers allowed to other plans	 •	Yes—to	401(k),	403(b)	or	 •	Yes—to	401(k),	403(b)	or	 •	Yes—to	401(k),	403(b)	or 
       457 plan (allowed but     457 plan (allowed but     457 plan (allowed but 
	 	 	 				not	required)	 				not	required)	 				not	required)
	 	 	 •	Yes—to	IRA	 •	Yes—to	IRA	 •	Yes—to	IRA

Loans Yes Yes Yes for a governmental 457(b) plan;  
     not permitted for nongovernmental  
     plans

Hardship withdrawal Safe	harbor	hardship	 Safe	harbor	hardship	 •	Unforeseeable	emergency 
requirements	 •	Eviction/foreclosure	 •	Eviction/foreclosure	 •	Illness	or	accident	of	 
	 	 	 •	Medical	 •	Medical	 				participants,	a	spouse 
	 	 	 •	Purchase	primary	residence	 •	Purchase	primary	residence	 				or	dependent

	 	 	 •	Postsecondary	education	 •	Postsecondary	education	 •	Loss	of	property	due	to	casualty 
	 	 	 •	Burial/funeral	 •	Burial/funeral	 •	Other	extraordinary	events 
	 	 	 •	Repair	of	casualty	damage	 •	Repair	of	casualty	damage	 					beyond	control	of	participant 
       to principal residence     to principal residence     (e.g., funeral expenses) 
     (College and purchase of home 
     are not unforeseeable events.)

  * Eligible employees with 15 or more years of full-time service may be able to contribute up to $3,000 more for five years, or a maximum of $15,000.
** Employees may be eligible to defer up to two times the contribution limit in effect for the final three years of service. Employees cannot participate in 

the three-year catch-up and the 457 plan aged 50+ catch-up during the same tax year.
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(more on that later). Section 403(b) plans are offered by 
education institutions; private, not-for-profit organizations; 
and 501(c)(3) organizations including hospitals, foundations 
and service organizations. The IRS allows tax-deferred con-
tributions for employees through voluntary salary reduction 
agreements. Contributions to a 403(b) plan are limited to an-
nuities and mutual funds held in a custodial account referred 
to as a Section 403(b)(7) plan.

It is estimated that more than $750 billion in assets are in 
403(b) plans.2

Important milestones for 403(b) plans are:
•	 1958: 403(b) programs are first introduced to help em-

ployees of public schools and other eligible institutions 
save on a tax-deferred basis. The only allowable invest-
ment option is an annuity. The employer’s involvement 
is limited to making payroll deduction available.

•	 1974: Mutual funds become an investment option for 
403(b) participants when 403(b)(7) is added to the In-
ternal Revenue Code.

•	 1986: 403(b) programs take on more qualified plan 
characteristics: 10% penalty for early withdrawals (pre-
aged 59½), required minimum distributions and an-
nual contribution limits.

•	 2001: Changes are made to the maximum annual lim-
its, coordination of contributions to other elective 
plans such as 457 plans and pension portability to 
401(k), 457 and individual retirement account (IRA) 
plans.

•	 2009: The final 403(b) regulations (released in July 
2007) go into effect. For the first time, employers must 
have a written plan and are held responsible for com-
pliance with IRS rules. To help with the new rules, the 
IRS provides model plan language for employers. The 
IRS is working on a determination letter program for 
the written plan documents.

There are many similarities between 403(b) plans and other 
DC plans (see Table I). However, although 401(k) and IRA 
participants pay the same types of fees, such as investment 
management and recordkeeping fees, 403(b) participants are 
more likely to pay higher fees and invest in products such as 
variable annuities or retail mutual funds that carry higher fees.3

403(b) Plans and Annuities
Variable annuities offer no additional tax advantage for 

the participant because all contributions to a 403(b) are al-

ready tax-deferred (except the Roth 403(b), in which par-
ticipants exchange immediate taxation for no tax on future 
investment returns).

Variable annuities invest in the subaccounts of an insur-
ance company. These subaccounts are invested in the under-
lying portfolios of the insurance company that may comprise 
stocks, bonds, money market funds or some combination of 
these. The subaccounts will have the same risk and reward 
potential as mutual funds.

Variable annuities offer death benefits so that if the partici-
pant dies, the beneficiary will receive a specified amount even 
if the investment has lost value. Participants pay a fee that is 
often referred to as a mortality and expense risk charge and can 
be as high as 1.25% of the account value per year. This “ben-
efit” has value only if the participant dies while employed and 
while the account has lost income. Because the fee is based on 
the amount of assets in the participant’s account, if the account 
is earning positive results over time, the value of this protec-
tion relative to the balance in the account lessens over time. 
Profit from the mortality and expense risk charge can be used 
to pay commission to the agent that sold the variable annuity.

Some variable annuities have fees that are up to eight 
times higher than fees of comparable mutual funds.4 And 
most annuities charge surrender fees—deferred sales fees 
that are charged to the participant when the account is sold. 
Most 403(b) annuity plans have a surrender fee that lasts six 
or seven years and starts at about 7% to 6%, then decreases 
each year until it reaches zero. But some plans have surren-
der fees that last longer or calculate their surrender fees from 
each premium payment. In these situations, participants may 
have to maintain uncompetitive investments or leave funds 
with the vendor until the surrender period expires, thus cre-

403(b) plans

takeaways >>
•	  403(b) participants are more likely to invest in products that carry 

higher fees.

•	 	Mutual	funds	will	continue	growing	as	an	investment	option	as	fee	
and disclosure transparency increase in 403(b) plans.

•	 	A	good	model	for	403(b)	plans	includes	an	open	architecture	with	a	
quality	recordkeeper	and	best-in-class	investment	options.

•	 	Although	ERISA	may	not	apply,	most	403(b)	plan	sponsors	have	
some fiduciary responsible imposed by state or other law.

•	 	Participants	in	403(b)	plans	can	take	advantage	of	tools	such	as	
target-date funds, managed accounts and online advice if they are 
offered.
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ating a liquidity problem. Surrender 
fees will reduce the value of the account 
and the investment return for the par-
ticipants. Generally, surrender fees pro-
tect the insurance company in case of 
an early withdrawal and are used to pay 
the sales agent a commission for selling 
the variable annuity.

For more information on variable 
annuities, see the article “Variable An-
nuities: What You Should Know” at 
www.sec.gov/investor/pubs/varannty.
htm5 or watch the video “The Truth 
About Variable Annuities” at CTAin-
vest.org (see videos on the home page).6

Equity-indexed annuities have be-
come more popular in 403(b) plans, 
although they rarely are offered in a 
401(k) DC plan. These annuities include 
features of traditional fixed annuities 
with guaranteed interest rates as well as 
the opportunity to earn higher rates of 
return based on an underlying index. 
However, the plans have complex ways 
of calculating rates and most include 
surrender fees. The Financial Industry 
Regulatory Authority (FINRA), the larg-
est independent regulator for all securi-
ties firms doing business in the United 
States, has an investor alert on equity-
Indexed annuities on its website (www 
.finra.org).7

Given the importance fees have on 
the growth of investments—and espe-
cially in light of the prevalence of annu-

ities—403(b) plan participants would 
benefit from better fee disclosure. One 
study stated that financial goals are 
pushed back one year for every addi-
tional quarter percent in annual fees 
(.25%).8 Table II shows how fees reduce 
the ending balance of a portfolio.

The good news is that 403(b) plan 
sponsors are making changes to im-
prove their programs. A 2010 study 
by the Profit Sharing/401k Council 
of America indicates that 403(b) plan 
sponsors had taken the following ac-
tions:

•	 47.9% increased employee educa-
tion efforts

•	 22.6% added investment advice
•	 30.5% changed the investment 

lineup.9

Investments in mutual fund cus-
todial accounts or 403(b)(7) plans are 
growing, and it is anticipated that mu-
tual funds will play a more significant 
role as fee and disclosure transparency 
increase in 403(b) plans.

Bundled or Unbundled?
The traditional 403(b) plan model 

has been a bundled plan with record-
keeping/administration fees charged 
as a percent of assets. Generally, these 
types of plans do not provide fee and 
revenue transparency.

An example of a bundled plan would 
be the ABC Insurance Company 403(b) 

plan. ABC Insurance Company is the 
recordkeeper/administrator and also 
offers its proprietary annuity products 
and mutual funds. If additional mutual 
funds are offered, those are selected by 
ABC Insurance Company. To cover the 
recordkeeping/administration fees for 
participants, ABC charges an annual 
fee based on a percent of assets, such 
as .25%. If educator John has $50,000 
in his account, he will pay $125 a year, 
and if educator Catherine has $200,000 
in her account, she will pay $500 a year.

But what are the cost drivers for 
ABC Insurance Company and how 
does that relate to the asset-based fee 
model (which generates more revenue 
as assets increase)? Typical adminis-
trative services to participants include 
issuing statements, customization of 
payroll files, education and communi-
cation, and handling transactions such 
as loans or withdrawals. The expense 
for these administrative services does 
not cost ABC Insurance Company 
more because the assets are increasing.

Another payment to ABC Insur-
ance Company may not be disclosed to 
403(b) plan sponsors or participants. 
Specifically, mutual fund companies 
may provide revenue share payments 
to ABC Insurance Company to offset 
ABC’s cost of maintaining individual 
account information in the mutual 
fund. The revenue share payments are 

403(b) plans

TABLE II
Value of Investment, Minus Fees*

Account value $92,408 $87,125 $84,622 $82,207 $77,625 $73,355 $69,374 $65,660

If fee is 0% 0.5% 0.75% 1% 1.5% 2% 2.5% 3%

*The ending balances assume that $200 a month was invested for 20 years and earned an annual average gross return of 6% (a rate 
of return used for illustration only).

Source: Priority Integrated Marketing.
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paid out of the mutual fund’s expense ratio, which is paid 
by the participant. An expense ratio is the annual operating 
cost of a mutual fund expressed as a percentage of the funds’ 
assets.

The amount of revenue share paid to ABC Insurance 
Company will vary by the mutual fund company, and some 
no-load mutual funds may not pay any revenue share. It’s 
important that the choice of mutual funds is not being in-
fluenced by revenue share payments to the recordkeeper/ad-
ministrator and that these payments are disclosed to 403(b) 
plan sponsors and participants.

In contrast to a bundled plan, an open investment archi-
tecture plan allows the plan sponsor to hire a best-in-class re-
cordkeeper/administrator that is independent from the menu 
of investment products (no requirement to offer proprietary 
investment products such as annuities or mutual funds). The 
goal of this approach is to provide participants access to the 
lowest cost investment options in a transparent environment. 
As a result, the investment lineup can be determined without 
restriction and offer the most competitive investment products 
that are better suited for participants. In many 403(b) bundled 
plans, the 403(b) vendor is engaged in the recordkeeping/ad-
ministration services primarily as a means to channel assets 
into proprietary investment products.

A better model for 403(b) plans would include an open 
architecture with a quality recordkeeper and best-in-class 
investment options. Fees for the recordkeeping/administra-
tion could be paid by an annual per-participant fee (versus 
the asset-based fee model). The recordkeeping/administra-
tive fees would be charged equitably to all participants with 
fees tied to administrative services. The plan sponsor can 
solicit bids for recordkeeping/administrative services based 
on the strength of the vendor’s capabilities and engage in a 
separate process to determine prudent investment options. 
The investment options can be selected by an independent 
investment advisor.

Fiduciary Role
There has been a lot written about the fiduciary status of 

403(b) plan sponsors following the new 2009 IRS regulations 
that hold employers responsible for the operational compli-
ance of the program.

Church plans, public education plans and governmental 
403(b) plans are not subject to ERISA, regardless of the new 
regulations. In the case of tax-exempt, nongovernmental em-

ployers and their employees, Department of Labor (DOL) 
regulations historically provided that a 403(b) plan was not 
“established or maintained” by the employer, and therefore 
not subject to ERISA, if the employer’s only action in connec-
tion with the 403(b) plan was to allow the payroll deduction 
to occur. The 2007 403(b) regulations from the IRS require 
all employers to take actions beyond allowing payroll deduc-
tion for a 403(b) plan. However, DOL has stated that tax-ex-
empt, nongovernmental employers taking action to achieve 
compliance with the new §403(b) regulations will not neces-
sarily become ERISA fiduciaries. Even though ERISA may 
not apply to any 403(b) plan, most plan sponsors have some 
fiduciary responsibility imposed by state or other law.

Frequently, the author has heard concerns from 403(b) 
committee members or employers about taking on more  
responsibility for the 403(b) program for fear of assuming 
the status of a fiduciary. The National Association of Gov-
ernment Defined Contribution Administrators (NAGDA), 
a respected professional organization composed of deferred 
compensation and DC plan administrators, suggests that al-
though 403(b) plan sponsors do not fall under ERISA, fol-
lowing ERISA guidelines as a best practice for public sector 
retirement plans is beneficial.10

Several DC professionals view fiduciary status as a posi-
tive. Acting solely in the best interests of the participants 
should be the cornerstone of any plan sponsor or 403(b) 
committee’s decision. Being a good steward for the plan and 
its participants would naturally follow ERISA’s guidelines 
of loyalty, prudence, diversification and duty to follow plan 
documents.

Following ERISA fiduciary standards protects both the 
plan sponsor and participants. Additionally, plan sponsors 
and 403(b) committees may want to consider fiduciary liabil-
ity policies to cover defense costs if disputes arise.

learn more >>
Education
Form 5500—Quarterbacking Your Efforts for E-Filing
For more information, visit www.ifebp.org/elearning.

From the Bookstore
403(b) Answer Book, Eighth Edition
by Barbara N. Seymon-Hirsch and Janet M. Anderson-
Briggs. Aspen Publishers. 2011.
For more details, visit www.ifebp.org/books.asp?8905.
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Offering Advice Tools
There are other strategies—similar 

to those used in 401(k) plans—which 
403(b) sponsors can use to improve 
their plans and make them more effec-
tive for participants. An Aon Hewitt 
study on 401(k) plans found that par-
ticipants who used one or more profes-
sional help tools, including target-date 
funds, managed accounts and online 
advice, had a 2.92% higher return with 
lower risk than participants not using 
any professional help.11

Participants in 403(b) plans can 
take advantage of these tools if they 
are offered. Many DC providers have 
developed these tools following DOL 
guidelines that include safeguards and 
conditions to prevent vendors from 
slanting advice for financial gain. This 
is a more efficient distribution model 
and offers an unbiased approach. Here 
is a summary of these tools:

•	 Target-date	funds	or	lifestyle	
funds. These funds take into ac-
count the participant’s age or re-
tirement date. The fund manager 
adjusts the investment asset allo-
cation to lower risk as the retire-

ment date gets closer. The par-
ticipant pays the fund manager 
through an expense ratio. It is 
estimated that 69.1% of 403(b) 
plans use target-date funds.12

•	 Professionally	managed	 ac-
counts. The participant pays a 
fee, usually a percentage of assets, 
for his or her investments to be 
managed by a professional. The 
participant’s investments are al-
located, within plan options, to 
meet individual goals.

•	 Online	advice. Participants con-
tact the 403(b) provider’s call 
center and/or Web portal. The 
403(b) vendor licenses an inde-
pendent financial software en-
gine that provides an unbiased 
recommendation on an asset al-
location model that can be im-
plemented by the plan. Fees for 
the online advice can be a per-
participant fee or included in the 
annual recordkeeping fee.

•	 Registered	investment	advisors	
(RIAs). Participants can contact 
the 403(b) provider’s call center 
and work with an RIA who 

serves in a fiduciary capacity. 
The RIA helps participants with 
their asset allocation, often using 
the independent financial soft-
ware engine.

Using a Pension Consultant
Plan sponsors, or members of a 

403(b) committee, may want to consid-
er the services of an investment or pen-
sion consultant. Prospective consultants 
should be asked to disclose in writing any 
conflict of interest, all forms of compen-
sation and affiliations with any aspect of 
the 403(b) plan, and should be asked to 
confirm in writing their fiduciary status. 
The Uniform Application for Investment 
Adviser Registration (commonly known 
as Form ADV) is the official registration 
document for pension consultants regis-
tered as investment advisors and is filed 
with the federal Securities and Exchange 
Commission (SEC) and state securities 
regulators. Form ADV includes infor-
mation on the advisor’s business and 
whether there have been problems with 
regulators or clients as well as services, 
fees and revenue. If the advisor is regis-
tered with the SEC (advisors who man-
age $100 million or more in client assets 
must register with the SEC) a copy of 
his or her Form ADV can be found at 
www.Sec.gov under Requesting Public 
Documents.13 Additionally, DOL offers 
a good fact sheet, “Selecting and Moni-
toring Pension Consultants—Tips for 
Plan Fiduciaries.”14

California Teachers Association  
403(b) Best Practices

Recently, the California Teachers 
Association, a labor organization repre-
senting more than 325,000 educational 
employees, partnered with the pension 
consulting firm of RV Kuhns and Asso-

Carole Anne Luckenbach, CEBS, ARM, AIF, is manager of 
the Risk Management/Business Initiatives and Develop-
ment Department for the California Teachers Associa-
tion. In this role, she is working on various defined 
contribution initiatives for educators. Luckenbach also 

serves as a trustee of the California’s Valued Trust, the state’s largest 
joint employee-employer health and welfare trust and as a trustee on 
CTA’s health and welfare and pension Taft-Hartley multiemployer trusts. 
She is the plan administrator for the California Teachers Association 
Economic Benefits Trust and is responsible for her employer’s risk 
management program. Luckenbach received a B.S degree from  
San Diego State University. She may be contacted at cluckenbach 
@cta.org.
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ciates to develop a best-practices white paper on 403(b) and 
457 plans.15 The purpose of the report is to document a shared 
view of institutional best practices for 403(b) and 457 plans 
with the goal of encouraging governmental plan sponsors to 
make informed decisions about the plans they sponsor and 
encourage greater transparency, fair pricing and investments 
that are low cost and easy to understand. As result, partici-
pants will have better options in a more efficient market.

A summary of the eight best practices follows:
 1. An appropriate governance structure should be estab-

lished for review and monitoring of the program. This 
includes a fiduciary oversight committee with mem-
bers from management and labor. Responsibilities 
would include developing an investment policy state-
ment, investment selection and monitoring with guid-
ance from an investment consultant.

 2. Transparency on all expenses and revenue flowing 
through each of the DC plans. If revenue share is in-
cluded, it should be disclosed.

 3. Unbundled or open architecture platform to promote 
the selection of best-in-class administrators and invest-
ment managers

 4. A preference for mutual fund investments with low-
cost share classes
(a)  Avoidance of equity-indexed annuities and vari-

able annuities due to their complexity and unnec-
essary layer of fees

(b)  Fixed annuities, if offered, should provide com-
plete transparency including revenue sharing and 
the formula for determining how interest rates are 
credited.

(c)  Liquidity restrictions, including surrender fees, 
should be eliminated or minimized.

 5. Offer investment advice through multiple channels, 
computer-based models or RIAs meeting a fiduciary 
standard. RIAs should disclose all revenue and finan-
cial interests.

 6. Risk and reward potential should be clearly communi-
cated for all investment options.

 7. Recordkeepers should have a sound track record, in-
cluding SSAE 16 audits, and offer state-of-the-art tech-
nology and Web interface. A Statement of Standards 
for Attestation Engagements (SSAE) audit serves as an 
independent evaluation of the efficacy of the record-
keeping software process used by the vendor. An un-

qualified opinion or lack of disclosure for the SSAE 
audit would be cause for concern. Websites should be 
easy to use.

 8. Third-party administrators (TPAs) should be hired for 
expertise in administration and should not influence 
the list of approved 403(b) vendors. Some plan spon-
sors hire TPAs for assistance with IRS compliance 
rules. The TPA should disclose any affiliations with 
403(b) providers and not interfere with the selection of 
best-in-class plans.

Final Notes
There are many opportunities to improve 403(b) plans by 

leveraging best practices from the 401(k) private sector to fos-
ter more competition in a transparent market. Many 403(b) 
vendors are also 401(k) providers and have the capacity to pro-
vide better disclosure and options. Plan sponsors and 403(b) 
committees can begin to have the conversation about bringing 
best practices to their 403(b) plans so that participants will be 
better prepared for retirement and make more informed deci-
sions concerning their personal savings. 
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