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IRS Clarifies 403(b) Plan Termination Process
The Internal Revenue Service recently issued Revenue Ruling 2011-7 (Ruling), which
provides additional guidance on the process for terminating a 403(b) plan.

For more information, please contact your
Katten Muchin Rosenman LLP attorney, or
any of the following members of Katten’s
Employee Benefits and Executive
Compensation Practice.

In short, a “403(b) plan” (also known as a “tax-sheltered annuity plan”) is a type of
retirement plan that can be offered to employees of certain tax-exempt entities and
educational institutions. These plans are funded by annuity contracts and/or custodial
accounts. In 2007, the IRS issued final regulations that made sweeping changes to 403(b)
plans, including the new ability of an employer to terminate its 403(b) plan (subject to
certain requirements) and distribute all benefits to participants upon such termination.
However, many plan sponsors and practitioners were left wondering what constituted
“distribution” under these regulations, and the tax consequences to the recipient of such a
distribution. The Ruling attempts to address these questions by presenting and discussing
different 403(b) plan scenarios.
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The Ruling provides the following guidance regarding 403(b) plan distributions:
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• An individual annuity contract is considered distributed when a fully paid annuity
contract is delivered, or a single sum payment is made, to the participant,
beneficiary or alternate payee, as applicable, as soon as administratively practicable
after the 403(b) plan’s termination date.
• A group annuity contract is considered distributed when an individual certificate
evidencing fully paid benefits is provided to each participant, beneficiary or
alternate payee, as applicable, whose benefit is funded by the group annuity
contract. Such certificate must be delivered as soon as administratively practicable
after the 403(b) plan’s termination date.
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• Custodial accounts (whether individual or group) are considered distributed when
the amount credited to a participant, beneficiary or alternate payee, as applicable,
is paid directly to him or her or, if elected by the distributee, to an individual
retirement account or annuity as a rollover distribution. If the 403(b) plan required
payment of an individual’s benefit in the form of an annuity, distribution of the
custodial account is made by delivering a fully paid individual insurance annuity. Like
above, distribution of a custodial account must be made as soon as administratively
practicable after the 403(b) plan’s termination date.
The Ruling also clarifies the tax treatment of distributions from a terminating 403(b)
plan. When a distributee receives a fully paid individual annuity contract or an individual
certificate for a group annuity contract, he or she does not incur income. Instead, income
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is received when amounts are actually paid pursuant to such contract, provided that the contract continues to adhere to the
applicable requirements set forth in Section 403(b) of the federal tax code. Any other distribution from a terminating 403(b) plan
(e.g., payment from a custodial account) will be included in the distributee’s gross income, unless it is rolled over to an IRA or
other eligible retirement plan within 60 days of the distribution.
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