July 9, 2004

Federal Update 2004-21

TO: NCTR Membership
FROM: Cindie Moore, Washington Counsel
RE: Automatic Rollover Rule

Here are two memos that discuss the proposed rules for automatic rollover of small
cashouts. The Groom Law Group prepared one memo and Troutman Sanders LLP, the
other. We appreciate their willingness to share this material with NCTR members.

If you have such rollovers in your plans, you should review the memos. Even if you
don’t have them, the rule could affect your plan if, for example, your plan makes
involuntary cashouts in the case of a garnishment or child support order.

If you have any questions or comments, please let me know.
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Mandatory IRA Rollovers of Small Cashouts: Unexpected Impact on
Non-Profit Plans and Other Hidden Issues for all Plans

Elizabeth Thomas Dold and Anna Driggs

The Internal Revenue Service (“IRS”), in a footnote to proposed Department of Labor (*DOL") regulations outlining
safe harbor fiduciary rules under the Employee Retirement Income Security Act of 1974 ("ERISA"”) for mandatory
rollovers for small cashouts, indicated its intent to extend the rule's application to all types of tax-favored plans of
both private and public/non-profit employers. ( Prop Labor Reg 2550.404a-2 ) Importantly, this includes plans not
otherwise covered by ERISA, such as governmental and non-electing church Code Sec. 401(a) plans, Code Sec. 403
(a) plans, Code Sec. 403(b) plans, and Code Sec. 457(b) plans (collectively, “*non-ERISA plans”). ( Prop Labor Reg
2550.404a-2 , fn. 7) The major impact of that single footnote to the plan sponsors of non-ERISA plans is discussed
below, along with a variety of other issues raised by the new special cashout rule.

I. Background

Under current law, retirement plans (401(a) plans) may (but need not) provide for mandatory distribution of a
separating participant's/beneficiary's account balance (or present value of the accrued benefit) if it is not more than
$5,000 (the so-called “involuntary cashout provision”). ( Code Sec. 411(a)(11) ) Importantly—because this cashout
rule is part of the vesting and benefit accrual provisions that generally apply only to private plans subject to ERISA—
non-ERISA plans are not subject to this “involuntary cashout provision;” they are free to make involuntary cashouts of
any amount. However, some non-ERISA plans have included the involuntary cashout provision in their plan
documents.

The Economic Growth and Tax Relief Reconciliation Act of 2001 ("EGTRRA” P.L. 107-16, 6/7/2001, 115 Stat. 38, Sec.
657(a)) added a provision requiring plans that include the involuntary cashout provision to automatically roll over
accounts between $1,000 and $5,000 into traditional IRAs, in the absence of another affirmative direction of the
participant (the “mandatory rollover rule”). However, the mandatory rollover rule will not become effective for
distributions from all plans, including non-ERISA plans, until DOL “prescribes” final regulations for plans subject to the
ERISA fiduciary rules. (See Section IV below for the effective date discussion.) DOL published proposed regulations in
March and expects to issue final regulations in June.

The DOL proposed regulations contained an unexpected revelation for non-ERISA plans. Footnote 7 in the preamble to
the proposed regulations states:

The Treasury and the IRS have advised the Department that the requirements of [the mandatory rollover
rule] apply to a broad range of retirement plans including plans established under Code sections 401(a),
401(k), 403(a), 403(b) and 457.

Extending the mandatory rollover rule to non-ERISA plans ignores the fact that (1) these plans are free to make
involuntary cashouts of any amount, (2) these plans are not subject to the ERISA fiduciary rules, (3) the legislative
history of the mandatory rollover rule does not expressly refer to non-ERISA plans (it simply uses the phrase
“qualified retirement plans”), and (4) technically, this interpretation does not comply with the Internal Revenue Code
because non-ERISA plans are not subject to the involuntary cashout provision (even though the Code requires “similar
rules” to the direct rollover provisions to be followed by 403(b) and governmental 457(b) plans).

Although this IRS position does not affect plans that do not provide for involuntary cashouts, it is likely to come as a
surprise to those that do, and may prompt the elimination of the cashout feature to avoid these rules. Once the DOL
regulations are “prescribed,” all plans with the involuntary cashout provision (including non-ERISA plans) will be
subject to the mandatory rollover rule. Although the mandatory rollover rule could be avoided by (1) eliminating the
involuntary cashout provision altogether (which is permitted), or (2) lowering the cashout amount to below $1,000,
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most plan sponsors will want to retain these provisions to avoid having to maintain small balances for separated
employees. Also some governmental plans may need to get their governing laws changed if the cashout rule was
added to comply with state or local law, or rules. Other means to avoid this rule (e.g., requiring participant consent
for cashout) will likely be unsuccessful.

II. DOL Safe Harbor Rule

The DOL safe harbor rule is only intended to protect plan fiduciaries from ERISA fiduciary liability for selecting an IRA
provider and an initial IRA investment vehicle in connection with the mandatory rollover rule. This helps private and
tax-exempt employer plans, including employer-funded 403(b) plans, which generally are subject to the ERISA
fiduciary rules. However, the DOL rule may also be instructive to the non-ERISA plans in satisfying their own fiduciary
obligations under state or other applicable laws. Moreover, these rules may also be important because IRA providers
may be hesitant to allow regular IRAs to be used for small cashouts even if the plan certifies that it is not subject to
ERISA.

Under DOL's proposed regulations, a fiduciary is deemed to have satisfied his or her fiduciary duties under ERISA—
with respect to both the designation of an IRA provider and the initial investment choice for the IRA—if the
arrangement meets the following six requirements.

(1) Amount. The cashout amount is more than $1,000 but not more than $5,000, excluding prior rollover
contributions if the plan's involuntary cashout provision so provides.

(2) Type of Account. The mandatory cashout must be directed to a traditional IRA (i.e., an individual
retirement account under Code Sec. 408(a) or an individual retirement annuity under Code Sec. 408(b) ).

(3) Type of Investment. The proposed regulation would limit investments to investment products designed to
preserve principal and provide a reasonable rate of return, whether or not this return is guaranteed, consistent
with liquidity and taking into account the extent to which charges can be assessed against the account. DOL
indicated that permissible investment products would include money market funds, interest-bearing savings
accounts, certificates of deposits, and “stable value products” (including guaranteed investment contracts and
similar investments). DOL expressly rejected the idea that the safe harbor should permit "“mapping” the
distribution into investment products identical or similar to those in which the participant had directed his or her
investments prior to the mandatory rollover.

(4) Permissible Fees and Expenses. The fees and expenses relating to the IRA may include set-up charges,
maintenance fees, investment expenses, termination costs and surrender charges—subject to two limitations.
First, the fees and expenses relating to the “cashout” IRA may not exceed the fees and expenses charged by
the provider for comparable IRAs established for voluntary rollover distributions. Second, the fees and
expenses (except for the set-up charges) may be charged to the IRA only to the extent of the income earned
by the IRA. In other words, fees may not be charged against the IRA's principal. This unique restriction has
already run into strong opposition.

(5) Disclosure. Before the mandatory cashout, participants must be furnished with a summary plan description
("SPD") or a summary of material modifications ("SMM") that includes an explanation of the mandatory cashout
process. Most non-ERISA plans do not have SPDs or provide SMMs; therefore, for those plans, it is reasonable
to simply comply with the Code's disclosure requirements outlined in III below.

(6) No Prohibited Transaction. The fiduciary's selection of an IRA must not result in a non-exempt prohibited
transaction.

II1I. IRS Amendment/Disclosure Issues

We anticipate that IRS will issue guidance before the “effective date” of the DOL final regulations. We hope the
guidance will relieve non-ERISA plans with involuntary cashout provisions of the need to comply with the mandatory
rollover rule. Ideally, the guidance should address the following implementation issues:

¢ Plan Amendment: Section 401(a) plans (and presumably all non-ERISA plans) must be amended to include
the mandatory rollover rule if the plan otherwise includes an involuntary cashout provision. Hopefully, IRS
should issue model/sample plan language that will meet this requirement. A plan amendment that simply
cross-references the Code provision that includes the mandatory rollover rule may not be sufficient. For the
sample language, many prototype plan documents have already included this rollover provision, which may be
a good starting point for appropriate language. Plans should avoid incorporating the DOL regulations in the plan
document (to avoid potential operational issues for failure to comply).

e Timing of Plan Amendment: For 401(a) and 403(a) plans, a plan amendment generally must be made within
the plan's remedial amendment period, which for this amendment is the later of (1) the last day of the plan
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year when the law is effective, or (2) the due date (plus extensions) for filing the income tax return for the
employer's tax year that includes the effective date of the law. In no event will the deadline be earlier than
EGTRRA's remedial amendment period—currently the end of the 2005 plan year. However, there are no
corollary timing rules for 403(b) and 457 plans.

e IRS Disclosure Rules: The Code (and legislative history) requires that the plan administrator (or payor for a
403(b) plan) revise the 402(f) notices (i.e., the statement that explains the right to roll over the distribution
and the related tax consequences) to explain that an automatic direct rollover will be made for cashouts over
$1,000 but not more than $5,000, unless the participant elects otherwise. ( Code Sec. 402(f)(1) ) The current
IRS model notice ( Notice 2002-3 ) does not include this language. The plan administrator is also required to
notify the participant in writing, as part of the 402(f) notice or separately, that the distribution may be
transferred to another IRA. ( Code Sec. 401(a)(31)(B)(i) ) These disclosures will heed to be provided for
distributions made after the DOL safe harbor rule is “prescribed.”

e Establishment of IRA: We anticipate that IRS will modify the Form 5305 series (model IRA documents) to
permit a plan administrator to establish an IRA on behalf of a participant in a manner similar to the use of a
designated financial institution for SIMPLE IRAs. Another option would be to allow prototype IRAs to accept the
mandatory rollover, though this may require filing for a new opinion letter for the IRA.

¢ Determination Letter Procedure: The determination letter process is not yet open for EGTRRA changes;
therefore, 401(a) plans should not submit this amendment to IRS. Also, volume submitter plans cannot get an
advisory letter on EGTRRA provisions. However, a 403(b) or 457 plan may request a private letter ruling to
confirm the mandatory rollover amendment. If IRS issues a sample/model plan amendment and it is timely
adopted, it is unlikely that any further action would be necessary for continued reliance on the plan's
determination letter, advisory letter, or ruling.

IV. Open Issues
A number of open tax issues remain, which the IRS guidance should address, including the following:

(A) Effective Date: What is the effective date for the mandatory rollover rule? Congress, in a rather unusual
move, tied the effective date of the mandatory rollover rule to the DOL's prescription of final regulations.
Specifically, EGTRRA provides that the mandatory rollover rule applies for distributions that are made after final
regulations implementing the rule are “prescribed.” We anticipate IRS guidance shortly on what is meant by the
word “prescribed.” Presumably, this means the effective date—and not the publication date—of the final DOL
regulations, which the proposed regulations anticipated would be at least six months from the final regs
publication date (and the DOL staff informally indicated that it may be considering a one-year delay in the
effective date).

(B) Cashout of Beneficiaries and Alternate Payees: Does the mandatory rollover rule apply to involuntary
cashouts of beneficiaries and alternate payees? Presumably, the rule would apply only to participants and
alternate payees (but not to beneficiaries) with account balances or accrued benefits of $5,000 or less,
pursuant to the exception under the involuntary cashout provision for payments after death. ( Reg. § 1.411(a)-
11(c)(5), (c)(6)) However, the Code's references in the mandatory rollover rule to both “participant” and
“distributee,” and the reference to “eligible rollover distribution” in the legislative history, make this unclear. For
example, what happens if a participant dies but the plan sponsor is unaware of the death and rolls the money
over to an IRA pursuant to the mandatory rollover rule? Can a surviving spouse beneficiary then treat the IRA
as his or her own?

(C) IRS Disclosure Requirements: For 403(b) plans, is it the “payor” who is responsible for the disclosures?
What is the timing of the IRS disclosure rules if it is not contained in the 402(f) notice? We assume that it
would be the same as the 402(f) notice—which is generally 30-90 days before the distribution or the annuity
starting date. What happens if there is a delay as a result of looking for missing participants? Will a summary
402(f) notice have to be revised for these new disclosure requirements? Presumably, the electronic delivery of
the separate notice (if elected) would be permissible, in accordance with the current 402(f) electronic delivery
provisions. Is there transition relief for distributions in process when the final regulations become effective;
otherwise, all cashouts pending as of the effective date may need to be given new disclosures and election
timelines. A revised model 402(f) notice to reflect these new rules would be helpful.

(D) Minimum Required Distributions ("MRD"): Are minimum required distributions (e.g., age 70-1/2
payments) to a participant subject to the mandatory rollover rule? Presumably they are not, pursuant to the
exception under the involuntary cashout provision for MRD payments. ( Reg. § 1.411(a)-11(c)(7) )

(E) Timing of Default Rollover: Is there a prescribed time frame within which the default rollover must be
made? Current law does not prescribe a time frame for direct rollovers generally.

(F) Use of Deemed IRAs: Can a plan sponsor use a deemed IRA as the designated default IRA? We assume
that non-ERISA plans may designate their deemed IRA as the default IRA, without violating the Code's
prohibited transaction rules ( Code Sec. 503 ) that apply to governmental and church plans. Presumably, the
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final deemed IRA regulations will provide more flexibility for governmental and church plans to establish these
IRAs.

(G) Under $1,000: Can plans apply the mandatory rollover rule to cashouts of less than $1,000, or to
accounts that fall below $1,000 due to processing delays? Presumably the answer would be yes, although the
DOL safe harbor (see Part II above) may not apply.

(H) Tax-Exempt 457 Plans: Does the mandatory cashout rule apply to tax-exempt 457(b) plans? Presumably
the rule does not apply, because rules similar to the direct rollover rules do not otherwise apply to such plans.

Elizabeth Thomas Dold is a principal, and Anna Driggs is an associate, at Groom Law Group, Chartered, a Washington,
D.C. law firm specializing in employee benefits issues.
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