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What You Don’t Know Can Hurt You
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Every government em-
ployer ought to be able
to answer certain ques-
tions concerning its em-
ployee retirement plans.
To assist you in this re-
gard, we have included
important questions and
brief answers below.
We will feature each
question individually and

provide a more in depth answer in up-
coming issues.

Q: Why does it matter if the plan
is a "government plan"?
A: Government plans (those sponsored
by the U.S. government or the govern-
ment of a State or political subdivision
thereof or any of its agencies or instru-
mentalities) are exempt from the rules of
the Employee Retirement Income Secu-
rity Act of 1974, as amended (ERISA)
and are subject to only some, but not all,
of the rules that govern retirement plans
of private employers under the Internal
Revenue Code of 1986 (Code). This
means that many of the provisions found
in a typical “prototype” plan document
don’t apply and shouldn’t be included.
If they are included, they must be com-
plied with, or the plan will lose its tax
qualification. That’s bad for the employ-
ees. It also means that the plan is sub-
ject to state laws, which may vary
depending on the type of governmental
entity. Finally, it means that the plan is

subject to different administrative issues
than a private sector plan, which makes
it important to work with service provid-
ers who are familiar with these require-
ments to avoid unnecessary cost.

Q: What fiduciary rules apply to
government plans?
A: The Employee Retirement Income
Security Act of 1974, as amended
(ERISA) doesn’t apply to plans of “gov-
ernments.” Thus, the rules generally
governing the fiduciary duties and re-
sponsibilities established by ERISA for
private sector pension and welfare plans
don’t apply to plans established by a gov-
ernment entity. Nevertheless, these plans
are subject to fiduciary rules (see article
by Fred Reish on page 3) that affect the
duties and potential liability of those
charged with the duty of operating the
plans. These rules are found under state
law. For example, California law provides
that for a Code section 457 plan, the fi-
duciaries must act prudently and in the
best interests of the participants and ben-
eficiaries of the plan. Often, the state law
rules are nearly identical to those under
ERISA, so generally speaking, if the fi-
duciaries follow the ERISA rules they
will most likely be considered to have met
the California requirements. However, for
other plans, special fiduciary rules may
apply under state law that are very dif-
ferent from the rules for fiduciaries un-
der ERISA.

Continued on page 2

We are proud and excited to be offer-
ing our first issue of this Firm news-
letter addressed exclusively to gov-
ernment and non profit clients and
potential clients. For many years, we
have published Firm newsletters cov-
ering other topics such as the ERISA
Audit Report and the ERISA Report
for Plan Sponsors as well as the
ERISA Controversy Report. This news-
letter will be devoted to practical ad-
vice on employee benefits for govern-
ment and non-profit employers. A copy
of this newsletter can also be viewed
on our web site at www.reish.com.

Our first article is an overview of
many topics that affect employee ben-
efits for government employees. Over
the next several issues, we will be ex-
panding on each of these summaries
to present in depth insights into each
of the topics.

The second article explains fiduciary
rules for government plans. Unlike
most pension plans, the rules promul-
gated under ERISA don't apply to
government plans. What does this
mean for fiduciaries of such plans?

The final article addresses a particu-
lar type of pension plan qualified un-
der IRC Section 401(a) known as a
"pick-up plan." These plans are like
401(k) plans but better. What are
they? When do you use them? How do
they work?

As always, we welcome your com-
ments and questions.

Marty Heming
MartyHeming@Reish.com



Q: Which individuals who per-
form services for the govern-
ment entity are deemed to be
employees?
A: This seemingly simple question can
cause an unbelievable number of very
complex answers. For instance, is a
member of the Board of a Water District
an employee even if he or she works less
that 500 hours per years and has another
full time job or owns his or her own
business? Can part time or temporary
employees who work more than 1,000
hours per year be excluded from the
pension plan of a government entity
without violating the Internal Revenue
Code? Are there any restrictions on who
can be excluded from a pension or profit
sharing plan of a government entity?

Q: Does your 457 plan comply
with the rules?
A: Most government 457 plans meet the
rules of 457(b) for eligible deferred com-
pensation plans. There are also ineligible
plans described in 457(f). Only 457(b)
plans are described here. Generally, these
are written plans for the deferral of em-
ployee salary reduction amounts that are
limited to the lesser of $15,000 (in 2006,
subject to adjustment) or 100 percent of
the participant’s compensation. These
limits were increased in 2002 under a law
called EGTRRA. Each government 457
plan should have been amended to com-
ply with EGTRRA as well as the proposed
regulations. One of the most important
changes for 457(b) plans is the require-
ment that all of the assets that are used
to fund the plan must be placed in a trust.
Moreover, the trustee is responsible for
prudently investing the assets in the trust.
It is possible to mitigate this responsibil-
ity if the participants are given the right
to choose the investment vehicles for
their portion of the trust assets. However,
even if this is done, the trustees have
continuing responsibilities to select and
monitor the investment choices. Because

government plans are not covered by
ERISA, the trustees’ duties are governed
by state law. In addition, the IRS has
recently proposed changes to the rules
regarding deferral of accrued vacation
and sick pay, and this will require a plan
amendment when the new rule becomes
final.

Q: Can a government sponsor a
401(k) plan?
A: Maybe. Under current law, govern-
ments may not sponsor a 401(k) plan,
even though it is the most widely known
plan in America. There is an important
exception, however, and that is for a
401(k) plan adopted before May of 1986
and constantly maintained thereafter—
though these three innocent sounding
words have been the subject of exten-
sive IRS scrutiny and analysis. These
plans do require periodic amendment to
comply with changes in the law in order
to maintain their tax qualified status.

Q: What is a pick-up plan?
A: In a nutshell, a pick-up plan is a spe-
cial type of qualified plan generally de-
scribed in Code section 401(a). A pick
up plan is similar to a profit sharing plan
with a 401(k) elective contribution fea-
ture. Since governments may not adopt
a 401(k) plan (except as noted above), a
pick-up plan serves a very similar pur-
pose. It is a pension, profit sharing or
thrift plan with a fixed mandatory after-
tax employee contribution with a capa-
bility for converting the after-tax
employee contribution to a pre-tax con-
tribution by an action of the government
body. This could be a very valuable plan
for employees generally and can be used
to provide additional benefits in some
cases for selected employees. (See
Marty Heming’s article on page 4.)

Q: If the plan is out of compli-
ance, what can you do before
the IRS audits the plan?
A: Government plans, like all private sec-
tor plans, are subject to audit by the IRS.
Thus, if a government plan document is
not written correctly or if the plan isn’t

operated in accordance with it terms, it
can be disqualified. If this occurs, the
employees will be taxed on their vested
accounts and the earnings in the trust will
be taxed to the trust. This result can be
avoided if the plan is submitted to the
IRS under the voluntary correction pro-
gram described in Rev. Proc. 2003-44.
The fee for submitting the plan to the IRS
for a compliance letter is very small com-
pared to the adverse consequences of an
IRS audit.

Q: What are the critical differ-
ences between government
plans and the retirement plans
of private employers?
A: Government plans are not subject to
ERISA. The rules governing such plans
are found in state law as well as the rules
under the Internal Revenue Code. More-
over, government plans are not subject
to any of the following rules that govern
plans in the private sector. The Taxpayer
Relief Act of 1997 (TRA ‘97) permanently
exempted “government plans” from the
rules of the following Code sections:
401(a)(3),401(a)(4), 401(a)(26), 401(k),
401(m), and 410(a) and (b). What this
means is that a government plan isn’t
subject to the rules that prevent discrimi-
nation in favor of the highly compensated
employees in the plan. On a practical
level it means that any government plan
must be drafted specifically for govern-
ments so as to eliminate the anti- discrimi-
nation rules normally contained in a
standardized document generally sold to
private sector employers by the invest-
ment community. Unless the plan is tai-
lored correctly, the government plan
could be subjected to rules that could
have been avoided in a properly drafted
document.

Q: Are there any traps for the
unwary for government employ-
ers when establishing a retire-
ment plan for its employees?
A: Because government plans aren’t sub-
ject to ERISA and certain provisions of
the Code, it is easy to not only apply
adverse rules meant to govern only the

Government Plans
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With the aging of the
baby boomers and their
rapidly approaching re-
tirement (the first
boomers hit 60 on

January 1, 2006), employers—both pub-
lic and private—are focusing on retire-
ment benefits. As a result, increasing at-
tention is being paid to the people re-
sponsible for managing retirement
plans... the fiduciaries.

While the laws on fiduciary responsibil-
ity for state and local retirement plans
are, for the most part, not particularly
well developed, the members of these
retirement boards and committees can
look at the law governing private sector
plans, ERISA, for guidance. Because of
the rich history of legislation, regulation
and litigation in the private sector, there
is a large body of authoritative analysis
and interpretation of the responsibilities
of fiduciaries.

There are three reasons state courts will
look to that federal law. The first is sim-
ply the volume of thoughtful guidance.
The second is that ERISA and most state
fiduciary laws are based on the same
investment concepts such as modern
portfolio theory and other generally ac-
cepted investment principles. The third
is that a number of governments have,
as a practical matter, adopted ERISA’s
fiduciary provisions.

For example, ERISA’s prudent man rule
requires that fiduciaries act:

“...with the care, skill, prudence, and
diligence under the circumstances
then prevailing that a prudent man
acting in a like capacity and  familiar
with such matters would use in the
conduct of an enterprise of a like
character and with like aims;...”
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Universal Prudence
By Fred Reish, Esq. (FredReish@Reish.com)

Compare that to the prudent person rule
governing the Federal Thrift Plan, which
is the largest defined contribution plan
in the world and which is participant di-
rected:

“...with the care, skill, prudence, and
diligence under the circumstances
then prevailing that a prudent indi-
vidual acting in a like capacity and
familiar with such matters would use
in the conduct of an enterprise of a
like character and with like objec-
tives;...”

And, finally, compare those two to the
provisions of the California State Con-
stitution governing retirement systems,
including 457(b) plans:

“...with the care, skill, prudence, and
diligence under the circumstances
then prevailing that a prudent person
acting in a like capacity and familiar
with these matters would use in the
conduct of an enterprise of a like
character and with like aims.”

Other than a few minor word changes,
the provisions are identical. And, the sub-
stantive rule is unchanged from ERISA’s
language.

As a result, members of government re-
tirement boards and committees need to
be aware of the fiduciary interpretations
of the prudent person rule under ERISA.
The most common mistakes we see
come from a lack of awareness. That is
unfortunate, because it is easily avoided
with fiduciary training and good legal and
investment advisors.

To help solve this problem, we have be-
gun offering fiduciary training to those
responsible for the management of gov-
ernment plans. v

private sector but also to overlook the
many rules adopted under state law spe-
cifically applicable to government plans.
For example, one such law in California
prevents members of the elected Boards
of special districts from adopting a plan
for its legislative members that is more
advantageous for such elected official
than for the other employees.

Q: What do you need to know
about social security opt out?
A: The short answer is that the rules are
complex and if not carefully followed,
can lead to extremely adverse results for
both the government entity and the em-
ployees.

Q: What do you need to know
about the state PERS?
A: While we believe that many other
states have laws similar to those in Cali-
fornia, this comment focuses on the
California Public Employees’ Retirement
System (CalPERS). In California, all
public safety personnel and university
employees must participate in CalPERS.
However, municipalities, utility districts,
water district and other special districts
are not required to join CalPERS, but all
governments in California may become
miscellaneous members and, as such, be
entitled to benefits at a level permitted by
law and agreed to by the government
entity’s governing board. The employees
pay a portion of the cost with pretax
contributions that reduce otherwise pay-
able salary, and a portion is paid directly
by the government entity. The decision
of whether or not to join CalPERS re-
quires a detailed analysis. v

Government Plans
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What Is a Pick-up Plan and Why
Would You Want to Adopt One?
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A pick-up plan is a spe-
cial type of tax qualified
plan authorized by IRC
Section 401(a) and
501(a). It is only avail-

able to state or local governments or
political subdivisions agencies or instru-
mentalities thereof.  Any pension or profit
sharing plan sponsored by a government
is known as a government plan. Gener-
ally, a government plan is the same as
any other qualified plan under Internal
Revenue Code section 401(a) except that
it is exempt from the non-discrimination
rules applicable to private sector plans
as well as being exempt from all of the
Employee Retirement Income Security
Act of 1974 as amended (ERISA) rules.

How does a pick-up plan work?
A pick-up plan is very similar to a profit
sharing plan with a 401(k) elective con-
tribution (commonly known as 401(k)
Plan) which is generally available to all
companies that are not governments.
Despite the popularity of 401(k) plans
among the private sector companies, a
government may not maintain a 401(k)
plan unless it was adopted before May
of 1986 and has been constantly main-
tained thereafter.

However, it is possible for a government
to have a profit sharing or money pur-
chase plan, which provides for manda-
tory employee after tax contributions. If
the government entity adopts such a plan,
it may add a special provision permitted
under IRC 414(h) known as a pick-up
feature. When a pick-up feature is
adopted as part of a government plan, it
converts the after-tax employee manda-
tory contributions in the plan to pre-tax
employee contributions.

For example, if a government has a thrift
plan which requires each employee who

elects to enter the plan to make a fixed
level of after tax employee contribution,
the plan can be amended to permit the
government to reduce the compensation
of the employee by the amount of the
otherwise required after tax contribution.
This reduction by the government, un-
like a 401(k) elective deferral, eliminates
the amount of the otherwise payable
compensation without any election on
the part of the participant. The amount
of the reduction cannot be changed by
the participant.

In short, the IRS has issued a series of
Revenue Rulings, General Counsel
Memorandums, and Private Letter Rul-
ings that make it absolutely clear that the
government pick-up can be affected by
a reduction in the otherwise payable sal-
ary of the employee. The only require-
ment imposed by the IRS on the
government’s ability to pick-up the em-
ployee contribution using a reduction in
the otherwise payable compensation of
the employee, is that the employee must
not be given a choice or option as to
whether he or she can elect cash com-
pensation, or have it put in the plan as a
pick-up contribution. Thus, unlike a
401(k) plan, the employee doesn’t get
to choose whether or to what extent his
or her compensation will be reduced.
After the employee elects to be a partici-
pant in the plan his contribution will be
picked-up automatically by reducing his
otherwise payable compensation in the
amount of the employee contribution
mandated in the plan document.

The following example demonstrates
how the pick up works in contrast with
a 401(k) plan:

In the 401(k) plan the participant is given
the option to elect how much he wants
his salary reduced and he may change

the amount of the reduction periodically
using the appropriate forms. Moreover,
the participant may elect zero reduction
in his compensation during one period
and then resume deferrals at a later time.

In a pick up plan, the participant is given
a one time option to join the plan at one
or more fixed levels of compensation.
Once he elects to participate, he cannot
periodically revisit the decision. How-
ever, the plan may allow a one time per-
manent option to opt out of the Plan.
Thus, a pick up plan is much less flex-
ible than a traditional 401(k) plan.

In its rulings, the IRS succinctly sum-
marizes the rules governing pick-up by
government entities as follows:  “…two
criteria must be met: (1) the employer
must specify that the contributions, al-
though designated as employee contri-
butions, are being paid by the employer
in lieu of contributions by the employee;
and (2) the employee must not be given
the option of choosing to receive the
contributed amounts directly instead of
having them paid by the employer to the
pension plan… For purpose of the ap-
plication of Section 414(h)(2) of the
Code, it is immaterial whether an em-
ployer picks-up contributions through a
reduction in salary, an offset against fu-
ture salary increases or a combination
of both.”

In addition, the IRS provides that the
pick-up resolution must be in place be-
fore the pay is earned. Thus, the pick-
up can only be operational for salary
earned after the date of the signature of
the plan that permits the pick-up and/or
the resolution of the government entity
authorizing the pick-up.

Why should a government adopt
a pick-up plan?
To answer this question, one must first
remember that many governments have
adopted a defined benefit pension plan
with both a mandatory employee contri-
bution and an employer contribution.
The employee contribution to the plan is

Continued on page 5
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generally picked up by the government
by reducing the employees’ otherwise
payable compensation.

In California, this defined benefit plan is
know as CalPERS. It promises a monthly
benefit starting a normal retirement equal
to a percentage of pay based on years of
service with the government.  It is a well
funded and very popular plan.

In addition, many governments have a
457 nonqualified deferred compensation
plan. These plans are funded by elective
employee contributions and sometimes
contain a matching employer contribu-
tion. All eligible government 457 plans
have definite limits on elective contribu-
tions comparable to the limits on defer-
ral permitted to a 401(k) plan. For 2006,
this limit will be $15,000 per year.

Accordingly, a government that is a good
candidate for a pick-up plan is one that
seeks to have additional retirement de-

ferrals in excess of those permitted un-
der CalPERS and their 457 plan. This is
because the limits on the amount that
can be deferred under the pick-up plan
is not limited by amounts deferred to ei-
ther of the other two plans. The limits
on each are completely separate.

Moreover, the pick-up plan, like the 457
plan, is generally funded exclusively by
the otherwise payable compensation of
the employee, not from government
funds.

Why would a government offer
a pick-up plan in addition to
CalPERS and its 457 plan?
First and most obvious, any government
entity that has opted out of Social Secu-
rity may feel the need to permit its em-
ployees to save for their retirement at a
level equal to those who are in the Social
Security system.

Second, any government that for one
reason or another either has not elected
CalPERS or has chosen not to adopt a
457 plan may want to provide some form
of tax-favored retirement vehicle for its
employees.
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Third, any government that has one or
more classes of employees that have a
desire for deferrals in addition to those
generally offered may be able to take
advantage of a pick-up plan. Because a
government plan may pick and choose
who shall participate in a pick-up plan
without the restrictions of the discrimi-
nation rules otherwise applicable to quali-
fied plans, the government may offer
individualized plans for special catego-
ries or groups of individuals. For ex-
ample, a government may have certain
individuals who seek a vehicle to defer
large sums late in their careers to pro-
vide sufficient retirement benefits. The
pick-up plan fulfills a need to provide
substantial benefits to selected individu-
als up to the IRC 415 dollar limit (cur-
rently $42,000 per year).

Conclusion
A pick-up plan may be the not-so-obvi-
ous answer to attracting and retaining
valuable employees who read about
401(k) plans and want to defer more than
may otherwise be permitted in their other
government plans. v
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