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TRS 3 Member Rate Flexibility 

Issue 
Should the SCPP recommend legislation to remove Teachers' Retirement System Plan 3 
(TRS 3) member rate flexibility? 

Background 
The Internal Revenue Service (IRS) has re-qualified TRS 3 on the condition that the 
Legislature removes the statutory provision that allows members to change their rate 
option every January.  The Department of Retirement Systems (DRS) has asked the 
SCPP to recommend legislation to remove this provision. 

Basic Components Of The Plans 3 (TRS 3, SERS 3, PERS 3) 
Each of the Plans 3 is made up of two main parts: 

 Defined benefit (DB). 

 Defined contribution (DC). 

The DB portion is a traditional pension where the member receives a benefit that is 
based on a formula utilizing the member's years of service, and average final salary.  
For comparison, the DB portion of each plan 3 is the same as plan 2, but half the size. 

Only the employer makes contributions toward the DB portion of a plan 3.  
Contribution rates for the DB portion are recommended by the SCPP, and set by the 
Pension Funding Council and the Legislature. 

The DC portion is similar to a 401(k) in that contributions are made to an individual 
retirement account.  Those contributions are invested, and at retirement the member 
receives the funds in that account.   

Only the member contributes to the DC portion.  The contribution rate is selected by 
the member from a list of options.1  All Plans 3 members must choose a rate option 
within 90 days of being hired into an eligible position,2 or be defaulted into a 
contribution rate of 5 percent (Option A).   

For members of Public Employees’ Retirement System Plan 3 (PERS 3) and School 
Employees’ Retirement System Plan 3 (SERS 3) this is a permanent selection, as 
members can only change rates when they switch employers. 

                                                 
1 See Attachment A. 
2 See WAC 415-111-220(4). 
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Only TRS 3 members are able to change their rate option.3  Specifically, they can 
change in January of each year by notifying their employer in writing.  

Other Options  
The Plans 3 contribution rate options are not the only way for members to choose 
their overall contribution rate.  Many members of the state retirement plans also have 
access to at least two other savings vehicles that allow for rate flexibility:  The 
Deferred Compensation Program and Tax-Sheltered Annuities. 

 Deferred Compensation Program (DCP).4  

The DCP is a defined contribution plan established under Internal Revenue 
Code (IRC) 457.  The DCP is available for most public employees in 
Washington, including teachers.   

The DCP is pre-tax, and participants can change their contribution rate at 
any time.  Contributions are subject to a yearly cap, but "catch up 
provisions" allow members to contribute in excess of the cap if they are 
over age 55, or within three years of normal retirement age. 

 Tax-Sheltered Annuity (TSA).  

TSA's are defined contribution plans established under IRC 403(b).  They are 
available for most teachers in Washington, as well as certain 501(c)(3) 
organizations and some members of the clergy.   

These plans are pre-tax, and participants can generally determine how 
much they want to contribute.  That said, the structure of TSA's can vary, 
and certain provisions may be collectively bargained. 

Plan Qualification 
A plan must be qualified in order to receive favorable tax status under the IRC.5  At 
the highest level, qualification requires the plan documents to be compliant with 
regulations (i.e. on paper), and for the plan to be administered in compliance with 
regulations (i.e. in practice).   

Determination letters are advance statements of the IRS' opinion as to whether or not 
the plan meets the requirements on paper.  Generally, if the employer operates the 
plan according to the terms of approved plan documents then the plan will be 
qualified in practice as well.6 

IRS regulations are too complex to detail here, but generally include things like 
provisions to protect member contributions and benefits.  IRS regulations are also not 

                                                 
3 See WAC 415-111-220(8). 
4 For more information, please see the DCP website.  
5 Governmental plans are defined in IRC 414(d), and regulated under IRC 401. 
6 For more information, please see "What is a Favorable Determination Letter?" on the IRS website. 
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the only source of regulations for a plan.  Plan administrators must also consider other 
federal laws (e.g. the Employee Retirement Income Security Act, to the extent it 
applies to governmental plans) and state laws.   

Possible Implications Of Disqualification 
Plan disqualification can result in a loss of favorable tax status, but it is difficult to 
gauge precisely what the full scope of impacts would be.   

Based on IRS publications and discussions with DRS, staff has identified three 
potential impacts from disqualification: 

 Both Plan 2 and Plan 3 may be affected. 

 Yearly taxation of plan earnings. 

 Taxation of plan contributions.  

Both Plan 2 And Plan 3 May Be Affected 

The IRS considers each Plan 3 to be a DB plan with a DC component.  The IRS also 
considers each Plan 2/3 combination to be a single plan with two benefit tiers.  This is 
because they share a common trust fund, as follows:  

 TRS 2 shares a common trust fund with TRS 3 = one plan. 

 PERS 2 shares a common trust fund with PERS 3 = one plan. 

 SERS 2 shares a common trust fund with SERS 3 = one plan. 

Thus, any impact from disqualification may affect both Plan 2 and its companion 
Plan 3. 

Taxation Of Plan Contributions  

If the plan were disqualified, all contributions (employer and member) made on 
behalf of a member would be considered taxable income (i.e. post-tax) and subject to 
withholding. 

Yearly Taxation Of Plan Earnings 

If the plan were disqualified, members would be taxed yearly on plan earnings.  This 
generally refers to any investment returns earned on contributions to the plan; both 
member and employer contributions. 

History Of Rate Flexibility Provision 
As noted above, all Plans 3 members select a rate option after enrollment, but only 
TRS 3 members can change that rate option each year.  This ability to change rate 
options was not part of the original Plans 3 design.   
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When rate flexibility was enacted in statute in 20037 it encompassed PERS 3, SERS 3, 
and TRS 3.  The fact that only TRS 3 members can utilize the option is the result of a 
complicated series of events involving IRS plan qualification.8    

 In 2000, DRS submitted TRS 3 to the IRS for plan qualification.  The 
submission included a proposal to enact rate flexibility.   

 In 2002, the IRS qualified TRS 3.  DRS then submitted PERS 3 and 
SERS 3 for qualification.  This submission included the same proposal 
for rate flexibility.   

 In 2003, the Chapter 156, Laws of 2003 amended Plans 3 statutes to 
include rate flexibility.  Not long afterward, the IRS then struck down 
the rate flexibility provision for PERS 3 and SERS 3.  No PERS 3 or 
SERS 3 members were allowed to utilize the option.   

 In 2009, DRS submitted TRS 3 for re-qualification.  This submission 
included the rate flexibility provision in statute.  

 In 2013, the IRS re-qualified TRS 3, contingent on legislative removal 
of member rate flexibility. 

Recent IRS Determination Letter 
In February 2013, the IRS re-qualified TRS 3.  However, this qualification was 
contingent on the Legislative removal of the statutory provision that allows TRS 3 
members to change their rate options every January.   

The most recent IRS determination letter included the following timetable:9 

 A law must be passed and signed in 2014 legislative session. 

 DRS must complete the related rulemaking within 91 days of session. 

 The final rate selection option for members is January 2015. 

Committee Activity 
Following the July 23, 2013, SCPP meeting, the Executive Committee scheduled a 
work session with possible executive action. 

Additional Materials  
 Rate data. 

 DRS materials. 

                                                 
7 Chapter 156, Laws of 2003 
8 See Attachment B. 
9 The timetable was incorporated by reference to an amendment plan submitted by counsel to the IRS.  See 

Attachment B.   
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Staff Contact  
Aaron Gutierrez 
Policy Analyst 
360.786.6152  
aaron.gutierrez@leg.wa.gov 

 

O:\SCPP\2013\9-17-13_Full\4.TRS_3_Member_Rate_Flexibility_Briefing_Paper.docx 
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Attachment A 

Rate Options 
 
Rate Option Total Rate 

Option A (Default) 5.0% 
Option B 

 
 

Until age 35 5.0% 

 
Age 35 to 44 6.0% 

 
Age 45 and up 7.5% 

Option C 
 

 
Until age 35 6.0% 

 
Age 35 to 44 7.5% 

 
Age 45 and up 8.5% 

Option D 7.0% 
Option E 10.0% 
Option F 15.0% 
 

Rate Selection Options for PERS 3, SERS 3, and TRS 3 
 

Plan 3 Contribution Rate Selected For Current Members 
Data as of March 22, 2013 

Contribution Rate 
Selected 

PERS 3 SERS 3 TRS 3 Grand Total 

Count Percent Count Percent Count Percent Count Percent 

A – 5% 17,169 61% 19,718 63% 21,024 39% 57,912 51% 

B – 5%, 6%, 7.5% 3,199 11% 2,612 8% 6,730 12% 12,541 11% 

C – 6%, 7.5%, 8.5% 2,385 8% 1,634 5% 7,598 14% 11,617 10% 

D – 7% 1,784 6% 2,577 8% 6,090 11% 10,451 9% 

E – 10% 2,243 8% 3,065 10% 7,008 13% 12,316 11% 

F – 15% 1,503 5% 1,845 6% 5,603 10% 8,951 8% 

Grand Total 28,283 100% 31,451 100% 54,053 100% 113,789 100% 

Notes:  A "current Plan 3 member" means a member in a Plan 3 who does not have a separation date reported. 
Data provided by the Department of Retirement Systems.  Participants in Option A may have selected that 
option or defaulted. Default can occur actively or passively. 
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Rate Choice Data 
 

TRS 3 Contribution Rate Changes 

Data As Of January 23, 2013 

Year of Rate Change 
Contribution Rate 

Decreased 
Contribution Rate 

Increased Total Changes 
2004 1,138 3,135 4,273 
2005 602 1,069 1,671 
2006 654 1,245 1,899 
2007 565 1,341 1,906 
2008 585 1,348 1,933 
2009 1,074 1,057 2,131 
2010 729 1,038 1,767 
2011 715 1,136 1,851 
2012 659 934 1,593 
2013 551 1,201 1,752 

Grand Total 7,272 13,504 20,776 
Percentages 35% 65%   

Notes: The counts are for employment periods (EMSPs) that have more than one rate code. The counts 
do not include members who separated and changed their contribution rate upon reemployment. 
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February 2010 

 

Dear Plan 3 member, 

 

Thank you for your letter to Director Hill regarding the possibility of an annual opportunity for 

members of the Public Employees’ Retirement System (PERS) and School Employees’ 

Retirement System (SERS) Plan 3 to change their member contribution rates. He has asked me to 

respond on his behalf. 

 

We understand your desire to bring PERS and SERS Plan 3 into conformity with Teachers’ 

Retirement System (TRS) Plan 3. The question of such “rate flexibility,” however, is governed 

entirely by federal regulation, and the Department of Retirement Systems (DRS) is not in a 

position to act in a way that is contrary to these regulations.  

 

DRS submitted TRS Plan 3 for plan qualification to the Internal Revenue Service (IRS) in 2000. 

The request included a proposal to allow TRS members to change their contribution rates once a 

year. In 2002, the IRS qualified the TRS plan, with the annual rate flexibility option.  

 

TRS was the first Plan 3 fully implemented. In 2000, when it was submitted to the IRS, the 

SERS plan had been passed by the legislature, but was not yet in effect and PERS Plan 3 had not 

yet passed the legislature. 

 

In 2002, after receiving the favorable TRS Plan 3 determination, DRS submitted a request for 

qualification of PERS and SERS Plan 3. The submission included a request to allow PERS and 

SERS Plan 3 members to change contribution rates in January of each year. 

 

After a lengthy review, the IRS determined that PERS and SERS would not receive federal tax 

qualified status as defined benefit plans if the annual contribution rate change option was 

included in the plans. To receive plan qualification, the rate change proposal was removed.  

 

Since the IRS’ refusal to approve rate flexibility in PERS and SERS, the IRS has issued guidance 

underscoring its position on rate flexibility. The IRS, apparently in order to protect the federal 

tax base, has recently and consistently taken steps to guard against the expansion of a 

governmental employee’s ability to defer taxation on additional income through their 

government sponsored defined benefit plans by placing limits on changes government employees 

may make to their contribution rate.  

 

PERS, SERS and TRS must comply with the provisions of IRS code that govern defined benefit 

retirement plans for governmental employees. If any legislative change to the plan conflicts with 

IRS code, the plan may be disqualified by the IRS resulting in significant cost to the 

governmental employers and employees. The favorable plan determination means that PERS, 

SERS and TRS can continue to operate under the provisions of section 401(a) of the IRS code 

which includes the ability for members to contribute to Plan 3 on a tax-deferred basis. 
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Plan 3 Member 

February 2010 

Page 2 

 

All the Washington retirement plans are presently before the IRS for requalification. The 

Department does not know whether the IRS will continue to qualify TRS Plan 3 with the existing 

“rate flexibility” feature. We anticipate the IRS review of the plans to be completed in 2010. 

 

DRS has done everything in its authority to work the issue through the IRS. In the process, DRS 

has kept the best interest of all the members in mind. 

 

Sincerely, 

 

 

 

Marcie Frost  

Deputy Director 

 

September 17, 2013 TRS 3 Member Rate Flexibility Page 27 of 27
F-125


	Briefing Paper
	Attachment A
	Attachment B



