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Compliance Is a Critical 
Component of Operational  
Risk in DC Plans
Internal Controls and Governance Strategies 
Can Manage It

For defined contribution (DC) plans, the effective management of risks related 
to compliance are critical to plan operations and form a key component of  
the plan’s overall approach to operational risk. The repercussions of failing 
to comply with applicable federal and state laws, rules and regulations  
can be severe. The principal consequences of noncompliance are the 
administrative burden and monetary costs of correcting errors. For example, 
DC plan compliance errors may significantly increase the likelihood of 
lawsuits against plan fiduciaries. There is also the possibility that such 
errors will be discovered through an Internal Revenue Service (IRS) audit, 
which may result in fines and penalties. Perhaps most important, operational 
and documentation failures may lead to reputational damage incurred by the 
plan sponsor when participants and other stakeholders learn of mistakes.

The ultimate risk of regulatory compliance errors is the potential loss of the 
special tax benefits for DC plans that do not satisfy applicable requirements 
under the Internal Revenue Code (IRC).1 That scenario, while rare, is more 
likely when errors are egregious and there has been minimal effort to 
correct them.

Risks associated with compliance failures are a type of operational risk. 
Operational risk is the risk of direct or indirect loss resulting from external 
events or inadequate or failed internal processes, people and systems. For 
DC plans, operational risk encompasses potential losses attributable to 
failures across a range of functions, as illustrated on the next page.

1  DC plans that meet the requirements of Section 401(a), 403(b) or 457(b) of IRC receive special 
tax benefits whereby employer and employee contributions are not included in the employees’ 
gross income for federal income tax purposes until such amounts are distributed or otherwise 
made available to the participant or other beneficiary.

https://www.segalco.com/#PublicSector
http://segalmarco.com/
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To manage compliance risks, DC plan sponsors may implement a set of internal controls 
and governance strategies designed to reduce the probability and impact of loss events. 
This Public Sector Letter discusses both, including how to delegate responsibility for 
some compliance functions.

Internal Controls for Compliance
In order for the plan sponsor to maintain the tax-deferred nature of its DC plan, the 
operations and governing documents of the plan must comply with applicable requirements 
of the IRC and related regulations. The most relevant sections of the IRC are 401(a), 
457(b) and 403(b), which govern different types of DC plans for public sector employees. 
These sections set forth the somewhat different set of rules for each category of plan. 
As a technical matter, even a minor failure to comply with IRC requirements, such as  
not following the terms of the plan document, may cause a plan to lose its tax-deferred 
status under IRC rules.

The IRS recommends that plans develop internal controls to maintain operational and 
documentary compliance with federal tax laws.2 These internal controls should include 
procedures for:

yy Reviewing operational compliance;

yy Updating plan documents as applicable laws and plan operations change; and

yy Correcting any plan errors on a timely basis.

Operational Compliance Reviews

DC plan sponsors should periodically review operational compliance of their plans 
through a process that assesses the knowledge, experience and actions of all the 
professionals and entities that play a role in operating the plan. This level of review 
should encompass internal staff and external service providers. 

An operational review should cover the areas of DC plan administration that the IRS  
has identified as functions where errors are common. The checklist on the next page  
is based on error-prone functions identified by the IRS.

2   Relevant IRS resources are available on the Retirement Plan Operation and Maintenance webpage.

Managing Operational Risk — The Big Picture

Source: Segal Consulting and Segal Marco Advisors, 2019
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Give eligible employees the opportunity to make 
elective deferrals

Make employer matching contributions according to 
plan rules

Offer participants an opportunity to make investment 
elections (if self-directed)

Solicit and maintain beneficiary designations

Ensure correct timing and amount of contributions

Comply with a 457(b) plan’s “first-of-the-month rule”*

Test IRS limits on contributions and compensation, 
such as:

 y 402(g) elective deferrals

 y 457(b) annual deferrals

 y 415(c) total annual additions

 y 401(a)(17) compensation

 y Age 50 catch-up contributions

 y 403(b) plan 15-year catch-up contributions 

 y 457(b) plan normal retirement age  
catch-up contributions

A Compliance Checklist for Common DC Plan Operational Errors

*  The first-of-the-month rule requires that eligible plans accept deferrals from a participant’s compensation for a calendar month only if a deferral agreement has 
been entered into before the beginning of such month. See IRC 457(b)(4).

Source: Segal Consulting and Segal Marco Advisors, 2019

Verify distributable events and provide required  
tax notice and forms

Process hardship withdrawals or unforeseeable 
emergency distributions by verifying financial  
need and documentation of expense amounts

Ensure plan loans comply with plan terms, IRC 
requirements for maximum loan amounts and 
repayment terms

Monitor loan defaults and reporting taxable 
distributions upon default

Determine qualified status of domestic relations 
orders and report alternate payee distributions

Process required minimum distributions on a  
timely basis 

Exercise due diligence in searching for lost 
participants and beneficiaries
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Compliance steps should include a review of actual transactions conducted by the plan’s 
recordkeeper and administrative staff. This is particularly important in areas where errors 
most commonly occur, such as administration of plan loans, hardship distributions and 
unforeseeable emergency distributions. Reviews of individual transactions conducted by 
plan administrators should include verification that required processes are followed and 
that documentation is maintained through each step of every transaction reviewed. The 
review should also assess the sample transaction’s compliance with applicable laws, 
rules and regulations, as well as the plan’s governing documents and written policies,  
to ensure consistency.

In checking for operational compliance, plan sponsors should use all of the resources 
available to them to regularly assess whether they are operating their plans in compliance 
with IRS rules. The IRS provides plan correction checklists and fix-it guides on its website.3

The plan sponsor may also consider obtaining the services of experts to audit specific 
features of the plan, such as the accuracy and timeliness of contributing and allocating 
employee and employer contributions to individual accounts. In addition, the plan sponsor 
should consider using the services of an independent, qualified professional to periodically 
conduct a formal audit of the plan’s operational compliance.

Keeping Plan Documents Up to Date

Plan sponsors should establish a process for updating governing plan documents. Updates 
should reflect required changes under applicable state and federal laws. They should 
also adopt amendments to capture any changes in plan operations on a timely basis.

This review of governing plan documents should be conducted annually. Seeking input 
from internal staff, the plan recordkeeper and legal counsel is essential.

Correcting Errors

If the results of an operational or plan document review uncover any errors, the DC plan 
sponsor should consult with legal counsel to determine how best to correct them. The 
correction processes should take into account applicable federal and state rules for 
correcting plan errors.

The IRS Employee Plans Compliance Resolution System (EPCRS) provides specific 
guidance for correcting various types of plan errors in 401(a) and 403(b) plans.4 The 
EPCRS correction programs are described at the top of the next page.

3   Refer to the IRS Retirement Plan Operation and Maintenance webpage.
4   For details, refer to IRS Revenue Procedure 2019-19. According to the IRS webpage Retirement Plans FAQs 

Regarding Governmental Plans and EPCRS:
             For eligible deferred compensation plans under IRC 457(b), where appropriate, governmental employers 

may seek to enter into an agreement with the IRS in order to resolve problems. Reasonable modifications to 
procedures or its correction programs to accommodate some specific, unique needs of governmental 
employers may be considered.

https://www.irs.gov/retirement-plans/retirement-plan-operation-and-maintenance
https://www.irs.gov/pub/irs-drop/rp-19-19.pdf
https://www.irs.gov/retirement-plans/retirement-plans-faqs-regarding-governmental-plans-and-epcrs
https://www.irs.gov/retirement-plans/retirement-plans-faqs-regarding-governmental-plans-and-epcrs
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Governance Strategies for Managing Compliance Risk
In addition to developing internal controls to maintain operational and documentary 
compliance for DC plans, sponsors should establish a governance structure that fosters 
compliance with applicable rules. 

It is important to identify who is responsible for maintaining compliance with these rules. 
Ultimately, the plan sponsor is responsible for complying with all laws and regulations. 
However, the plan sponsor is able to delegate some compliance functions to other parties, 
such as administrative staff, third-party recordkeepers and other service providers. This 
level of delegation should be documented in the plan’s policies, contracts and, where 
applicable, job descriptions. It is also common for the plan sponsor to delegate specific 
responsibilities to a board or committee that oversees the plan. Those individuals may  
or may not be plan fiduciaries. Their duty is to monitor and review the actions of parties 
performing compliance functions. The monitoring duties of a board or committee may  
be established, along with other duties, in a charter or equivalent document.

It is also important to educate plan fiduciaries and others responsible for plan 
administration on their duties and responsibilities. Effective governance of compliance 
and other types of operational risk is enabled by the plan adhering to an educational 
program that includes regular, formal training or educational sessions on fiduciary duties 
and best practices in plan governance for DC plans. Such training can be facilitated  
by fiduciaries’ participation in educational conferences or external training courses,  
as well as informal educational sessions with third-party consultants or legal counsel.

The plan sponsor should also establish accountability measures for all parties with plan 
administrative duties or fiduciary responsibilities. Responsible parties typically include 
HR staff, recordkeepers and other service providers. Accountability requires that these 
parties report specific, useful information about the plan to the sponsor or governing body 
on a periodic basis pursuant to contractual terms or job descriptions as noted above.

The EPCRS Correction Programs

The EPCRS offers both a Self-Correction Program (SCP) and a Voluntary Correction 
Program (VCP).

Plan sponsors can use the SCP to self-correct minor operational failures (as defined 
in the Revenue Procedure). Recently, the IRS updated the EPCRS to allow plan 
sponsors to also self-correct certain plan document failures if specific conditions are 
satisfied. Under the SCP, the plan does not have to report the error to the IRS, nor 
pay any fees or fines, but plan sponsors should document the process and results of 
self-correction efforts to provide to the IRS if the plan is later subject to an audit.

Plan sponsors can use the VCP to correct significant operational errors and specified 
plan document failures, as set forth in the Revenue Procedures, by applying to the 
IRS and paying a fee. The VCP requires IRS approval of the correction method 
detailed in the application.
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Finally, the sponsor should develop a process by which plan fiduciaries and staff may 
keep abreast of legal, statutory and regulatory changes that apply to DC plans. Internal 
control processes and governance structures developed to manage compliance risk, as 
well as other risks and functions, should be documented in formal written procedures.

Follow this Approach to Manage DC Plan  
Compliance Risk
DC plan sponsors can mitigate compliance risks along with other forms of operational 
risk by establishing a governance structure that clearly delineates duties among 
fiduciaries, administrative staff and third-party providers. Educating these parties on 
their responsibilities under the plan and holding parties with administrative functions 
accountable for their actions in operating the plan are also important. Accountability  
can be addressed by maintaining internal controls over plan administration, such as 
annually reviewing and updating plan documents, periodically conducting operational 
compliance reviews, and correcting any errors that are discovered through this process 
as soon as possible.
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Questions? Contact Us.
This Public Sector Letter is the fifth in a series on managing 
operational risk in DC plans. For more information about 
managing operational risk or other risks DC plans face, contact 
your Segal benefits consultant, your Segal Marco Advisors 
investment consultant or the following subject-matter experts:

Melanie Walker, JD 
303.714.9942 
mwalker@segalco.com

Wendy Carter 
202.833.6422 
wcarter@segalco.com

Julian Regan 
617.298.0967 
jregan@segalmarco.com

Segal’s consulting services for state and local governments that  
sponsor DC plans include the following:

yy Plan design;

yy Plan assessment studies;

yy Participant communications;

yy Compliance consulting;

yy Vendor searches for recordkeepers and other service providers; and

yy Administration and technology consulting.

Segal Marco Advisors, the SEC-registered member of The Segal Group,  
provides the following investment solutions for DC plan sponsors:

yy Fiduciary oversight and training;

yy Creation and ongoing review of investment policy statements; 

yy Ongoing monitoring and performance analysis;

yy Investment menu design and evaluation;

yy Selection of best-in-class investment managers, custodians and options;

yy Oversight and monitoring of recordkeepers; and

yy Benchmarking services (including fees and administrative services).

Segal Select Insurance Services, Inc., the member of The Segal Group that provides 
brokerage services for a wide range of insurance coverage, can help plan sponsors 
obtain cyber liability insurance, crime insurance and fiduciary liability insurance.

To receive future public sector publications, join The Segal Group’s email list.

http://www.segalco.com/operational-risk
http://www.segalco.com/operational-risk
https://www.segalco.com/contact?pid=7651#PublicSector
https://www.segalco.com/contact?pid=3243#PublicSector
http://segalmarco.com/email-expert?eid=1296
http://www.segalgroup.net/#all
http://www.segalselect.com/
http://www.segalco.com/weekly-mailings/#Multiemployer


Our Services for the Public Sector

Public sector entities face tough decisions. We understand those challenges as well as 
options for meeting them. Having worked with hundreds of public sector clients for 
more than 50 years, we have insight into the spectrum of design characteristics and 
features of all types of compensation and benefit plans throughout all levels of 
government. We provide the following services:

yy Health and welfare plan consulting for active and retiree coverage, including 
pharmacy benefit management;

yy Defined benefit and defined contribution retirement plan consulting, including plan 
design and modeling;

yy Compliance consulting;

yy Benchmarking and design of total rewards that encompass financial and  
non-financial rewards;

yy Participant communications, including personalized statements (through Segal Benz);

yy Administration and technology consulting;

yy Investment solutions services through our SEC-registered affiliate, Segal Marco 
Advisors; and 

yy Insurance brokerage services for fiduciary liability insurance, fidelity bonds and cyber 
liability insurance through Segal Select Insurance Services, Inc.

Segal Consulting is a member of The Segal Group. See a list of Segal’s offices.
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Follow Segal Consulting: Follow Segal Marco Advisors:

https://www.segalbenz.com/
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