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Summary

The problems surrounding uncashed pension
checks go well beyond the sheer numbers.
There are plan asset regulations, “Float”
issues on interest on the funds awaiting
transfer, notification requirements and the
appropriateness of any corrective actions.

The largest issue is that there is no clear
guidance from the U.S. Department of
Labor or the Internal Revenue Service on all
aspects of the issue.

What appears to be clear is that each service
provider (recordkeeper, paying agent, trustee
or other entity that deals with uncashed
checks for its clients) and plan sponsors
should develop a policy on what to do with
uncashed checks.

The practical solutions are to return all or
some of the checks to the plan or move
them to an Individual Retirement Account
(IRA). In either case, attempts to locate the
person to whom or for whom the uncashed
check was written is a key component of
that policy. It may also be appropriate to
factor in the cost of such search efforts since
these costs are often deducted from the final
amount dispersed.

This paper examines the regulatory issues
surrounding uncashed checks as well as
potential common sense solutions for dealing
with those issues.

— Inspira
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Discussion & Analysis

Every service provider issuing checks to
individuals from retirement plans has
issues with those checks not being cashed
in a timely manner, if at all. In 2011,

the U.S. Department of Labor (DOL)
estimated that each year $15 million in
retirement plan distribution checks go
uncashed.’ Many in the industry think this
number is actually higher, but there is no
good way of reporting them.

The problem is typically greater when the
check is sent to terminated participants
with vested balances of less than $1,000.
These individuals have not responded to
notices or requests to affirmatively direct
what to do with their funds, often because
they are “lost participants” with no good
mailing addresses available."

For both plan sponsors and service
providers like recordkeepers, trustees and
paying agents, these uncashed checks
create a myriad of issues that can cause
additional work and fiduciary liability. For
example:

1. The Department of Labor holds that
each distribution remains a plan asset
until the check is cashed or a wire
transfer is successfully made.'

2. If the funds for these checks are
held in an interest-bearing account,
this “Float” arrangement is subject to
scrutiny by the DOL.V

To make matters worse, the DOL and
Internal Revenue Service (IRS) have
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not clearly defined a resolution to this
problem.

Plan Asset Considerations

It has been argued that once a
distribution is processed, it no longer is a
plan asset. The DOL does not agree with
this finding and has spoken in public of its
opinion that funds awaiting a check to be
cashed are plan assets.

Since uncashed checks are plan assets, it
is incumbent upon plan fiduciaries to work
with their service providers and attempt
to locate these participants in order to

get them to take action. Unfortunately,
this is expensive, time-consuming and
sometimes impossible to do.

If the fiduciaries do not take these actions
and at some point wants to terminate

the plan, then the steps defined in DOL
Field Assistance Bulletin (FAB) 2004-02
will apply. These steps include sending
certified mailings to the best address
available and tracking receipt. If you
don’t get a receipt, it is advisable that the
plan:

e Use an electronic search process to
find a better address.

o If the electronic search fails to
produce a better address, conduct an
extensive search of other records, such
as health care records, for beneficiaries.
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o If all those efforts fail to get a
signature on a certified letter, as a

last resort utilize the Social Security
Administration letter forwarding process
at a cost of $35 per letter to try to
locate the individual.

When plans have lost participants,
including lost uncashed check
participants, this can add months to the
plan termination process.

Float Issue

Funds transferred to a checking account
for the plan, placed in an account at

a service provider awaiting the final
transfer of the funds to an IRA or

other retirement program, or held in

a terminated participant’s checking
account, are typically held in an interest
bearing account.

The earnings from these types of account
arrangements are called a “Float”. DOL
Advisory Opinion 93-24A made it clear
that a Trustee is violating the self-dealing
provisions under ERISA Section 406(b)(1)
by retaining the Float without disclosing it
to its customers."

The DOL eventually clarified the
responsibilities of a plan sponsor with
regard to monitoring the Float in DOL FAB
2002-3. In this Bulletin, the DOL states
that if a service provider can receive the
Float (and not return the proceeds to the
plan), the plan sponsor needs to ensure:

e The arrangement is comparable with
what other service providers do in this
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situation and is reasonable.

e Review the circumstances where a
Float can be maintained and ensure
that the provider cannot create
additional income or take actions like
delaying transaction processing to
enhance the Float.

e Review the float amounts paid when
reviewing all compensation paid to the
provider as part of its fees for service
reviews.

DOL FAB 2002-3 also states that in order
for the service provider to avoid a
“self-dealing” violation under ERISA
Section 406(b)(1) related to Float
arrangements on distributions, the
provider must take the following steps:

1. Disclose situations when the Float is
generated and maintained.

2. Disclose when the Float period
commences and ends and adhere

to timeframes for mailing checks,
electronically transferring funds or any
other processes that may affect the
duration of the Float.

3. Disclose either the rate of the Float
or how the rate is determined. An
example would be that the Float on
funds pending distribution is based on
prevailing money market rates.

So, not only does a service provider need
to carefully draft and provide a copy of
its Float policy to the plan sponsor, it
also needs to make sure that it does not
prolong that Float period. If a provider
takes no action on uncashed checks, the
DOL could argue that the reason this was
done is to gain additional revenue, which
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is prohibited under ERISA Section 406(b)
(1) regarding dealing with plan assets in

their own interest or in their own account
(self-dealing).v

No Clear DOL or IRS Guidance

There is no definitive guidance from either
the DOL or IRS on what to do with funds
for uncashed checks or the steps that are
required to resolve the problem. In the fall
of 2013, the ERISA Advisory Committee
meeting focused on this issue with the
intent to ultimately issue guidance in a
Field Assistance Bulletin. This proposed
bulletin would presumably address:

e Requirements for searching for
individuals with uncashed checks.

e Options for dealing with the funds if a
person cannot be located.

e The extent to which fees can be
charged to the participant for search and
check reissuance services.

e Accounting for these assets on the
Form 5500 filings.

e Recovering tax withholding
requirements: if the funds are placed in
an IRA, returned to the plan or placed in
another type of arrangement.

e Other types of funding requirements,
such as placing the accounts in
Traditional or Roth IRA accounts.

However, even without definitive guidance,
both agencies have addressed parts of the
issue. One of the suggestions - actually
an initial suggestion of the Department of
Treasury - is to escheat the funds to the
state of last known residence. However,
ERISA preemption of state laws prohibits
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the escheatment of funds of an ERISA-
covered plan. As stated earlier, since the
DOL considers uncashed checks a plan
asset, they cannot be escheated.""

Both the IRS and DOL have stated publicly
that rolling uncashed checks to an IRA is a
permissible solution. It is unclear whether
this pertains to any size IRA, or only IRAs
under $5,000 and eligible for Automatic
IRA Rollover or cash-out.vi

Some guidance was provided by the
Department of Labor in an informal
question and answer session with the
American Bar Association’s Joint Committee
on Employee Benefits on May 7, 2009.

During that session, in response to a
question about what to do with uncashed
checks from an Active Plan, the DOL did
state that if a plan had a cash-out provision
under 29 CFR Section 2550.404a-2(d) that
covers automatic rollovers, those funds can
be rolled to an IRA.*

However, the DOL has yet to formally
address what to do with uncashed checks
for amounts not eligible for automatic IRA
rollover.

Framing the Solution

This lack of definitive guidance forces

a plan and service provider to take a
best practices approach and develop
and document its policy regarding that
approach. When developing that policy,
the plan and service provider should
consider two primary items:
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1. The steps and efforts it will take to try
and locate the participant to resolve the
issue (i.e., cash the check or roll it over
to another plan or IRA).

2. If step one fails, determine the best
way to create an account in which to
move the funds for the future benefit of
that former plan participant.

Searching for Check Recipients

It is important when framing the policy to
keep in mind that most of these uncashed
checks are for smaller dollar amounts when
determining the search steps that will be
undertaken. Some steps can be costly,
and since it is permissible and common

to charge the accountholder the cost of
the search and any check reissuance fees,
the fee can severely reduce the amount of
benefit to the participant. Given that fact,
some policies limit the search process to
the following steps:

2. Run a list of all uncashed check names
through an electronic search process

to determine if a better address can be
located.

3. Send a letter to the best known
address and wait a period of time - often
30 days after assumed receipt - to move
the funds.

This method is relatively inexpensive,
thus maintaining as much of the funds
for the benefit of that participant as
possible should she/he be located. More
conservative options may include:

e Having the plan sponsor review all
records to find a beneficiary and contact
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that individual in an attempt to find the
participant. This often does not work
because the beneficiaries frequently have
the same address as the unresponsive
participant. This also adds time and cost
to the process.

e After getting the best address, send
letters via certified mail. This too adds
additional cost to the process.

Previously, it was accepted practice to
utilize the Social Security Administration
letter forwarding service. However, the
SSA discontinued this service as of May 19,
2014. With the IRS having discontinued
their location services in 2012, there is no
longer a government-sponsored program
available for locating missing payees. This
makes the previously mentioned methods
more important than ever.

Moving the Funds

The policy needs to also determine

what to do with funds from uncashed
checks when all search steps fail. Since
escheating the assets to the state is NOT
an option, it is reasonable to consider one
of the following options:

e Move funds to an IRA created for the
benefit of the participant. This method
is often the most advantageous to the
plan. Given the limited guidance from
the Department of Labor, it is clear that
uncashed check amounts (minus any
fees related to searches) that could
qualify for automatic rollover can be
moved to an IRA. It is less clear whether
larger amounts can be moved to an IRA,
but some policies do this as well. The
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other question is whether to move the
funds to a Roth or Traditional IRA. If
records can separate out the portion of
the distribution that came from a Roth
source, this may be possible.

e Return the funds to the plan and

place them into an individual account

or forfeiture account. This method is
acceptable but pushes the responsibility
for looking for this lost participant back to
the plan sponsor. Also, if you choose to
place the funds in an individual account,
a decision needs to be made on what
investment to utilize or to restore that
account to its pre-distribution allocation.
The conservative view is to invest the
funds in @ money market or similar
vehicle.

e Use a combination of methods. Some
plans and providers may move funds

of uncashed checks of amounts less
than $5,000 or $1,000 to an IRA, and
amounts over that threshold are returned
to the plan.

Regardless of method, an organization
may also want to consider correcting, if
possible, any withholding made on the
distribution prior to moving the assets back
to the plan or transferring them to an IRA.

Documenting the Policy

No matter what search, cost-sharing or
funding methods are used in resolving
uncashed check issues, the key for a
service provider or plan is to document
and follow a clearly defined process. For

a service provider issuing these checks,
once a policy is set many utilize negative
consent from the plan sponsor. Essentially,
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they notify the plan sponsor of the policy,
and the plan sponsor needs to opt out and
then resolve the issue themselves. For plan
sponsors, carefully review your provider’s
policy. If the service provider does not
have an acceptable policy, then the plan
sponsor needs to develop and implement
its own policy.

Conclusion

When formulating and executing a policy
and procedure for dealing with uncashed
pension checks, it may be advisable that
the policy include:

e Consistently applied timeframes for
taking corrective actions. For example,
the search process will begin if the
check is not cashed or funds are not
successfully transferred within 90 days of
issuance or of request.

¢ The rationale for making the choices in
the policy (i.e., in order to preserve as
much of the assets in the distribution as
possible).

e The process used in attempting to
locate the affected participant and what
costs may be borne by that individual.

e The corrective action to be taken
(return to plan or rollover to an IRA) by
account size, including the handling of
any tax withholding done on the initial
distribution.

If the policy is created by the service
provider, the plan sponsor should review
and agree to it. From a service provider
prospective, a form of consent (negative or
affirmative) is advisable.
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Disclaimer

This paper is provided by InspiraFS, Inc. for general information purposes only.
It should not be construed as, and does not constitute, legal, financial or tax
advice on any specific matter, nor does this message create any business or
personal relationship. Please note that conclusions discussed do not guarantee
any outcome.
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