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MARKET TREND: With the recent tax law changes, key executives of tax-exempt employers will have an increased 

interest in compensation plans that offer greater deferral and tax planning opportunities.  

  

SYNOPSIS: IRC §§403 and 457 plans offer tax-exempt employers unique opportunities for employee incentives and tax 

deferrals that aren’t available to taxable employers.           

  

TAKE AWAY: Producers, planners and consultants should work together to identify tax-exempt clients and prospects 

that can benefit from IRC §§403 and 457 arrangements and develop plan proposals.  

 

PRIOR REPORTS: 13-06; 13-09. 

 

MAJOR REFERENCES: IRC §§403 and 457.  

 

 Employers that are tax-exempt under IRC §501(c) have unique retirement and deferred compensation programs 

available to attract and retain executives, including IRC §§403(b), and 457(b) and (f) plans.  Using a combination of 

these programs, an organization can provide opportunities for executives to defer significant amounts of compensation 

and possibly avoid some of the recently enacted tax increases. 

 

What is an IRC §403(b) Plan 

A 403(b) plan is a tax-advantaged retirement savings plan available for public education organizations, IRC §501(c)(3) 

organizations, and cooperative hospital service organizations.   Tax treatment is similar to an IRC §401(k) plan, in that 



employee salary deferrals into a 403(b) plan are pre-tax; however, salary-deferral contributions under a 403(b) plan are 

not subject to discrimination testing due to the universal employee availability requirements.  

 

From a plan administration standpoint, 403(b) plans do not have the same requirements as 401(k) plans, especially if 

they are non-ERISA plans. If, however, a 403(b) plan is an ERISA plan (the employer makes contributions to employee 

accounts), then additional restrictions and administrative issues will apply to those employer contributions.  403(b) 

plans also have simpler annual reporting requirements, including not having the independent audit requirement 

applicable to qualified plans with more than 100 participants. 

 

An employee may elect to defer 100% of compensation up to the set dollar limit for the applicable year ($17,500 for 

2013).   Eligible employees who are at least age 50 by the end of the year may make additional catch-up contributions. 

The catch-up contribution limit for 2013 is $5,500.  For employees who have accrued at least 15 years of service, the limit 

on salary deferral contributions is increased by the lesser of: 

  

1. $3,000, 

2. $15,000, reduced by the sum of (a) the additional pretax elective deferrals made in prior years, plus (b) the 

aggregate amount of designated Roth contributions permitted for prior tax years because of this rule, or 

3. $5,000 times the number of years of service for the organization, minus the total elective deferrals made by the 

employer on the employee's behalf for earlier years. 

Distributions 

 

Generally, amounts received by an employee as a distribution from a 403(b) plan are taxable as ordinary income.  If the 

distribution occurs when the employee is under age 59½, the amount is subject to a 10% early-distribution penalty, 

unless the employee qualifies for an exception.  This tax applies to the amount received, which the employee must 

include as income. Distributions generally cannot be made until one of the following occurs: 

• The employee reaches retirement age as defined under the plan. 

• The employee becomes disabled. 

• The employee dies, at which time the beneficiary is eligible for distributions. 

• The employee separates from service. 

• The employee reaches age 59½. 

• The plan is terminated. 

• The employee encounters financial hardship. 

Distributions from salary deferrals may not be made earlier than when the employee: 

• Has ended his or her employment, 

• Has a hardship, 

• Becomes disabled , or 



• Reaches age 59½. 

Distributions from a 403(b) account are subject to a mandatory federal withholding of 20% if the distribution exceeds 

$200 for the year and is an eligible rollover distribution. 

In general, each participant must begin receiving required minimum distributions by his or her required beginning date, 

which, is April 1 of the year following the calendar year he reaches age 70½.  If the plan allows it, the required beginning 

date may be delayed until April 1 following the year the employee retires. 

 

What is an IRC §457 Plan 

  

There are two types of 457 plans, eligible and ineligible plans.  An eligible 457 plan may be established and maintained 

by an eligible employer pursuant to the requirements of IRC §457(b).  An eligible employer is either (i) a governmental 

unit or (ii) any other organization (other than a governmental unit) that is exempt from tax under IRC §501(c).    

  

IRC §457(b) has the following requirements: 

1. The plan must be in writing. 

  

2. Only individuals who perform service for the employer, employees and contractors, may be participants. 

  

3. The maximum amount which can be deferred is limited to the lesser applicable dollar amount (currently 

$17,500) or 100% of compensation, which amount is not reduced by any amounts contributed under any other 

employer plan; 

  

4. The plan may provide for special catch up contributions during one or more of the employee’s last three years 

ending before he attains normal retirement, in an amount equal to the lesser of twice the applicable dollar 

amount for such year plus the amount of maximum contributions for prior years that was not previously utilized 

by the employee.  

 

Example:  Participant C turned 61 on April 1, 2009.  C became eligible to participate in an eligible plan on 

January 1, 2009.  The plan provides a normal retirement age of 65 and for deferrals up to the maximum 

statutory limit.  For 2009, C received eligible compensation of $40,000 from his employer.  C elects to 

contribute $2,000 to the plan for 2009.  C is unable to use the special IRC §457 three-year catch-up rule because 

2009 is not one of the last three taxable years ending before C attains normal retirement age.  In 2010, C elects 

to use the special three-year catch-up rule and contributes $31,000.  This amount is the lesser of (a) $33,000, 

which is two times the $16,500 applicable dollar limit for 2010, and (b) $31,000, which is the $16,500 

applicable dollar limit for 2010 plus the $16,500 applicable dollar amount for 2009 less the $2,000 contributed 

in 2009. 

  

5. A deferral agreement must be entered into before income can be deferred. 

  



6. The plan must satisfy specific distribution requirements discussed below. 

  

7. With the exception of certain required governmental plan set asides, all income, and property rights in the plan 

must remain solely the property of the employer subject only to the claims of the employer’s general creditors. 

As with taxable employer deferred compensation programs, a tax-exempt employer may purchase life insurance 

policies on the lives of participants for the purpose of funding its obligations under an eligible plan, but the 

employer must be the sole owner and beneficiary of the policy, with no obligation to transfer the policy to the 

participant.  

An ineligible 457 plan is one that is established by an eligible employer, but that does not satisfy the requirements of IRC 

§457(b).  Such plans are governed by IRC §457(f).  In general, elections to defer compensation under a 457(f) plan must 

be made before the beginning of the taxable year in which the services are performed. 

  

Distribution Requirements 

An eligible plan cannot provide for distributions until the earliest of the calendar year in which the participant attains 

age 70½, has a severance from employment, or is faced with an unforeseeable emergency.    

  

Distribution from a 457(f) plan can only occur after one of the following events: 

  

·      Separation from service; 

·      Disability; 

·      Death; 

·      A specific time or pursuant to a fixed schedule specified under the plan at the date of deferral; 

·      A change in ownership or effective control of the employer or ownership of a substantial portion of its assets; or 

·      An unforeseeable emergency. 

  

When Deferred Amounts Become Taxable 

  

Amounts deferred under an eligible plan are included in income when paid or otherwise made available without regard 

to when they become vested.  Amounts deferred under an ineligible plan, however, are taxed in the first taxable year in 

which there is no longer a substantial risk of forfeiture with respect to the amount deferred.  Therefore, when amounts 

under an ineligible plan become vested, they generally will no longer be subject to a substantial risk of forfeiture and will 

be subject to tax. 

  

Substantial Risk of Forfeiture 

  

For an ineligible plan, a substantial risk of forfeiture exists when an individual’s rights to compensation are conditioned 

upon the future performance of substantial services.  This definition is nearly identical to the definition under IRC §83, 

which applies to the taxation of property transferred in connection with the performance of services.  Because the risk of 

forfeiture is related to the performance of services, even an unfunded plan can be taxable when the benefits are no longer 

subject to the future performance of substantial services. 



 Application of IRC §409A 

  

IRC §409A does not apply to a 457(b) eligible plan, but it does impose limitations on unfunded deferred compensation 

plans subject to IRC §457(f).  IRC §409A requires that a plan of deferred compensation meet its requirements in form 

and operation at all times during a taxable year; otherwise all compensation deferred under the plan for the taxable year 

and all preceding taxable years is includible in a participant’s gross income for the taxable year unless it is subject to a 

substantial risk of forfeiture for the taxable year, or it was previously included in gross income.  The IRS is intending to 

issue guidance regarding what constitutes a substantial risk of forfeiture for ineligible plans.  Tax on the includible 

amount is increased by 20% of the includible compensation, plus interest at the underpayment rate plus 1% per year, 

applied from the initial year of deferral or lapse of substantial risk of forfeiture through the date of payment. 

 

Tax Planning 

In certain cases, taxpayers can reduce, and perhaps eliminate, the extent to which the recent tax increases affect them by 

maximizing the extent to which they contribute to 403(b), and 457(b) and (f) plans.  

• Deferring income under qualified or nonqualified arrangements will minimize the extent to which the taxpayer 

has income above the threshold at which the increased marginal income tax and capital gains tax rates kick in.  

With proper planning, the taxpayer may be able to defer the receipt of this income until a time at which the 

taxpayer’s total income is less than the threshold that would subject him or her to the higher tax rates.  In 

addition, as deferrals under these arrangements are done on a pre-tax basis, the amounts that can be “invested” 

in one of these arrangements – and the earnings that these deferrals generate – generally exceed those that can 

be derived through after-tax investments. 

  

• Similarly, since the tax on net investment income only applies to the extent a taxpayer has adjusted gross 

income of a certain amount, deferring income will reduce, and might even eliminate, the extent to which the 

taxpayer is subject to this tax.  Again, the goal would be to plan for the receipt of the deferred income at such 

time as the taxpayer’s annual income is less than the threshold at which the tax on net investment income is 

imposed. 

  

• Even if a taxpayer cannot defer enough compensation to reduce his adjusted gross income below the threshold 

at which the tax on net investment income is imposed, “earnings” on nonqualified deferred compensation are 

not treated as net investment income, even if those earnings are determined by reference to items that would be 

considered otherwise to give rise to net investment income.  Thus, the use of a 457(f) plan may effectively 

convert net investment income into ordinary income not subject to the net investment income tax. 

 

Example:  Assume that a married taxpayer earns taxable income (after taking into account deductions and other 

adjustments) of $500,000 in 2013.  Under recent law changes, $50,000 of that income will be taxed, for federal 

purposes, at the top income tax rate of 39.6%, imposing a tax of $19,800 on that $50,000 portion of her income 

and leaving just $30,200 for investment. If that $30,200 is invested in a taxable vehicle that generates a 6% 

annual return, the $30,200 investment yields $1,812 for the year, which could also be subject to tax in the year 

earned. 



 

If, however, the taxpayer deferred that $50,000 under a 457(b) and (f) nonqualified plan arrangement, she 

would not pay more than a 36% income tax on any of her income for 2013.  In addition, the full $50,000 

deferred would be “invested” under this nonqualified deferred compensation arrangement.  Assuming the same 

annual investment return of 6%, the taxpayer would derive $3,000 in investment earnings, which would not be 

subject to income tax during the year.  In addition, if the taxpayer deferred amounts under the nonqualified 

arrangement until retirement, at which time she and her spouse had less than $450,000 in annual income, the 

amount deferred forever escapes taxation at the 39.6% level – thus producing a federal income tax savings of at 

least 3.6% of the amount deferred. 

 

TAKE AWAYS 

• Legislation that became effective in 2013 increased the highest marginal income tax rate to 39.6% and the tax 

rate on qualifying dividends and capital gains for certain high-income earners to 20%.  It also subjects “net 

investment income” earned by certain high earners to a new 3.8% tax.  

  

• Taxpayers who are subjected to these new taxes and rates may be able to mitigate their impact, as well as the 

effects of state income taxes in high tax states (such as California and New York) if they can increase amounts 

deferred under tax-qualified retirement plans and nonqualified deferred compensation arrangements.  

  

• The ability to offer these tax-deferral arrangements is a great recruiting and retention tool for tax-exempt 

organizations, which may have a more difficult time attracting and keeping top executive talent. 

  

• As taxpayers begin to understand the full impact of recent tax law changes for 2013, advisors and consultants 

may want to offer compensation plan reviews as a value-add to their tax-exempt clients and prospects.  Such 

evaluations may generate opportunities to assist clients in implementing qualified or nonqualified plans that 

may be able to avoid or reduce the income tax exposure of the organization’s executives.             

For more information about the topic discussed in this Washington Report, please contact Albert 

Gibbons at algibbons@algibbons.com 

 

In order to comply with requirements imposed by the IRS which may apply to the Washington Report 

as distributed or as re-circulated by our members, please be advised of the following: 

 

THE ABOVE ADVICE WAS NOT INTENDED OR WRITTEN TO BE USED, AND IT CANNOT BE USED, BY 

YOU FOR THE PURPOSES OF AVOIDING ANY PENALTY THAT MAY BE IMPOSED BY THE INTERNAL 

REVENUE SERVICE. 

 

In the event that this Washington Report is also considered to be a “marketed opinion” within the 

meaning of the IRS guidance, then, as required by the IRS, please be further advised of the following: 



 

THE ABOVE ADVICE WAS NOT WRITTEN TO SUPPORT THE PROMOTIONS OR MARKETING OF THE 

TRANSACTIONS OR MATTERS ADDRESSED BY THE WRITTEN ADVICE, AND, BASED ON THE 

PARTICULAR CIRCUMSTANCES, YOU SHOULD SEEK ADVICE FROM AN INDEPENDENT TAX 

ADVISOR. 
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