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The Concept…
■

Section 403(b) tax-deferred annuities are retirement plans that are authorized for two
specific categories of employers: (1) public school systems, state colleges and universities,
and (2) tax-exempt 501(c)(3) organizations such as charities and hospitals.

■

Employees of these qualifying employers can build a retirement income by deferring a
portion of their salaries into individual accounts within the 403(b).

■

Employer contributions are also allowed.

The Process…
■

The employee defers a portion of pre-tax salary into the 403(b) through a salary reduction
agreement with the employer.

■

A salary reduction agreement cannot be retroactive, and can only apply to earnings starting
on the day of implementation and going forward. The same is true for any modification of
the salary reduction agreement.

■

Deferrals, while exempt from current federal income tax (unless designated as Roth
deferrals), are still subject to Social Security and Medicare withholding taxes.

■

The employer may elect to contribute to the 403(b).

Contributions…
■

There are annual limits on elective employee deferrals into a 403(b) plan, although
additional contributions are permitted for participants age 50 and over. Employees elect
the amount they would like to defer within these limits.

■

The annual limit for participants under age 50 is $18,000 in 2017. For participants age 50
and over, the limit is $24,000. However, for participants with 15 years of service or more
with the employer, the annual limit is increased by an additional $3,000.

■

Some employers match all or a portion of an employee’s deferral, so the amount actually
deposited on behalf of an employee can exceed these limits.

Tax Treatment…
■

Employee salary deferrals, up to certain limits, are not currently taxed to employees unless
designated as Roth deferrals (when such deferrals are allowed by the plan).
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■

Earnings inside the 403(b) plan accrue on a tax-deferred basis until they are withdrawn.

■

Any employer contributions are tax deductible to the employer and not currently taxed to
employees.

■

Employee withdrawals from the account generally are taxed as ordinary income, except
to the extent that they represent a return of the employee’s nondeductible contributions.
However, Roth deferrals may be withdrawn tax free when certain requirements are met.

Early Withdrawals…
■

■

While a 10% penalty tax generally applies to withdrawals taken before age 59½, employees
may avoid this penalty under certain conditions. Among them:
■

The employee leaves the employer after age 55, dies, or becomes totally disabled.

■

The employee receives the distribution as a series of substantially equal periodic
payments for life (or life expectancy).

■

The employee receives the distribution for medical care, within certain limitations.

■

The distribution is payable to an alternate payee under a “qualified domestic relations
order” as defined by the IRS or by state law.

■

The distribution is to correct an earlier excess contribution or excess elective deferral.

Required minimum distributions from a 403(b) plan generally must begin no later than April 1
of the year following the year when the employee reaches age 70½. However, distributions
may be deferred until the employee’s actual retirement if it occurs later than 70½.

The Bottom Line…
403(b) plans oﬀer an eﬃcient, tax-advantaged way to prepare for retirement, often with a boost
from employer contributions. The key to maximizing potential 403(b) retirement income is to
start early, take full advantage of any matching employer contributions, and defer as much out
of current earnings as the contribution limits allow.
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SUMMARY
What Is a 403(b)?
A 403(b) is a tax-deferred retirement plan that can be established by two general categories of
employers: schools (public school systems, state colleges and universities) and tax-exempt 501(c)(3)
organizations (charities, hospitals and religious organizations).
In a typical 403(b) plan, employees in a qualifying organization defer a portion of their salaries into
individual accounts according to a salary reduction agreement with the employer.
The salary reduction agreement applies to the employee’s future earnings. If the agreement is ever
modified, the modification will only aﬀect the employee’s subsequent earnings.
Salary deferrals, while exempt from current federal income tax up to certain limits, are still subject to
Social Security and Medicare withholding taxes.
The employer may also make contributions up to certain limits.

Are There Contribution Limitations?
There are limits to how much an employee can defer into the account each year depending, among
other things, on the person’s age. The 2017 limit is $18,000 ($24,000 for people age 50 and over).
However, for participants with 15 years of service or more with the employer, the annual limit is increased
by an additional $3,000.
There’s also an overall limit on annual additions to the account from all sources—including any employer
contributions. In 2017, the limit is 100% of the employee’s compensation or $54,000, whichever is lower.

What’s the Tax Treatment?
Amounts deferred into the 403(b) plan are not currently taxed to the employee unless made on an aftertax basis, including those designated as Roth deferrals. Earnings inside the account accrue on a taxdeferred basis until they’re withdrawn.
Employer contributions are deductible by the employer in the year they’re made.
Employee withdrawals from the 403(b) account—except amounts representing a return of the
employee’s nondeductible contributions—are taxed as ordinary income. Roth deferrals are the
exception, as they may be withdrawn tax free when certain requirements are met.
The special tax treatment available for lump-sum distributions to certain grandfathered participants in
other qualified retirement plans is not available to 403(b) participants.
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What About Distributions?
Withdrawals from a 403(b) plan prior to the employee’s age 59½ may incur a 10% penalty tax unless
certain exceptions apply.
Distributions generally must begin no later than April 1 of the year following the year the participant
reaches age 70½. Distributions may, however, be deferred until the participant’s actual retirement if that
is later than age 70½.

Page 5 of 7

Retirement
SECTION 403(b)

1
An employee of a public
education organization or taxexempt organization elects to
defer a portion of salary into a
403(b) plan subject to annual
contribution limits (which
increase at age 50). Deferrals
within these limits are not
taxed. (Any Roth deferrals are
currently taxed but may then be
distributed tax-free when certain
requirements are met.)

EMPLOYEE

3
403b

2
Earnings inside the plan grow tax
deferred, allowing for greater
accumulation.

The employee may begin taking
distributions from the plan
at age 59½, and must begin
taking distributions by age 70½
or actual retirement, if later.
Early distributions face a 10%
penalty (with some exceptions).
Distributions are taxed as
ordinary income.

4
At the employee’s death, the
plan (if so arranged) provides
survivor benefits to the employee’s
beneficiary. Survivor benefits are
also taxed as ordinary income.
EMPLOYEE’S
BENEFICIARY

Page 6 of 7

Retirement
SECTION 403(b)

Copyright © 2004-2017, Pentera Group, Inc. 921 E. 86th Street, Suite 100, Indianapolis, Indiana 46240.
All rights reserved.
This service is designed to provide accurate and authoritative information in regard to the subject matter covered. It is
provided with the understanding that neither the publisher nor any of its licensees or their distributees intend to, or are
engaged in, rendering legal, accounting, or tax advice. If legal or tax advice or other expert assistance is required, the
services of a competent professional should be sought.
While the publisher has been diligent in attempting to provide accurate information, the accuracy of the information
cannot be guaranteed. Laws and regulations change frequently, and are subject to diﬀering legal interpretations.
Accordingly, neither the publisher nor any of its licensees or their distributees shall be liable for any loss or damage
caused, or alleged to have been caused, by the use of or reliance upon this service.

Page 7 of 7

