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Introduction

• On June 22, 2016, the IRS issued proposed regulations under 
Internal Revenue Code (“Code”) Section 457

• The regulations will take effect in the calendar year 
beginning after the final regulations are issued

• There are special effective dates for collectively bargained 
plans and plans of governmental entities that would be 
required to be amended by legislative action

• IMPORTANT:  The final regulations will apply to 
compensation deferred in prior years that has not been 
included in income in a prior year

• There is no grandfathering provision
• Indications are that, notwithstanding the changes brought 

about by the election, it continues to be intended that the 
rules will eventually be finalized
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Agenda

• Background
• What is deferred compensation
• Plans that are exempt from Code Section 457(f)
• Other exemptions from Code Section 457(f)
• Revised definition of Substantial Risk of Forfeiture
• Income inclusion rules
• ERISA
• Significant related developments (the Act formerly known as the Tax 

Cut and Jobs Act)
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General Policy Considerations

• Generally, an employee or other service provider might want tax deferral, but 
the employer or other service provider would be delaying its deduction

• In the tax-exempt context, the service recipient has no use for deductions, and 
therefore the tax-based tension regarding a willingness to allow deferrals by 
service providers is not present

• The significance of this tax-based tension can be debated, but recently this policy 
basis was cited as a guiding principle behind the enactment of Section 457A, 
which was initially imagined as a provision directed at off-shore hedge funds

• Regardless, Section 457 is what it is, and appears extremely likely to stay

• Sometimes, particularly with smaller organizations, Section 457 issues may be missed 
altogether

• Surprises can be even more likely where compensation is unvested until retirement or other 
termination, but then is to be paid out over time rather than in a single sum
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Code Section 457—Background

• Code Section 457 plans are generally nonqualified, unfunded 
deferred compensation plans established by state and local 
government and tax-exempt employers (“eligible 
employers”) for their employees and independent 
contractors

>Churches, church controlled organizations, and the federal 
government or any agency or instrumentality thereof are 
excluded from coverage under Code Section 457

• There are 2 types of plans under Code Section 457— 457(b) 
plan or 457(f) plan
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Code Section 457—Background

• 457(b) plan is referred to as an eligible plan
• Generally unfunded  

• State government plans must set aside funds in a trust or custodial 
account

• Maximum deferral is limited to the lesser of 
• 100% of compensation
• Code Section 457(e)(15) amount ($19,000 for 2019)

• Taxed when paid or made available
• May elect to defer distribution past termination of employment
• Subject to minimum required distribution rules

• 457(f) plan is referred to as an ineligible plan
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Code Section 457(f)—In General

• Under Code Section 457(f), an employee is taxed on the deferred 
compensation when the compensation is no longer subject to a 
substantial risk of forfeiture (“SRF”), even if the amounts are paid 
at a later date

• There is no limit on the amount that can be deferred under Code 
Section 457(f)

>There may be other issues with regard to intermediate sanctions for 
non-profits, which is not discussed in this presentation

• Note that the rules apply to employees and independent 
contractors, but for ease, this presentation will refer to employees
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Code Section 457(f) and Code Section 409A

• A Code Section 457(f) plan is also subject to the rules under Code 
Section 409A, unless there is an exemption from the Code Section 
409A rules

• Code Section 409A restricts timing of elections and the time and 
form of payment

• If the Code Section 409A rules are not met, the employee is 
subject to large penalties and interest payments

>However, if the amount paid complies with an exemption under Code 
Section 457, then Section 409A does not apply
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Deferral of Compensation

 A deferral of compensation exists when the employee has a 
legally binding right in one calendar year to compensation 
payable in a subsequent calendar year

 Whether a plan provides for a deferral of compensation is 
based on the facts and circumstances at the time the 
employee obtains the legally binding right to the 
compensation, or, if later, when the plan is amended to 
convert a right that does not provide for a deferral of 
compensation into a plan that does
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Deferral of Compensation

 For example, if a plan providing for retiree health care does not 
initially provide for a deferral of compensation, but later is 
amended to provide the ability to receive cash in the future 
instead of health benefits, it provides a deferral of compensation

 This often arises in severance agreements when the employer 
offers to pay the COBRA premiums for the employee, unless that 
violates certain nondiscrimination rules in the Code, in which 
case the employer will provide the employee with taxable 
compensation
> This type of provision will need to be carefully reviewed
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Deferral of Compensation 

Code Section 457(e)(11) states that “[t]he following plans shall be 
treated as not providing for a deferral of compensation: (i) Any bona 
fide vacation leave, sick leave, compensatory time, severance pay, 
disability pay, or death benefit plan.”
• The proposed regulations provide definitions for most of the above listed plans  

In addition, the proposed regulations provide that payments made in 
accordance with the following exemptions will not be treated as 
providing for a deferral of compensation:
• Short-term deferral
• Recurring part-year compensation
• Certain reimbursements

• The proposed regulations contain detailed requirements for each of these exemptions
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Bona Fide Severance Pay Plan

• A bona fide severance pay plan is a written plan that meets 
the following:

1. benefits are payable (a) only upon an involuntary 
termination of employment OR (b) through a window 
program (explained later in this presentation); and

2. the amount payable does not exceed 2 times the 
employee’s annualized compensation based on the annual 
rate of pay for the calendar year preceding the calendar 
year in which the employee has a severance from 
employment; and

3. the entire severance benefit is paid no later than the last 
day of the second calendar year following the calendar year 
in which the severance from employment occurs
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Bona Fide Severance Pay Plan

• While this definition is similar to the one used in Code Section 
409A, there is a major difference

• Under Code Section 409A, the amount can in no event exceed two 
times the Code Section 401(a)(17) limit ($560,000 for 2019)

• If that amount is exceeded under the 457(e)(11) bona fide 
severance pay plan, the excess is not required to comply with 
Code Section 409A separately

17



Bona Fide Severance Pay Plan

• An involuntary severance from employment means a severance 
from employment due to the independent exercise of employer’s 
unilateral authority to terminate the employee

• An involuntary severance from employment will also include a 
severance for good reason

• Once the good reason conditions have been established, the 
elimination of one or more of the conditions may create tax issues

• A severance from employment for good reason must be the result 
of a unilateral employer action that caused a material negative 
change in the employee’s relationship with the employer
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Bona Fide Severance Pay Plan
• There is a safe harbor definition for good reason, which has 3 

requirements:
• #1—The severance occurs during a limited period of time not to exceed 2 years 

following the initial existence of: 
> a material diminution of base compensation, 
> a material diminution of authority, duties or responsibilities, 
> a material diminution in the authority, duties or responsibilities of the employee’s direct 

supervisor, 
> a material diminution in the budget over which he attains authority, 
> a material change in geographic location at which he must perform services, or 
> any action or inaction that constitutes a material breach by the employer
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Bona Fide Severance Pay Plan

(cont’d)

•#2—the amount, time and form of payment upon a good reason 
termination is substantially the same as the amount, time and form of 
payment for an involuntary termination, and
•#3—the employee must provide notice to the employer of the 
existence of the good reason condition within 90 days after the initial 
existence of the condition and the employer must be provided at least 
30 days to remedy the condition
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Bona Fide Severance Pay Plan

• Given the lack of guidance on this issue in the past, many employers 
adopted severance plans that had much broader definitions of an 
involuntary termination—and also included voluntary terminations 
(which do not meet the good reason definition in the proposed 
regulations) 

• Employers will need to carefully review severance plans and look at 
severance provisions in other documents, such as collective 
bargaining agreements
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Window Program

• The involuntary severance from employment requirement is not 
applicable to window programs

• The other two requirements (amount and time of payment) must be 
met

• A window program means a program established by an employer 
to provide separation pay in connection with an impending
severance

• The program must be for a limited period of time (typically no 
longer than 12 months) for participants who terminate during that 
time

• Generally this applies to a group RIF, reorganization or closure of a 
business unit
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Bona Fide Death Benefit

• A bona fide death benefit plan is a plan that provides benefits 
upon death, whether directly or through insurance, and the 
amount of the benefit provided on death exceeds the possible 
lifetime benefits payable under the plan

• It is not that one of the payment triggers under the plan is death, 
but in general that the benefit is provided only upon death

• If the plan is considered a bona fide death benefit plan, it is 
exempt from Code Section 457(f)
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Bona Fide Disability Pay Plan

• A plan is a bona fide disability pay plan if it pays benefits only in 
the event that the participant is disabled

• A participant is considered disabled if he meets one of the 
following conditions:

• he is unable to engage in any substantial gainful activity by reason of any 
medically determinable physical or mental impairment that can be expected 
to result in death or last for a continuous period of not less than 12 months;

• he is, by reason of any medically determinable physical or mental 
impairment that can be expected to result in death or last for a continuous 
period of not less than 12 months, receiving benefits for a period of not less 
than 3 months under an accident and health plan covering employees; or

• he is determined to be totally disabled by the SSA
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Bona Fide Disability Pay Plan

• Employers will need to review their disability pay plans for these 
rules

• Short-term disability pay plans will not come within this exemption, 
but fall within a different exemption from the rule (bona fide sick 
plan)
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Bona Fide Sick and Vacation Leave Plan

• This is the first time that there has been a definition for this type of 
plan

• Employers will need to review this carefully against their sick and 
vacation leave plans

• In general, a plan is treated as a bona fide sick or vacation leave 
plan—and not an arrangement to defer compensation—if the facts 
show that the primary purpose is to provide employees with paid 
time off work because of sickness or vacation
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Bona Fide Sick and Vacation Leave Plan

• The proposed regulations contain the following factors to be 
considered:

• if the amount of the leave provided could reasonably be expected to 
be used in the normal course by the employee

• the ability to exchange unused accumulated leave for cash or other 
benefits (including using the leave to postpone the date of 
termination)

• the amount and frequency of any in-service distributions of cash or 
other benefits offered in exchange for accumulated sick leave

• whether payment is made promptly upon termination
• whether the program is available only to a limited number of 

employees
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Bona Fide Sick and Vacation Leave Plan

• These new rules make it questionable whether the employer 
can continue to provide plans which permit an employee to 
be cashed-out of unused sick-days at the time of retirement

• Employers should stop allowing employees to use vacation 
time to extend their termination dates

• Employers that allow employees to sell vacation time, 
outside of a Code Section 125 plan, will need to consider if 
that causes the plan to lose this exemption under Code 
Section 457(f)
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Bona Fide Sick and Vacation Leave Plan

• Even if a plan meets this exemption but it allows employees to sell 
vacation time, the plan must comply with the vacation sell rules 
under Code Section 451, such as the general inability to provide 
employees with the election to sell already accrued vacation days

• Some employers allow employees to sell already accrued vacation 
time at a discount, commonly referred to as a “haircut” provision

• Haircut provisions are not allowed under Code Section 409A and it 
seems very unlikely that they are permitted under these proposed 
regulations
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Other Exceptions

• There will not be a deferral of compensation (and hence, no 
application of Code Section 457(f)) for:

• short-term deferrals, 
• certain recurring part-year compensation (generally applicable 

for teachers/professors), and 
• certain other benefits, such as: 

• expense reimbursement plans, medical benefits or in-kind benefits (if applicable 
requirements are met);

• certain indemnification rights and liability insurance; and 
• taxable education benefits to employees, as defined in Code Section 127(c)(1)
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Short-Term Deferral

• The proposed regulations adopt the short-term deferral 
exemption from the Code Section 409A regulations—except that 
it uses the SRF definition from Code Section 457(f)

• The short-term deferral rule provides that no deferral of 
compensation occurs if the payment is made by March 15th of the 
calendar year following the calendar year in which the amount 
ceases to be subject to a SRF

• If the employer is on a non-calendar fiscal year, it must be paid by the 
later of the 15th day of the 3rd month following the end of the fiscal year 
in which the compensation ceases to be subject to a SRF or March 15th of 
the calendar year in which the amount ceases to be subject to a SRF
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Short-Term Deferral

• An exciting aspect of the short-term deferral rule is that if the plan 
comes within this exemption, the amounts are taxed when paid and 
not when the SRF lapses

• This is very different from amounts subject to Code Section 457(f), 
which are taxed once the SRF lapses, even if not paid until a later 
date

• One note:  The employer must still consider other tax rules, such as 
the constructive receipt doctrine under Code Section 451  

• If the employee could receive the amounts when the SRF lapses 
but he elects to receive the amounts in the following year (i.e., he 
turns his back on income in year one and elects to receive it in 
year two), he will be taxed on the amounts at the earlier date 
because he was in constructive receipt of the amount
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Short-Term Deferral

• Example:  The employee will be paid a lump sum payment of $100,000 if 
he remains employed by the employer until November 1, 2020.  The 
lump sum payment will be made no later than March 15, 2021

• Under Code Section 457(f), this would be exempt under the short-term 
deferral rule

• However, if the employee has the ability to elect to receive the amounts 
in 2020 or in 2021, then under Code Section 451, he is taxed on the 
amount in 202020 under the constructive receipt rules—even if he does 
not actually receive the $100,000 until 2021

• To avoid this issue, the plan should have included:
• the actual payment date, or 
• employer discretion pay before end of short-term deferral period
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Recurring Part-Year Compensation

• Recurring part-year compensation is exempt from Code 
Section 457(f) 

• Defined as an ongoing arrangement between an employer 
and an employee in which the employee is paid for services, 
with the payments extending over a period that is longer 
than the period of service and encompasses two taxable 
years

• Often it is compensation for a 9-month or 10-month service 
period that can be spread over 12 months at the election of 
the employee 

• Sensitivity to considerations specifically for teachers/professors
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Recurring Part-Year Compensation

• There is no deferral of compensation if: 
• the plan does not defer payment to a date beyond the last day of the 13th

month following the first day of the service period, and 
• the amount of the recurring part-year compensation does not exceed the 

annual limit under Code Section 401(a)(17) ($280,000 for 2019)
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General Context for Certain Not-for-Profits

• Many executives come to expect - or at least want - nonqualified deferred 
compensation

• Not-for-profits compete in the market for executive talent
• When dealing with real-world compensation and other personnel issues, the 

policy basis for difficult-to-manage tax rules may become obscure
• Historically, a number of organizations have tended to adopt approaches they 

may regard as practical solutions to difficult Section 457 issues
• Definitions of “cause”
• Rolling risks of forfeiture
• So-called “haircuts”
• Non-competes
• Consulting obligations

• The Section 409A rules expressly discredit a number of these solutions; the 
proposed Section 457 rules come against the backdrop of the Section 409A 
thinking, but recognize some of the realities faced by, and the long-time 
evolution of the market of, not-for-profit organizations

• Where greater flexibility in principle is retained, there is a tendency in the proposed rules to 
require underlying substance to the techniques being used as solutions
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Deferral of Compensation and SRF

• If the plan is subject to the Code Section 457(f) income inclusion 
rules—and not exempt due to one of the exemptions above—the 
amount set forth in the plan is includible in gross income on the 
first date which the employee has a legally binding right to the 
amount, unless the amount is subject to a SRF  

• In that case, the amount is included in gross income on the first 
date in which the SRF lapses

• The key is SRF!  
• This is generally the same as the definition under Code Section 

409A, except for the limited use of a non-compete agreement and 
rolling risk of forfeiture
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SRF

• An amount is subject to a SRF only if entitlement to the amount is 
conditioned on the future performance of substantial services, OR 
upon the occurrence of a condition that is related to a purpose of the 
compensation if the possibility of forfeiture is substantial

• This is a facts and circumstances determination
• With regards to substantial future services, factors include whether the 

hours required to be performed during the relevant period are 
substantial in relation to the amount of compensation

• Note issues where the SRF revolves around future consulting services
• General approach in the proposed regulations is to look for substance in 

approaches taken to avoid the impact of Section 457
• With regards to a condition related to a purpose of the compensation, 

it must relate to the employee’s performance of services OR to the 
employer’s activities or organization goals

• This could include performance-based vesting conditions
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SRF

• To constitute a SRF, the possibility of actual forfeiture must be 
substantial based on the facts and circumstances

• Factors include the extent to which the employer has enforced 
forfeiture conditions in the past, the level of control or influence 
of the employee with respect to the organization and  the 
individuals who would be responsible for enforcing the forfeiture 
condition

• In the past, employers have often changed or revised the SRF to 
ensure that the person receives the benefit

• This will not be allowed under the proposed regulations because it will 
essentially show that there never was a real SRF

• Proposed regulations appear to be focusing on whether there really is a 
continuing SRF

40



SRF

• Example of SRF:  On August 1, 2019, the employee is promised 
that he will be paid $100,000 if he remains employed until March 
1, 2021.  If he leaves employment prior to March 1, 2021, he will 
forfeit the right to the $100,000

• If, in the example above, the employee could receive the amounts 
if he voluntarily terminates employment prior to March 1, 2021, 
there is no SRF—that is a “walk right” 

• If, in the example above, the employee is age 55 as of August 1, 
2019 and he can receive the $100,000 when he retires—and 
retirement is any time after attaining age 55—there is no SRF.  
Again, that is a walk right
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Noncompetition Provisions

• This can be a SRF, if ALL of the following requirements are met:
• the right to payment is expressly conditioned upon the employee refraining 

from future performance of services pursuant to an enforceable written 
agreement;

• the employer makes reasonable ongoing efforts to verify compliance with 
noncompetition agreements; and

• the facts and circumstances show that the employer has a substantial 
interest in preventing the employee from performing the prohibited services 
and the employee has an interest and ability to engage in the prohibited 
competition

• Factors to be considered are the adverse economic consequences 
that would likely result to the employer, the marketability of the 
employee, the employee’s interest and ability to engage in the 
prohibited services
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Noncompetition Provisions

• This can be used to create a SRF in the event of a voluntary 
termination

• There is a question about the third requirement in the previous 
slide—that the employer has a substantial interest in preventing the 
employee from performing the prohibited services 

• What happens if the employer closes that line of business for which the non-
compete applied to?  Does that SRF lapse at that time?
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Noncompetition Provisions

• Employers will need to be sensitive to the length and scope of the 
non-compete agreement and whether applicable state law will 
permit the non-compete agreement to be enforced

• Noncompetition provisions are generally not enforceable in California (and 
states with similar laws)

• Proposed regulations appear to be focusing on the substantive impact of the 
noncompetition provision

• Note possible technical issues under Section 409A in the case of 
noncompetition waivers
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Deferral of Current Compensation

• The proposed regulations contain a rule regarding the ability 
to have an initial deferral of current compensation treated as 
subject to a SRF

• Current compensation is compensation paid on a current 
basis, such as salary or commissions

• This addition in the regulations was not expected
• Previous guidance from the IRS, on an informal basis, stated that the IRS did 

not think this worked under Code Section 457(f)

• To make this work, three requirements must be met 
(explained on next slide)
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Deferral of Current Compensation

#1—benefit must be materially greater—The present value of the amount made 
subject to the SRF is materially greater than the present value of the amount the 
employee would have otherwise received absent the initial SRF.  If the new 
amount is more than 125% of the original amount, it will be materially greater
#2—minimum two years of substantial future services—The employee must be 
required to perform substantial services in the future, or refrain from competing 
(meeting the noncompete rules described earlier) for a minimum of two years 
after the date the employee could have received the compensation in absence of 
the additional SRF, subject to permitted vesting on death, disability or involuntary 
termination without cause
#3—timing—A written agreement must be entered into before the beginning of 
the calendar year in which any services that give rise to the compensation are 
performed
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Deferral of Current Compensation

• Notwithstanding the two-year requirement (#2 in the previous slide), the 
plan may provide that the substantial service requirement will lapse 
upon death, disability or involuntary severance from employment 
without cause

• As an example of the two-year requirement for an employee who elects 
to defer a fixed percentage of his compensation from his semi-monthly 
payroll, the two-year minimum applies to each semi-monthly payroll 
amount

• There is a special timing rule (#3 above) for new hires that states if the 
employee was not providing services to the employer at least 90 days 
before the addition of the SRF, the addition may be agreed upon in 
writing within 30 days after the commencement of employment but only 
with respect to amounts attributable to services rendered after the 
addition is agreed to in writing
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Deferral of Current Compensation

• This rule essentially requires that the deferral of compensation 
contain an employer match (125%)

• This is a planning opportunity for employers
• This rule should be considered now, in the event that employers want 

to adopt this kind of plan for 2020 because the elections would need 
to occur in 2019 (unless the new hire exception applies)
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Additional Risk of Forfeiture—Rolling Risk of 
Forfeiture 
• This occurs when the deferred compensation is already tied to a SRF, 

but the employer wants to add an additional SRF
• Previously, the IRS made informal comments that it did not think this 

worked.  However, the proposed regulations permit it
• The new additional SRF must meet the following three rules:

• (1) benefit must be materially greater (at least 125%), 
• (2) minimum two years of substantial future services, and
• (3) timing—a written agreement must be entered into at least 90 days 

before the existing SRF would have lapsed
• Employers should consider this provision now in the event they want 

to take advantage of extending a risk of forfeiture that would 
otherwise lapse at the end of this year
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Substitutions 

• If an amount is forfeited and then replaced, in whole or in part, 
with another amount of benefit, that is a substitute

• The new risk of forfeiture will be disregarded unless the additional 
risk of forfeiture rules are met

• For example, assume that the employer promises the employee in 
2019 that he will receive $50,000 if certain performance goals are 
met by January of 2022.  Those performance goals are not met.  
However, the employer still pays him most of the amount in 2021 
under a different/new agreement.  That would be a substitution 
and likely the amounts should have been taxed in 2019, given that 
there was no real SRF
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Example

• Facts.  On January 15, 2019, an employee has a severance from 
employment and enters into an agreement with the employer under 
which the employer agrees to pay him $250,000 on January 15, 2020, if 
he provides consulting services to the employer until that date.  The 
consulting services required are insubstantial in relation to the payment.  
The employee provides the required consulting services

• Conclusion.  The consulting services provided by the former employee 
do not constitute substantial services because they are insubstantial in 
relation to the payment.  Accordingly, the  present value of $250,000 
payable on January 15, 2020 is includible in the employee’s income on 
January 15, 2019

• Present value is a defined term in the proposed regulations, which is 
described later in this presentation
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Example

• Facts.  On January 27, 2020, an employer agrees to pay the employee 
$120,000 on January 1, 2023, provided that he continues to provide 
substantial services to the employer through that date.  In 2021, the 
parties enter into an agreement to extend the date through which 
substantial services must be performed to January 1, 2025, in which 
event, the employer will pay an amount that has a present value of 
$145,000 on January 1, 2023

• Conclusion.  As of the date the initial SRF would have lapsed, the present 
value of the compensation subject to the extended SRF is not materially 
greater than the present value of the amount previously deferred 
($145,000 is not more than 125% of $120,000) and, therefore, the 
intended extension of the SRF is disregarded
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Example

• Accordingly, the employee will recognize income on the applicable 
date that the first SRF lapses (January 1, 2023) in amount equal to 
$120,000.  He will also have a taxable event in 2025, when the 
remaining amounts are paid
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Income Inclusion—Present Value

• If the employer provides the employee with deferred compensation 
that is subject to Code Section 457(f), the present value of the 
compensation is includible on the applicable date

• The applicable date is the later of: (1) the first date on which there is 
a legally binding right to the compensation, or (2) the first date on 
which the SRF lapses

• The proposed regulations spend a lot of time on defining the 
“present value”
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Present Value

• In many cases, the entire benefit is paid at the time that the 
SRF lapses.  In that case, the present value rules are 
obvious—it generally is the amount paid to the employee

• If the deferred compensation is paid after the year of 
vesting, then determining the present value of the benefit 
that will be taken into income and taxed when the SRF 
lapses becomes very important

• Present value also becomes important in the event that
there is no real SRF and the amount should have been taken 
into income at an earlier date
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Present Value

• The present value is determined by multiplying the amount of the 
payment by the probability that any condition on which the 
payment is contingent will be satisfied and discounting the 
amount using an assumed rate of interest to reflect the time value 
of money

• In other words, the present value is the value of the right to 
receive the payment in the future taking into account the time 
value of money and the probability that payment will be made

• The method for determining present value differs depending on 
the nature of the deferred compensation—account balance plan 
or non-account balance plan
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Present Value

• An account balance plan is one where the employee’s benefit 
consists of a principal amount credited to his account, plus 
income/earnings credited to that principal amount

• A non-account balance plan is any plan that is not an account balance 
plan

• This could be a defined benefit plan type of benefit, such as a SERP
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Present Value

• The probability that the employee will die before a payment is made 
is only permitted to be taken into account to the extent the amount 
is forfeitable upon death

• The probability that the payment will not be made because of the 
unfunded status of the plan, the risk of any investments, the risk 
that the employer will be unwilling/unable to pay, change in future 
laws or other similar risks cannot be taken into account

• If the date payment is to be made is upon a termination of 
employment and the employee has not terminated as of the 
applicable date, the termination may be treated as occurring on any 
date that is not later than the 5th anniversary of the applicable date, 
unless that assumption is unreasonable based on the facts
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Present Value—Account Balance Plan

• For an account balance plan to which earnings are credited at least 
annually, the present value of the deferred compensation as of the 
applicable date is the amount credited to the participant’s account, 
including both the principal amount and any earnings (or losses) that 
have been credited to the account
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Present Value—Account Balance Plan
• Unreasonable Rate of Return.  The rules are different if the account balance 

plan under which the income is credited is based on neither a 
predetermined actual investment nor a rate of interest that is reasonable

• In that case, the present value is equal to the amount credited to the 
participant’s account plus the value of the stream of future excess earnings.  
Essentially, the excess earnings are treated as additional deferred compensation 
and not earnings

• Combination of Predetermined Actual Investments or Interest Rates.  If the 
amount of the earnings is based on the greater of two or more rates of 
return, then the amount included in income on the applicable date is the 
sum of the amount credited to the participant’s account AND the present 
value of the right to future earnings
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Present Value

• If the amounts are includible in income upon the lapse of the SRF, but 
the compensation that is subsequently paid is less than the amount 
previously included in income, under prior law, the employee was 
entitled to a deduction for the tax year in which that amount is 
permanently forfeited 

• Under prior law, the deduction would generally be treated as a 
miscellaneous itemized deduction

• 2018 tax law (HR 1) suspended the availability of miscellaneous 
itemized deductions for 10 years. Accordingly, the employee’s 
deduction for the tax year in which the amount is permanently 
deductible is not available in 2018 and later taxable years.
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409A Overlap

• Historically, with regards to account balance plans, generally 
on the date the account balance was vested, the present 
value of the account was considered to be equal to the 
contributions credited to the plan and the amount of 
earnings credited as of the vesting date.  Once the present 
value was taken into income, any amount credited to the 
account that was not distributed could continue to receive 
earnings and those future earnings would not be taxed until 
paid  

• These post-vesting account balances left in the account after 
the SRF lapsed are subject to Section 409A
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409A Overlap

• Many of these plans have earnings credited based on various 
hypothetical investment options

• As stated earlier, if an account balance plan has earnings based on 
the greater of more than one interest rate or investment crediting 
option, then the present value must include the right to future 
earnings
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Present Value—Formula Amounts

• There are special rules for determining the present value of formula 
amounts (such as a defined benefit type of plan)

• Formula amounts are amounts payable by reference to one or more 
factors that are indeterminable at the applicable date

• For determining present value as of the applicable date, this will be 
based on all of the facts and circumstances existing as of that date 
using reasonable and good faith assumptions

• A second calculation must be completed at the time of payment that 
is equal to the difference between the present value determined at 
the applicable date (vesting) and the value at the time of payment.  If 
that is a positive amount, that amount is then taxable
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Interaction with Code Section 409A and 72

• The proposed regulations state that the rules of Code Section 457(f) 
apply separately and in addition to any requirements applicable to 
the plan under Code Section 409A

• The proposed regulations also state that although Code Section 
457(f) does not preclude the acceleration of payments, acceleration 
is generally prohibited under Code Section 409A

• Note that possible technical coordination issues may still remain
• For purposes of applying section 72 to distributions, a participant is treated 

as having an investment in the contract (i.e., basis) to the extent that 
compensation has been included in gross income by the participant in 
accordance with Code Section 457(f)

• Assuming that the taxes are paid at vesting, it is unclear at this point how to 
allocate the investment in the contract among future distributions

• Hopefully, this will be resolved during the finalization process
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ERISA

• While not discussed in this presentation, remember that many of 
these Code Section 457(f) plans are subject to ERISA  

• In many cases, that means that the employees covered by the plan 
must be limited to a top group and a special filing must be made for 
the plan
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Significant Non-457 Developments: The Act 
Formerly Known as the Tax Cut and Jobs Act

• Section 4960 imposes a 21% excise tax on an employer with respect 
to (1) compensation in excess of $1 million as well as (2) excess 
parachute payments paid by an applicable tax-exempt organization to 
a covered employee.

• What is an applicable tax-exempt organization?
• Organizations exempt from tax under Section 501(a) (e.g., 501(c)(3), (c)(4), 

(c)(6))
• Farmer cooperatives described in Section 521(b)(1)
• Organizations with income excluded from tax under Section 115(1)
• Political organizations described in Section 527(e)(1)
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Significant Non-457 Developments (Cont.)

• Who is a covered employee?
• An employee (including a former employee) who is one of the five highest-

paid employees for the taxable year or who was a covered employee of the 
organization (or a predecessor) for any preceding taxable year beginning 
after December 31, 2016. 

• Special rules apply to compensation paid by related entities.
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Significant Non-457 Developments (Cont.)

• How is “compensation” defined?
• All remuneration paid for services performed as determined for income tax 

withholding purposes, plus amounts required to be included in gross income 
under Section 457(f) at the time they are no longer subject to a substantial 
risk of forfeiture

• Excludes:
• Any designated Roth contribution as defined under Section 402A(c)
• Compensation paid to a licensed medical professional (including veterinarians) for the 

performance of medical or veterinary services

• When deferred compensation is “compensation” under 4960
• 457(b) plan – contributions or payments not 3401 wages
• 457(f) plan – upon vesting

• May inadvertently trigger excise tax
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Significant Non-457 Developments (Cont.)

• What is an excess parachute payment?
• The excess of (a) any payment (in the nature of compensation) to or for the 

benefit of a covered employee that is contingent on the employee’s 
separation, and the aggregate present value of all payments is at least three 
times the base amount, over (b) the portion of the base amount allocated to 
such payment.  

• The base amount is the average annualized compensation includible in gross 
income for the five taxable years ending before the date of the employee’s 
separation.

• Excludes payments under a qualified retirement plan, a simplified employee 
pension plan, a simple retirement account, a tax-deferred annuity, and an 
eligible deferred compensation plan of a state or local government employer, 
as well as payments to licensed medical professionals for the performance of 
medical or veterinary services and to an individual who is not a highly 
compensated employee under Section 414(q).
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Action Items

• Review all severance plans, vacation plans and sick leave plans
• Review all plans that contain non-compete provisions as the SRF
• Review all plans that contain a rolling risk of forfeiture
• Review the tax treatment of plans that pay over a period of time

after the SRF lapses
• Review short- and long-term bonus plans for compliance with 

short-term deferral rules
• Any new plans should be drafted in light of these proposed 

regulations
• Consider adding Code Section 409A savings clause
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Thank You
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