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IRS Addresses Questions on Nonqualified Deferred 
Compensation Plans 

Even after the IRS issued multiple pieces of additional guidance after finalizing its Section 409A 

regulations in 2007, questions remained. On June 22, the IRS answered several of these 

questions in proposed regulations and replaced a provision of previously proposed regulations 

on the calculation of amounts includable in income under 409A. The IRS simultaneously 

released proposed regulations on deferred compensation plans of state and local governments 

and tax-exempt entities under Code Section 457. The Section 457 proposed regulations 

incorporate certain changes that have been made to Section 457 and the existing regulations 

since they were finalized in 2003 and align many provisions with 409A.  

In this issue: 409A Proposed Regulations | Section 457 Proposed Regulations | In Closing 

Background  

Section 457 prescribes the rules for the taxation of deferred compensation plans for state and local governments, 

certain church organizations, and for management or highly compensated 

employees (“top hat plans”) of other tax-exempt entities. Deferred compensation 

under ineligible deferred compensation plans of governmental and tax-exempt 

entities (457(f) plans) is taxable when there is no longer a substantial risk of 

forfeiture (i.e., vested) regardless of the payment date; deferred compensation of 

for-profit entities is taxable upon actual or constructive receipt. Section 409A 

prescribes rules that are applicable to both, the violation of which results in 

immediate taxation of vested deferred amounts and the imposition of penalties, to 

the extent not previously taken into income. Eligible deferred compensation plans 

of governmental and tax-exempt entities (457(b) plans) are not subject to 

Section 409A, but a failure to comply with 457(b) may result in the taxation of 

deferred compensation under 457(f), and thus 409A.  

Since Section 409A was added to the Code in 2004, certain regulations were finalized in 2007 and regulations on 

income inclusion were proposed in 2008, but many questions remained.   

Ineligible Plan 

A Section 457(f) plan is 

termed an “ineligible” 

nonqualified deferred 

compensation plan 

because these plans allow 

tax-exempt and 

governmental employers 

to provide deferred 

compensation beyond the 

limitations imposed on 

457(b) “eligible” plans.  
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Section 409A Proposed Regulations  

New proposed 409A regulations are intended to clarify and modify the previously issued regulations. The 

regulations may be relied on until the final rules are published. Key changes and clarifications in the 409A 

regulation include the following: 

Employees with Less Than One Year of Work 

Under the proposed changes, employees who work for less than a year can still participate in a separation pay 

plan. Under existing regulations, separation agreements do not provide deferred compensation subject to 409A if, 

on involuntary separation, the employee receives, in general, no more than two times annualized salary for the prior 

year. Without the proposed regulation modification, this would exclude new hires from receiving separation pay, if 

termination occurred in the same year as hire. 

Teachers 

Under the proposed changes, compensation paid to teachers (or other jobs that do not span an entire year) is not 

deferred compensation subject to 409A unless the amount exceeds the 401(a)(17) limit (e.g., $265,000 in 2016). 

Employees whose compensation is not in excess of this limit and who do not routinely work all year long (typically 

teachers and professors) but spread their pay over not more than thirteen months — crossing tax years — will not 

be considered to have deferred compensation under the proposal. Previously the threshold was defined based on 

the amounts "deferred" and was limited to the Section 402(g) cap ($18,000 in 2016). As a result, an individual who 

earned, for example, $80,000 annually and received more than $18,000 during the nonworking summer months 

typically encountered adverse tax consequences.  

Change of Status 

A change in status from employee to independent contractor (or vice versa) will be a termination of employment if 

the level of services are 20% less than the services performed in the prior 36 months. This is relevant for 

determining whether a termination has occurred for purposes of a permissible payment event. 

Noncompete Clauses 

While a noncompete clause may establish a substantial risk of forfeiture for 457(f) purposes, it does not for 409A. 

Thus, the amount payable at the end of the noncompete period will be includible 

in income under 457(f) at that time and not earlier because under 409A, taxation 

occurs upon actual or constructive receipt. Thus, plan sponsors that want to delay 

taxation should line up distribution with the end of the noncompete period. 

Regardless, because the benefit is subject to 409A, it must comply with all of the 

restrictions and requirements to avoid immediate taxation and the imposition of 

penalties.  

Later Payment on Death 

Plans may be amended to provide that payment on death can be made as late as 

December 31 of the calendar year following the year of death. This provides more 

time to settle a deceased participant’s account without violating 409A.  

457(f) and Noncompetes 

The proposed regulations 

clearly state that a 

noncompete clause may be 

a substantial risk of forfeiture 

for 457(f) purposes, thus 

answering a long-standing 

question.  

https://www.federalregister.gov/articles/2016/06/22/2016-14331/application-of-section-409a-to-nonqualified-deferred-compensation-plans
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Earlier Payment on Death, Disability, Emergency 

Under the proposed changes, a schedule of payments that had already commenced may be accelerated upon the 

employee’s or beneficiary’s death, disability or unforeseeable emergency.  

This provides quicker access for participants in situations outside their control and by beneficiaries to a deceased 

participant’s account.  

Broader Aggregation Rules 

Payments may be accelerated if the deferred compensation plan is terminated. However, the employer must 

terminate all plans of the same type (there are nine types listed in the final regulations) and may not adopt a new 

plan of the same type for three years. Under the proposed regulations, the plan termination/liquidation aggregation 

rules apply even for plans (of the same type) with no overlap of participants. Thus, there is no ability to limit plans of 

the “same type” to those with overlapping participants as some had thought.  

Correcting Failures 

Failures under 409A that affect the time or form of payment of nonvested amounts may be corrected without 

including the amounts in income or incurring an additional tax but only if (1) the original provision failed to meet 

409A(a) and the change is necessary to bring the plan into compliance with 409A(a), (2) there is no pattern or 

practice of permitting impermissible changes in the time or form of payment of nonvested amounts, and 

(3) specified permissible correction methods such as those in Notice 2010-6 are used.   

This change is intended to deter employers that have a pattern of permitting impermissible changes in the time or 

form of payment terms while avoiding current inclusion in income for employees.   

Nonqualified Entity Coordination 

Nonqualified deferred compensation plans under 457A have to comply with 409A. Section 457A provides that 

compensation deferred under a nonqualified deferred compensation plan of a nonqualified entity (generally, foreign 

corporations and partnerships) is includible in gross income when there is no substantial risk of forfeiture of the rights 

to compensation. Like 457(f) plans, 409A applies to 457A plans separately and in addition to the rules under 457A.  

Coordination with Securities Law 

The proposed regulation addresses the conflict with SEC rules by providing that the short-term deferral rule is not 

violated if payments are delayed to avoid violating federal securities and other laws.  

Payments that are made within 2½ months after the end of the year in which the payments vest are not considered 

deferred compensation (“short-term deferral”). Currently, payment delays beyond the short-term deferral period do 

not become deferred compensation due to administrative delays, delays to avoid a threat to the employer’s 

survival, and delays due to the inability to deduct the payments under Section 162(m). The proposed regulations 

add a delay in payment to avoid violating federal securities or other laws to the list of permitted exceptions to the 

short-term deferral rule.  

Stock Compensation 

Stock options and stock appreciation rights (SARs), where the amount payable is reduced below fair market value 

due to termination of employment for cause or violation of noncompetition clause, are not deferred compensation 

under the proposed regulation. 
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Generally, stock options and SARs must be issued at fair market value to be considered “service recipient stock” 

that avoids the application of 409A. 

Sign-on Stock Offers  

A corporation  can grant stock rights before employment and still be an eligible issuer of service recipient stock 

exempt from 409A if the person is reasonably expected to begin, and actually begins (or forfeits the stock right), 

providing services within 12 months after the date of the grant of the stock right. This allows employers to offer 

stock rights as part of negotiations with potential employees without concern of violating 409A.  

Claims Against Employers 

Reimbursement of legal fees and other reasonable expenses to enforce a claim against the employer about 

employment-related disputes is not deferred compensation. The proposed regulations expand the situations for 

which such reimbursements will not be considered deferred compensation beyond the list in the final regulations.   

Section 457 Proposed Regulations  

New IRS proposed regulations for 457(f) plans both clarify and modify previously issued regulations and 

incorporate statutory changes that were made since final 457 regulations were issued in 2003. As with the 

409A proposals, taxpayers may rely on these regulations until the final rules are published. Several of the rules 

for 457 are similar to those in 409A, such as the rules that apply to teachers and for short-term deferrals. 

Interrelationship of Rules 

The proposed regulations state that the rules under 457(f) apply to plans separately and in addition to 409A. 

However, it is unclear whether the rule is that compensation that is not deferred compensation under 457 will not be 

deferred compensation under 409A (see Severance Plans, below), or that if 457(f) is satisfied then 409A is satisfied 

(see Re-Deferrals, below). It is hoped that the IRS will provide further guidance on this issue.  

Noncompete Clauses 

A noncompete clause can be a substantial risk of forfeiture for 457(f) if: (1) it is in 

writing that is enforceable under applicable laws, (2) the employer continues to 

verify compliance with all agreements not to compete, and (3) the employer has 

a bona fide interest in preventing the employee from competing and the 

employee would otherwise perform the prohibited work.  

This is contrary to the IRS’ announcement in 2007 and different from the rule for 

409A (see above).   

Re-Deferrals 

Extending the period of deferral (“rolling risks of forfeiture”) is permitted if: (1) the re-deferral is made in writing at 

least 90 days in advance of vesting and is deferred for at least two years, (2) the amount to be paid upon the 

extended vesting date is materially greater (125% or more) than the amount that would have been paid on the 

original vesting date, and (3) the performance of substantial future services or the adherence to a noncompete 

agreement is required. 

Comment:  It appears that adhering to this 457 rule on re-deferrals does not subject the compensation to 

the rules under 409A, but if compliance with 457(f) fails, compliance with 409A is needed to avoid current 

The fact that a noncompete 

clause may be considered a 

substantial risk of forfeiture 

does not help eligible 

employers located in states 

such as California that 

generally do not permit 

noncompete clauses. 

https://www.federalregister.gov/articles/2016/06/22/2016-14329/deferred-compensation-plans-of-state-and-local-governments-and-tax-exempt-entities
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taxation. Section 409A requires that re-deferrals be made a year in advance of the payment date and be 

deferred for at least five years.  

Short-Term Deferrals 

The proposed 457(f) regulation brings the 409A concept of the short-term deferral exemption to ineligible plans, as 

practitioners had expected. If compensation is required to be paid and is actually or constructively paid within 

2½ months after the end of the employee or employer’s tax year, there is no “deferral of compensation” and 

457(f) does not apply. 

Comment: Similar to the 409A requirement that the time of a severance payment not depend on the timing 

of the employee’s execution of a release — in which case the employee could control the time of payment 

(and the income event) by holding the release until the next year so that he or she is paid in the next tax 

year — to avoid constructive receipt of the short-term deferral, the plan should include the actual payment 

date or parameters for payment when the employee has control over the timing of the payment.  

Severance Plans 

Bona fide severance plans are not deferred compensation under 457(f) 

if: (1) compensation is only payable on involuntary severance from 

employment, voluntary termination for good reason, an early retirement 

incentive plan, or a window program, (2) limited to two times the 

employee’s annualized compensation, and (3) paid by the end of the 

second calendar year following the year in which the severance from 

employment occurs.   

PTO 

Bona fide vacation and sick leave plans are not considered to provide 

deferred compensation under 457(f) if, based on the facts and 

circumstances: (1) the amount of leave can reasonably be expected to 

be used by the employee while employed, (2) there are limits on the 

ability to exchange accumulated leave for cash or other benefits and/or 

use-it-or-lose-it restrictions, (3) the amount and frequency of in-service 

distributions of cash in exchange for accumulated and unused leave 

are not high, and (4) the leave is available broadly to employees. 

Comment. A failure to satisfy these vacation or sick leave plan requirements (for example, if a leave 

program allows significant amounts of leave to be accumulated and paid at retirement) would subject a 

program to the ineligible plan rules. Because the amounts would be vested, they would be taxable as 

benefits accrued. For ERISA-covered employers, assuming the program is available broadly to employees, 

it would violate the requirement that 457(f) plans limit participation to the employer’s top paid group; a 

failure to comply with the top paid group requirement would cause the arrangement to become a pension 

plan for which a trust is required; the failure to comply with the trust requirements could result in a panoply 

of ERISA ramifications. Thus, such employers that sponsor vacation or sick leave plans should carefully 

review their programs to ensure that they satisfy the requirements. Some believe that these employers may 

no longer offer broad-based plans that permit a cashout of any unused sick or vacation days.   

These are the same requirements to 

avoid the application of 409A to 

separation pay, except that under 

409A, payment must be limited to the 

lesser of two times compensation and 

the Code Section 401(a)(17) limit 

($265,000 for 2016). Even if the 

amount paid under a bona fide 

severance plan exceeds this limit, 

apparently it is not subject to 409A; it 

is not clear whether this is the case 

because the pay is not “deferred 

compensation” and thus not subject to 

409A, or if it is because it satisfies 

457(f) and therefore satisfies 409A, 

but there appears to be no reason not 

to have incorporated the 401(a)(17) 

limit if this is not the case.   
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Present Value Determinations 

The rules for determining the present value of deferred compensation under 457(f) plans are generally the same as 

under 409A. 

Generally, the amount of the compensation deferred under a 457(f) plan is the amount includible in gross income 

on the applicable date, which is the present value, as of that date, of the amount of compensation deferred. For 

409A purposes, it is determined as of the end of the year.   

Some Changes for 457(b) Too 

The proposed regulation includes a few changes for “eligible” 457(b) plans as well. Specifically, 457(b) plans may 

include Roth contributions and military service may qualify as a severance from employment for distribution 

purposes under a 457(b) plan. 

In Closing  

Nonqualified deferred compensation plans are used in all industries — by for profit, not-for-profit and governmental 

entities. While the rules for 457(f) plans and for-profit deferred compensation plans still differ in several respects, as 

seen in the two sets of proposed regulations, these plans are moving closer and closer to governance under a 

consistent set of rules. The similarity between 457(f) and 409A should make compliance easier. Regardless, the 

rules are still complicated and require vigilance, so we suggest that employers carefully review their compensation 

programs. Ideally, deferred compensation programs subject to 457(f) should be designed whereby discrepancies 

between 409A and 457(f) are minimized; in any case, compensation would generally be includable in income at the 

earlier of when 409A and 457(f) dictate. 

Although the regulations were issued in proposed form, they may be relied on until the final rules are published. 

Until that time, the IRS has stated that it will not take any contrary positions to those in the proposed regulations.    
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