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The IRS Mission
Provide America’s taxpayers top-quality service by helping
them understand and meet their tax responsibilities and en-
force the law with integrity and fairness to all.

Introduction
The Internal Revenue Bulletin is the authoritative instrument of
the Commissioner of Internal Revenue for announcing official
rulings and procedures of the Internal Revenue Service and for
publishing Treasury Decisions, Executive Orders, Tax Conven-
tions, legislation, court decisions, and other items of general
interest. It is published weekly.

It is the policy of the Service to publish in the Bulletin all
substantive rulings necessary to promote a uniform application
of the tax laws, including all rulings that supersede, revoke,
modify, or amend any of those previously published in the
Bulletin. All published rulings apply retroactively unless other-
wise indicated. Procedures relating solely to matters of internal
management are not published; however, statements of inter-
nal practices and procedures that affect the rights and duties
of taxpayers are published.

Revenue rulings represent the conclusions of the Service on
the application of the law to the pivotal facts stated in the
revenue ruling. In those based on positions taken in rulings to
taxpayers or technical advice to Service field offices, identify-
ing details and information of a confidential nature are deleted
to prevent unwarranted invasions of privacy and to comply with
statutory requirements.

Rulings and procedures reported in the Bulletin do not have the
force and effect of Treasury Department Regulations, but they
may be used as precedents. Unpublished rulings will not be
relied on, used, or cited as precedents by Service personnel in
the disposition of other cases. In applying published rulings and
procedures, the effect of subsequent legislation, regulations,
court decisions, rulings, and procedures must be considered,
and Service personnel and others concerned are cautioned

against reaching the same conclusions in other cases unless
the facts and circumstances are substantially the same.

The Bulletin is divided into four parts as follows:

Part I.—1986 Code.
This part includes rulings and decisions based on provisions of
the Internal Revenue Code of 1986.

Part II.—Treaties and Tax Legislation.
This part is divided into two subparts as follows: Subpart A, Tax
Conventions and Other Related Items, and Subpart B, Legisla-
tion and Related Committee Reports.

Part III.—Administrative, Procedural, and Miscellaneous.
To the extent practicable, pertinent cross references to these
subjects are contained in the other Parts and Subparts. Also
included in this part are Bank Secrecy Act Administrative Rul-
ings. Bank Secrecy Act Administrative Rulings are issued by
the Department of the Treasury’s Office of the Assistant Sec-
retary (Enforcement).

Part IV.—Items of General Interest.
This part includes notices of proposed rulemakings, disbar-
ment and suspension lists, and announcements.

The last Bulletin for each month includes a cumulative index for
the matters published during the preceding months. These
monthly indexes are cumulated on a semiannual basis, and are
published in the last Bulletin of each semiannual period.

The contents of this publication are not copyrighted and may be reprinted freely. A citation of the Internal Revenue Bulletin as the source would be appropriate.
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Part I. Rulings and Decisions Under the Internal Revenue Code
of 1986
TD 9772

DEPARTMENT OF THE
TREASURY
Internal Revenue Service
26 CFR Part 1

Modification of Treatment
of Certain Health
Organizations

AGENCY: Internal Revenue Service (IRS),
Treasury.

ACTION: Final regulations.

SUMMARY: This document contains fi-
nal regulations that provide guidance to
Blue Cross and Blue Shield organizations,
and certain other organizations, on com-
puting and applying the medical loss ratio
and the consequences for not meeting the
medical loss ratio threshold. The final reg-
ulations reflect the enactment of a techni-
cal correction to section 833(c)(5) of the
Internal Revenue Code by the Consoli-
dated and Further Continuing Appropria-
tions Act of 2015. The final regulations
affect Blue Cross and Blue Shield organi-
zations, and certain other organizations
involved in providing health insurance.

DATES: Effective Date: These regula-
tions are effective on June 22, 2016.

Applicability Date: For the date of ap-
plicability, see § 1.833–1(e).

FOR FUTHER INFORMATION
CONTACT: Rebecca L. Baxter, at (202)
317-6995 (not a toll-free number).

SUPPLEMENTARY INFORMATION:

Background

This Treasury decision contains final
regulations that amend 26 CFR part 1
under section 833 of the Internal Revenue
Code (the Code). Section 833(a) provides
that Blue Cross and Blue Shield organiza-
tions, and certain other organizations in-
volved in providing health insurance as
described in section 833(c), are entitled to:
(1) treatment as stock insurance compa-
nies for purposes of sections 831 through

835 (related to taxation of non-life insur-
ance companies generally); (2) a special
deduction determined under section
833(b); and (3) computation of unearned
premium reserves under section 832(b)(4)
based on 100 percent, and not 80 percent,
of unearned premiums for purposes of de-
termining “insurance company taxable in-
come” under section 832.

Section 833(c)(5) was added to the
Code by section 9016 of the Patient Pro-
tection and Affordable Care Act (Public
Law 111–148, 124 Stat. 119) (the Afford-
able Care Act), effective for taxable years
beginning after December 31, 2009. Sec-
tion 833(c)(5), as enacted by the Afford-
able Care Act, provided that section 833
did not apply to any organization unless
the organization’s medical loss ratio
(MLR) for the taxable year was at least 85
percent. For purposes of section 833, an
organization’s MLR was its percentage of
total premium revenue expended on reim-
bursement for clinical services provided
to enrollees under its policies during such
taxable year (as reported under section
2718 of the Public Health Service Act (42
U.S.C. 300gg-18)).

Section 2718 of the Public Health Ser-
vice Act (PHSA) was added by section
1001 and amended by section 10101 of
the Affordable Care Act. Section 2718 of
the PHSA is administered by the Depart-
ment of Health and Human Services. Sec-
tion 2718(a) of the PHSA requires a
health insurance issuer to submit a report
for each plan year to the Secretary of the
Department of Health and Human Ser-
vices concerning the percentage of total
premium revenue, after accounting for
collections or receipts for risk adjustment
and risk corridors and payments of rein-
surance, that the issuer expends: (1) on
reimbursement for clinical services pro-
vided to enrollees under such coverage;
(2) for activities that improve health care
quality; and (3) on all other non-claims
costs, excluding federal and state taxes
and licensing or regulatory fees.

Section 2718(b) of the PHSA requires
that a health insurance issuer offering
group or individual health insurance cov-
erage, with respect to each plan year, pro-

vide an annual rebate to each enrollee
under such coverage, on a pro rata basis, if
the ratio of the amount of the premium
revenue the issuer expends on costs for
reimbursement for clinical services pro-
vided to enrollees under such coverage
and for activities that improve health care
quality to the total amount of premium
revenue (excluding federal and state taxes
and licensing or regulatory fees and after
accounting for payments or receipts for
risk adjustment, risk corridors, and rein-
surance under sections 1341, 1342, and
1343 of the Affordable Care Act (42
U.S.C. 18061, 18062, and 18063)) for the
plan year is less than a prescribed percent-
age. Section 2718(b)(1)(B)(ii) of the
PHSA provides that beginning on January
1, 2014, the medical loss ratio computed
under section 2718(b) of the PHSA shall
be based on expenses and premium reve-
nues for each of the previous three years
of the plan.

The Department of Health and Human
Services published in the Federal Register
(75 FR 74864) an interim final rule under
section 2718 of the PHSA on December 1,
2010, an interim final rule and final rule
on December 7, 2011 (76 FR 76596 and
76574), and a final rule on May 16, 2012
(77 FR 28790). These rules implementing
section 2718 of the PHSA are codified at
45 CFR part 158 (HHS Regulations).

On December 6, 2010, the Treasury
Department and the IRS published Notice
2010–79 (2010–49 I.R.B. 809), which
provided interim guidance and transitional
relief to organizations under section
833(c)(5). The interim guidance applied to
an organization’s first taxable year begin-
ning after December 31, 2009.

The interim guidance provided that for
purposes of determining whether an orga-
nization’s percentage of total premium
revenue expended on reimbursement for
clinical services provided to enrollees was
at least 85 percent (and thus satisfied the
requirement of section 833(c)(5)), organi-
zations were required to use the definition
of “reimbursement for clinical services
provided to enrollees” set forth in the
HHS Regulations. In addition, the interim
guidance provided that for purposes of
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determining whether the 85-percent re-
quirement of section 833(c)(5) was satis-
fied, the IRS would not challenge the in-
clusion of amounts expended for
“activities that improve health care qual-
ity” as described in the HHS Regulations.

Notice 2010–79 also stated that the
consequences for an organization with an
MLR of less than 85 percent (an insuffi-
cient MLR) were as follows: (1) the orga-
nization would not be taxable as a stock
insurance company by reason of section
833(a)(1) (but may have been taxable as
an insurance company if it otherwise met
the requirements of section 831(c)); (2)
the organization would not be allowed the
special deduction set forth in section
833(b); and (3) the organization would
only take into account 80 percent, rather
than 100 percent, of its unearned premi-
ums for purposes of computing premiums
earned on insurance contracts under sec-
tion 832(b)(4). However, Notice 2010–79
provided that solely for the first taxable
year beginning after December 31, 2009,
the IRS would not treat an organization as
losing its status as a stock insurance com-
pany by reason of section 833(c)(5) pro-
vided the following conditions were met:
(1) the organization was described in sec-
tion 833(c) in the immediately preceding
taxable year; (2) the organization would
have been taxed as a stock insurance com-
pany for the current taxable year but for
the enactment of section 833(c)(5); and
(3) the organization would have met the
requirements of section 831(c) to be taxed
as an insurance company for the current
taxable year but for its activities in the
administration, adjustment, or settlement
of claims under cost-plus or administra-
tive services-only contracts.

On July 5, 2011, the Treasury Depart-
ment and the IRS published Notice
2011–51 (2011–27 I.R.B. 36) extending
the interim guidance and transitional relief
provided in Notice 2010–79 to an organi-
zation’s first taxable year beginning after
December 31, 2010. On June 11, 2012,
the Treasury Department and the IRS pub-
lished Notice 2012–37 (2012–24 I.R.B.
1014) extending the interim guidance and
transitional relief provided in Notice
2010–79 and Notice 2011–51 through an
organization’s first taxable year beginning
after December 31, 2012.

On May 13, 2013, the Treasury Depart-
ment and the IRS published in the
Federal Register (78 FR 27873) a notice of
proposed rulemaking (REG–126633–12)
addressing the computation of an organi-
zation’s MLR for purposes of section
833(c)(5) and the consequences of non-
application of section 833 if an organiza-
tion had an insufficient MLR. The pro-
posed regulations provided that the
numerator of an organization’s MLR is
the total premium revenue expended on
“reimbursement for clinical services pro-
vided to enrollees” under its policies for
the taxable year, but does not include
amounts expended for “activities that im-
prove health care quality.” In addition, the
Treasury Department and the IRS con-
cluded that, for administrative conve-
nience and to be consistent with the MLR
calculation under section 2718(b)(1)(B)(ii) of
the PHSA, it was appropriate to compute
the MLR for a taxable year under section
833(c)(5) using the same three-year pe-
riod used under section 2718(b) of the
PHSA. Therefore, the proposed regula-
tions provided that amounts used for
purposes of section 833(c)(5) for each
taxable year should be determined based
upon amounts reported under section
2718 of the PHSA for that taxable year
and the two preceding taxable years,
subject to the same adjustments that ap-
ply for purposes of the PHSA. The pro-
posed regulations also provided that if
an organization has an insufficient
MLR, then section 833(a) does not ap-
ply to that organization.

On January 7, 2014, the Treasury De-
partment and the IRS published in the
Federal Register (79 FR 755) final regu-
lations (TD 9651) adopting the provisions
of the proposed regulations with certain
modifications. These modifications in-
cluded transition rules to phase in the
same three-year period used under section
2718(b) of the PHSA to compute the
MLR for a taxable year. Accordingly, the
final regulations provide that for the first
taxable year beginning after December 31,
2013, an organization’s MLR is computed
on a one-year basis. For the first taxable
year beginning after December 31, 2014,
an organization’s MLR is computed on a
two-year basis. Finally, for the first tax-
able year beginning after December 31,
2015, and for all succeeding taxable

years, the final regulations provide that
an organization’s MLR is determined
based on amounts reported under sec-
tion 2718 of the PHSA for that taxable
year and the two preceding taxable
years, subject to the same adjustments
that apply for purposes of section 2718
of the PHSA. The final regulations apply
to taxable years beginning after Decem-
ber 31, 2013.

Congress subsequently passed the
Consolidated and Further Continuing Ap-
propriations Act, 2015 (Public Law 113–
235, 128 Stat. 2130) (the Appropriations
Act), which was signed into law by the
President on December 16, 2014. Section
102 of Division N of the Appropriations
Act made a technical correction to section
833(c)(5) (the Technical Correction). The
Technical Correction provides that in cal-
culating its MLR numerator, an organiza-
tion includes both the cost of reimburse-
ment for clinical services and amounts
expended for activities that improve
health care quality. In addition, the Tech-
nical Correction provides that the conse-
quences for not meeting the MLR thresh-
old are only that section 833(a)(2) and (3)
do not apply. Therefore, an organization
with an insufficient MLR is treated as if it
were a stock insurance company under
section 833(a)(1). The Technical Correc-
tion applies to taxable years beginning
after December 31, 2009.

Explanation of Provisions

These final regulations restate § 1.833–1 of
the Income Tax Regulations (26 CFR part
1) and incorporate the Technical Correc-
tion. As explained in this preamble, the
Technical Correction, in effect, retroac-
tively amended the rules in the existing
final regulations to determine the MLR
and the consequences of an insufficient
MLR. In order to avoid any confusion
caused by the effect of the Technical Cor-
rection on the existing final regulations,
the Treasury Department and the IRS are
publishing the existing final regulations,
as revised by the Technical Correction, in
their entirety in this Treasury decision.

1. Determining the MLR

Section 1.833–1 of the Income Tax
Regulations generally provides that an
organization’s MLR with respect to a
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taxable year is the ratio, expressed as a
percentage, of the organization’s MLR
numerator to its MLR denominator. Prior
to the Technical Correction, the existing
final regulations only included in the
MLR numerator an organization’s total
premium revenue expended on reimburse-
ment for clinical services provided to en-
rollees. Consistent with the Technical
Correction, § 1.833–1(c)(1)(i) of these fi-
nal regulations describes an organiza-
tion’s MLR numerator as the total pre-
mium revenue the organization expended
on reimbursement for clinical services and
activities that improve health care quality
provided to enrollees under its policies for
the taxable year. For purposes of section
833(c)(5), these final regulations define
the term “activities that improve health
care quality” to have the same meaning as
the term has in section 2718 of the PHSA
and the regulations issued under that sec-
tion (see 45 CFR 158.150). In addition,
consistent with the Technical Correction,
the transition rules for computation of the
MLR in § 1.833–1(c)(2)(i) and (ii) of
these final regulations include the pre-
mium revenue expended on activities that
improve health care quality.

2. Consequences of an Insufficient MLR

Consistent with the Technical Correc-
tion, these final regulations provide that
the consequences for an organization de-
scribed in section 833(c) that has an MLR
of less than 85 percent are the following:
(1) the organization is not allowed the
special deduction set forth in section
833(b); and (2) it must take into account
80 percent, rather than 100 percent, of its
unearned premiums under section
832(b)(4). Unlike under the rule in the
existing final regulations, an organization
that has an MLR of less than 85 percent
does not lose its eligibility to be treated as
a stock insurance company under section
833(a)(1).

Effective/Applicability Date

These final regulations apply to taxable
years beginning after December 31, 2016.
However, taxpayers may rely on these
final regulations for taxable years begin-
ning after December 31, 2009.

Special Analyses

Certain IRS regulations, including this
one, are exempt from the requirement of
Executive Order 12866, as supplemented
and reaffirmed by Executive Order 13563.
Therefore, a regulatory impact assessment
is not required. It has also been deter-
mined that section 553(b) of the Admin-
istrative Procedure Act (APA) (5 U.S.C.
chapter 5) does not apply to these regula-
tions, and because the regulations do not
impose a collection of information on
small entities, the Regulatory Flexibility
Act (5 U.S.C. chapter 6) does not apply.

The Treasury Department and the IRS
have determined that section 553(b) of the
APA does not apply to these regulations,
including because good cause exists under
section 553(b)(B) of the APA. Section
553(b)(B) provides that an agency is not
required to publish a notice of proposed
rulemaking in the Federal Register when
the agency, for good cause, finds that no-
tice and public comment thereon are im-
practicable, unnecessary, or contrary to
the public interest. The Treasury Depart-
ment and the IRS have determined that
notice and public comment are unneces-
sary inasmuch as these revisions (1)
merely incorporate the Technical Correc-
tion by adding or removing language in
the existing final regulations and make
nonsubstantive conforming changes to re-
flect the Technical Correction and (2) pro-
vide taxpayers with immediate guidance.
For the same reason, a delayed effective
date is not required pursuant to section
553(d)(3) of the APA. Pursuant to section
7805(f)(3) of the Code, these final regula-
tions were submitted to the Chief Counsel
for Advocacy of the Small Business Ad-
ministration for comments on its impact
on small businesses, and no comments
were received.

Drafting Information

The principal author of these regula-
tions is Rebecca L. Baxter, Office of
Associate Chief Counsel (Financial In-
stitutions & Products). However, other
personnel from the Treasury Depart-
ment and the IRS participated in their
development.

Availability of IRS Documents

The IRS notices and Treasury deci-
sions cited in this preamble are made
available by the Superintendent of Docu-
ments, U.S. Government Printing Office,
Washington, DC 20402.

* * * * *

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR part 1 is
amended as follows:

PART 1—INCOME TAXES

Paragraph 1. The authority citation for
part 1 continues to read in part as follows:

Authority: 26 U.S.C. 7805 * * *
Par. 2. Section 1.833–1 is revised to

read as follows:

§ 1.833–1 Medical loss ratio under
section 833(c)(5).

(a) In general. Section 833(a)(2) and
(3) do not apply to an organization unless
the organization’s medical loss ratio
(MLR) for a taxable year is at least 85
percent. Paragraph (b) of this section pro-
vides definitions that apply for purposes
of section 833(c)(5) and this section. Para-
graph (c) of this section provides rules for
computing an organization’s MLR under
section 833(c)(5). Paragraph (d) of this
section addresses the treatment under sec-
tion 833 of an organization that has an
MLR of less than 85 percent. Paragraph
(e) of this section provides the effective/
applicability date.

(b) Definitions. The following defini-
tions apply for purposes of section
833(c)(5) and this section.

(1) Activities that improve health care
quality. The term activities that improve
health care quality has the same meaning
as that term has in section 300gg-18 of
title 42, United States Code and the regu-
lations issued under that section (see 45
CFR 158.150).

(2) Reimbursement for clinical ser-
vices. The term reimbursement for clinical
services has the same meaning as that
term has in section 300gg-18 of title 42,
United States Code and the regulations
issued under that section (see 45 CFR
158.140).
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(3) Total premium revenue. The term
total premium revenue means the total
amount of premium revenue (excluding
federal and state taxes and licensing or
regulatory fees and after accounting for
payments or receipts for risk adjustment,
risk corridors, and reinsurance under sec-
tions 1341, 1342, and 1343 of the Patient
Protection and Affordable Care Act, Pub-
lic Law 111–148 (124 Stat. 119 (2010))
(42 U.S.C. 18061, 18062, and 18063)) as
those terms are used for purposes of sec-
tion 300gg-18(b) of title 42, United States
Code and the regulations issued under that
section (see 45 CFR part 158).

(c) Computation of MLR under section
833(c)(5)—(1) In general. Starting with
the first taxable year beginning after De-
cember 31, 2015, and for all succeeding
taxable years, an organization’s MLR
with respect to a taxable year is the ratio,
expressed as a percentage, of the MLR
numerator, as described in paragraph
(c)(1)(i) of this section, to the MLR de-
nominator, as described in paragraph
(c)(1)(ii) of this section.

(i) MLR numerator. The numerator of
an organization’s MLR is the total pre-
mium revenue expended on reimburse-
ment for clinical services and activities
that improve health care quality provided
to enrollees under its policies for the tax-
able year, computed using a three-year
period in the same manner as those ex-
penses are computed for the plan year for
purposes of section 300gg–18(b) of title
42, United States Code and regulations
issued under that section (see 45 CFR part
158).

(ii) MLR denominator. The denomina-
tor of an organization’s MLR is the orga-
nization’s total premium revenue for the
taxable year, computed using a three-year
period in the same manner as the total

premium revenue is computed for the plan
year for purposes of section 300gg-18(b)
of title 42, United States Code and regu-
lations issued under that section (see 45
CFR part 158).

(2) Transition rules. The transition
rules in paragraphs (c)(2)(i) and (ii) of this
section apply solely for the first taxable
year beginning after December 31, 2013,
and the first taxable year beginning after
December 31, 2014.

(i) First taxable year beginning after
December 31, 2013. For the first taxable
year beginning after December 31, 2013,
the numerator of an organization’s MLR
is the total premium revenue expended on
reimbursement for clinical services and
activities that improve health care quality
provided to enrollees under its policies for
the first taxable year beginning after De-
cember 31, 2013, and the denominator of
an organization’s MLR is the organiza-
tion’s total premium revenue for the first
taxable year beginning after December 31,
2013.

(ii) First taxable year beginning after
December 31, 2014. For the first taxable
year beginning after December 31, 2014,
the numerator of an organization’s MLR
is the sum of the total premium revenue
expended on reimbursement for clinical
services and activities that improve health
care quality provided to enrollees under
its policies for the first taxable year begin-
ning after December 31, 2013, and for the
first taxable year beginning after Decem-
ber 31, 2014, and the denominator of an
organization’s MLR is the sum of the or-
ganization’s total premium revenue for
the first taxable year beginning after De-
cember 31, 2013, and for the first taxable
year beginning after December 31, 2014.

(d) Failure to qualify under section
833(c)(5)—(1) In general. If, for any tax-

able year, an organization’s MLR is less
than 85 percent, then beginning in that
taxable year and for each subsequent tax-
able year for which the organization’s
MLR remains less than 85 percent, para-
graphs (d)(1)(i) and (ii) of this section
apply.

(i) Special deduction. The organization
is not allowed the special deduction set
forth in section 833(b).

(ii) Premiums earned. The organiza-
tion must take into account 80 percent,
rather than 100 percent, of its unearned
premiums under section 832(b)(4) as it
applies to other non-life insurance compa-
nies.

(2) No material change. An organiza-
tion’s loss of eligibility for the treatment
provided by sections 833(a)(2) and (3)
solely by reason of section 833(c)(5) will
not be treated as a material change in the
operations of such organization or in its
structure for purposes of section
833(c)(2)(C).

(e) Effective/applicability date. This
section applies to taxable years beginning
after December 31, 2016. However, tax-
payers may rely on this section for taxable
years beginning after December 31, 2009.

John Dalrymple,
Deputy Commissioner for

Services and Enforcement.

Approved: May 18, 2016.

Mark J. Mazur,
Assistant Secretary of

the Treasury (Tax Policy).

(Filed by the Office of the Federal Register on June 21,
2016, 8:45 a.m., and published in the issue of the Federal
Register for June 22, 2016, 81 F.R. 40518)
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Part IV. Items of General Interest
Application of Section
409A to Nonqualified
Deferred Compensation
Plans

REG–123854–12

AGENCY: Internal Revenue Service (IRS),
Treasury.

ACTION: Partial withdrawal of notice of
proposed rulemaking; notice of proposed
rulemaking.

SUMMARY: This document contains
proposed regulations that would clarify or
modify certain specific provisions of the
final regulations under section 409A (TD
9321, 72 FR 19234). This document also
withdraws a specific provision of the no-
tice of proposed rulemaking (REG–
148326–05) published in the Federal
Register on December 8, 2008 (73 FR
74380) regarding the calculation of
amounts includible in income under sec-
tion 409A(a)(1) and replaces that provi-
sion with revised proposed regulations.
These proposed regulations would affect
participants, beneficiaries, sponsors, and
administrators of nonqualified deferred
compensation plans.

DATES: Comments and requests for a
public hearing must be received by Sep-
tember 20, 2016.

ADDRESSES: Send submissions to: CC:
PA:LPD:PR (REG–123854–12), Room
5203, Internal Revenue Service, PO Box
7604, Ben Franklin Station, Washington
DC, 20044. Submissions may be hand de-
livered Monday through Friday, between
the hours of 8 a.m. and 4 p.m. to CC:PA:
LPD:PR (REG–123854–12), Courier’s
Desk, Internal Revenue Service, 1111
Constitution Avenue, NW., Washington,
DC, 20224 or sent electronically, via
the Federal Rulemaking Portal at www.
regulations.gov (IRS REG–123854–12).

FOR FURTHER INFORMATION
CONTACT: Concerning these proposed
regulations under section 409A, Gregory
Burns at (202) 927-9639, concerning sub-
mission of comments and/or requests for a

hearing, Regina Johnson at (202) 317-
6901 (not toll-free numbers).

SUPPLEMENTARY
INFORMATION:

Background

Section 885 of the American Jobs Cre-
ation Act of 2004, Public Law 108–357
(118 Stat. 1418) (AJCA ‘04) added section
409A to the Internal Revenue Code (Code).
Section 409A(a)(1)(A) generally provides
that, if certain requirements are not met at
any time during a taxable year, amounts
deferred under a nonqualified deferred com-
pensation plan for that year and all previous
taxable years are currently includible in
gross income to the extent not subject to a
substantial risk of forfeiture and not previ-
ously included in gross income.

On April 17, 2007 (72 FR 19234), the
Treasury Department and the IRS issued
final regulations under section 409A (TD
9321), which include §§ 1.409A–1,
1.409A–2, 1.409A–3, and 1.409A–6 (the
final regulations). The final regulations
define certain terms used in section 409A
and in the final regulations, set forth the
requirements for deferral elections and for
the time and form of payments under non-
qualified deferred compensation plans,
and address certain other issues under sec-
tion 409A.

On December 8, 2008 (73 FR 74380),
the Treasury Department and the IRS is-
sued additional proposed regulations un-
der section 409A (REG–148326–05),
which include proposed § 1.409A–4 (the
proposed income inclusion regulations).
The proposed income inclusion regula-
tions provide guidance regarding the cal-
culation of amounts includible in income
under section 409A(a)(1) and the addi-
tional taxes imposed by section 409A with
respect to service providers participating
in certain nonqualified deferred compen-
sation plans and other arrangements that
do not comply with the requirements of
section 409A(a).

Explanation of Provisions

I. Overview

The Treasury Department and the IRS
have concluded that certain clarifications

and modifications to the final regulations
and the proposed income inclusion regu-
lations will help taxpayers comply with
the requirements of section 409A. These
proposed regulations address certain spe-
cific provisions of the final regulations
and the proposed income inclusion regu-
lations and are not intended to propose a
general revision of, or broad changes to,
the final regulations or the proposed in-
come inclusion regulations. The narrow
and specific purpose of these proposed
regulations should be taken into account
when submitting comments on these pro-
posed regulations. As provided in the sec-
tion of this preamble titled “Proposed Ef-
fective Dates,” taxpayers may rely upon
these proposed regulations immediately.

These proposed regulations:
(1) Clarify that the rules under section

409A apply to nonqualified deferred com-
pensation plans separately and in addition
to the rules under section 457A.

(2) Modify the short-term deferral rule
to permit a delay in payments to avoid
violating Federal securities laws or other
applicable law.

(3) Clarify that a stock right that does
not otherwise provide for a deferral of
compensation will not be treated as pro-
viding for a deferral of compensation
solely because the amount payable under
the stock right upon an involuntary sepa-
ration from service for cause, or the oc-
currence of a condition within the service
provider’s control, is based on a measure
that is less than fair market value.

(4) Modify the definition of the term
“eligible issuer of service recipient stock”
to provide that it includes a corporation
(or other entity) for which a person is
reasonably expected to begin, and actually
begins, providing services within 12
months after the grant date of a stock
right.

(5) Clarify that certain separation pay
plans that do not provide for a deferral of
compensation may apply to a service pro-
vider who had no compensation from the
service recipient during the year preced-
ing the year in which a separation from
service occurs.

(6) Provide that a plan under which a
service provider has a right to payment or
reimbursement of reasonable attorneys’
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fees and other expenses incurred to pursue
a bona fide legal claim against the service
recipient with respect to the service rela-
tionship does not provide for a deferral of
compensation.

(7) Modify the rules regarding recur-
ring part-year compensation.

(8) Clarify that a stock purchase treated
as a deemed asset sale under section 338
is not a sale or other disposition of assets
for purposes of determining whether a ser-
vice provider has a separation from ser-
vice.

(9) Clarify that a service provider who
ceases providing services as an employee
and begins providing services as an inde-
pendent contractor is treated as having a
separation from service if, at the time of
the change in employment status, the level
of services reasonably anticipated to be
provided after the change would result in
a separation from service under the rules
applicable to employees.

(10) Provide a rule that is generally
applicable to determine when a “pay-
ment” has been made for purposes of sec-
tion 409A.

(11) Modify the rules applicable to
amounts payable following death.

(12) Clarify that the rules for
transaction-based compensation apply to
stock rights that do not provide for a de-
ferral of compensation and statutory stock
options.

(13) Provide that the addition of the
death, disability, or unforeseeable emer-
gency of a beneficiary who has become
entitled to a payment due to a service
provider’s death as a potentially earlier or
intervening payment event will not violate
the prohibition on the acceleration of pay-
ments.

(14) Modify the conflict of interest ex-
ception to the prohibition on the acceler-
ation of payments to permit the payment
of all types of deferred compensation (and
not only certain types of foreign earned
income) to comply with bona fide foreign
ethics or conflicts of interest laws.

(15) Clarify the provision permitting
payments upon the termination and liqui-
dation of a plan in connection with bank-
ruptcy.

(16) Clarify other rules permitting pay-
ments in connection with the termination
and liquidation of a plan.

(17) Provide that a plan may accelerate
the time of payment to comply with Fed-
eral debt collection laws.

(18) Clarify and modify § 1.409A–
4(a)(1)(ii)(B) of the proposed income in-
clusion regulations regarding the treat-
ment of deferred amounts subject to a
substantial risk of forfeiture for purposes
of calculating the amount includible in
income under section 409A(a)(1).

(19) Clarify various provisions of the
final regulations to recognize that a ser-
vice provider can be an entity as well as
an individual.

II. Deferral of Compensation

A. Section 457(f) and Section 457A
Plans

Section 457(f) generally provides that
compensation deferred under a plan of an
eligible employer (as that term is defined
under section 457) is included in gross
income in the first taxable year in which
there is no substantial risk of forfeiture of
the rights to the compensation. The final
regulations provide that a deferred com-
pensation plan subject to section 457(f)
may be a nonqualified deferred compen-
sation plan for purposes of section 409A
and that the rules of section 409A apply to
deferred compensation plans separately
and in addition to any requirements appli-
cable to such plans under section 457(f).

Similarly, section 457A, which was en-
acted more than a year after publication of
the final regulations, generally provides
that any compensation deferred under a
nonqualified deferred compensation plan
of a nonqualified entity (as these terms are
defined under section 457A) is includible
in gross income when there is no substan-
tial risk of forfeiture of the rights to the
compensation. These proposed regula-
tions clarify that a nonqualified deferred
compensation plan under section 457A,
like a deferred compensation plan under
section 457(f), may be a nonqualified de-
ferred compensation plan for purposes of
section 409A and that the rules of section
409A apply to such a plan separately and

in addition to any requirements applicable
to the plan under section 457A.

B. Short-term Deferral Rule

The final regulations provide that a de-
ferral of compensation does not occur for
purposes of section 409A under a plan
with respect to any payment that is not a
deferred payment1 provided that the ser-
vice provider actually or constructively
receives the payment on or before the later
of: (1) The 15th day of the third month
following the end of the service provider’s
first taxable year in which the right to the
payment is no longer subject to a substan-
tial risk of forfeiture, or (2) the 15th day of
the third month following the end of the
service recipient’s first taxable year in
which the right to the payment is no lon-
ger subject to a substantial risk of forfei-
ture (the applicable 2½ month period). A
payment that meets these requirements of
the short-term deferral rule (described
more fully in § 1.409A–1(b)(4)) is re-
ferred to as a short-term deferral and is
generally exempt from the requirements
applicable to plans that provide for a de-
ferral of compensation.

The final regulations provide that a
payment that otherwise qualifies as a
short-term deferral, but is made after the
applicable 2½ month period, may con-
tinue to qualify as a short-term deferral if
the payment is delayed for one of three
reasons: (1) The taxpayer establishes that
it was administratively impracticable for
the service recipient to make the payment
by the end of the applicable 2½ month
period; (2) making the payment by the end
of the applicable 2½ month period would
have jeopardized the service recipient’s
ability to continue as a going concern; or
(3) the service recipient reasonably antic-
ipates that a deduction for the payment
would not be permitted under section
162(m).

Similar exceptions apply under the
general time and form of payment rules of
section 409A. Under § 1.409A–3(d), a
payment is treated as made on the date
specified under the plan if the payment is
delayed due to administrative impractica-
bility or because making the payment

1Under § 1.409A–1(b)(4)(i)(D), a payment is a deferred payment if it is made pursuant to a provision of a plan that provides for the payment to be made or completed on or after any date,
or upon the occurrence of any event, that will or may occur later than the end of the applicable 2½ month period.
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would jeopardize the ability of the service
recipient to continue as a going concern.
Under § 1.409A–2(b)(7), a payment may
be delayed to a date after the payment date
designated in a plan without failing to
meet the requirements of section 409A(a)
if the service recipient reasonably antici-
pates that a deduction for the payment
would not be permitted under section
162(m) or if making the payment would
violate Federal securities laws or other
applicable law. Together, these rules gen-
erally permit payments under section
409A to be delayed due to administrative
impracticability or because making the
payment would jeopardize the ability of
the service recipient to continue as a going
concern, the payment would not be de-
ductible under section 162(m), or making
the payment would violate Federal secu-
rities laws or other applicable law.

Some commenters have suggested that
the exception for payments that would
violate Federal securities laws or other
applicable law should also apply to pay-
ments that are intended to be short-term
deferrals. These commenters have noted
that the policy reasons for excusing a
timely payment when the payment would
violate Federal securities laws or other
applicable law apply equally to the gen-
eral time and form of payment rules under
section 409A and the short-term deferral
rule. In response to these comments, the
Treasury Department and the IRS have
determined that it is appropriate to extend
this exception to the short-term deferral
rule. Accordingly, these proposed regula-
tions provide that a payment that other-
wise qualifies as a short-term deferral, but
is made after the end of the applicable 2½
month period, may still qualify as a short-
term deferral if the service recipient rea-
sonably anticipates that making the pay-
ment during the applicable 2½ month
period will violate Federal securities laws
or other applicable law and the payment is
made as soon as reasonably practicable
following the first date on which the ser-
vice recipient anticipates or reasonably
should anticipate that making the payment
would not cause a violation. For this pur-
pose, making a payment that would cause
inclusion in gross income or the applica-
tion of any penalty provision or other pro-
vision of the Code is not treated as a
violation of applicable law.

C. Stock rights

1. Service Recipient Stock

The final regulations provide that cer-
tain stock options and stock appreciation
rights (collectively, stock rights) granted
with respect to service recipient stock do
not provide for a deferral of compensa-
tion. The term “service recipient stock”
means a class of stock that, as of the date
of grant, is common stock for purposes of
section 305 and the regulations thereunder
of a corporation that is an eligible issuer
of service recipient stock. For this pur-
pose, service recipient stock does not in-
clude any stock that is subject to a man-
datory repurchase obligation (other than a
right of first refusal), or a permanent put
or call right, if the stock price under such
right or obligation is based on a measure
other than the fair market value (disre-
garding lapse restrictions) of the equity
interest in the corporation represented by
the stock.

Commenters have noted that employ-
ers often want to deter employees from
engaging in behavior that could be detri-
mental to the employer and have custom-
arily reduced the amount that an employee
receives under a stock rights arrangement
if the employee is dismissed for cause or
violates a noncompetition or nondisclo-
sure agreement. These commenters have
observed that this type of reduction is
generally prohibited under the definition
of service recipient stock in the final reg-
ulations but have argued that neither the
statutory language nor the underlying pol-
icies of section 409A should prohibit a
reduction under these circumstances. The
Treasury Department and the IRS agree
with these conclusions. Accordingly,
these proposed regulations provide that a
stock price will not be treated as based on
a measure other than fair market value if
the amount payable upon a service pro-
vider’s involuntary separation from ser-
vice for cause, or the occurrence of a
condition that is within the control of the
service provider, such as the violation of a
covenant not to compete or a covenant not
to disclose certain information, is based
on a measure that is less than fair market
value.

2. Eligible Issuer of Service Recipient
Stock

Under the final regulations, the term
“eligible issuer of service recipient stock”
means the corporation or other entity for
which the service provider provides direct
services on the date of grant of the stock
right and certain affiliated corporations or
entities. Some commenters have asserted
that this definition of “eligible issuer of
service recipient stock” hinders employ-
ment negotiations because it prevents ser-
vice recipients from granting stock rights
to service providers before they are em-
ployed by the service recipient. In re-
sponse to these comments, these proposed
regulations provide that, if it is reasonably
anticipated that a person will begin pro-
viding services to a corporation or other
entity within 12 months after the date of
grant of a stock right, and the person ac-
tually begins providing services to the
corporation or other entity within 12
months after the date of grant (or, if ser-
vices do not begin within that period, the
stock right is forfeited), the corporation or
other entity will be an eligible issuer of
service recipient stock.

D. Separation pay plans

Under the final regulations, separation
pay plans that provide for payment only
upon an involuntary separation from ser-
vice or pursuant to a window program do
not provide for a deferral of compensation
to the extent that they meet certain re-
quirements. One of these requirements is
that the separation pay generally not ex-
ceed two times the lesser of (1) the service
provider’s annualized compensation
based upon the annual rate of pay for the
service provider’s taxable year preceding
the service provider’s taxable year in
which the separation from service occurs,
or (2) the limit under section 401(a)(17)
for the year in which the service provider
separates from service.

Some commenters have questioned
whether this exception for separation pay
plans is available for a service provider
whose employment begins and ends dur-
ing the same taxable year because the
service provider was not employed by,
and did not receive any compensation
from, the service recipient for the taxable
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year preceding the taxable year in which
the separation from service occurs. These
proposed regulations clarify that the sep-
aration pay plan exception is available for
service providers whose employment be-
gins and ends in the same taxable year. In
that circumstance, these proposed regula-
tions provide that the service provider’s
annualized compensation for the taxable
year in which the service provider sepa-
rates from service may be used for pur-
poses of this separation pay plan excep-
tion if the service provider had no
compensation from the service recipient
in the taxable year preceding the year in
which the service provider separates from
service.

E. Employment-related legal fees and
expenses

Under the final regulations, an arrange-
ment does not provide for a deferral of
compensation to the extent that it provides
for amounts to be paid as settlements or
awards resolving bona fide legal claims
based on wrongful termination, employ-
ment discrimination, the Fair Labor Stan-
dards Act, or workers’ compensation stat-
utes, including claims under applicable
Federal, state, local, or foreign laws, or for
reimbursements or payments of reason-
able attorneys’ fees or other reasonable
expenses incurred by the service provider
related to such bona fide legal claims.

Commenters have requested guidance
on the application of section 409A(a) to
provisions commonly included in employ-
ment agreements that provide for the re-
imbursement of attorneys’ fees in connec-
tion with employment-related disputes
and have asserted that there is no reason to
distinguish between arrangements that
provide for payment of reasonable attor-
neys’ fees and expenses for the types of
legal claims currently specified in the final
regulations and any other bona fide legal
claim with respect to the service relation-
ship between a service provider and a
service recipient. In response to these
comments, these proposed regulations
provide that an arrangement does not pro-
vide for a deferral of compensation to the
extent that it provides for the payment or
reimbursement of a service provider’s rea-
sonable attorneys’ fees and other expenses
incurred to enforce a claim by the service

provider against the service recipient with
respect to the service relationship.

F. Recurring Part-year Compensation

After publication of the final regula-
tions, commenters have expressed con-
cerns about the application of section
409A to recurring part-year compensa-
tion. The final regulations define recurring
part-year compensation as compensation
paid for services rendered in a position
that the service recipient and service pro-
vider reasonably anticipate will continue
on similar terms and conditions in subse-
quent years, and will require services to be
provided during successive service peri-
ods each of which comprises less than 12
months and each of which begins in one
taxable year of the service provider and
ends in the next taxable year. For exam-
ple, a teacher providing services during
school years comprised of 10 consecutive
months would have recurring part-year
compensation. See § 1.409A–2(a)(14). In
general, commenters have asserted that
section 409A should not apply to this sit-
uation because the amount being deferred
from one taxable year to a subsequent
taxable year is typically only a small
amount and because most service provid-
ers who receive recurring part-year com-
pensation (typically teachers and other ed-
ucational workers) view an election to
annualize this compensation as a cash
flow decision, rather than a tax-deferral
opportunity.

In response, the Treasury Department
and the IRS issued Notice 2008–62
(2008–29 IRB 130), which provides that
arrangements involving recurring part-
year compensation do not provide for a
deferral of compensation for purposes of
section 409A or section 457(f) if: (1) The
arrangement does not defer payment of
any of the recurring part-year compensa-
tion beyond the last day of the 13th month
following the beginning of the service pe-
riod, and (2) the arrangement does not
defer from one taxable year to the next
taxable year the payment of more than the
applicable dollar amount under section
402(g)(1)(B) in effect for the calendar
year in which the service period begins
($18,000 for 2016). Notice 2008–62 also
states that a conforming change is in-

tended be made to the final regulations to
reflect these rules.

Commenters have expressed concerns
that Notice 2008–62 would not ade-
quately address some teaching positions,
such as college and university faculty
members. They have noted that, depend-
ing on several variables (such as the cal-
endar month in which a service provider
commences service or the length of the
service period), the dollar limitation in the
notice may result in adverse tax conse-
quences to service providers with annual
compensation as low as $80,000. Com-
menters have further observed that some
of these arrangements are nonelective, and
therefore some service providers cannot
opt out of a recurring part-year compen-
sation arrangement. In recognition that
service recipients in the field of education
frequently structure their pay plans to in-
clude recurring part-year compensation
and that the main purpose of this design is
to provide uninterrupted cash flow for ser-
vice providers who do not work for a
portion of the year, these proposed regu-
lations modify the recurring part-year
compensation rule. These proposed regu-
lations provide that a plan or arrangement
under which a service provider receives
recurring part-year compensation that is
earned over a period of service does not
provide for a deferral of compensation if
the plan does not defer payment of any of
the recurring part-year compensation to a
date beyond the last day of the 13th month
following the first day of the service pe-
riod for which the recurring part-year
compensation is paid, and the amount of
the service provider’s recurring part-year
compensation (not merely the amount
deferred) does not exceed the annual
compensation limit under section
401(a)(17) ($265,000 for 2016) for the
calendar year in which the service pe-
riod commences. A conforming change
is being made for purposes of section
457(f) under proposed section 457(f)
regulations (REG–147196 – 07) that are
also published in the Proposed Rules section
of this issue of the Federal Register.

III. Separation from Service Definition

A. Asset Purchase Transactions

The final regulations permit the seller
and an unrelated buyer in an asset pur-

July 11, 2016 Bulletin No. 2016–2818



chase transaction to specify whether a per-
son who is a service provider of the seller
immediately before the transaction is
treated as separating from service if the
service provider provides services to the
buyer after and as a result of the transac-
tion. Commenters have asked whether this
rule may be used with respect to a trans-
action that is treated as a deemed asset
sale under section 338.

The provision of the final regulations
giving buyers and sellers in asset transac-
tions the discretion to treat employees as
separating from service is based on the
recognition that, while employees for-
mally terminate employment with the
seller and immediately recommence em-
ployment with the buyer in a typical asset
transaction, the employees often experi-
ence no change in the type or level of
services they provide. In a deemed asset
sale under section 338, however, employ-
ees do not experience a termination of
employment, formal or otherwise. Ac-
cordingly, the Treasury Department and
the IRS have determined that it would be
inconsistent with section 409A to permit
the parties to a deemed asset sale to treat
service providers as having separated
from service upon the occurrence of the
transaction. These proposed regulations
affirm and make explicit that a stock pur-
chase transaction that is treated as a
deemed asset sale under section 338 is not
a sale or other disposition of assets for
purposes of this rule under section 409A.

B. Dual Status As Employee and
Independent Contractor and Changes in
Status from Employee to Independent
Contractor (or Vice Versa)

The final regulations provide that an
employee separates from service with an
employer if the employee dies, retires, or
otherwise has a termination of employ-
ment with the employer. Under the final
regulations, a termination of employment
generally occurs if the facts and circum-
stances indicate that the employer and em-
ployee reasonably anticipate that no fur-
ther services would be performed after a
certain date or that the level of bona fide
services the employee would perform af-
ter that date (whether as an employee or as
an independent contractor) would perma-
nently decrease to no more than 20 per-

cent of the average level of bona fide
services performed (whether as an em-
ployee or an independent contractor) over
the immediately preceding 36-month pe-
riod (or if the employee has been provid-
ing services to the employer for less than
36 months, the full period of services).
The final regulations provide that an inde-
pendent contractor separates from service
with a service recipient upon the expira-
tion of the contract (or, if applicable, all
contracts) under which services are per-
formed for the service recipient if the ex-
piration is a good-faith and complete ter-
mination of the contractual relationship.

The final regulations also provide that
if a service provider provides services
both as an employee and an independent
contractor of a service recipient, the ser-
vice provider must separate from service
both as an employee and as an indepen-
dent contractor to be treated as having
separated from service. The final regula-
tions further provide that “[i]f a service
provider ceases providing services as an
independent contractor and begins provid-
ing services as an employee, or ceases
providing services as an employee and
begins providing services as an indepen-
dent contractor, the service provider will
not be considered to have a separation
from service until the service provider has
ceased providing services in both capaci-
ties.”

Some commenters have observed that
the quoted sentence could be read to pro-
vide that a service provider who performs
services for a service recipient as an em-
ployee, but who becomes an independent
contractor for the same service recipient
and whose anticipated level of services
upon becoming an independent contractor
are 20 percent or less than the average
level of services performed during the im-
mediately preceding 36-month period,
would not have a separation from service
because a complete termination of the
contractual relationship with the service
recipient has not occurred and, therefore,
there is no separation from service as an
independent contractor. Such a reading,
however, would be inconsistent with the
more specific rule that a service provider
who is an employee separates from ser-
vice if the employer and employee reason-
ably anticipate that the level of services to
be performed after a certain date (whether

as an employee or as an independent con-
tractor) would permanently decrease to no
more than 20 percent of the average level
of services performed (whether as an em-
ployee or an independent contractor) over
the immediately preceding 36-month pe-
riod. To avoid potential confusion, these
proposed regulations delete the quoted
sentence from the regulations.

However, if a service provider, who
performs services for a service recipient
as an employee, becomes an independent
contractor for the same service recipient
but does not have a separation from ser-
vice when he or she becomes an indepen-
dent contractor (because at that time it is
not reasonably anticipated that the level of
services that would be provided by the
service provider in the future would de-
crease to no more than 20 percent of the
average level of services performed over
the immediately preceding 36-month pe-
riod), the service provider will have a
separation from service in the future when
the service provider has a separation from
service based on the rules that apply to
independent contractors.

IV. References to a Payment Being
Made

As discussed in section II.B of this
preamble entitled “Short-term Deferral
Rule,” the final regulations provide that a
deferral of compensation does not occur
under a plan if the service provider actu-
ally or constructively receives a payment
that is not a deferred payment on or before
the last day of the applicable 2½ month
period. The final regulations further pro-
vide that, for this purpose, a payment is
treated as actually or constructively re-
ceived if the payment is includible in in-
come, including if the payment is includ-
ible under the economic benefit doctrine,
section 83, section 402(b), or section
457(f). Further, § 1.409A–2(b)(2) of the
final regulations provides that, for pur-
poses of subsequent changes in the time or
form of payment, the term “payment”
generally refers to each separately identi-
fied amount to which a service provider is
entitled to payment under a plan on a
determinable date. This section of the final
regulations provides that a payment in-
cludes the provision of any taxable bene-
fit, including cash or property. It also pro-
vides that a payment includes, but is not
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limited to, the transfer, cancellation, or
reduction of an amount of deferred com-
pensation in exchange for benefits under a
welfare plan, a fringe benefit excludible
from income, or any other benefit exclud-
ible from income. The final regulations,
however, do not include a rule that is
generally applicable for all purposes un-
der section 409A to determine when a
payment is made.

These proposed regulations add a gen-
erally applicable rule to determine when a
payment has been made for all provisions
of the regulations under section 409A.
Under these proposed regulations, a pay-
ment is made, or the payment of an
amount occurs, when any taxable benefit
is actually or constructively received.
Consistent with the final regulations, these
proposed regulations provide that a pay-
ment includes a transfer of cash, any event
that results in the inclusion of an amount
in income under the economic benefit
doctrine, a transfer of property includible
in income under section 83, a contribution
to a trust described in section 402(b) at the
time includible in income under section
402(b), and the transfer or creation of a
beneficial interest in a section 402(b) trust
at the time includible in income under
section 402(b). In addition, a payment is
made upon the transfer, cancellation, or
reduction of an amount of deferred com-
pensation in exchange for benefits under a
welfare plan, a non-taxable fringe benefit,
or any other nontaxable benefit.

The final regulations generally provide
that the inclusion of an amount in income
under section 457(f)(1)(A) is treated as a
payment under section 409A for purposes
of the short-term deferral rule under
§ 1.409A–1(b)(4), but is generally not
treated as a payment for other purposes
under section 409A. Commenters, how-
ever, have observed that this treatment of
income inclusion under section
457(f)(1)(A) is inconsistent with the rules
under section 409A that generally treat the
inclusion of any amount in income as a
payment for all purposes under section
409A. These commenters have also noted

that a primary purpose of section 409A is
to limit the ability of a service provider or
service recipient to change the time at
which deferred compensation is included
in income after the time of payment is
established and that the failure to treat
income inclusion under section
457(f)(1)(A) as a payment would be in-
consistent with this purpose. In response
to these observations, these proposed reg-
ulations provide that the inclusion of an
amount in income under section
457(f)(1)(A) is treated a payment for all
purposes under section 409A.

Under this rule, if the plan provides for
a deferral of compensation under section
409A: (1) Plan terms that specify the con-
ditions to which the payment is subject
and thus when a substantial risk of forfei-
ture lapses for purposes of section
457(f)(1)(A) (and, consequently, deter-
mine when an amount is includible in
income) would be treated as plan terms
providing for the payment of the amount
includible in income, and (2) all rules
under section 409A applicable to the pay-
ment of an amount would apply to the
inclusion of an amount under section
457(f)(1)(A). A plan would not be a de-
ferred compensation plan within the
meaning of section 409A to the extent that
the amounts payable under the plan are
short-term deferrals under § 1.409A–
1(b)(4). However, in certain limited cir-
cumstances, amounts includible in income
under section 457(f)(1)(A) may not be
short-term deferrals under § 1.409A–
1(b)(4). For example, under the proposed
section 457(f) regulations (REG–147196–
07), which are also published in the Pro-
posed Rules section of this issue of the
Federal Register, in certain circumstances
conditioning a payment upon compliance
with a noncompetition agreement will re-
sult in the payment being subject to a
substantial risk of forfeiture for purposes
of section 457(f)(1)(A), but that payment
would not be treated as subject to a sub-
stantial risk of forfeiture for purposes of
section 409A. In such cases, the amount
payable at the end of the term of the

noncompetition agreement upon compli-
ance with the noncompete will be includ-
ible in income under section 457(f)(1)(A)
only at the end of the term of the agree-
ment under the section 457(f) regulations
as proposed, but for purposes of section
409A will be deferred compensation (and
not a short-term deferral), the payment of
which is subject to the rules of section
409A.2 See proposed § 1.457–12(e)
(REG–147196–07); see also proposed
§ 1.457–12(a)(4) (REG–147196–07).

The Treasury Department and the IRS
request comments on whether rules simi-
lar to those applicable to amounts in-
cluded in income under section 457(f)
should be adopted for amounts included in
income under section 457A.

These proposed regulations also clar-
ify that a transfer of property that is
substantially nonvested (as defined under
§ 1.83–3(b)) to satisfy an obligation under
a nonqualified deferred compensation
plan is not a payment for purposes of
section 409A unless the recipient makes
an election under section 83(b) to include
in income the fair market value of the
property (disregarding lapse restrictions),
less any amount paid for the property.
These proposed regulations also make
conforming clarifications to rules under
§ 1.409A–1(a)(4) regarding nonqualified
deferred compensation plans subject to sec-
tions 457(f) and 457A, § 1.409A–1(b)(4)
regarding the short-term deferral rule, and
§ 1.409A–2(b)(2) regarding the separate
payment rule.

V. Permissible Payments

A. Death

The final regulations provide that an
amount deferred under a nonqualified de-
ferred compensation plan may be paid
only at a specified time or upon an event
set forth under the regulations. One of the
permissible events upon which an amount
may be paid is the service provider’s
death. The final regulations also provide
that a payment is treated as made upon a
date specified under the plan (including at

2There may also be instances in which a portion of an amount payable under an arrangement that is subject to section 457(f) is a short-term deferral for purposes of both section 409A and
section 457(f)(1)(A), while another portion of the amount is a deferral of compensation for purposes of section 409A. For example, assume an arrangement subject to section 457(f) provides
for payment of a specified dollar amount plus earnings upon separation from service, with vesting to occur when the service provider has completed three years of service. The specified
dollar amount plus earnings to date is includible in income under section 457(f)(1)(A) when the service provider completes three years of service, and that amount will be a short-term deferral
under section 409A if the service provider includes it in income at that time. The service provider’s right to receive a payment of additional earnings accruing after the vesting date is a
deferred compensation plan under section 409A.
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the time a specified event occurs) if the
payment is made on that date or on a later
date within the same taxable year of the
service provider or, if later, by the 15th

day of the third calendar month following
the date specified under the plan, provided
that the service provider is not permitted,
directly or indirectly, to designate the tax-
able year of the payment.

Some commenters have questioned
whether these and other rules in the final
regulations applicable to amounts payable
upon the death of a service provider also
apply in the case of the death of a bene-
ficiary who has become entitled to the
payment of an amount due to a service
provider’s death. These proposed regula-
tions clarify that the rules applicable to
amounts payable upon the death of a ser-
vice provider also apply to amounts pay-
able upon the death of a beneficiary.

Also, some commenters have indicated
that the time periods for the payment of
amounts following death often are not
long enough to resolve certain issues re-
lated to the death (for example, confirm-
ing the death and completing probate). In
view of the practical issues that often arise
following a death, these proposed regula-
tions provide that an amount payable fol-
lowing the death of a service provider, or
following the death of a beneficiary who
has become entitled to payment due to the
service provider’s death, that is to be paid
at any time during the period beginning on
the date of death and ending on December
31 of the first calendar year following the
calendar year during which the death oc-
curs is treated as timely paid if it is paid at
any time during this period. A plan is not
required to specify any particular date
within this period as the payment date and
may rely on this rule if the plan provides
that an amount will be paid at some time
during this period, including if the plan
provides that payment will be made upon
death without defining the period for pay-
ment following death in any other manner,
and including if the plan provides that
payment will be made on a date within
this period determined in the discretion of
the beneficiary. These proposed regula-
tions further provide that a plan providing
for the payment of an amount at any time
during this specified period may be
amended to provide for the payment of
that amount (or the payment of that

amount may be made without amending
the plan) at any other time during this
period (including a time determined in the
discretion of a beneficiary) without failing
to meet the requirements of the deferral
election provisions of § 1.409A–2 or the
permissible payment provisions of
§ 1.409A–3, including the prohibition on
the acceleration of payments under
§ 1.409A–3(j). For example, a plan that
provides for a payment to be made during
the first calendar year beginning after the
death of a service provider may be
amended to provide for the payment of the
amount (or the payment may be made
under the plan without such amendment)
at any time during the period beginning on
the date of death and ending on December
31 of the first calendar year following the
calendar year during which the death oc-
curs. For additional rules concerning pay-
ments due upon a beneficiary’s death, see
section VI.A of this preamble.

B. Certain Transaction-based
Compensation

The final regulations provide special
rules for payments of transaction-based
compensation. Transaction-based com-
pensation payments are payments related
to certain types of changes in control that
(1) occur because a service recipient pur-
chases its stock held by a service provider
or because the service recipient or a third
party purchases a stock right held by a
service provider, or (2) are calculated by
reference to the value of service recipient
stock. Under the final regulations,
transaction-based compensation may be
treated as paid at a designated date or
pursuant to a payment schedule that com-
plies with the requirements of section
409A(a) if it is paid on the same schedule
and under the same terms and conditions
as apply to payments to shareholders gen-
erally with respect to stock of the service
recipient pursuant to the change in con-
trol. Likewise, transaction-based compen-
sation meeting these requirements will not
fail to meet the requirements of the initial
or subsequent deferral election rules under
section 409A if it is paid not later than five
years after the change in control event.
These proposed regulations clarify that
the special payment rules for transaction-
based compensation apply to a statutory

stock option or a stock right that did not
otherwise provide for deferred compensa-
tion before the purchase or agreement to
purchase the stock right. Accordingly, the
purchase (or agreement to purchase) such
a statutory stock option or stock right in a
manner consistent with these rules does
not result in the statutory stock option or
stock right being treated as having pro-
vided for the deferral of compensation
from the original grant date.

VI. Prohibition on Acceleration of
Payments

A. Payments to Beneficiaries Upon
Death, Disability, or Unforeseeable
Emergency

Under the final regulations, a prohib-
ited acceleration of a payment does not
result from the addition of death, disabil-
ity, or unforeseeable emergency as a po-
tentially earlier alternative payment event
for an amount previously deferred. How-
ever, under the final regulations, this ex-
ception applies only with respect to a ser-
vice provider’s death, disability, or
unforeseeable emergency and does not ap-
ply with respect to the death, disability, or
unforeseeable emergency of a beneficiary
who has become entitled to a payment due
to the service provider’s death. These pro-
posed regulations provide that this excep-
tion also applies to the payment of de-
ferred amounts upon the death, disability,
or unforeseeable emergency of a benefi-
ciary who has become entitled to payment
due to a service provider’s death. These
proposed regulations also clarify that a
schedule of payments (including pay-
ments treated as a single payment) that
has already commenced prior to a service
provider’s or a beneficiary’s death, dis-
ability, or unforeseeable emergency may
be accelerated upon the death, disability,
or unforeseeable emergency.

B. Compliance With Bona Fide Foreign
Ethics Laws or Conflicts of Interest
Laws

Under the final regulations, a plan may
provide for acceleration of the time or
schedule of a payment, or a payment may
be made under a plan, to the extent rea-
sonably necessary to avoid the violation
of a Federal, state, local, or foreign ethics
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or conflicts of interest law. However, with
respect to a foreign ethics or conflicts of
interest law, this exception applies only to
foreign earned income from sources
within the foreign country that promul-
gated the law. Commenters have sug-
gested that this provision should not be
limited to foreign earned income because
the requirements of foreign ethics or con-
flicts of interest laws may affect both the
payment of foreign and United States
earned income. These proposed regula-
tions expand the scope of this provision to
permit the acceleration of any nonquali-
fied deferred compensation if the acceler-
ation is reasonably necessary to comply
with a bona fide foreign ethics or conflicts
of interest law.

C. Plan Terminations and Liquidations

Under the final regulations, a plan may
provide for the acceleration of a payment
made pursuant to the termination and liq-
uidation of a plan under certain circum-
stances. Specifically, a plan may provide
for the acceleration of a payment if the
plan is terminated and liquidated within
12 months of a corporate dissolution taxed
under section 331, or with the approval of
a bankruptcy court pursuant to 11 U.S.C.
section 503(b)(1)(A) if certain other con-
ditions are satisfied. The citation to 11
U.S.C. section 503(b)(1)(A) is erroneous.
These proposed regulations correct this
provision by retaining the operative rule
but deleting the section reference.

The final regulations also provide that
a payment may be accelerated pursuant to
a change in control event as described
under § 1.409A–3(j)(4)(ix)(B) or in other
circumstances provided certain require-
ments are satisfied, as described under
§ 1.409A–3(j)(4)(ix)(C). To terminate a
plan pursuant to § 1.409A–3(j)(4)(ix)(C),
the final regulations provide that the ser-
vice recipient must terminate and liqui-
date all plans sponsored by the service
recipient that would be aggregated with
the terminated plan under the plan aggre-
gation rules under § 1.409A–1(c) of the
final regulations if the same service pro-
vider had deferrals of compensation under
all such plans. The final regulations also
provide that for three years following the
date on which the service recipient took
all necessary action to irrevocably termi-

nate and liquidate the plan the service
recipient cannot adopt a new plan that
would be aggregated with the terminated
and liquidated plan if the same service
provider participated in both plans. Some
commenters have asked whether these
rules mean that only the plans of a partic-
ular category in which a particular service
provider actually participates must be ter-
minated if a plan in which that service
provider participates is terminated.

The plan aggregation rules under
§ 1.409A–1(c)(2) of the final regulations
identify nine different types of nonquali-
fied deferred compensation plans – ac-
count balance plans providing for elective
deferrals, account balance plans that do
not provide for elective deferrals, nonac-
count balance plans, separation pay plans,
plans providing for in-kind benefits or re-
imbursements, split-dollar plans, foreign
earned income plans, stock right plans,
and plans that are not any of the forego-
ing. All plans of the same type in which
the same service provider participates are
treated as a single plan. The rule set forth
under § 1.409A–3(j)(4)(ix)(C) that re-
quires the termination and liquidation of
all plans sponsored by the service recipi-
ent that would be aggregated with the
terminated plan “if the same service pro-
vider had deferrals of compensation” un-
der all of those plans is intended to require
the termination of all plans in the same
plan category sponsored by the service
recipient. The reference to the “same ser-
vice provider” having deferrals of com-
pensation under all of those plans refers to
participation of a hypothetical service pro-
vider in all such plans, which would be
required to aggregate all of the plans un-
der the section 409A plan aggregation
rules.

The Treasury Department and the IRS
have concluded that the meaning of the
plan termination rule under § 1.409A–
3(j)(4)(ix)(C) is not ambiguous. However,
to address the questions raised by com-
menters, these proposed regulations fur-
ther clarify that the acceleration of a pay-
ment pursuant to this rule is permitted
only if the service recipient terminates and
liquidates all plans of the same category
that the service recipient sponsors, and not
merely all plans of the same category in
which a particular service provider actu-
ally participates. These proposed regula-

tions also clarify that under this rule, for a
period of three years following the termi-
nation and liquidation of a plan, the ser-
vice recipient cannot adopt a new plan of
the same category as the terminated and
liquidated plan, regardless of which ser-
vice providers participate in the plan.

D. Offset Provisions

The final regulations provide that the
payment of an amount as a substitute for a
payment of deferred compensation is gen-
erally treated as a payment of the deferred
compensation. They also provide that
when the payment of an amount results in
an actual or potential reduction of, or cur-
rent or future offset to, an amount of de-
ferred compensation, the payment is a
substitute for the deferred compensation.
Further, the final regulations provide that
if a service provider’s right to deferred
compensation is made subject to anticipa-
tion, alienation, sale, transfer, assignment,
pledge, encumbrance, attachment, or gar-
nishment by the service provider’s credi-
tors, the deferred compensation is treated
as having been paid. Under certain cir-
cumstances, these provisions may result in
an amount being paid (or treated as paid)
before the payment date or event specified
in the plan in violation of the prohibition
on the acceleration of payments under
section 409A. The final regulations, how-
ever, include a de minimis exception to
these rules pursuant to which a plan may
provide for the acceleration of the time or
schedule of a payment, or a payment may
be made under a plan, in satisfaction of a
debt of the service provider if the debt is
incurred in the ordinary course of the ser-
vice relationship, the entire offset in any
taxable year does not exceed $5,000, and
the offset is taken at the same time and in
the same amount as the debt otherwise
would have been due from the service
provider.

Stakeholders have observed that the
prohibition on offsets may conflict with
certain laws regarding debt collection by
the Federal government (for example, 31
U.S.C. sections 3711, et. seq.), and that
the exception for small debts is insuffi-
cient to permit the enforcement of these
laws. Because these laws would effec-
tively prevent certain government entities
from providing nonqualified deferred
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compensation in a manner that complies
with the requirements of section 409A(a)
and because of the limited applicability of
Federal debt collection laws, the Treasury
Department and the IRS have determined
that it is appropriate to expand the current
exception to the prohibition on acceler-
ated payments for certain offsets to permit
a plan to provide for the acceleration of
the time or schedule of a payment, or to
make a payment, to the extent reasonably
necessary to comply with Federal laws
regarding debt collection.

VII. Amount Includible in Income under
Section 409A

The proposed income inclusion regula-
tions provide that the amount includible in
income for a taxable year if a nonqualified
deferred compensation plan fails to meet
the requirements of section 409A(a) at
any time during that taxable year equals
the excess of (1) the total amount deferred
under the plan for that taxable year, in-
cluding any payments under the plan dur-
ing that taxable year, over (2) the portion
of that amount, if any, that is either sub-
ject to a substantial risk of forfeiture or
has been previously included in income.
The proposed income inclusion regula-
tions, however, include an anti-abuse pro-
vision under § 1.409A–4(a)(1)(ii)(B),
which provides that an amount otherwise
subject to a substantial risk of forfeiture
for purposes of determining the amount
includible in income under a plan will be
treated as not subject to a substantial risk
of forfeiture for these purposes if the facts
and circumstances indicate that a service
recipient has a pattern or practice of per-
mitting impermissible changes in the time
or form of payment with respect to non-
vested deferred amounts under one or
more nonqualified deferred compensation
plans and either (i) an impermissible
change in the time or form of payment
applies to the amount or (ii) the facts
and circumstances indicate that the
amount would be affected by the pattern
or practice.

Although these rules permit the correc-
tion of certain plan provisions that fail to
comply with the requirements of section
409A(a) while amounts are nonvested
without including the amounts in income
or incurring an additional tax, they were
not intended to allow service recipients to

change time or form of payment provi-
sions that otherwise meet the require-
ments of section 409A(a) in a manner that
fails to comply with section 409A(a), and
they were not intended to permit service
recipients to create errors in nonqualified
deferred compensation plans with respect
to nonvested amounts with the intention
of using those errors as a pretext for es-
tablishing or changing a time or form of
payment in a manner that fails to comply
with section 409A(a). Accordingly, these
proposed regulations clarify and modify
the anti-abuse rule under § 1.409A–
4(a)(1)(ii)(B) of the proposed income in-
clusion regulations to preclude changes of
this nature.

First, these proposed regulations clar-
ify that a deferred amount that is other-
wise subject to a substantial risk of forfei-
ture is treated as not subject to a
substantial risk of forfeiture for a service
provider’s taxable year during which there
is a change in a plan provision (including
an initial deferral election provision) that
is not otherwise permitted under section
409A and the final regulations and that
affects the time or form of payment of the
amount if there is no reasonable, good
faith basis for concluding that the original
provision failed to meet the requirements
of section 409A(a) and that the change is
necessary to bring the plan into compli-
ance with the requirements of section
409A(a).

Second, these proposed regulations
provide examples of the types of facts and
circumstances that indicate whether a ser-
vice recipient has a pattern or practice of
permitting impermissible changes in the
time or form of payment with respect to
nonvested deferred amounts under one or
more plans. If the service recipient has
such a pattern or practice that would affect
a nonvested deferred amount, that amount
is treated as not subject to a substantial
risk of forfeiture. The facts and circum-
stances include: Whether a service recip-
ient has taken commercially reasonable
measures to identify and correct substan-
tially similar failures promptly upon dis-
covery; whether substantially similar fail-
ures have occurred with respect to
nonvested deferred amounts to a greater
extent than with respect to vested deferred
amounts; whether substantially similar
failures occur more frequently with re-

spect to newly adopted plans; and
whether substantially similar failures
appear intentional, are numerous, or re-
peat common past failures that have
since been corrected.

Third, these proposed regulations pro-
vide that, to the extent generally applica-
ble guidance regarding the correction of
section 409A failures prescribes a partic-
ular correction method (or methods) for a
type of plan failure, that correction
method (or one of the permissible correc-
tion methods) must be used if a service
recipient chooses to correct that type of a
failure with respect to a nonvested de-
ferred amount. In addition, these proposed
regulations provide that substantially sim-
ilar failures affecting nonvested deferred
amounts must be corrected in substan-
tially the same manner.

A service recipient correcting a plan fail-
ure affecting a nonvested deferred amount is
not required, solely with respect to the non-
vested deferred amount, to comply with any
requirement under generally applicable
guidance regarding the correction of sec-
tion 409A failures that is unrelated to the
method for correcting the failure, such as
general eligibility requirements, income
inclusion, additional taxes, premium inter-
est, or information reporting by the ser-
vice recipient or service provider. Accord-
ingly, a service recipient may amend a
noncompliant plan term in a manner per-
mitted under applicable correction guid-
ance even though the failure may not have
been eligible for correction under that
guidance (for example, due to applicable
timing requirements). In addition, the por-
tion of the nonvested deferred amount that
is affected by the correction is not subject
to income inclusion, additional taxes, or
applicable premium interest under section
409A(a)(1), and neither the service recip-
ient nor the service provider is required to
notify the IRS of the correction. For a
description of the currently available cor-
rections methods, see Notice 2008–113
(2008–51 IRB 1305), Notice 2010–6
(2010–3 IRB 275), and Notice 2010–80
(2010–51 IRB 853).

VIII. Individual and Entity Service
Providers

Under the final regulations, the term
service provider includes an individual,
corporation, subchapter S corporation,
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partnership, personal service corporation,
noncorporate entity that would be a per-
sonal service corporation if it were a cor-
poration, qualified personal service corpo-
ration, and noncorporate entity that would
be a qualified personal service corporation
if it were a corporation. These proposed
regulations clarify §§ 1.409A–1(b)(5)(vi)(A),
1.409A–1(b)(5)(vi)(E),1.409A–1(b)(5)(vi)(F),
and 1.409A–3(i)(5)(iii) of the final regu-
lations to reflect that a service provider
can be an entity as well as an individual.
These proposed regulations also clarify
§ 1.409A–1(b)(3) of the final regulations
to correct an erroneous reference to
“service provider” that should be “ser-
vice recipient.”

Proposed Effective Dates

General Applicability Date for
Amendments to Final Regulations

The provisions of these proposed reg-
ulations amending the final regulations are
proposed to be applicable on or after the
date on which they are published as final
regulations in the Federal Register. For
periods before this date, the existing final
regulations and other applicable guidance
apply (without regard to these proposed
regulations). The applicability date for the
existing final regulations in § 1.409A–
6(b) is accordingly amended to reflect ex-
tension of certain transition relief through
2008 under Notice 2007–86, 2007–46
IRB 990. Taxpayers may, however, rely
on these proposed regulations before they
are published as final regulations, and un-
til final regulations are published the IRS
will not assert positions that are contrary
to the positions set forth in these proposed
regulations.

Certain provisions of these proposed
amendments to the final regulations are not
intended as substantive changes to the cur-
rent requirements under section 409A. Ac-
cordingly, the Treasury Department and the
IRS have concluded that the following po-
sitions may not properly be taken under the
existing final regulations: (1) That the trans-
fer of restricted stock for which no section
83(b) election is made or the transfer of a
stock option that does not have a readily
ascertainable fair market value would result
in a payment under a plan; (2) that a contri-
bution to a section 402(b) trust includible in
income under section 402(b) to fund an ob-

ligation under a plan would not result in a
payment under a plan; (3) that a stock pur-
chase treated as a deemed asset sale under
section 338 is a sale or other disposition of
assets for purposes of determining when a
service provider separates from service as a
result of an asset purchase transaction; or (4)
that the exception to the prohibition on ac-
celeration of a payment upon a termination
and liquidation of a plan pursuant to
§ 1.409A–3(j)(4)(ix)(C) applies if the ser-
vice recipient terminates and liquidates only
the plans of the same category in which a
particular service provider participates,
rather than all plans of the same category
that the service recipient sponsors.

General Applicability Date for
Amendments to Proposed Income
Inclusion Regulations

The proposed income inclusion regula-
tions are proposed to be applicable on or
after the date on which they are published
as final regulations in the Federal Regis-
ter. Notice 2008–115 provides that, until
the Treasury Department and the IRS is-
sue further guidance, compliance with the
provisions of the proposed income inclu-
sion regulations with respect to the calcu-
lation of the amount includible in income
under section 409A(a)(1) and the calcula-
tion of the additional taxes under section
409A(a)(1) will be treated as compliance
with the requirements of section 409A(a),
provided that the taxpayer complies with
all of the provisions of the proposed reg-
ulations. Until the Treasury Department
and the IRS issue further guidance, tax-
payers may rely on the proposed income
inclusion regulations, as modified by the
amendment of § 1.409A–4(a)(1)(ii)(B) in
these proposed regulations, for purposes
of calculating the amount includible in
income under section 409A(a)(1) (includ-
ing the identification and treatment of de-
ferred amounts subject to a substantial
risk of forfeiture) and the calculation of
the additional taxes under section
409A(a)(1), and the IRS will not assert
positions with respect to periods before
the date final regulations are published in
the Federal Register that are contrary to
the positions set forth in the proposed
income inclusion regulations as amended
by these proposed regulations.

Special Applicability Dates for
Amendments to Recurring Part-Year
Compensation Rules

The rules set forth in these proposed
regulations regarding recurring part-year
compensation are proposed to be applica-
ble on and after the date on which these
proposed regulations are published as fi-
nal regulations in the Federal Register.
However, taxpayers may rely on either the
rules in these proposed regulations or the
rules in Notice 2008–62 relating to recur-
ring part-year compensation for the tax-
able year in which these proposed regula-
tions are published as final regulations and
all prior taxable years.

Effect on Other Documents

These proposed regulations do not af-
fect the applicability of other guidance
issued with respect to section 409A, in-
cluding Notice 2008–115, except that, for
the permitted reliance on the proposed
income inclusion regulations, these pro-
posed regulations withdraw § 1.409A–
4(a)(1)(ii)(B) of the proposed income in-
clusion regulations and replace it with a
new § 1.409A–4(a)(1)(ii)(B).

Statement of Availability of IRS
Documents

IRS Revenue Procedures, Revenue
Rulings notices, and other guidance cited
in this document are published in the In-
ternal Revenue Bulletin (or Cumulative
Bulletin) and are available from the Su-
perintendent of Documents, U.S. Govern-
ment Printing Office, Washington, DC
20402, or by visiting the IRS website at
http://www.irs.gov. (See § 601.601(d)(2)(ii)(b)
of this chapter.)

Special Analyses

Certain IRS regulations, including this
one, are exempt from the requirements of
Executive Order 12866, as supplemented
and reaffirmed by Executive Order 13563.
Therefore, a regulatory impact assessment
is not required. It also has been deter-
mined that section 553(b) of the Admin-
istrative Procedure Act (5 U.S.C. chapter
5) does not apply to these proposed regu-
lations. It is hereby certified that the col-
lection of information in these proposed
regulations would not have a significant

July 11, 2016 Bulletin No. 2016–2824



impact on a substantial number of small
entities. This certification is based on the
fact that these proposed regulations only
provide guidance on how to satisfy exist-
ing collection of information require-
ments. Accordingly, a Regulatory Flexi-
bility Analysis is not required. Pursuant to
section 7805(f) of the Code, these pro-
posed regulations have been submitted to
the Chief Counsel for Advocacy of the
Small Business Administration for com-
ment on its impact on small business.

Comments and Requests for Public
Hearing

Before these proposed regulations are
adopted as final regulations, consideration
will be given to any comments that are
submitted timely to the IRS as prescribed
in this preamble under the “AD-
DRESSES” heading. The Treasury De-
partment and the IRS request comments
on all aspects of the rules proposed by
these proposed regulations. All comments
will be available at www.regulations.gov
or upon request. A public hearing may be
scheduled if requested by any person who
timely submits comments. If a public
hearing is scheduled, notice of the date,
time and place for the hearing will be
published in the Federal Register.

Drafting Information

The principal author of these proposed
regulations is Gregory Burns, Office of
Division Counsel/Associate Chief Coun-
sel (Tax Exempt and Government Enti-
ties). However, other personnel from the
Treasury Department and the IRS partic-
ipated in their development.

* * * * *

Partial Withdrawal of Notice of
Proposed Rulemaking

Accordingly, under the authority of 26
U.S.C. 7805, § 1.409A–4(a)(1)(ii)(B)
of the notice of proposed rulemaking
(REG–148326–05) that was published in
the Federal Register on December 8, 2008
(73 FR 74380) is withdrawn.

Proposed Amendments to the
Regulations

Accordingly, 26 CFR parts 1 is pro-
posed to be amended as follows:

PART 1—INCOME TAXES

Paragraph 1. The authority citation for
part 1 continues to read in part as follows:

Authority: 26 U.S.C. 7805 * * *
Par. 2. Section 1.409A–0 is amended

by:
1. Revising the entry for § 1.409A–1 by

adding paragraph (b)(13).
2. Redesignating paragraph (q) as para-

graph (r), and revising paragraph (q) in
§ 1.409A–1.

3. Revising the entry to paragraph (d) in
§ 1.409A–3.

4. Revising the entry to (j)(4)(xiii) in
§ 1.409A–3.
The revisions and addition read as fol-

lows:

§ 1.409A–0 Table of contents.

* * * * *

§ 1.409A–1 Definitions and covered
plans.

* * * * *
(b) * * *
(13) Recurring part-year compensa-

tion.
* * * * *
(q) References to a payment being

made.
(r) Application of definitions and rules.
* * * * *

§ 1.409A–3 Permissible Payments.

* * * * *
(d) ***
(1) In general.
(2) Payments due following death.
* * * * *
(j) * * *
(4) * * *
(xiii) Certain offsets.
(A) De minimis offset.
(B) Compliance with Federal debt col-

lection laws.
* * * * *
Par. 3. Section 1.409A–1 is amended

by:
1. Revising paragraph (a)(4).
2. Revising the first sentence of para-

graph (b)(1).
3. Revising paragraphs (b)(3) and

(b)(4)(i)(B).
4. Revising paragraph (b)(4)(ii).

5. Adding a last sentence to paragraph
(b)(5)(iii)(A).

6. Revising paragraph (b)(5)(iii)(E)(1).
7. Revising the first sentence of para-

graph (b)(5)(vi)(A).
8. Revising paragraphs (b)(5)(vi)(E) and

(b)(5)(vi)(F).
9. Revising paragraph (b)(9)(iii)(A).
10. Adding a last sentence to paragraph

(b)(11).
11. Adding paragraph (b)(13).
12. Revising paragraphs (h)(4) and

(h)(5).
13. Redesignating paragraph (q) as para-

graph (r) and revising paragraphs (q)
and (r).

The revisions and additions read as fol-
lows:

§ 1.409A–1 Definitions and covered
plans.

* * * * *
(a) * * *
(4) Section 457(f) and section 457A

plans. A deferred compensation plan un-
der section 457(f) or a nonqualified de-
ferred compensation plan under section
457A may be a nonqualified deferred
compensation plan for purposes of this
paragraph (a). The rules of section 409A
apply to nonqualified deferred compensa-
tion plans separately and in addition to
any requirements applicable to such plans
under section 457(f) or section 457A. In
addition, nonelective deferred compensa-
tion of non-employees described in sec-
tion 457(e)(12) and a grandfathered plan
or arrangement described in § 1.457–
2(k)(4) may be a nonqualified deferred
compensation plan for purposes of this para-
graph (a). The term nonqualified deferred
compensation plan does not include a length
of service award to a bona fide volunteer
under section 457(e)(11)(A)(ii).

* * * * *
(b) * * *
(1) * * * Except as otherwise provided

in paragraphs (b)(3) through (b)(13) of
this section, a plan provides for the defer-
ral of compensation if, under the terms of
the plan and the relevant facts and circum-
stances, the service provider has a legally
binding right during a taxable year to
compensation that, pursuant to the terms
of the plan, is or may be payable to (or on
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behalf of) the service provider in a later
taxable year. * * *

* * * * *
(3) Compensation payable pursuant to

the service recipient’s customary payment
timing arrangement. A deferral of com-
pensation does not occur solely because
compensation is paid after the last day of
the service provider’s taxable year pursu-
ant to the timing arrangement under which
the service recipient normally compen-
sates service providers for services per-
formed during a payroll period described
in section 3401(b), or with respect to a
non-employee service provider, a period
not longer than the payroll period de-
scribed in section 3401(b) or if no such
payroll period exists, a period not longer
than the earlier of the normal timing ar-
rangement under which the service recip-
ient normally compensates non-employee
service providers or 30 days after the end
of the service provider’s taxable year.

(4) * * *
(i) * * *
(B) A payment is treated as actually or

constructively received for purposes of
this paragraph (b)(4) if it is made in ac-
cordance with the rules in § 1.409A–1(q).

* * * * *
(ii) Certain delayed payments. A pay-

ment that otherwise qualifies as a short-
term deferral under paragraph (b)(4)(i) of
this section but is made after the applica-
ble 2½ month period may continue to
qualify as a short-term deferral if the tax-
payer establishes that it was administra-
tively impracticable for the service recip-
ient to make the payment by the end of the
applicable 2½ month period and, as of the
date upon which the legally binding right
to the compensation arose, such impracti-
cability was unforeseeable, or the tax-
payer establishes that making the payment
by the end of the applicable 2½ month
period would have jeopardized the ability
of the service recipient to continue as a
going concern, and provided further that
the payment is made as soon as adminis-
tratively practicable or as soon as the pay-
ment would no longer have such effect.
For purposes of this paragraph (b)(4)(ii),
an action or failure to act of the service
provider or a person under the service
provider’s control, such as a failure to
provide necessary information or docu-
mentation, is not an unforeseeable event.

In addition, a payment that otherwise
qualifies as a short-term deferral under
paragraph (b)(4)(i) of this section but is
made after the applicable 2½ month pe-
riod may continue to qualify as a short-
term deferral if the taxpayer establishes
that the service recipient reasonably antic-
ipated that the service recipient’s deduc-
tion with respect to such payment other-
wise would not be permitted by
application of section 162(m), and, as of
the date the legally binding right to the
payment arose, a reasonable person would
not have anticipated the application of
section 162(m) at the time of the payment,
and provided further that the payment is
made as soon as reasonably practicable
following the first date on which the ser-
vice recipient anticipates or reasonably
should anticipate that, if the payment were
made on such date, the service recipient’s
deduction with respect to such payment
would no longer be restricted due to the
application of section 162(m). Further, a
payment that otherwise qualifies as a
short-term deferral under paragraph
(b)(4)(i) of this section but is made after
the applicable 2½ month period may con-
tinue to qualify as a short-term deferral if
the taxpayer establishes that the service
recipient reasonably anticipated that mak-
ing the payment by the end of the appli-
cable 2½ month period would have vio-
lated Federal securities laws or other
applicable law, provided that the payment
is made as soon as reasonably practicable
following the first date on which the ser-
vice recipient anticipates or reasonably
should anticipate that making the payment
would not cause such violation. The mak-
ing of a payment that would cause inclu-
sion in gross income or the application of
any penalty provision or other provision
of the Internal Revenue Code is not
treated as a violation of applicable law.
For additional rules applicable to certain
transaction-based compensation, see
§ 1.409A–3(i)(5)(iv)(A).

* * * * *
(5) * * *
(iii) * * *
(A) * * * The stock price will not be

treated as based on a measure other than
the fair market value to the extent that the
amount payable upon the service provid-
er’s involuntary separation from service
for cause, or the occurrence of a condition

within the service provider’s control such
as noncompliance with a noncompetition
or nondisclosure agreement (whether or
not the condition is specified at the time
the stock right is granted), is based on a
measure that results in a payment of less
than fair market value.

* * * * *
(E) Eligible issuer of service recipient

stock–(1) In general. The term eligible
issuer of service recipient stock means the
corporation or other entity for which the
service provider provides direct services
on the date of grant of the stock right or a
corporation or other entity for which it is
reasonably anticipated that the service
provider will begin providing direct ser-
vices within 12 months after the date of
grant, and any corporation or other entity
(a related corporation or other entity) in a
chain of corporations or other entities in
which each corporation or other entity has
a controlling interest in another corpora-
tion or other entity in the chain, ending
with the corporation or other entity that
has a controlling interest in the corpora-
tion or other entity for which the service
provider provides direct services on the
date of grant of the stock right or the
corporation or other entity for which it is
reasonably anticipated that the service
provider will begin providing direct ser-
vices within 12 months after the date of
grant. If it is reasonably anticipated that a
service provider will begin providing ser-
vices for a corporation or other entity
within 12 months after the date of grant,
that corporation or other entity (or a re-
lated corporation or other entity) will be
an eligible issuer of service recipient stock
only if the services in fact commence
within 12 months after the date of grant
and the stock otherwise is service recipi-
ent stock at the time the services begin or,
if services do not commence within that
12 month period, the right is forfeited. For
this purpose, the term controlling interest
has the same meaning as provided in
§ 1.414(c)–2(b)(2)(i), substituting the lan-
guage “at least 50 percent” for “at least 80
percent” each place it appears in
§ 1.414(c)–2(b)(2)(i). In addition, if the
use of such stock with respect to the grant
of a stock right to a service provider is
based upon legitimate business criteria,
the term controlling interest has the same
meaning as provided in § 1.414(c)–2(b)(2)(i),

July 11, 2016 Bulletin No. 2016–2826



substituting the language “at least 20 per-
cent” for “at least 80 percent” each place
it appears in § 1.414(c)–2(b)(2)(i). For
purposes of determining ownership of an
interest in an organization, the rules of
§§ 1.414(c)–3 and 1.414(c)–4 apply. The
determination of whether a grant is based
on legitimate business criteria is based on
the facts and circumstances, focusing pri-
marily on whether there is a sufficient
nexus between the service provider and
the issuer of the stock right so that the
grant serves a legitimate non-tax business
purpose other than simply providing com-
pensation to the service provider that is
excluded from the requirements of section
409A. For example, when stock of a cor-
poration that owns an interest in a joint
venture involving an operating business is
granted to service providers of the joint
venture who are former service providers
of such corporation, that use is generally
based upon legitimate business criteria,
and therefore could be service recipient
stock with respect to such service provid-
ers if the corporation owns at least 20
percent of the joint venture and the other
requirements of this paragraph (b)(5)(iii)
are met. Similarly, the legitimate business
criteria requirement generally would be
met if the corporate venturer issued such a
right to a service provider of the joint
venture who it reasonably expected would
become a service provider of the corpo-
rate venturer. However, if a service pro-
vider has no real nexus with a corporate
venturer, such as generally happens when
the corporate venturer is a passive inves-
tor in the service recipient joint venture, a
stock right issued to the service provider
on the investor corporation’s stock gener-
ally would not be based upon legitimate
business criteria. Similarly, if a corpora-
tion holds only a minority interest in an
entity that in turn holds a minority interest
in the entity for which the service provider
performs services, such that the corpora-
tion holds only an insubstantial indirect
interest in the entity receiving the ser-
vices, legitimate business criteria gener-
ally would not exist for issuing a stock
right on the corporation’s stock to the
service provider.

* * * * *
(vi) * * *
(A) * * * The term option means the

right or privilege of a person to purchase

stock from a corporation by virtue of an
offer of the corporation continuing for a
stated period of time, whether or not irre-
vocable, to sell such stock at a price de-
termined under paragraph (b)(5)(vi)(D) of
this section, such person being under no
obligation to purchase.

* * * * *
(E) Exercise. The term exercise, when

used in reference to an option, means the
act of acceptance by the holder of the
option of the offer to sell contained in
the option. In general, the time of exercise
is the time when there is a sale or a con-
tract to sell between the corporation and
the holder. A promise to pay the exercise
price is not an exercise of the option un-
less the holder of the option is subject to
personal liability on such promise. An
agreement or undertaking by the service
provider to make payments under a stock
purchase plan is not the exercise of an
option to the extent the payments made
remain subject to the withdrawal by or
refund to the service provider.

(F) Transfer. The term transfer, when
used in reference to the transfer to a per-
son of a share of stock pursuant to the
exercise of an option, means the transfer
of ownership of such share, or the transfer
of substantially all the rights of owner-
ship. Such transfer must, within a reason-
able time, be evidenced on the books of
the corporation. A transfer may occur
even if a share of stock is subject to a
substantial risk of forfeiture or is not oth-
erwise transferable immediately after the
date of exercise. A transfer does not fail to
occur merely because, under the terms of
the arrangement, the person may not dis-
pose of the share for a specified period of
time, or the share is subject to a right of
first refusal or a right to acquire the share
at the share’s fair market value at the time
of the sale.

* * * * *
(9) * * *
(iii) * * *
(A) The separation pay (other than

amounts described in paragraphs
(b)(9)(iv) and (v) of this section) does not
exceed two times the lesser of —

(1) The service provider’s annualized
compensation based upon the annual rate
of pay for services provided to the service
recipient for the service provider’s taxable
year preceding the taxable year in which

the service provider has a separation from
service with such service recipient (or for
the taxable year in which the service pro-
vider has a separation from service if the
service provider had no compensation
from the service recipient in the preceding
taxable year), adjusted for any increase
during that year that was expected to con-
tinue indefinitely if the service provider
had not separated from service; or

(2) The maximum amount that may be
taken into account under a qualified retire-
ment plan pursuant to section 401(a)(17)
for the calendar year in which the service
provider has a separation from service.

* * * * *
(11) * * * In addition, a plan does not

provide for a deferral of compensation for
purposes of this paragraph (b) to the ex-
tent it provides for a payment of reason-
able attorneys’ fees or other reasonable
expenses incurred by the service provider
to enforce any bona fide legal claim
against the service recipient with respect
to the service relationship between the
service provider and the service recipient.

* * * * *
(13) Recurring part-year compensa-

tion. A plan in which a service provider
participates that provides for the payment
of recurring part-year compensation (as
defined in § 1.409A–2(a)(14)), whether or
not at the service provider’s election, does
not provide for a deferral of compensation
for purposes of this paragraph (b) if the
plan does not defer payment of any of the
recurring part-year compensation to a date
beyond the last day of the 13th month
following the first day of the service pe-
riod for which the recurring part-year
compensation is paid, and the amount of
the service provider’s recurring part-year
compensation does not exceed the annual
compensation limit under section
401(a)(17) for the calendar year in which
the service period commences.

* * * * *
(h) * * *
(4) Asset purchase transactions. If as

part of a sale or other disposition of assets
by one service recipient (seller) to an un-
related service recipient (buyer), a service
provider of the seller would otherwise ex-
perience a separation from service with
the seller, the seller and the buyer may
retain the discretion to specify, and may
specify, whether a service provider pro-
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viding services to the seller immediately
before the asset purchase transaction and
providing services to the buyer after and
as a result of the asset purchase transac-
tion has experienced a separation from
service for purposes of this paragraph (h),
provided that the asset purchase transac-
tion results from bona fide, arm’s length
negotiations, all service providers provid-
ing services to the seller immediately be-
fore the asset purchase transaction and
providing services to the buyer after and
as a result of the asset purchase transac-
tion are treated consistently (regardless of
position at the seller) for purposes of ap-
plying the provisions of any nonqualified
deferred compensation plan, and such
treatment is specified in writing no later
than the closing date of the asset purchase
transaction. For purposes of this para-
graph (h)(4), references to a sale or other
disposition of assets, or an asset purchase
transaction, refer only to a transfer of sub-
stantial assets, such as a plant or division
or substantially all of the assets of a trade
or business, and do not refer to a stock
purchase treated as a deemed asset sale
under section 338. For purposes of this
paragraph (h)(4), whether a service recip-
ient is related to another service recipient
is determined under the rules provided in
paragraph (f)(2)(ii) of this section.

(5) Dual status. If a service provider
provides services both as an employee of
a service recipient and as an independent
contractor of the service recipient, the ser-
vice provider must separate from service
both as an employee and as an indepen-
dent contractor to be treated as having
separated from service. Notwithstanding
the foregoing, if a service provider pro-
vides services both as an employee of a
service recipient and as a member of the
board of directors of a corporate service
recipient (or an analogous position with
respect to a non-corporate service recipi-
ent), the services provided as a director
are not taken into account in determining
whether the service provider has a sepa-
ration from service as an employee for
purposes of a nonqualified deferred com-
pensation plan in which the service pro-
vider participates as an employee that is
not aggregated with any plan in which the
service provider participates as a director
under paragraph (c)(2)(ii) of this section.
In addition, if a service provider provides

services both as an employee of a service
recipient and as a member of the board of
directors of a corporate service recipient
(or an analogous position with respect to a
non-corporate service recipient), the ser-
vices provided as an employee are not
taken into account in determining whether
the service provider has a separation from
service as a director for purposes of a
nonqualified deferred compensation plan
in which the service provider participates
as a director that is not aggregated with
any plan in which the service provider
participates as an employee under para-
graph (c)(2)(ii) of this section.

* * * * *
(q) References to a payment being

made. A payment is made or an amount is
paid or received when any taxable benefit
is actually or constructively received,
which includes a transfer of cash, a trans-
fer of property includible in income under
section 83, any other event that results in
the inclusion in income under the eco-
nomic benefit doctrine, a contribution to a
trust described in section 402(b) at the
time includible in income under section
402(b), a transfer or creation of a benefi-
cial interest in a section 402(b) trust at the
time includible in income under section
402(b), and the inclusion of an amount in
income under 457(f)(1)(A). In addition, a
payment is made or an amount is paid or
received upon the transfer, cancellation,
or reduction of an amount of deferred
compensation in exchange for benefits un-
der a welfare benefit plan, a fringe benefit
excludible under section 119 or section
132, or any other benefit that is excludible
from gross income. Notwithstanding the
foregoing, the occurrence of any of the
following events is not a payment:

(1) a grant of an option that does not
have a readily ascertainable fair market
value (as defined under § 1.83–7(b));

(2) a transfer of property (including an
option that has a readily ascertainable fair
market value) that is substantially non-
vested (as defined under § 1.83–3(b)) with
respect to which the service provider does
not make a valid election under section
83(b); or

(3) a contribution to a trust described in
section 402(b) or a transfer or creation of
a beneficial interest in a section 402(b)
trust unless and until the amount is includ-
ible in income under section 402(b).

(r) Application of definitions and rules.
The definitions and rules set forth in para-
graphs (a) through (q) of this section ap-
ply for purposes of section 409A, this
section, and §§ 1.409A–2 through
1.409A–6.

Par. 4. Section 1.409A–2 is amended
by revising paragraph (b)(2)(i) to read as
follows:

§ 1.409A–2 Deferral elections.

* * * * *
(b) * * *
(2) Definitions of payments for pur-

poses of subsequent changes in the time or
form of payment-–(i) In general. Except as
provided in paragraphs (b)(2)(ii) and (iii)
of this section, the term payment refers
to each separately identified amount to
which a service provider is entitled to
payment under a plan on a determinable
date, and includes amounts applied for the
benefit of the service provider. An amount
is separately identified only if the amount
may be objectively determined under a
nondiscretionary formula. For example,
an amount identified as 10 percent of the
account balance as of a specified payment
date would be a separately identified
amount. The determination of whether a
payment is or has been made for purposes
of this paragraph (b) is made in accor-
dance with the rules in § 1.409A–1(q). For
additional rules relating to the application
of this paragraph (b) to amounts payable
at a fixed time or pursuant to a fixed
schedule, see § 1.409A–3(i)(1).

* * * * *
Par. 5. Section 1.409A–3 is amended

by:

1. Revising paragraph (b).
2. Redesignating paragraph (d) as para-

graph (d)(1) and revising the heading
of paragraph (d)(1).

3. Adding paragraph (d)(2).
4. Revising paragraphs (i)(5)(iii) and

(i)(5)(iv)(A).
5. Revising paragraphs (j)(1) and (j)(2).
6. Revising paragraph (j)(4)(iii)(B).
7. Revising paragraphs (j)(4)(ix)(A) and

(j)(4)(ix)(C).
8. Revising paragraph (j)(4)(xiii).

The revisions and additions read as fol-
lows:
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§ 1.409A–3 Permissible payments.

* * * * *
(b) Designation of payment upon a

permissible payment event. Except as oth-
erwise specified in this section, a plan
provides for the payment upon an event
described in paragraph (a)(1), (2), (3), (5),
or (6) of this section if the plan provides
the date of the event is the payment date,
or specifies another payment date that is
objectively determinable and nondiscre-
tionary at the time the event occurs. A
plan may also provide that a payment
upon an event described in paragraph
(a)(1), (2), (3), (5), or (6) of this section is
to be made in accordance with a schedule
that is objectively determinable and non-
discretionary based on the date the event
occurs and that would qualify as a fixed
schedule under paragraph (i)(1) of this
section if the payment event were instead
a fixed date, provided that the schedule
must be fixed at the time the permissible
payment event is designated. In addition,
a plan may provide that a payment, in-
cluding a payment that is part of a sched-
ule, is to be made during a designated
taxable year of the service provider that is
objectively determinable and nondiscre-
tionary at the time the payment event oc-
curs such as, for example, a schedule of
three substantially equal payments pay-
able during the first three taxable years
following the taxable year in which a sep-
aration from service occurs. A plan may
also provide that a payment, including a
payment that is part of a schedule, is to be
made during a designated period objec-
tively determinable and nondiscretionary
at the time the payment event occurs, but
only if the designated period both begins
and ends within one taxable year of the
service provider or the designated period
is not more than 90 days and the service
provider does not have a right to designate
the taxable year of the payment (other
than an election that complies with the
subsequent deferral election rules of
§ 1.409A–2(b)). However, in the case of a
payment to be made following the death
of the service provider or a beneficiary
who has become entitled to payment due
to the service provider’s death, in addition
to the permitted designated periods de-
scribed in the previous sentence, the des-
ignated period may begin on the date of

death and end on December 31 of the first
calendar year following the calendar year
during which the death occurs, and the
payment recipient may have the right to
designate the taxable year of payment. If a
plan provides for a period of more than
one day following a payment event during
which a payment may be made, such as
permitting payment within 90 days fol-
lowing the date of the event, the payment
date for purposes of the subsequent defer-
ral rules under § 1.409A–2(b) is treated as
the first possible date upon which a pay-
ment could be made under the terms of the
plan. A plan may provide for payment
upon the earliest or latest of more than one
event or time, provided that each event or
time is described in paragraphs (a)(1)
through (6) of this section. For examples
illustrating the provisions of this para-
graph, see paragraph (i)(1)(vi) of this sec-
tion.

* * * * *
(d) When a payment is treated as made

upon the designated payment date—(1) In
general. * * *

(2) Payments due following death. A
payment specified to be made under the
plan on any date within the period begin-
ning on the date of the death of the service
provider, or of a beneficiary who has be-
come entitled to payment due to the ser-
vice provider’s death, and ending on De-
cember 31 of the first calendar year
following the calendar year during which
the death occurs (including a payment
specified to be made upon death) is treated
as made on the date specified under the
plan if the payment is made on any date
during this period, regardless of whether
the payment recipient designates the tax-
able year of payment. Further, any change
to the time or form of a payment that is
specified to be made under the plan during
this period to provide that the payment
will be made on any other date during this
period will not be treated as a subsequent
deferral election for purposes of
§ 1.409A–2(b)(1) or an impermissible ac-
celeration for purposes of § 1.409A–
3(j)(1).

* * * * *
(i) * * *
(5) * * *
(iii) Attribution of stock ownership. For

purposes of paragraph (i)(5) of this sec-
tion, section 318(a) applies to determine

stock ownership. Stock underlying a
vested option is considered owned by the
person who holds the vested option (and
the stock underlying a nonvested option is
not considered owned by the person who
holds the nonvested option). For purposes
of the preceding sentence, however, if a
vested option is exercisable for stock that
is not substantially vested (as defined by
§ 1.83–3(b) and (j)), the stock underlying
the option is not treated as owned by the
person who holds the option.

* * * * *
(iv) Special rules for certain delayed

payments pursuant to a change in control
event—(A) Certain transaction-based
compensation. Payments of compensation
related to a change in control event de-
scribed in paragraph (i)(5)(v) of this sec-
tion (change in the ownership of a corpo-
ration) or paragraph (i)(5)(vii) of this
section (change in the ownership of a sub-
stantial portion of a corporation’s assets)
that occur because a service recipient pur-
chases its stock held by the service pro-
vider or because the service recipient or a
third party purchases a stock right or a
statutory stock option described in
§ 1.409A–1(b)(5)(ii) held by a service
provider, or that are calculated by refer-
ence to the value of stock of the service
recipient (collectively, transaction-based
compensation), may be treated as paid on
a designated date or pursuant to a payment
schedule that complies with the require-
ments of section 409A if the transaction-
based compensation is paid on the same
schedule and under the same terms and
conditions as apply to payments to share-
holders generally with respect to stock of
the service recipient pursuant to a change
in control event described in paragraph
(i)(5)(v) of this section (change in the
ownership of a corporation) or as apply to
payments to the service recipient pursuant
to a change in control event described in
paragraph (i)(5)(vii) of this section
(change in the ownership of a substantial
portion of a corporation’s assets). In ad-
dition, to the extent that the transaction-
based compensation is paid not later than
five years after the change in control
event, the payment of such compensation
will not violate the initial or subsequent de-
ferral election rules set out in § 1.409A–2(a)
and (b) solely as a result of such
transaction-based compensation being
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paid pursuant to such schedule and terms
and conditions. The payment or agree-
ment to pay transaction-based compensa-
tion payable with respect to a stock right
described in § 1.409A–1(b)(5)(i)(A) or
(B) or a statutory stock option described
in § 1.409A–1(b)(5)(ii) also will not cause
the stock right or statutory stock option to
be treated as having provided for the de-
ferral of compensation from the original
grant date solely as a result of the
transaction-based compensation being
paid on the same schedule and under the
same terms and conditions as apply to
payments to shareholders generally with
respect to stock of the service recipient
pursuant to the change in control event
described in paragraph (i)(5)(v) of this
section (change in the ownership of a cor-
poration) or as apply to payments to the
service recipient pursuant to the change in
control event described in paragraph
(i)(5)(vii) of this section (change in the
ownership of a substantial portion of a
corporation’s assets) and the transaction-
based compensation is paid not later than
five years after the change in control
event. If before and in connection with a
change in control event described in para-
graph (i)(5)(v) or (i)(5)(vii) of this section,
transaction-based compensation that
would otherwise be payable as a result of
such event is made subject to a condition
on payment that is a substantial risk of
forfeiture (as defined in § 1.409A–1(d),
without regard to the provisions of that
section under which additions or exten-
sions of forfeiture conditions are disre-
garded) and the transaction-based com-
pensation is payable under the same terms
and conditions as apply to payments made
to shareholders generally with respect to
stock of the service recipient pursuant to a
change in control event described in para-
graph (i)(5)(v) of this section or to pay-
ments to the service recipient pursuant to
a change in control event described in
paragraph (i)(5)(vii) of this section, for
purposes of determining whether such
transaction-based compensation is a short-
term deferral the requirements of
§ 1.409A–1(b)(4) are applied as if the
legally binding right to such transaction-
based compensation arose on the date that
it became subject to such substantial risk
of forfeiture.

* * * * *

(j) Prohibition on acceleration of pay-
ments—(1) In general—Except as pro-
vided in paragraph (j)(4) of this section, a
nonqualified deferred compensation plan
may not permit the acceleration of the
time or schedule of any payment or
amount scheduled to be paid pursuant to
the terms of the plan, and no such accel-
erated payment may be made whether or
not provided for under the terms of such
plan. For purposes of determining whether
a payment of deferred compensation has
been made, the rules of paragraph (f) of
this section (on substituted payments) ap-
ply. For purposes of this paragraph (j), an
impermissible acceleration does not occur
if payment is made in accordance with
plan provisions or an election as to the time
and form of payment in effect at the time of
initial deferral (or added in accordance with
the rules applicable to subsequent deferral
elections under § 1.409A–2(b)) pursuant to
which payment is required to be made on
an accelerated schedule as a result of an
intervening payment event that is an event
described in paragraph (a)(1), (2), (3), (5)
or (6) of this section. For such purpose,
the intervening payment event may apply
with respect to either the service provider
or, following the service provider’s death,
a beneficiary who becomes entitled to
payment due to the service provider’s
death (substituting such beneficiary for
the service provider in the definitions of
disability in paragraph (i)(4) of this sec-
tion and unforeseeable emergency in para-
graph (i)(3) of this section, as applicable).
For example, a plan may provide that a
participant will receive six installment
payments commencing at separation from
service, and also provide that if the par-
ticipant dies after such payments com-
mence but before all payments have been
made, all remaining amounts will be paid
in a lump sum payment. Additionally, it is
not an acceleration of the time or schedule
of payment of a deferral of compensation
if a service recipient waives or accelerates
the satisfaction of a condition constituting
a substantial risk of forfeiture applicable
to such deferral of compensation, pro-
vided that the requirements of section
409A (including the requirement that the
payment be made upon a permissible pay-
ment event) are otherwise satisfied with
respect to such deferral of compensation.
For example, if a nonqualified deferred

compensation plan provides for a lump
sum payment of the vested benefit upon
separation from service, and the benefit
vests under the plan only after 10 years of
service, it is not a violation of the require-
ments of section 409A if the service re-
cipient reduces the vesting requirement to
five years of service, even if a service
provider becomes vested as a result and
receives a payment in connection with a
separation from service before the service
provider would have completed 10 years
of service. However, if the plan in this
example had provided for a payment on a
fixed date, rather than at separation from
service, the date of payment could not be
accelerated due to the accelerated vesting.
For the definition of a payment for pur-
poses of this paragraph (j), see § 1.409A–
2(b)(5) (coordination of the subsequent
deferral election rules with the prohibition
on acceleration of payments). For other
permissible payments, see § 1.409A–
2(b)(2)(iii) (certain immediate payments
of remaining installments) and paragraph
(d) of this section (certain payments made
no more than 30 days before the desig-
nated payment date).

(2) Application to multiple payment
events. The addition of a permissible pay-
ment event, the deletion of a permissible
payment event, or the substitution of one
permissible payment event for another
permissible payment event, results in an
acceleration of a payment if the addition,
deletion, or substitution could result in the
payment being made on an earlier date
than such payment would have been made
absent such addition, deletion, or substi-
tution. Notwithstanding the previous sen-
tence, the addition of death, disability (as
defined in paragraph (i)(4) of this section),
or an unforeseeable emergency (as de-
fined in paragraph (i)(3) of this section),
as a potentially earlier alternative or inter-
vening payment event to an amount pre-
viously deferred will not be treated as
resulting in an acceleration of a payment,
even if such addition results in the pay-
ment being paid at an earlier time than
such payment would have been made ab-
sent the addition of the payment event.
For such purpose, the earlier alternative or
intervening payment event may apply
with respect to either the service provider
or, following the service provider’s death,
a beneficiary who becomes entitled to
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payment due to the service provider’s
death (substituting such beneficiary for
the service provider in the definitions of
disability in paragraph (i)(4) of this sec-
tion and unforeseeable emergency in para-
graph (i)(3) of this section, as applicable).
However, the addition of such a payment
event as a potentially later alternative pay-
ment event generally is subject to the rules
governing changes in the time and form of
payment (see § 1.409A–2(b)).

* * * * *
(4) * * *
(iii) * * *
(B) Compliance with ethics laws or

conflicts of interest laws. A plan may pro-
vide for acceleration of the time or sched-
ule of a payment under the plan, or a
payment may be made under a plan, to the
extent reasonably necessary to avoid the
violation of an applicable Federal, state,
local, or bona fide foreign ethics law or
conflicts of interest law (including under
circumstances in which such payment is
reasonably necessary to permit the service
provider to participate in activities in the
normal course of his or her position in
which the service provider would other-
wise not be able to participate under an
applicable rule). A payment is reasonably
necessary to avoid the violation of a Fed-
eral, state, local, or bona fide foreign eth-
ics law or conflicts of interest law if the
payment is a necessary part of a course of
action that results in compliance with a
Federal, state, local, or bona fide foreign
ethics law or conflicts of interest law that
would be violated absent such course of
action, regardless of whether other actions
would also result in compliance with the
Federal, state, local, or bona fide foreign
ethics law or conflicts of interest law.

* * * * *
(ix) * * *
(A) The service recipient’s termination

and liquidation of the plan within 12
months of a corporate dissolution taxed
under section 331, or with the approval of
a U.S. bankruptcy court, provided that the
amounts deferred under the plan are in-
cluded in the participants’ gross incomes
in the latest of the following years (or, if
earlier, the taxable year in which the
amount is actually or constructively re-
ceived).

(1) The calendar year in which the plan
termination and liquidation occurs;

(2) The first calendar year in which the
amount is no longer subject to a substan-
tial risk of forfeiture; or

(3) The first calendar year in which the
payment is administratively practicable.

* * * * *
(C) The service recipient’s termination

and liquidation of the plan, provided
that—

(1) The termination and liquidation does
not occur proximate to a downturn in the
financial health of the service recipient;

(2) The service recipient terminates
and liquidates all agreements, methods,
programs, and other arrangements spon-
sored by the service recipient that would
be aggregated with any terminated and
liquidated agreements, methods, pro-
grams, and other arrangements under
§ 1.409A–1(c) as if there were one service
provider that had deferrals of compensa-
tion under every such agreement, method,
program, and other arrangement spon-
sored by the service recipient (for exam-
ple, all elective account balance plans that
the service recipient sponsors);

(3) No payments in liquidation of the
plan are made within 12 months of the
date the service recipient takes all nec-
essary action to irrevocably terminate
and liquidate the plan other than pay-
ments that would be payable under the
terms of the plan if the action to termi-
nate and liquidate the plan had not
occurred;

(4) All payments are made within 24
months of the date the service recipient
takes all necessary action to irrevocably
terminate and liquidate the plan; and

(5) The service recipient does not
adopt any new agreement, method, pro-
gram, or other arrangement described in
paragraph (C)(2) of this subsection, at any
time within three years following the date
the service recipient takes all necessary
action to irrevocably terminate and liqui-
date the plan.

* * * * *
(xiii) Certain offsets—(A) De minimis

offset. A plan may provide for the accel-
eration of the time or schedule of a pay-
ment, or a payment may be made under
such plan, as satisfaction of a debt of the
service provider to the service recipient, if
such debt is incurred in the ordinary
course of the service relationship between
the service recipient and the service pro-

vider, the entire amount of reduction in
any of the service recipient’s taxable years
does not exceed $5,000, and the reduction
is made at the same time and in the same
amount as the debt otherwise would have
been due and collected from the service
provider.

(B) Compliance with Federal debt col-
lection laws. A plan may provide for the
acceleration of the time or schedule of a
payment, or a payment may be made un-
der such plan, as satisfaction of a debt of
the service provider to the service recipi-
ent, to the extent reasonably necessary to
comply with 31 U.S.C. sections 3711 et.
seq. or similar Federal nontax law re-
garding debt collection relating to
claims of the Federal government. A
payment is reasonably necessary to
comply with such a Federal debt collec-
tion law if the payment is a necessary
part of a course of action that results in
compliance with the Federal debt collec-
tion law that would be violated absent
such course of action, regardless of
whether other actions would also result
in compliance with the Federal debt col-
lection law.

* * * * *
Par. 6. Section 1.409A–4 (REG–

148326–05), as proposed at 73 FR 74380
(December 8, 2008), is proposed to be
amended by revising paragraph
(a)(1)(ii)(B) to read as follows:

§ 1.409A–4 Calculation of amount in-
cludible in income and additional income
taxes.

* * * * *
(B) Treatment of certain deferred

amounts otherwise subject to a substantial
risk of forfeiture—For purposes of deter-
mining the amount includible in income
under section 409A(a)(1) and paragraph
(a)(1)(i) of this section, an amount de-
ferred under a plan that is otherwise sub-
ject to a substantial risk of forfeiture for a
taxable year is treated as not subject to a
substantial risk of forfeiture for the tax-
able year, if during the taxable year any of
the following occur:

(1) A change (including an initial de-
ferral election) that is not authorized un-
der § 1.409A–1, § 1.409A–2, or
§ 1.409A–3 is made to a provision of the
plan providing for the time or form of
payment of the deferred amount, if the
service recipient has not made a reason-
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able, good faith determination that, absent
the change, the provision fails to comply
with the requirements of section 409A(a).

(2) The service recipient has engaged
in a pattern or practice of permitting sub-
stantially similar failures to comply with
section 409A(a) under one or more non-
qualified deferred compensation plans
while amounts deferred under the plans
are nonvested, and the facts and circum-
stances indicate that the deferred amount
would be affected by the pattern or prac-
tice. Whether such a pattern or practice
exists will depend on the facts and cir-
cumstances, including, but not limited to,
whether the service recipient has taken
commercially reasonable measures to
identify and correct the substantially sim-
ilar failures promptly upon discovery,
whether the failures have affected non-
vested deferred amounts with greater fre-
quency than vested deferred amounts,
whether the failures have occurred more
frequently under newly adopted plans, and
whether the failures appear intentional,
are numerous, or repeat one or more sim-
ilar past failures that were previously
identified and corrected.

(3) The correction of a failure to com-
ply with section 409A(a) affecting the de-
ferred amount is not consistent with an
applicable correction method (if one ex-
ists) set forth in applicable guidance is-
sued by the Treasury Department and the
IRS for correcting failures under section
409A(a), or the failure is not corrected in
substantially the same manner as a sub-
stantially similar failure affecting a non-
vested deferred amount under another
plan sponsored by the service recipient.
Solely with respect to the deferred
amount, the requirements under applica-
ble correction guidance with respect to
eligibility, income inclusion, additional
taxes, premium interest, and information
reporting by the service recipient or ser-
vice provider do not apply.

Par. 7. Section 1.409A–6 is amended
by revising paragraph (b) to read as fol-
lows:

§ 1.409A–6 Application of section 409A
and effective dates.

* * * * *
(b) Regulatory applicability date. Sec-

tion 1.409A–0, § 1.409A–1, § 1.409A–2,

§ 1.409A–3 and this section, as amended,
apply for taxable years beginning on or
after publication of the Treasury decision
adopting these rules as final regulations in
the Federal Register. Section 1.409A–0,
§ 1.409A–1, § 1.409A–2, § 1.409A–3 and
this section as they appeared in the April
2009 edition of 26 CFR part 1 apply for
taxable years beginning on or after Janu-
ary 1, 2009 and before publication of the
Treasury decision adopting these rules as
final regulations in the Federal Register.

John Dalrymple
Deputy Commissioner

for Services and Enforcement.

(Filed by the Office of the Federal Register on June 21,
2016, 8:45 a.m., and published in the issue of the Federal
Register for June 22, 2016, 81 F.R. 40569)

Deferred Compensation
Plans of State and Local
Governments and Tax-
Exempt Entities

REG–147196–07

AGENCY: Internal Revenue Service (IRS),
Treasury.

ACTION: Notice of proposed rulemaking
and notice of public hearing.

SUMMARY: This document contains
proposed regulations prescribing rules un-
der section 457 of the Internal Revenue
Code for the taxation of compensation
deferred under plans established and
maintained by State or local governments
or other tax exempt organizations. These
proposed regulations include rules for de-
termining when amounts deferred under
these plans are includible in income, the
amounts that are includible in income, and
the types of plans that are not subject to
these rules. The proposed regulations
would affect participants, beneficiaries,
sponsors, and administrators of certain
plans sponsored by State or local govern-
ments or tax-exempt organizations that
provide for a deferral of compensation.
This document also provides a notice of a
public hearing on the proposed
regulations.

DATES: Written or electronic comments
on these proposed regulations must be re-
ceived by September 20, 2016. Outline of
topics to be discussed at the public hear-
ing scheduled for October 18, 2016 at 10
a.m. must be received by September 20,
2016.

ADDRESSES: Send submissions to: CC:
PA:LPD:PR (REG–147196–07), room
5203, Internal Revenue Service, P.O. Box
7604, Ben Franklin Station, Washington
DC, 20044. Submissions may be hand de-
livered Monday through Friday, between
the hours of 8 a.m. and 4 p.m. to CC:PA:
LPD:PR (REG–147196–07), Courier’s
Desk, Internal Revenue Service, 1111
Constitution Avenue, N.W., Washington
DC, 20224 or sent electronically, via the
Federal eRulemaking Portal at www.regu-
lations.gov (IRS REG–147196–07). The
public hearing will be held in the IRS
Auditorium, Internal Revenue Building,
1111 Constitution Avenue, N.W., Wash-
ington DC, 20224.

FOR FURTHER INFORMATION
CONTACT: Concerning the proposed
regulations under section 457, Keith Kost
at (202) 317-6799 or Cheryl Press at (202)
317-4148, concerning submission of com-
ments, the hearing, and/or to be placed on
the building access list to attend the hear-
ing, Regina Johnson at (202) 317-6901
(not toll-free numbers).

SUPPLEMENTARY INFORMATION:

Background

This document contains proposed
amendments to the Income Tax Regula-
tions (26 CFR part 1) under section
457(a), (b), and (f) of the Internal Reve-
nue Code (Code), as well as proposed
regulations under section 457(e)(11),
(e)(12), and (g)(4). Generally, if a de-
ferred compensation plan of a State or
local government or tax-exempt entity
does not satisfy the requirements of sec-
tion 457(b), (c), (d), and, in the case of a
plan that is maintained by a State or local
government, (g), compensation deferred
under the plan will be included in income
in accordance with section 457(f) unless
the plan is not subject to section 457 or is
treated as not providing for a deferral of
compensation for purposes of section 457.
Section 457(e) includes certain definitions
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and special rules for purposes of section
457 and describes certain plans that either
are not subject to section 457 or are
treated as not providing for a deferral of
compensation under section 457.1

Section 457(a)(1) provides that any
amount of compensation deferred under
an eligible deferred compensation plan as
defined in section 457(b) (an eligible
plan), and any income attributable to the
amounts so deferred, is includible in gross
income only for the taxable year in which
the compensation or other income is paid
to the participant or beneficiary in the case
of an eligible employer described in sec-
tion 457(e)(1)(A) or is paid or otherwise
made available to the participant or bene-
ficiary in the case of an eligible employer
described in section 457(e)(1)(B). An eli-
gible employer described in section
457(e)(1)(A) means a State, a political
subdivision of a State, or any agency or
instrumentality of a State or political sub-
division of a State (a governmental en-
tity). An eligible employer described in
section 457(e)(1)(B) means any organiza-
tion other than a governmental entity that
is exempt from tax under subtitle A (a
tax-exempt entity).

Section 457(f)(1)(A) provides that, in
the case of a plan of an eligible employer
providing for a deferral of compensation,
if the plan is not an eligible plan, the
compensation is included in gross income
when the rights to payment of the com-
pensation are not subject to a substantial
risk of forfeiture, as defined in section
457(f)(3)(B).2 Section 457(f)(1)(B) pro-
vides that the tax treatment of any amount
made available under the plan will be de-
termined under section 72. Section
457(f)(2) provides that section 457(f)(1)
does not apply to a plan that is described
in section 401(a) or an annuity plan or
contract described in section 403, the por-
tion of any plan that consists of a transfer
of property described in section 83, the

portion of a plan that consists of a trust
described in section 402(b), a qualified
governmental excess benefit arrangement
described in section 415(m), or the portion
of any applicable employment retention
plan described in section 457(f)(4).

Section 457(e)(11) provides that certain
plans are treated as not providing for a de-
ferral of compensation. These plans include
any bona fide vacation leave, sick leave,
compensatory time, severance pay, disabil-
ity pay, or death benefit plan, as well as any
plan paying solely length of service awards
to certain bona fide volunteers (or their ben-
eficiaries) and certain voluntary early retire-
ment incentive plans.3 Section 457(e)(12)
provides that section 457 does not apply to
certain nonelective deferred compensation
of nonemployees.

On July 11, 2003, the Treasury Depart-
ment and the IRS issued final regulations
under section 457 (TD 9075) (68 FR
41230) (2003 final regulations). The 2003
final regulations provide guidance on de-
ferred compensation plans of eligible em-
ployers, including eligible plans under
section 457(b). The 2003 final regulations
also reflect the changes made to section
457 by the Tax Reform Act of 1986, Pub-
lic Law 99–514 (100 Stat. 2494), the
Small Business Job Protection Act of
1996, Public Law 104–188 (110 Stat.
1755), the Taxpayer Relief Act of 1997,
Public Law 105–34 (111 Stat. 788), the
Economic Growth and Tax Relief Recon-
ciliation Act of 2001, Public Law 107–16
(115 Stat. 38), and the Job Creation and
Worker Assistance Act of 2002, Public
Law 107–147 (116 Stat. 21). The pro-
posed amendments to the 2003 final reg-
ulations under section 457(a), (b), and (g)
contained in this document include
amendments to reflect subsequent statu-
tory changes made to section 457. The
following sections of this preamble pro-
vide a chronological description of the
relevant changes made after the 2003 final

regulations were issued. (For a summary
of the proposed changes to the 2003 final
regulations, see the Explanation of Provi-
sions section of this preamble.)

I. American Jobs Creation Act of 2004

Section 885 of the American Jobs Cre-
ation Act of 2004, Public Law 108–357
(118 Stat. 1418), added section 409A to
the Code. Section 409A generally pro-
vides that, if at any time during a taxable
year a nonqualified deferred compensa-
tion plan fails to meet the requirements of
section 409A or is not operated in accor-
dance with those requirements, all
amounts deferred under the plan for the
taxable year and all preceding taxable
years are includible in gross income to the
extent the amounts are not subject to a
substantial risk of forfeiture and were not
previously included in gross income.

On April 17, 2007, the Treasury De-
partment and the IRS issued final regula-
tions under section 409A (TD 9312) at 72
FR 19234 (final section 409A regula-
tions). The final section 409A regulations
provide guidance on the definition of cer-
tain terms and the types of plans covered
under section 409A, permissible deferral
elections under section 409A, and permis-
sible payments under section 409A. The
final section 409A regulations provide
that a deferred compensation plan of a
governmental entity or a tax-exempt en-
tity that is subject to section 457(f) may
constitute a nonqualified deferred com-
pensation plan for purposes of section
409A and that the rules of section 409A
apply separately and in addition to any
requirements applicable to these plans un-
der section 457(f).

On December 8, 2008, proposed regu-
lations under section 409A were pub-
lished in the Federal Register (73 FR
74380) (proposed section 409A regula-
tions) that provide guidance on the calcu-

1Plans described in certain statutes that are not incorporated into the Code are not subject to section 457. See sections 1107(c)(3)(B), 1107(c)(4), and 1107(c)(5) of the Tax Reform Act of
1986, Public Law 99–514 (100 Stat. 2494 (1986)), as amended, and sections 1101(e)(6), 6064(d)(2), and 6064(d)(3) of the Technical and Miscellaneous Revenue Act of 1988, Public Law
100–647 (102 Stat. 3342 (1988)).

2In Notice 2007–62 (2007–2 CB 331 (August 6, 2007)), the Treasury Department and the IRS announced the intent to issue guidance under section 457, including providing definitions
of a bona fide severance pay plan under section 457(e)(11) and substantial risk of forfeiture under section 457(f)(3)(B). In response to comments received in response to a request in Notice
2007–62 (on subjects including but not limited to severance pay, covenants not to compete, and the definition of substantial risk of forfeiture), the rules in these proposed regulations have
been modified from the proposals announced in that notice.

3Announcement 2000–1 (2000–1 CB 294 (January 1, 2000)), provides transitional guidance on the reporting requirements for certain broad-based, nonelective deferred compensation plans
maintained by State or local governments. The announcement states that, pending the issuance of further guidance, a State or local government should not report amounts for any year before
the year in which a participant or beneficiary is in actual or constructive receipt of those amounts if the amounts are provided under a plan that the State or local government has been treating
as a bona fide severance pay plan under section 457(e)(11) for years before calendar year 1999. To be eligible for this transitional relief, the plan must satisfy certain requirements described
in the announcement.
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lation of amounts includible in income
under section 409A(a) and the additional
taxes imposed by that section with respect
to arrangements that do not comply with
the requirements of section 409A(a).

In Notice 2008–62 (2008–29 IRB 130
(July 21, 2008)), the Treasury Department
and the IRS provided guidance under sec-
tions 409A and 457(f) regarding recurring
part-year compensation. For this purpose,
recurring part-year compensation is com-
pensation paid for services rendered in a
position that the employer and employee
reasonably anticipate will continue under
similar terms and conditions in subse-
quent years, and under which the em-
ployee will be required to provide services
during successive service periods each of
which comprises less than 12 months (for
example, a teacher providing services dur-
ing a school year comprised of 10 consec-
utive months) and each of which begins in
one taxable year of the employee and ends
in the next taxable year. Notice 2008–62
provides that an arrangement under which
an employee or independent contractor re-
ceives recurring part-year compensation
does not provide for the deferral of com-
pensation for purposes of section 409A or
for purposes of section 457(f) if (A) the
arrangement does not defer payment of
any of the recurring part-year compensa-
tion beyond the last day of the 13th month
following the beginning of the service pe-
riod, and (B) the arrangement does not
defer from one taxable year to the next
taxable year the payment of more than the
applicable dollar amount under section
402(g)(1)(B) ($18,000 for 2016). The no-
tice provides that taxpayers may rely on
this rule beginning in the first taxable year
that includes July 1, 2008.

II. Pension Protection Act of 2006

The Pension Protection Act of 2006,
Public Law 109–280 (120 Stat. 780)
(PPA ’06), permits a participant’s desig-
nated beneficiary who is not a surviving
spouse to roll over, in a direct trustee-to-

trustee transfer, distributions from an eli-
gible plan maintained by a governmental
entity (an eligible governmental plan) to
an individual retirement account or annu-
ity (IRA). Section 829 of PPA ’06 added
section 402(c)(11) to the Code, which pro-
vides that this type of transfer is treated as
an eligible rollover distribution for pur-
poses of section 402(c).

Section 845(b)(3) of PPA ‘06 added
section 457(a)(3) to the Code, which pro-
vides an exclusion from gross income for
amounts that are distributed from an eli-
gible governmental plan to the extent pro-
vided in section 402(l). Section 402(l)
provides that distributions from certain
governmental retirement plans are ex-
cluded from the gross income of an eligi-
ble retired public safety officer to the ex-
tent the distributions do not exceed the
amount paid by the retired officer for
qualified health insurance premiums for
the year, up to a maximum of $3,000. See
Notice 2007–7, part IV (2007–1 CB 395
(January 29, 2007)), as well as Notice
2007–99 (2007–2 CB 1243 (December
26, 2007)), for guidance on the applica-
tion of section 402(l).

Section 1104(a)(1) of PPA ’06 added
section 457(e)(11)(D) to the Code, which
treats applicable voluntary early retire-
ment incentive plans as bona fide sever-
ance pay plans that do not provide for a
deferral of compensation under section
457 with respect to payments or supple-
ments that are an early retirement benefit,
a retirement-type subsidy, or a social se-
curity supplement in coordination with a
defined benefit pension plan. This treat-
ment applies only to the extent the pay-
ments otherwise could have been pro-
vided under the defined benefit plan
(determined as if section 411 applied to
the defined benefit plan). Under section
457(e)(11)(D)(ii), an applicable voluntary
early retirement incentive plan may be
maintained only by a local educational
agency or a tax-exempt education associ-
ation.4

Section 1104(b)(1) of PPA ’06 added
section 457(f)(2)(F) to the Code, which
provides that section 457(f)(1) does not
apply to an applicable employment reten-
tion plan. Under section 457(f)(4), an ap-
plicable employment retention plan is a
plan maintained by a local educational
agency or a tax-exempt education associ-
ation to pay additional compensation upon
severance from employment for purposes
of employee retention or rewarding em-
ployees to the extent that the benefits pay-
able under the plan do not exceed twice
the applicable annual dollar limit on de-
ferrals in section 457(e)(15).5

III. Heroes Earnings Assistance and
Relief Tax Act of 2008

Section 104(c) of the Heroes Earnings
Assistance and Relief Tax Act of 2008,
Public Law 110–245 (122 Stat. 1624)
(HEART Act), amended section 457 to
add section 457(g)(4) regarding benefits
payable upon death during qualified active
military service under the Uniformed Ser-
vices Employment and Reemployment
Rights Act of 1994, Public Law 103–353
(108 Stat. 3149). Section 457(g)(4) pro-
vides that an eligible governmental plan
must meet the requirements of section
401(a)(37). Under section 401(a)(37), a
plan is not treated as a qualified retirement
plan unless the plan provides that, in the
case of a participant who dies while per-
forming qualified military service, the sur-
vivors of the participant are generally en-
titled to any additional benefits that would
have been provided under the plan if the
participant had resumed and then termi-
nated employment on account of death.
Section 105(b) of the HEART Act added
section 414(u)(12) to the Code, which
provides rules regarding (A) the treatment
of differential wage payments as compen-
sation and (B) the treatment of service in
the uniformed services (as described in
section 3401(h)(2)(A)) as a severance
from employment for purposes of plan
distribution requirements, including the

4A local education agency is defined in section 9101 of the Elementary and Secondary Education Act of 1965, Public Law 89–10 (79 Stat. 27), as a public board of education or other public
authority legally constituted within a State for either administrative control or direction of, or to perform a service function for, public elementary schools or secondary schools in a city,
county, township, school district, or other political subdivision of a State, or of or for a combination of school districts or counties that is recognized in a State as an administrative agency
for its public elementary schools or secondary schools. A tax-exempt education association is an association that principally represents employees of one or more local education agencies
and is an entity described in section 501(c)(5) or (6) that is exempt from tax under section 501(a).

5See also section 1104(c) of PPA ’06, which amended section 3(2) of the Employee Retirement Income Security Act of 1974, Public Law 93–406 (88 Stat. 829) (ERISA), to provide that
applicable voluntary early retirement incentive plans and applicable employment retention plans are treated as welfare plans (and not pension plans) for purposes of ERISA.

July 11, 2016 Bulletin No. 2016–2834



distribution requirements of section
457(d)(1)(A)(ii).

IV. Small Business Jobs Act of 2010 and
American Taxpayer Relief Act of 2012

Section 2111 of the Small Business
Jobs Act of 2010, Public Law 111–240
(124 Stat. 2504) (SBJA), amended section
402A of the Code to allow an eligible
governmental plan to include a qualified
Roth contribution program, effective for
taxable years beginning after December
31, 2010. SBJA also amended section
402A to permit taxable in-plan rollovers
to qualified Roth accounts under eligible
governmental plans. Section 902 of the
American Taxpayer Relief Act of 2012,
Public Law 112–240 (126 Stat. 2313), ex-
panded the types of amounts eligible for
an in-plan Roth rollover. For guidance
relating to in-plan rollovers to qualified
Roth accounts, see Notice 2013–74
(2013–52 IRB 819 (December 23, 2013))
and Notice 2010–84 (2010–51 IRB 872
(July 19, 2010)).

Explanation of Provisions

I. Overview

These proposed regulations make cer-
tain changes to the 2003 final regulations
under sections 457(a), 457(b), and 457(g)
to reflect statutory changes to section 457
since the publication of those regulations.
In addition, these proposed regulations
provide guidance on certain issues under
sections 457(e)(11) and 457(e)(12) that
are not addressed in the 2003 final regu-
lations and provide additional guidance
under section 457(f). Consistent with the
2003 final regulations, although the rules
under section 457 apply to plan partici-
pants and beneficiaries without regard to
whether the related services are provided
by an employee or independent contrac-
tor, these proposed regulations often use
the terms employee and employer to de-
scribe a service provider and a service
recipient, respectively, without regard to
whether the service provider is an inde-
pendent contractor.6

II. Regulatory Amendments to Reflect
Statutory Changes to Section 457

A. Qualified Roth contribution program

Section 1.457–4 of the 2003 final regu-
lations provides that annual deferrals to an
eligible plan that satisfy certain require-
ments are excluded from the gross income
of the participant in the year deferred or
contributed and are not includable in gross
income until paid to the participant, in the
case of an eligible governmental plan, or
until paid or otherwise made available to the
participant, in the case of an eligible plan of
a tax-exempt entity. These proposed regula-
tions amend § 1.457–4(a) and (b) to reflect
the change made by SBJA to allow an eli-
gible governmental plan to include a quali-
fied Roth contribution program, as defined
in section 402A(c)(1), under which desig-
nated Roth contributions are included in in-
come in the year of deferral. Consistent with
section 402A(b)(2), these proposed regula-
tions provide that contributions and with-
drawals of a participant’s designated Roth
contributions must be credited and debited
to a designated Roth account maintained for
the participant, and that the plan must
maintain a record of each participant’s
investment in the contract with respect
to the account. In addition, the proposed
regulations provide that no forfeitures
may be allocated to a designated Roth
account and that no contributions other
than designated Roth contributions and
rollover contributions described in sec-
tion 402A(c)(3)(A) may be made to the
account.

These proposed regulations also amend
§ 1.457–7(b)(1), which provides guidance
regarding the circumstances under which
amounts are included in income under an
eligible governmental plan, to specify that
qualified distributions from a designated
Roth account are excluded from gross
income.

B. Certain distributions for qualified
accident and health insurance premiums

The proposed regulations amend the
rules for the taxation of eligible governmen-
tal plan distributions under § 1.457–7(b) to
reflect the change made by PPA ’06 with

respect to certain amounts distributed to
an eligible public safety officer. The pro-
posed regulations provide that distribu-
tions from an eligible governmental plan
meeting the requirements of section 402(l)
are excluded from gross income and are
not subject to the general rule providing
that amounts deferred under an eligible
governmental plan are includable in the
gross income of a participant or benefi-
ciary for the taxable year in which they
are paid. For this purpose, see section
402(l) for rules regarding the extent to
which this income exclusion applies to a
distribution (including the dollar limita-
tion on the exclusion) and section
402(l)(4)(C) for the meaning of the term
public safety officer.

C. Rules related to qualified military
service

The proposed regulations amend
§ 1.457–2(f) to implement the require-
ments of section 457(g)(4), which was
added by the HEART Act and which pro-
vides that an eligible governmental plan
must meet the requirements of section
401(a)(37) (providing that, in the case of a
participant who dies while performing
qualified military service, the survivors of
the participant generally are entitled to
any additional benefits that would have
been provided under the plan if the par-
ticipant had resumed and then terminated
employment on account of death). In ad-
dition the proposed regulations amend
§ 1.457–6(b)(1) to provide a cross refer-
ence to the rules under section
414(u)(12)(B) (providing that leave for
certain military service is treated as a sev-
erance from employment for purposes of
the plan distribution restrictions that apply
to eligible plans).

III. Certain Plans That Are Not Subject
to Section 457 or Are Not Treated as
Providing for a Deferral of
Compensation Under Section 457

A. In general

Section 1.457–2(k) of the 2003 final
regulations defines the term plan for pur-
poses of section 457 to include any plan,

6Section 457(e)(2) provides that the performance of services for purposes of section 457 includes the performance of services as an independent contractor and that the person (or
governmental entity) for whom these services are performed is treated as an employer.
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agreement, method, program, or other ar-
rangement, including an individual em-
ployment agreement, of an eligible em-
ployer under which the payment of
compensation is deferred. Section 1.457–
2(k) of the 2003 regulations also identifies
certain plans that are not subject to section
457 (pursuant to section 457(e)(12) and
(f)(2) and statutes not incorporated into
the Code) and certain plans that are
treated as not providing for a deferral of
compensation for purposes of section 457
(pursuant to section 457(e)(11)). These
proposed regulations amend the definition
of plan for purposes of section 457 to
remove from § 1.457–2(k) the provisions
identifying plans that are not subject to
section 457 and plans that are treated as
not providing for a deferral of compensa-
tion for purposes of section 457, and move
the provisions regarding most of these
plans to § 1.457–11 of the proposed reg-
ulations. In addition, § 1.457–11 provides
additional guidance on:

● bona fide vacation leave, sick leave,
compensatory time, severance pay, dis-
ability pay, and death benefit plans, as
described in section 457(e)(11)(A)(i),
which are treated as not providing for a
deferral of compensation for purposes of
section 457; and

● plans paying solely length of service
awards to bona fide volunteers (or their
beneficiaries), as described in section
457(e)(11)(A)(ii), that also are treated
as not providing for a deferral of com-
pensation for purposes of section 457.7

The proposed regulations also provide
guidance in a new § 1.457–12 on plans
described in section 457(f)(2), to which
section 457(f)(1) does not apply.

B. Bona fide severance pay plans

1. General Requirements

The proposed regulations provide that
a plan must meet certain requirements to
be a bona fide severance pay plan that is
treated under section 457(e)(11)(A)(i) as
not providing for the deferral of compen-
sation (and therefore not subject to section
457). First, the benefits provided under the
plan must be payable only upon a partic-

ipant’s involuntary severance from em-
ployment or pursuant to a window pro-
gram or voluntary early retirement
incentive plan. Second, the amount pay-
able under the plan with respect to a par-
ticipant must not exceed two times the
participant’s annualized compensation
based upon the annual rate of pay for
services provided to the eligible employer
for the calendar year preceding the calen-
dar year in which the participant has a
severance from employment (or the cur-
rent calendar year if the participant had no
compensation from the eligible employer
in the preceding calendar year), adjusted
for any increase in compensation during
the year used to measure the rate of pay
that was expected to continue indefinitely
if the participant had not had a severance
from employment. Third, pursuant to the
written terms of the plan, the severance
benefits must be paid no later than the last
day of the second calendar year following
the calendar year in which the severance
from employment occurs. The rules in
these proposed regulations for severance
pay plans are similar to the rules for sep-
aration pay plans in § 1.409A–1(b)(9) of
the final section 409A regulations.

2. Involuntary Severance from
Employment

a. In general

The proposed regulations require that
benefits under a bona fide severance pay
plan be payable only upon an involuntary
severance from employment or pursuant to
a window or voluntary early retirement in-
centive program. For this purpose, an invol-
untary severance from employment is a sev-
erance from employment due to the eligible
employer’s independent exercise of its au-
thority to terminate the participant’s ser-
vices, other than due to the participant’s
implicit or explicit request, if the participant
is willing and able to continue to perform
services. The determination of whether a
severance from employment is involuntary
is based on the relevant facts and circum-
stances. If a severance from employment is
designated as an involuntary severance from
employment, but the facts and circum-
stances indicate otherwise, the severance

from employment will not be treated as in-
voluntary for purposes of section 457.

b. Severance from employment for good
reason

The proposed regulations provide that
an employee’s voluntary severance from
employment may be treated as an invol-
untary severance from employment for
purposes of section 457 if the severance
from employment is for good reason. A
severance from employment is for good
reason if it occurs under certain bona fide
conditions that are pre-specified in writing
under circumstances in which the avoid-
ance of section 457 is not the primary
purpose of the inclusion of these condi-
tions in the plan or of the actions by the
employer in connection with the satisfac-
tion of those conditions. Notwithstanding
the previous sentence, once the bona fide
conditions have been established, the
elimination of one or more of the condi-
tions may result in the extension of a
substantial risk of forfeiture, the recogni-
tion of which would be subject to the rules
discussed in section III.E of this preamble.

To be treated as an involuntary sever-
ance from employment, a severance from
employment for good reason must result
from unilateral action taken by the eligible
employer resulting in a material adverse
change to the working relationship (such as
a material reduction in the employee’s du-
ties, working conditions, or pay). Other fac-
tors that may be taken into account in de-
termining whether a termination for good
reason effectively constitutes an involuntary
severance from employment include the fol-
lowing:

● whether the payments upon severance
from employment for good reason are
in the same amount and paid at the
same time as payments conditioned
upon an employer-initiated severance
from employment without cause; and

● whether the employee is required to give
notice to the employer of the material
adverse change in conditions and pro-
vide the employer with an opportunity to
remedy the adverse change.

The proposed regulations also provide
a safe harbor under which a plan provid-

7See section 457(e)(11)(B) for special rules relating to length of service award plans.
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ing for the payment of amounts upon a
voluntary severance from employment
under certain conditions, that are specified
in writing by the time the legally binding
right to the payment arises, will be treated
as providing for a payment upon a sever-
ance from employment for good reason.

c. Window programs

The proposed regulations provide that
the involuntary severance from employ-
ment requirement does not apply to win-
dow programs. The proposed regulations
define the term window program to mean
a program established by an employer to
provide separation pay in connection with
an impending severance from employ-
ment. To be a window program, the pro-
gram must be offered for a limited period
of time (typically no longer than 12
months), and the eligible employer must
make the program available to employees
who have a severance from employment
during that period or who have a sever-
ance from employment during that period
under specified circumstances. A program
is not offered for a limited period of time
(and, therefore, is not a window program)
if there is a pattern of repeatedly provid-
ing similar programs. Whether the recur-
rence of programs constitutes a pattern of
repeatedly providing similar programs is
based on all of the relevant facts and cir-
cumstances, including whether the bene-
fits are on account of a specific reduction
in workforce (or other operational condi-
tions), whether there is a relationship be-
tween the separation pay and an event or
condition, and whether the event or con-
dition is temporary and discrete or is a
permanent aspect of the employer’s oper-
ations.

d. Voluntary early retirement incentive
plans

The proposed regulations also provide
that the involuntary severance from em-
ployment requirement does not apply to
an applicable voluntary early retirement
incentive plan described in section
457(e)(11)(D)(ii). That section describes
an applicable voluntary early retirement
incentive plan as a bona fide severance
pay plan for purposes of section 457 with
respect to payments or supplements that

are made as an early retirement benefit, a
retirement-type subsidy, or an early retire-
ment benefit that is greater than a normal
retirement benefit, as described in section
411(a)(9), and that are paid in coordina-
tion with a defined benefit pension plan
that is qualified under section 401(a) and
maintained by an eligible employer that is
a governmental entity or a tax-exempt ed-
ucation association as described in section
457(e)(11)(D)(ii)(II). Section 457(e)(11)(D)
provides that these payments or supple-
ments are treated as provided under a bona
fide severance pay plan only to the extent
that they otherwise could have been pro-
vided under the defined benefit plan with
which the applicable voluntary early retire-
ment incentive plan is coordinated (deter-
mined as if the rules in section 411 applied
to the defined benefit plan).

e. Transitional relief in Announcement
2000–1

Announcement 2000–1 provides tran-
sitional guidance on certain broad-based
nonelective plans of State or local govern-
ments that were in existence before De-
cember 22, 1999, and were treated as bona
fide severance pay plans for years before
1999. Under the announcement, an eligi-
ble employer that is a governmental entity
is not required to report, including on
Form W–2, “Wage and Tax Statement,”
or Form 1099–R “Distributions From
Pensions, Annuities, Retirement or Profit-
Sharing Plans, IRAs, Insurance Contracts,
etc.,” amounts payable under plans that
meet certain requirements until the
amounts are actually or constructively re-
ceived. The rules described in these pro-
posed regulations regarding bona fide sev-
erance pay plans, as modified when these
proposed regulations are finalized and be-
come applicable, will supersede the tran-
sitional guidance in Announcement
2000–1. See section V.B of this preamble
for special applicability dates for govern-
mental plans.

C. Bona fide death benefit plan

The proposed regulations provide that
a bona fide death benefit plan, which is
treated as not providing for the deferral of
compensation pursuant to section
457(e)(11)(A)(i), is a plan providing for

death benefits as defined in
§ 31.3121(v)(2)–1(b)(4)(iv)(C) (relating
to the application of the Federal Insurance
Contributions Act to nonqualified de-
ferred compensation). The proposed reg-
ulations further provide that benefits un-
der a bona fide death benefit plan may be
provided through insurance and that any
lifetime benefits payable under the plan
that may be includible in gross income
will not be treated as including the value
of any term life insurance coverage pro-
vided under the plan.

D. Bona fide disability pay plan

The proposed regulations provide that
a bona fide disability pay plan, which is
treated as not providing for the deferral of
compensation pursuant to section
457(e)(11)(A)(i), is a plan that pays ben-
efits only in the event of a participant’s
disability. For this purpose, the value of
any taxable disability insurance coverage
under the plan that is included in gross in-
come is disregarded. These proposed regu-
lations provide that a participant is disabled
for this purpose if the participant meets any
of the following three conditions:

● the participant is unable to engage in
substantial gainful activity by reason of a
medically determinable physical or men-
tal impairment that can be expected to
result in death or last for a continuous
period of not less than 12 months;

● the participant is, by reason of any
medically determinable physical or
mental impairment that can be ex-
pected to result in death or last for a
continuous period of not less than 12
months, receiving income replacement
benefits for a continuous period of not
less than three months under an acci-
dent or health plan covering employees
of the eligible employer; or

● the participant is determined to be to-
tally disabled by the Social Security
Administration or the Railroad Retire-
ment Board.

E. Bona fide sick leave and vacation
leave plans

1. General Requirements

Under the proposed regulations,
whether a sick or vacation leave plan is a
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bona fide sick or vacation leave plan, and
therefore treated as not providing for the
deferral of compensation under section
457(e)(11)(A)(i), is determined based on
the facts and circumstances. A sick or
vacation leave plan is generally treated as
bona fide, and not as a plan providing for
the deferral of compensation, if the facts
and circumstances demonstrate that the
primary purpose of the plan is to provide
employees with paid time off from work
because of sickness, vacation, or other
personal reasons. Factors used in determin-
ing whether a plan is a bona fide sick or
vacation leave plan include the following:

● whether the amount of leave provided
could reasonably be expected to be
used by the employee in the normal
course (and before the cessation of ser-
vices);

● limits, if any, on the ability to ex-
change unused accumulated leave for
cash or other benefits and any applicable
accrual restrictions (for example, where
permissible under applicable law, the use
of forfeiture provisions often referred to
as use-or-lose rules);

● the amount and frequency of any in-
service distributions of cash or other
benefits offered in exchange for accu-
mulated and unused leave;

● whether the payment of unused sick or
vacation leave is made promptly upon
severance from employment (or, instead,
is paid over a period of time after sever-
ance from employment); and

● whether the sick leave, vacation leave,
or combined sick and vacation leave
offered under the plan is broadly ap-
plicable or is available only to certain
employees.

2. Delegation of Authority to
Commissioner

The Treasury Department and the IRS
recognize that eligible employers sponsor
a wide variety of sick and vacation leave
plans and that additional rules on more
specific arrangements or features of these
plans may be beneficial. Accordingly, the
proposed regulations provide that the
Commissioner may issue additional rules
regarding bona fide sick or vacation leave

plans in revenue rulings, notices, or other
guidance published in the Internal Reve-
nue Bulletin, as the Commissioner deter-
mines to be necessary or appropriate.

F. Constructive receipt

Bona fide sick or vacation leave plans
(and certain other plans) are treated as not
providing for the deferral of compensation
for purposes of section 457, and the gen-
eral federal tax principles for determining
the timing and amount of income inclu-
sion, including the constructive receipt
rules of section 451, apply to these plans.
See §§ 1.451–1 and 1.451–2 for rules re-
garding constructive receipt of income.

IV. Ineligible Plans Under Section
457(f)

A. Tax treatment of amounts deferred
under section 457(f)

Consistent with section 457(f)(1)(A),
the proposed regulations provide that if a
plan of an eligible employer provides for a
deferral of compensation for the benefit of
a participant or beneficiary and the plan is
not an eligible plan (an ineligible plan),
the compensation deferred under the plan
is includible in the gross income of the
participant or beneficiary under section
457(f)(1)(A) on the date (referred to in
this preamble and the proposed regula-
tions as the applicable date) that is the later
of the date the participant or beneficiary
obtains a legally binding right to the com-
pensation or, if the compensation is subject
to a substantial risk of forfeiture at that time,
the date the substantial risk of forfeiture
lapses. Generally, the amount of the com-
pensation deferred under the plan that is
includible in gross income on the applicable
date is the present value, as of that date, of
the amount of compensation deferred. For
this purpose, the amount of compensation
deferred under a plan as of an applicable
date includes any earnings as of that date on
amounts deferred under the plan.

Consistent with section 457(f)(1)(B),
the proposed regulations provide that any
earnings credited thereafter on compensa-
tion that was included in gross income

under section 457(f)(1)(A) are includible
in the gross income of a participant or
beneficiary when paid or made available
to the participant or beneficiary and are
taxable under section 72. For purposes of
section 72, the participant (or beneficiary)
is treated as having an investment in the
contract equal to the amount actually in-
cluded in gross income on the applicable
date.

Consistent with section 457(f)(2), the
proposed regulations provide that section
457(f)(1) does not apply to a qualified
plan described in section 401(a), an annu-
ity plan or contract described in section
403, the portion of a plan that consists of
a trust to which section 402(b) applies, a
qualified governmental excess benefit ar-
rangement described in section 415(m),
the portion of a plan that consists of a
transfer of property to which section 83
applies, or the portion of an applicable
employment retention plan described in
section 457(f)(4) with respect to any par-
ticipant.

B. Calculation of the present value of
compensation deferred under an
ineligible plan

1. Overview

The proposed regulations provide gen-
eral rules for determining the present
value of compensation deferred under an
ineligible plan. The proposed regulations
also include specific rules for determining
the present value of compensation de-
ferred under ineligible plans that are ac-
count balance plans. The rules for deter-
mining present value in the proposed
regulations are similar to the rules for
determining present value in the proposed
section 409A regulations.8

The Treasury Department and the IRS
expect that these regulations will be final-
ized after the proposed section 409A reg-
ulations are finalized and that these pro-
posed regulations, when finalized, will
adopt many provisions of § 1.409A–4 for
ease of administration. Accordingly, these
proposed regulations include cross refer-
ences to certain provisions of § 1.409A–4
as currently proposed, including rules for

8One difference between these proposed regulations and the proposed section 409A regulations is that income inclusion under section 457(f) and § 1.457–12(a)(2), and the present value
calculation under these proposed regulations, is determined as of the applicable date, whereas income inclusion under section 409A, and the present value calculation under the proposed
§ 1.409A–4, is determined as of the end of the service provider’s taxable year.
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determining present value under certain
specific types of plans, such as reimburse-
ment and in-kind benefit arrangements9

and split-dollar life insurance arrange-
ments,10 and rules regarding the treatment
of payment restrictions and alternative
times and forms of a future payment. The
Treasury Department and the IRS request
comments on whether it is appropriate to
provide any additional exceptions from
the application of the rules currently de-
scribed in the proposed section 409A reg-
ulations to amounts includible in income
under section 457(f), to account for the
different manners in which the two provi-
sions apply to an amount deferred.

2. Present Value of Compensation
Deferred Under an Account Balance
Plan

The proposed regulations provide spe-
cific rules for calculating the present value
of compensation deferred under an ineli-
gible plan that is an account balance plan
(as defined in § 31.3121(v)(2)–1(c)(1)(ii)
and (iii)).11 Provided that the account bal-
ance is determined using a predetermined
actual investment or a reasonable rate of
interest, the present value of an amount
payable under an account balance plan as
of an applicable date is generally the
amount credited to the account, which in-
cludes both the principal and any earnings
or losses through the applicable date. If
the account balance is not determined us-
ing a predetermined actual investment or a
reasonable rate of interest, the present
value of compensation deferred under the
plan as of an applicable date is equal to
the amount credited to the participant’s
account as of that date, plus the present
value of the excess (if any) of the earnings
to be credited under the plan after the
applicable date and through the projected
payment date over the earnings that would
be credited during that period using a rea-
sonable rate of interest. If the present
value of compensation deferred under the
plan is not determined and is not taken
into account by the taxpayer in this man-
ner, the present value of the compensation

deferred under the plan as of the applica-
ble date will be treated as equal to the
amount credited to the participant’s ac-
count as of that date, plus the present
value of the excess (if any) of the earnings
to be credited under the plan through the
projected payment date over the earnings
that would be credited using the applica-
ble Federal rate. The proposed regulations
also provide that if the amount of earnings
or losses credited under an account bal-
ance plan is based on the greater of the
earnings on two or more investments or
interest rates, then the amount included in
income on the applicable date is the sum
of the amount credited to the participant’s
account as of the applicable date and the
present value (determined as described in
section IV.B.3 of this preamble) of the
right to future earnings.

3. Present Value of Compensation
Deferred Under a Plan That Is Not an
Account Balance Plan

a. Reasonable actuarial assumptions

The proposed regulations also set forth
rules for calculating the present value of
compensation deferred under an ineligible
plan that is not an account balance plan.
Under the proposed regulations, the pres-
ent value of an amount deferred under
such a plan as of an applicable date is the
value, as of that date, of the right to re-
ceive payment of the compensation in the
future, taking into account the time value
of money and the probability that the pay-
ment will be made. Any actuarial assump-
tions used to calculate the present value of
the compensation deferred must be rea-
sonable as of the applicable date, deter-
mined based on all of the relevant facts
and circumstances. For this purpose, tak-
ing into account the probability that a par-
ticipant might die before receiving certain
benefits is a reasonable actuarial assump-
tion only if the plan provides that the
benefits will be forfeited upon death. Dis-
counts based on the probability that pay-
ments will not be made due to the un-
funded status of the plan, the risk that the

eligible employer or another party may be
unwilling or unable to pay, the possibility
of future plan amendments or changes in
law, and other similar contingencies are
not permitted for purposes of determining
present value under the proposed regula-
tions.

b. Treatment of severance from
employment

If the present value of an amount de-
pends on the time when a severance from
employment occurs and the severance
from employment has not occurred by the
applicable date, then, for purposes of de-
termining the present value of the amount,
the severance from employment generally
may be treated as occurring on any date
on or before the fifth anniversary of the
applicable date, unless, as of the applica-
ble date, it would be unreasonable to use
such an assumption. For example, if the
applicable date occurs in 2017 and the
employer knows on the applicable date
that the severance from employment will
occur in 2018, it would be unreasonable to
use a date after the expected severance
from employment date to determine the
present value of the compensation.

c. Treatment of payments based on
formula amounts

Some ineligible plans may provide that
all or part of the amount payable under the
plan is determined by reference to one or
more factors that are indeterminable on
the applicable date. For example, an
amount payable may be dependent on a
participant’s final average compensation
and total years of service. These proposed
regulations refer to such an amount as a
formula amount. The proposed regula-
tions provide that the determination of the
present value of a formula amount under
an ineligible plan must be based on rea-
sonable, good faith assumptions with re-
spect to any contingencies as to the
amount of the payment, with the assump-
tions based on all the facts and circum-
stances existing on the applicable date.

9A reimbursement or in-kind benefit arrangement is an arrangement in which benefits for a participant are provided under a nonqualified deferred compensation arrangement described in
§ 1.409A–1(c)(2)(i)(E).

10A split-dollar insurance arrangement is an arrangement in which benefits for a participant are provided under a nonqualified deferred compensation plan described in § 1.409A–1(c)(2)(i)(F).

11The rules in these regulations, however, do not apply with respect to Federal Insurance Contributions Act and Federal Unemployment Tax Act taxation liability under sections 3121(v)(2)
and 3306(r)(2), respectively, and the regulations thereunder.
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The proposed regulations also provide
that, if only a portion of the compensation
deferred under the plan consists of a for-
mula amount, the amount payable with
respect to that portion is determined under
the rules applicable to formula amounts,
and the remaining balance is determined
under the rules applicable to amounts that
are not formula amounts.

d. Unreasonable actuarial assumptions

If the Commissioner determines that
the actuarial assumptions used by an em-
ployer in determining present value are
not reasonable, the proposed regulations
provide that the Commissioner will deter-
mine the present value of the compensa-
tion deferred using actuarial assumptions
and methods that the Commissioner deter-
mines to be reasonable based on all of the
facts and circumstances.

4. Loss Deduction Rules

The proposed regulations contain rules
similar to the loss deduction rules in the
proposed section 409A regulations. Under
the rules in these proposed regulations, if
a participant includes an amount of de-
ferred compensation in income under sec-
tion 457(f)(1)(A), but the compensation
that is subsequently paid or made avail-
able is less than the amount included in
income because the participant has for-
feited or lost some or all of the compen-
sation due to death or some other reason
(for example, due to investment perfor-
mance), the participant is entitled to a
deduction for the taxable year in which
any remaining right to the amount is per-
manently forfeited under the plan’s terms
or otherwise permanently lost. The deduc-
tion allowed for the taxable year in which
the permanent forfeiture or loss occurs is
equal to the amount previously included
in income under section 457(f)(1)(A), less
the total amount of compensation that is
actually paid or made available under the
plan that constitutes a return of investment
in the contract. In the case of an em-
ployee, the available deduction generally
would be treated as a miscellaneous item-
ized deduction, subject to the deduction

limitations applicable to such expenses
under sections 67 and 68.12

5. Examples Illustrating the Present
Value Rules

The proposed regulations include sev-
eral examples illustrating the application
of the present value rules to the more
common types of plans providing for the
deferral of compensation under section
457(f). The regulations do not illustrate
the application of these valuation rules to
plans that are more unusual for employees
of governmental and tax-exempt entities,
such as compensatory options to acquire
stock or other property. The amount in-
cludible in income on the applicable date
under these less common types of plans
would be determined under the general
rules for plans that are not account bal-
ance plans.

C. Definition of deferral of
compensation

1. In General

The proposed regulations define the
term deferral of compensation for pur-
poses of determining whether section
457(f) applies to an arrangement because
it provides for a deferral of compensation.
In general, a plan provides for a deferral
of compensation if a participant has a le-
gally binding right during a taxable year
to compensation that, pursuant to the
terms of the plan, is or may be payable in
a later taxable year. However, the pro-
posed regulations generally provide that a
participant does not have a legally binding
right to compensation to the extent that it
may be unilaterally reduced or eliminated
by the employer after the services creating
the right have been performed.

Whether a plan provides for a deferral
of compensation is generally based on the
terms of the plan and the relevant facts
and circumstances at the time that the
participant obtains a legally binding right
to the compensation, or, if later, when a
plan is amended to convert a right that
does not provide for a deferral of compen-
sation into a right that does provide for a
deferral of compensation. For example, if

a plan providing retiree health care does
not initially provide for a deferral of com-
pensation but is later amended to provide
the ability to receive future cash payments
instead of health benefits, it may become a
plan that provides for the deferral of com-
pensation at the time of the amendment.

Under the proposed regulations, an
amount of compensation deferred under a
plan that provides for the deferral of com-
pensation does not cease to be an amount
subject to section 457(f) by reason of any
change to the plan that would recharacter-
ize the right to the amount as a right that
does not provide for the deferral of com-
pensation. In addition, any change under
the plan that results in an exchange of an
amount deferred under the plan for some
other right or benefit that would other-
wise be excluded from the participants’
gross income does not affect the char-
acterization of the plan as one that pro-
vides for a deferral of compensation.
Thus, for example, if a plan that pro-
vides for a deferral of compensation is
amended to provide health benefits in-
stead of cash, it will retain its character
as a plan that provides for a deferral of
compensation.

2. Short-term Deferrals

The proposed regulations provide that
a deferral of compensation does not occur
with respect to any amount that would be a
short-term deferral under § 1.409A–1(b)(4),
substituting the definition of a substantial
risk of forfeiture provided under these pro-
posed regulations for the definition under
§ 1.409A–1(d). Accordingly, a deferral of
compensation does not occur with respect to
any payment that is not a deferred payment,
provided that the participant actually or con-
structively receives the payment on or be-
fore the last day of the applicable 2 1/2
month period. For this purpose, the applica-
ble 2 1/2 month period is the period ending
on the later of the 15th day of the third
month following the end of the first calendar
year in which the right to the payment is no
longer subject to a substantial risk of forfei-
ture or the 15th day of the third month
following the end of the eligible employer’s
first taxable year in which the right to the

12Section 1341 would not be applicable to this type of loss because inclusion of an amount in income as a result of section 457(f) would not constitute receipt of an amount to which it
appeared that the taxpayer had an unrestricted right in the taxable year of inclusion.
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payment is no longer subject to a substantial
risk of forfeiture.

Because there is considerable overlap
between the definition of substantial risk
of forfeiture for purposes of section 457(f)
and the definition of substantial risk of
forfeiture for purposes of section 409A, in
many cases amounts that, under this rule,
are not deferred compensation subject to
section 457(f) are also not deferred com-
pensation subject to section 409A. For
example, if an arrangement provides for
the payment of a bonus on or before
March 15 of the year following the calen-
dar year in which the right to the bonus is
no longer subject to a substantial risk of
forfeiture (within the meaning of both these
proposed regulations and § 1.409A–1(d))
and the bonus is paid on or before that
March 15, the arrangement would not be a
plan providing for a deferral of compen-
sation to which section 457(f) (or section
409A) applies. For circumstances in
which a payment under a plan made after
that March 15 may still qualify as a short-
term deferral for purposes of sections
409A and 457(f) (due to incorporation of
the section 409A regulatory provisions
into these proposed regulations under sec-
tion 457(f)), see § 1.409A–1(b)(4)(ii).

3. Recurring Part-Year Compensation

After issuance of the final section
409A regulations, commenters expressed
concerns about the application of section
409A to situations involving certain recur-
ring part-year compensation. For this pur-
pose, recurring part-year compensation is
compensation paid for services rendered
in a position that the employer and em-
ployee reasonably anticipate will continue
under similar terms and conditions in sub-
sequent years, and under which the em-
ployee will be required to provide services
during successive service periods each of
which comprises less than 12 months (for
example, a teacher providing services dur-
ing a school year comprised of 10 consec-
utive months) and each of which begins in
one taxable year of the employee and ends
in the next taxable year. In general, com-
menters asserted that section 409A should
not apply to situations involving recurring
part-year compensation because the

amount being deferred from one taxable
year to the next taxable year is typically
small and because most taxpayers view
that type of arrangement as a method of
managing cash flow, rather than a tax-
deferral opportunity.

In response to these comments, Notice
2008–62 provided that an arrangement
under which an employee or independent
contractor receives recurring part-year
compensation does not provide for the
deferral of compensation for purposes of
section 409A or for purposes of section
457(f) if (i) the arrangement does not de-
fer payment of any of the recurring part-
year compensation beyond the last day of
the 13th month following the beginning of
the service period, and (ii) the arrange-
ment does not defer from one taxable year
to the next taxable year the payment of
more than the applicable dollar amount
under section 402(g)(1)(B) ($18,000 for
2016).

Some commenters, however, subse-
quently expressed concerns that Notice
2008–62 does not adequately address
some teaching positions, such as those of
college and university faculty members.
They asserted that, depending on several
variables (such as the month in which the
service period begins), the dollar limita-
tion in the notice could result in adverse
tax consequences to teachers with aca-
demic year compensation as low as
$80,000. Commenters further observed
that some of these arrangements are non-
elective and, therefore, some employees
cannot opt out of a recurring part-year
compensation arrangement. Some com-
menters also contended that the rules set
forth in the notice were difficult to apply.

To simplify the rule set forth in Notice
2008–62, and recognizing that educa-
tional employers frequently structure their
pay plans to include recurring part-year
compensation and that the main purpose
of this design is to achieve an even cash
flow for employees who do not work for a
portion of the year, these proposed regu-
lations modify the recurring part-year
compensation rule for purposes of section
457(f). The proposed regulations provide
that a plan or arrangement under which an
employee receives recurring part-year
compensation that is earned over a period

of service does not provide for the deferral
of compensation if the plan or arrange-
ment does not defer payment of any of the
recurring part-year compensation to a date
beyond the last day of the 13th month
following the first day of the service pe-
riod for which the recurring part-year
compensation is paid, and the amount of
the recurring part-year compensation (not
merely the amount deferred) does not ex-
ceed the annual compensation limit under
section 401(a)(17) ($265,000 for 2016)
for the calendar year in which the service
period commences. A conforming change
is included in proposed regulations under
section 409A that are also published in the
Proposed Rules section of this issue of the
Federal Register.

D. Interaction of section 457 with
section 409A

The proposed regulations also address
the interaction of the rules under section
457(f) and section 409A. Section 409A(c)
provides that nothing in section 409A is to
be construed to prevent the inclusion of
amounts in gross income under any other
provision of chapter 1 of subtitle A of the
Code (Normal taxes and surtaxes) or any
other rule of law earlier than the time
provided in section 409A. In addition, it
provides that any amount included in
gross income under section 409A is not
required to be included in gross income
under any other provision of chapter 1 of
subtitle A or any other rule of law later
than the time provided in section 409A.
The proposed regulations provide that the
rules under section 457(f) apply to plans
separately and in addition to the require-
ments under section 409A.13 Thus, a de-
ferred compensation plan of an eligible
employer that is subject to section 457(f)
may also be a nonqualified deferred com-
pensation plan that is subject to section
409A. Section 1.457–12(d)(5)(iii) of the
proposed regulations provides an example
of the interaction of sections 409A and
457(f), and it is intended that this example
will also be included in § 1.409A–4 when
those currently proposed regulations are
finalized.

13See also § 1.409A–1(a)(4).
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E. Rules relating to substantial risk of
forfeiture

The proposed regulations provide rules
regarding the conditions that constitute a
substantial risk of forfeiture for purposes
of section 457(f). As discussed in section
IV.A of this preamble, an amount to
which an employee has a legally binding
right under an ineligible plan is generally
includible in gross income on the later of
the date the employee obtains the legally
binding right to the compensation or, if
the compensation is subject to a substan-
tial risk of forfeiture, the date the substan-
tial risk of forfeiture lapses. The proposed
regulations provide that an amount is gen-
erally subject to a substantial risk of for-
feiture for this purpose only if entitlement
to that 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.
A special rule applies to determine
whether initial deferrals of current com-
pensation may be treated as subject to a
substantial risk of forfeiture and whether a
substantial risk of forfeiture can be ex-
tended. For this purpose, current compen-
sation refers to compensation that is pay-
able on a current basis such as salary,
commissions, and certain bonuses, and
does not include compensation that is de-
ferred compensation.

Whether an amount is conditioned on
the future performance of substantial ser-
vices is based on all of the relevant facts
and circumstances, such as whether the
hours required to be performed during the
relevant period are substantial in relation
to the amount of compensation. A condi-
tion is related to a purpose of the compen-
sation only if the condition relates to the
employee’s performance of services for
the employer or to the employer’s tax
exempt or governmental activities, as ap-
plicable, or organizational goals. A sub-
stantial risk of forfeiture exists based on a
condition related to the purpose of the
compensation only if the likelihood that
the forfeiture event will occur is substan-
tial. Also, an amount is not subject to a
substantial risk of forfeiture if the facts
and circumstances indicate that the forfei-
ture condition is unlikely to be enforced.
Factors considered for purposes of deter-

mining the likelihood that the forfeiture
will be enforced include, but are not lim-
ited to, the past practices of the employer,
the level of control or influence of the
employee with respect to the organization
and the individual(s) who would be re-
sponsible for enforcing the forfeiture, and
the enforceability of the provisions under
applicable law.

Under these proposed regulations, if a
plan provides that entitlement to an
amount is conditioned on an involuntary
severance from employment without
cause, the right is subject to a substantial
risk of forfeiture if the possibility of for-
feiture is substantial. For this purpose, a
voluntary severance from employment
that would be treated as an involuntary
severance from employment under a bona
fide severance pay plan for purposes of
section 457(e)(11)(A)(i) (that is, a sever-
ance from employment for good reason) is
also treated as an involuntary severance
from employment without cause. See sec-
tion III.B.2 of this preamble for a discus-
sion of circumstances under which a sev-
erance from employment for good reason
may be treated as an involuntary sever-
ance from employment for purposes of
section 457(e)(11)(A)(i).

The proposed regulations provide that
compensation is not considered to be sub-
ject to a substantial risk of forfeiture
merely because it would be forfeited if the
employee accepts a position with a com-
peting employer unless certain conditions
are satisfied. First, the right to the com-
pensation must be expressly conditioned
on the employee refraining from the per-
formance of future services pursuant to a
written agreement that is enforceable un-
der applicable law. Second, the employer
must consistently make reasonable efforts
to verify compliance with all of the non-
competition agreements to which it is a
party (including the noncompetition
agreement at issue). Third, at the time the
noncompetition agreement becomes bind-
ing, the facts and circumstances must
show that the employer has a substantial
and bona fide interest in preventing the
employee from performing the prohibited
services and that the employee has a bona
fide interest in engaging, and an ability to
engage, in the prohibited services. The
proposed regulations identify several fac-
tors that are relevant for this purpose.

Additional conditions apply with re-
spect to the ability to treat initial deferrals
of current compensation as being subject
to a substantial risk of forfeiture. Simi-
larly, an attempt to extend the period cov-
ered by a risk of forfeiture, often referred
to as a rolling risk of forfeiture, is gener-
ally disregarded under the proposed regu-
lations unless certain conditions are met.

Specifically, the proposed regulations
permit initial deferrals of current compen-
sation to be subject to a substantial risk of
forfeiture and also allow an existing risk
of forfeiture to be extended only if all of
the following requirements are met. First,
the present value of the amount to be paid
upon the lapse of the substantial risk of
forfeiture (as extended, if applicable) must
be materially greater than the amount the
employee otherwise would be paid in the
absence of the substantial risk of forfei-
ture (or absence of the extension). The
proposed regulations provide that an
amount is materially greater for this pur-
pose only if the present value of the
amount to be paid upon the lapse of the
substantial risk of forfeiture, measured as
of the date the amount would have other-
wise been paid (or in the case of an ex-
tension of the risk of forfeiture, the date
that the substantial risk of forfeiture
would have lapsed without regard to the
extension), is more than 125 percent of the
amount the participant otherwise would
have received on that date in the absence
of the new or extended substantial risk of
forfeiture. (No implication is intended that
this standard would also apply for pur-
poses of § 1.409A–1(d)(1).)

Second, the initial or extended substan-
tial risk of forfeiture must be based upon
the future performance of substantial ser-
vices or adherence to an agreement not to
compete. It may not be based solely on the
occurrence of a condition related to the
purpose of the transfer (for example, a
performance goal for the organization),
though that type of condition may be com-
bined with a sufficient service condition.

Third, the period for which substantial
future services must be performed may not
be less than two years (absent an intervening
event such as death, disability, or involun-
tary severance from employment).

Fourth, the agreement subjecting the
amount to a substantial risk of forfeiture
must be made in writing before the begin-
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ning of the calendar year in which any
services giving rise to the compensation
are performed in the case of initial defer-
rals of current compensation or at least 90
days before the date on which an existing
substantial risk of forfeiture would have
lapsed in the absence of an extension.
Special rules apply to new employees.
The proposed regulations do not extend
these special rules for new employees to
employees who are newly eligible to par-
ticipate in a plan. The Treasury Depart-
ment and the IRS request comments on
whether special provisions for newly eli-
gible employees are needed in the context
of arrangements subject to section 457(f),
and if so whether the rules under
§§ 1.409A–1(c)(2) and 1.409A–2(a)(7)
would be a useful basis for similar rules
under section 457(f) and how an aggregated
single plan (versus multiple plans) should be
defined for this purpose to ensure that the
rules are not subject to manipulation.

V. Proposed Applicability Dates

A. General applicability date

Generally, these regulations are pro-
posed to apply to compensation deferred
under a plan for calendar years beginning
after the date of publication of the Trea-
sury decision adopting these rules as final
regulations in the Federal Register, in-
cluding deferred amounts to which the
legally binding right arose during prior
calendar years that were not previously
included in income during one or more
prior calendar years. No implication is in-
tended regarding application of the law be-
fore these proposed regulations become appli-
cable. Taxpayers may rely on these proposed
regulations until the applicability date.

B. Special applicability dates

These regulations are proposed to in-
clude three special applicability dates for
specific provisions. First, in the case of a
plan that is maintained pursuant to one or
more collective bargaining agreements
that have been ratified and are in effect on
the date of publication of the Treasury
decision adopting these rules as final reg-
ulations in the Federal Register, these
regulations would not apply to compensa-
tion deferred under the plan before the
earlier of (1) the date on which the last of

the collective bargaining agreements ter-
minates (determined without regard to any
extension thereof after the date of publi-
cation of the Treasury decision adopting
these rules as final regulations in the Fed-
eral Register, or (2) the date that is three
years after the date of publication of the
Treasury decision adopting these rules as
final regulations in the Federal Register.

Second, for all plans, with respect to
the rules regarding recurring part-year
compensation for periods before the ap-
plicability date of these regulations, tax-
payers may rely on either the rules set
forth in these proposed regulations or the
rules set forth in Notice 2008–62.

Third, to the extent that legislation is
required to amend a governmental plan,
the proposed regulations would apply
only to compensation deferred under the
plan in calendar years beginning on or
after the close of the second regular leg-
islative session of the legislative body
with the authority to amend the plan that
begins after the date of publication of the
Treasury decision adopting these rules as
final regulations in the Federal Register.

Special Analyses

Certain IRS regulations, including this
one, are exempt from the requirements of
Executive Order 12866, as supplemented
and reaffirmed by Executive Order 13563.
Therefore, a regulatory impact assessment
is not required. It also has been deter-
mined that section 553(b) of the Admin-
istrative Procedure Act (5 U.S.C. chapter
5) does not apply to these regulations, and
because the regulations do not impose a
collection of information on small entities,
the Regulatory Flexibility Act (5 U.S.C.
chapter 6) does not apply. Pursuant to
section 7805(f) of the Code, this notice of
proposed rulemaking has been submitted
to the Chief Counsel for Advocacy of the
Small Business Administration for com-
ment on its impact on small business.

Comments and Public Hearing

Before the proposed regulations are ad-
opted as final regulations, consideration
will be given to any written (a signed
original and eight (8) copies) or electronic
comments that are submitted timely to the
IRS as prescribed in this preamble under
the “ADDRESSES” heading. The Trea-

sury Department and the IRS request
comments on all aspects of the proposed
rules, including whether special transition
rules are needed for plans established be-
fore the proposed applicability dates of
these regulations (including sick and va-
cation leave or severance pay plans that
may be treated as providing deferred com-
pensation subject to section 457, but that,
under the proposed regulations, may be
treated as providing deferred compensa-
tion subject to section 457(f), whether ad-
ditional exceptions are appropriate to the
general application of the rules currently
described in the proposed section 409A
regulations to determine the amounts in-
cludible in income under section 457(f),
and whether special provisions for newly
eligible employees are needed in the con-
text of arrangements subject to section
457(f) (and if so whether the rules under
§§ 1.409A–1(c)(2) and 1.409A–2(a)(7)
would be a useful basis for similar rules
under section 457(f)). All comments sub-
mitted by the public will be available at
www.regulations.gov or upon request.

A public hearing has been scheduled for
October 18, 2016, beginning at 10 a.m. in
the Auditorium, Internal Revenue Service,
1111 Constitution Avenue, N.W., Washing-
ton, DC. Due to building security proce-
dures, visitors must enter at the Constitution
Avenue entrance. In addition, all visitors
must present photo identification to enter the
building. Because of access restrictions, vis-
itors will not be admitted beyond the imme-
diate entrance area more than 30 minutes
before the hearing starts. For information
about having your name placed on the
building access list to attend the hearing, see
the “FOR FURTHER INFORMATION
CONTACT” section of this preamble.

The rules of 26 CFR 601.601(a)(3) ap-
ply to the hearing. Persons who wish to
present oral comments at the hearing must
submit written or electronic comments by
September 20, 2016 and an outline of the
topics to be discussed and the amount of
time to be devoted to each topic (a signed
original and eight (8) copies) by Septem-
ber 20, 2016. A period of 10 minutes will
be allotted to each person for making
comments. An agenda showing the sched-
uling of the speakers will be prepared
after the deadline for receiving outlines
has passed. Copies of the agenda will be
available free of charge at the hearing.
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Statement of Availability of IRS
Documents

For copies of recently issued revenue
procedures, revenue rulings, notices, and
other guidance published in the Internal
Revenue Bulletin, please visit the IRS
website at http://www.irs.gov or contact
the Superintendent of Documents, U.S.
Government Printing Office, Washington,
DC 20402.

Drafting Information

The principal author of the proposed
regulations is Keith R. Kost, Office of
Associate Chief Counsel (Tax Exempt
and Government Entities). However,
other personnel from the Treasury Depart-
ment and the IRS participated in their
development.

* * * * *

Proposed Amendments to the
Regulations

Accordingly, 26 CFR part 1 is pro-
posed to be amended as follows:

PART 1—INCOME TAXES

Paragraph 1. The authority citation for
part 1 continues to read in part as follows:

Authority: 26 U.S.C. 7805 * * *
Par. 2. Section 1.457–1 is revised to

read as follows:

§ 1.457–1 General overview of section
457.

Section 457 provides rules for non-
qualified deferred compensation plans es-
tablished by eligible employers as defined
under § 1.457–2(d). Eligible employers
may establish either deferred compensa-
tion plans that are eligible plans that meet
the requirements of section 457(b) and
§§ 1.457–3 through 1.457–10, or deferred
compensation plans that do not meet the
requirements of section 457(b) and
§§ 1.457–3 through 1.457–10 (and there-
fore are ineligible plans which are gener-
ally subject to federal income tax treat-
ment under section 457(f) and § 1.457–
12(a)). Plans described in § 1.457–11 are
not subject to section 457 or are treated as
not providing for a deferral of compensa-
tion for purposes of section 457 (and, ac-
cordingly, the rules under §§ 1.457–3

through 1.457–10 and § 1.457–12(a) do
not apply to these plans).

Par. 3. Section 1.457–2 is amended by:

1. Revising the introductory text.
2. Revising the second sentence of

paragraph (f).
3. Revising the last sentence of para-

graph (i).
4. Revising paragraph (k).
The revisions read as follows:

§ 1.457–2 Definitions.

This section sets forth the definitions
that are used under §§ 1.457–1 through
1.457–12.

* * * * *
(f) * * * An eligible governmental plan

is an eligible plan that is established and
maintained by a State as defined in para-
graph (l) of this section and that meets the
requirements of section 401(a)(37). * * *

* * * * *
(i) * * * Solely for purposes of section

457 and §§ 1.457–2 through 1.457–12, the
term nonelective employer contribution
includes employer contributions that
would be described in section 401(m) if
they were contributions to a qualified
plan.

* * * * *
(k) Plan. Plan includes any agreement,

method, program, or other arrangement
(including an individual employment
agreement) under which the payment of
compensation for services rendered to an
eligible employer is deferred (whether by
salary reduction, nonelective employer
contribution, or otherwise). However, the
plans described in § 1.457–11 are either
not subject to section 457 or are treated as
not providing for a deferral of compensa-
tion for purposes of section 457, even if
the payment of compensation is deferred
under the plan.

* * * * *
Par. 4. Section 1.457–4 is amended by:

1. Revising paragraphs (a), (b), and the
last sentence of (e)(1).

2. Removing the language “§ 1.457–
11” wherever it appears in para-
graphs (e)(1), (e)(2), (e)(3), and
(e)(5) Example 1 and adding the lan-
guage “§ 1.457–12” in its place.

The revisions read as follows:

§ 1.457–4 Annual deferrals, deferral
limitations, and deferral agreements
under eligible plans.

(a) Taxation of annual deferrals. With
the exception of designated Roth contri-
butions (which are not excludable from
gross income), annual deferrals that sat-
isfy the requirements of paragraphs (b)
and (c) of this section are excluded from
the gross income of a participant in the
year deferred or contributed and are not
includible in gross income until paid to
the participant in the case of an eligible
governmental plan, or until paid or other-
wise made available to the participant in
the case of an eligible plan of a tax-
exempt entity. See § 1.457–7.

(b) Agreement for deferral—(1) In
general. To be an eligible plan, the plan
must provide that compensation for any
calendar month may be deferred by salary
reduction only if an agreement providing
for the deferral has been entered into be-
fore the first day of the month in which the
compensation to be deferred under the
agreement would otherwise be paid or
made available, and any modification or
revocation of such an agreement may not
become effective before the first day of
the month following the month in which
the modification or revocation occurs.
However, a new employee may defer
compensation in the first calendar month
of employment if an agreement providing
for the deferral is entered into on or before
the first day the participant performs ser-
vices for the eligible employer. An eligi-
ble plan may provide that if a participant
enters into an agreement providing for
deferral by salary reduction under the
plan, the agreement will remain in effect
until the participant revokes or alters the
terms of the agreement. Nonelective em-
ployer contributions to an eligible plan are
not subject to the timing rules for salary
reduction agreements described in this
paragraph (b)(1).

(2) Designated Roth contributions in
plans maintained by eligible governmen-
tal employers—(i) Elections. An election
by a participant to make a designated Roth
contribution (as defined in section
402A(c)(1)) to an eligible governmental
plan in lieu of all or a portion of the
amount that the participant could elect to
contribute to the plan on a pre-tax basis
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must be irrevocably designated as an elec-
tive deferral that is not excludable from
gross income in accordance with the tim-
ing rules under paragraph (b)(1) of this
section. Designated Roth contributions
are treated the same as pre-tax contribu-
tions for purposes of §§ 1.457–1 through
1.457-10, except as otherwise specifically
provided in those sections.

(ii) Separate accounting. Contributions
and withdrawals of a participant’s desig-
nated Roth contributions must be credited
and debited to a designated Roth account
maintained for the participant, and the
plan must maintain a record of the partic-
ipant’s investment in the contract (that is,
designated Roth contributions that have
not been distributed) with respect to the
participant’s designated Roth account. In
addition, gains, losses, and other credits or
charges must be separately allocated on a
reasonable and consistent basis to the des-
ignated Roth account and other accounts
under the plan. However, forfeitures may
not be allocated to the designated Roth
account, and no contributions other than
designated Roth contributions and roll-
over contributions described in section
402A(c)(3)(B) may be allocated to such
account. The separate accounting require-
ment described in this paragraph applies
to a plan at the time a designated Roth
contribution is contributed to the plan and
continues to apply until all designated
Roth contributions (and the earnings at-
tributable thereto) are distributed from the
plan. See A-13 of § 1.402A–1 for addi-
tional requirements for separate account-
ing.

* * * * *
(e) * * *
(1) * * * Thus, an excess deferral is

includible in gross income when deferred
or, if later, when the excess deferral first
ceases to be subject to a substantial risk of
forfeiture, under the rules described in
§ 1.457–12(e).

* * * * *
Par. 5. Section 1.457–6 is amended by

revising the first sentence of paragraph
(b)(1) to read as follows:

§ 1.457–6 Timing of distributions under
eligible plans.

* * * * *
(b) * * *

(1) * * * An employee has a severance
from employment with the eligible em-
ployer if the employee dies, retires, or
otherwise has a severance from employ-
ment (including as described in section
414(u)(12)(B)) with the eligible em-
ployer.* * *

* * * * *
Par. 6. Section 1.457–7 is amended by

revising paragraph (b)(1), redesignating
paragraph (b)(4) as (b)(5), and adding a
new paragraph (b)(4) to read as follows:

§ 1.457–7 Taxation of Distributions
under Eligible Plans.

* * * * *
(b) * * *
(1) Amounts included in gross income

in year paid under an eligible governmen-
tal plan. Except as provided in paragraphs
(b)(2), (3), and (4) of this section (or in
§ 1.457–10(c) relating to payments to a
spouse or former spouse pursuant to a
qualified domestic relations order),
amounts deferred under an eligible gov-
ernmental plan are includible in the gross
income of a participant or beneficiary for
the taxable year in which paid to the par-
ticipant or beneficiary under the plan. Dis-
tributions from designated Roth accounts
are excludable from gross income to the
extent provided in section 402A and
§§ 1.402A–1 and 1.402A–2.

* * * * *
(4) Certain amounts from an eligible

governmental plan not in excess of the
amount paid for qualified health insur-
ance premiums. Amounts paid to a partic-
ipant who is an eligible retired public
safety officer from an eligible governmen-
tal plan are excludible from gross income
to the extent provided in section 402(l).

* * * * *
Par. 7. Section 1.457–9 is amended by

revising the third sentence of paragraph
(a) and the last sentence of paragraph (b)
to read as follows:

§ 1.457–9 Effect on eligible plans when
not administered in accordance with
eligibility requirements.

(a) * * * If a plan ceases to be an
eligible governmental plan, amounts sub-
sequently deferred by participants are in-
cludible in gross income when deferred,

or, if later, when the amounts deferred
first cease to be subject to a substantial
risk of forfeiture, under the rules de-
scribed in § 1.457–12(e). * * *

(b) * * * See § 1.457–12 for rules
regarding the treatment of an ineligible
plan.

§ 1.457–10 [Amended]

Par. 8. Section 1.457–10 is amended by
removing the language “§ 1.457–11”
wherever it appears in paragraphs
(a)(2)(i), (a)(3) Example 2 (ii), (c)(2) Ex-
ample 1 (ii) and Example 2 (ii) and adding
the language “§ 1.457–12” in its place.

§§ 1.457–11 and 1.457–12
[Redesignated as §§ 1.457–12 and
1.457–13]

Par. 9. Redesignate §§ 1.457–11 and
1.457–12 as §§ 1.457–12 and 1.457–13,
respectively.

Par. 10. Add a new § 1.457–11 to read
as follows:

§ 1.457–11 Exclusions and exceptions
for certain plans.

(a) In general. The plans described in
paragraphs (b) and (c) of this section ei-
ther are not subject to section 457 or are
treated as not providing for a deferral of com-
pensation for purposes of section 457, and,
accordingly, the provisions of §§ 1.457–3
through 1.457–10 and 1.457–12(a) do not ap-
ply to these plans.

(b) Plans not subject to section 457.
The following plans are not subject to
section 457:

(1) Any plan satisfying the conditions
in section 1107(c)(4) of the Tax Reform
Act of 1986, Public Law 99–514 (100
Stat. 2494) (TRA ’86) (relating to certain
plans for State judges);

(2) Any of the following plans (to
which specific transitional statutory exclu-
sions apply):

(i) A plan of a tax-exempt entity in
existence prior to January 1, 1987, if the
conditions of section 1107(c)(3)(B) of the
TRA ’86, as amended by section
1011(e)(6) of the Technical and Miscella-
neous Revenue Act of 1988, Public Law
100–647 (102 Stat. 3342) (TAMRA), are
satisfied (see § 1.457–2(b)(4) for a differ-
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ent rule that may apply to the annual de-
ferrals permitted under this type of plan);

(ii) A collectively bargained nonelec-
tive deferred compensation plan in effect
on December 31, 1987, if the conditions
of section 6064(d)(2) of TAMRA are sat-
isfied;

(iii) Amounts deferred under plans de-
scribed in section 6064(d)(3) of TAMRA
(relating to amounts deferred under cer-
tain nonelective deferred compensation
plans in effect before 1989); and

(iv) Any plan satisfying the conditions
in section 1107(c)(4) and (5) of TRA ’86
(relating to certain plans for certain indi-
viduals with respect to which the IRS is-
sued guidance before 1977); and

(3) Any plan described in section
457(e)(12) that provides only nonelective
deferred compensation attributable to ser-
vices not performed as an employee (for
example, a plan providing nonelective de-
ferred compensation attributable to ser-
vices performed by independent contrac-
tors). For this purpose, deferred
compensation is nonelective only if all
individuals, other than those who have not
satisfied any applicable initial service re-
quirement, with the same relationship to
the payor are covered under the same plan
with no individual variations or options
under the plan.

(c) Plans treated as not providing for a
deferral of compensation. The following
plans are treated as not providing for a
deferral of compensation for purposes of
section 457, §§ 1.457–1 through 1.457–10,
and § 1.457–12:

(1) A bona fide vacation leave, sick
leave, compensatory time, severance pay,
disability pay, or death benefit plan, as
described in section 457(e)(11)(A)(i) (see
paragraph (d) of this section for the defi-
nition of a bona fide severance pay plan,
paragraph (e) of this section for the defi-
nitions of a bona fide death benefit plan
and a bona fide disability pay plan, and
paragraph (f) of this section for the re-
quirements for a bona fide sick or vacation
leave plan); and

(2) A plan described in section
457(e)(11)(A)(ii) paying solely length of
service awards that are based on service
accrued after December 31,1996, to bona
fide volunteers (and their beneficiaries) on
account of qualified services performed
by those volunteers.

(d) Definition of bona fide severance
pay plan—(1) In general. A bona fide
severance pay plan is an arrangement that
meets the following requirements:

(i) Except as provided in paragraph
(d)(3) of this section, benefits are payable
only upon involuntary severance from
employment, as defined in paragraph
(d)(2) of this section (see § 1.457–6(b) for
the meaning of severance from employ-
ment);

(ii) The amount payable does not ex-
ceed two times the participant’s annual-
ized compensation based upon the annual
rate of pay for services provided to the
eligible employer for the calendar year
preceding the calendar year in which the
participant has a severance from employ-
ment with the eligible employer (or the
current calendar year if the participant had
no compensation for services provided to
the eligible employer in the preceding cal-
endar year), adjusted for any increase dur-
ing the year used to measure the rate of
pay that was expected to continue indefi-
nitely if the participant had not had a
severance from employment; and

(iii) The entire severance benefit must
be paid to the participant no later than the
last day of the second calendar year fol-
lowing the calendar year in which the
severance from employment occurs, pur-
suant to a requirement contained in a writ-
ten plan document.

(2) Involuntary severance from em-
ployment—(i) In general. For purposes of
paragraph (d)(1)(i) of this section, an in-
voluntary severance from employment
means a severance from employment due
to the independent exercise of the eligible
employer’s unilateral authority to termi-
nate the participant’s services, other than
due to the participant’s implicit or explicit
request, if the participant was willing and
able to continue performing services. An
involuntary severance from employment
may include an eligible employer’s failure
to renew a contract at the time the contract
expires, provided that the employee was
willing and able to execute a new contract
providing terms and conditions substan-
tially similar to those in the expiring con-
tract and to continue providing such ser-
vices. The determination of whether a
severance from employment is involun-
tary is based on all the facts and circum-
stances without regard to any character-

ization of the reason for the payment by
the employer or participant.

(ii) Severance from employment for
good reason—(A) In general. Notwith-
standing paragraph (d)(2)(i) of this sec-
tion, a participant’s voluntary severance
from employment will be treated as an
involuntary severance from employment,
for purposes of paragraph (d)(1)(i) of this
section, if the severance occurs under cer-
tain bona fide conditions that are pre-
specified in writing (referred to herein as a
severance from employment for good rea-
son), provided that the avoidance of
the requirements of section 457 is not the
primary purpose of the inclusion of the
conditions or of the actions by the em-
ployer in connection with the satisfaction
of the conditions, and a voluntary sever-
ance from employment under such condi-
tions effectively constitutes an involun-
tary severance from employment.
Notwithstanding the previous sentence,
once the bona fide conditions have been
established, the elimination of one or more
of the conditions may result in the extension
of a substantial risk of forfeiture, the recog-
nition of which would be subject to the rules
discussed in § 1.457–12(e)(2).

(B) Material negative change required.
A severance from employment for good
reason will be treated as an involuntary
severance from employment only if the
relevant facts and circumstances demon-
strate that it was the result of unilateral
employer action that caused a material
negative change to the participant’s rela-
tionship with the eligible employer. Some
factors that may provide evidence of such
a material negative change include a ma-
terial reduction in the duties to be per-
formed, a material negative change in the
conditions under which the duties are to
be performed, or a material reduction in
the compensation to be received for per-
forming such services. Other factors to be
considered in determining whether a sev-
erance from employment due to good rea-
son will be treated as an involuntary sev-
erance from employment include the
extent to which the payments upon a sev-
erance from employment for good reason
are in the same amount and made at the
same time and in the same form as pay-
ments that would be made upon an actual
involuntary severance from employment,
and whether the employee is required to
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give the employer notice of the existence
of the condition that would result in the
treatment of a severance from employ-
ment as being for good reason and a
reasonable opportunity to remedy the
condition.

(C) Safe harbor. The requirements of
paragraph (d)(2)(ii)(B) of this section are
deemed to be satisfied if a severance from
employment occurs under the conditions
described in paragraph (d)(2)(ii)(C)(1) of
this section, those conditions are specified
in writing by the time the legally binding
right to the payment arises, and the plan
also satisfies the requirements in para-
graphs (d)(2)(ii)(C)(2) and (3) of this
section.

(1) The severance from employment
occurs during a limited period of time not
to exceed two years following the initial
existence of one or more of the following
conditions arising without the consent of
the participant:

(i) A material diminution in the partic-
ipant’s base compensation;

(ii) A material diminution in the par-
ticipant’s authority, duties, or responsibil-
ities;

(iii) A material diminution in the au-
thority, duties, or responsibilities of the
supervisor to whom the participant is re-
quired to report, including a requirement
that a participant report to a corporate
officer or employee instead of reporting
directly to the board of directors (or sim-
ilar governing body) of an organization;

(iv) A material diminution in the bud-
get over which the participant retains au-
thority;

(v) A material change in the geo-
graphic location at which the participant
must perform services; or

(vi) Any other action or inaction that
constitutes a material breach by the eligi-
ble employer of the agreement under
which the participant provides services.

(2) The amount, time, and form of pay-
ment upon the severance from employ-
ment is substantially the same as the
amount, time, and form of payment that
would have been made upon an actual
involuntary severance from employment,
to the extent such right to payment exists.

(3) The participant is required to pro-
vide notice to the eligible employer of the
existence of the applicable condition(s)
described in paragraph (d)(2)(ii)(C)(1) of

this section within a period not to exceed
90 days after the initial existence of the
condition(s), upon the notice of which, the
employer must be provided a period of at
least 30 days during which it may remedy
the condition(s) and not be required to pay
the amount.

(3) Window programs. The require-
ment in paragraph (d)(1)(i) of this section
that benefits be payable only upon invol-
untary severance from employment does
not apply to a bona fide severance pay
plan that provides benefits upon a sever-
ance from employment pursuant to a win-
dow program. For this purpose, a window
program means a program established by
an employer to provide separation pay in
connection with an impending severance
from employment, if the program is made
available by the employer for a limited
period of time (typically no longer than 12
months) to participants who have a sever-
ance from employment during that period
or to participants who have a severance
from employment during that period un-
der specified circumstances. A program is
not considered a window program for pur-
poses of this paragraph if it is part of a
pattern of multiple similar programs that,
if offered as a single program, would not
be a window program under this para-
graph. Whether multiple programs consti-
tute a pattern of similar programs is de-
termined based on the relevant facts and
circumstances. Although no one factor is
determinative, relevant factors include
whether the benefits are on account of a
specific reduction in workforce (or some
other entity-related operational condi-
tion), the degree to which the separation
pay relates to an event or condition, and
whether the event or condition is tempo-
rary or discrete or is a permanent aspect of
the employer’s practices.

(4) Voluntary early retirement incen-
tive plans—(i) In general. Notwithstand-
ing paragraph (d)(1) of this section, an
applicable voluntary early retirement in-
centive plan (as defined in section
457(e)(11)(D)(ii)) is treated as a bona fide
severance pay plan for purposes of this
section with respect to payments or sup-
plements made as an early retirement ben-
efit, a retirement-type subsidy, or an early
retirement benefit described in the last
sentence of section 411(a)(9), if the pay-
ments or supplements are made in coordi-

nation with a defined benefit pension plan
that is qualified under section 401(a)
maintained by an eligible employer de-
scribed in section 457(e)(1)(A) or by an
education association described in section
457(e)(11)(D)(ii)(II). See section 1104(d)(4)
of the Pension Protection Act of 2006,
Public Law 109–280 (120 Stat. 780), re-
garding the application of the Internal
Revenue Code and certain other laws to
any plan, arrangement, or conduct to
which section 457(e)(11)(D) does not
apply.

(ii) Definitions. The definitions in
§ 1.411(d)–3(g)(6)(i) and (iv) apply for
purposes of determining whether pay-
ments or supplements are an early retire-
ment benefit or a retirement-type subsidy,
and the definition in § 1.411(a)–7(c)(4)
applies for purposes of determining
whether payments or supplements are an
early retirement benefit described in the
last sentence of section 411(a)(9).

(e) Bona fide death benefit or disability
pay plans—(1) Bona fide death benefit
plan. For purposes of section
457(e)(11)(A)(i) and this section, a bona
fide death benefit plan is a plan providing
death benefits as defined in
§ 31.3121(v)(2)–1(b)(4)(iv)(C) of this
chapter, provided that, for purposes of this
paragraph (e)(1), the death benefits may
be provided through insurance and the
lifetime benefits payable under the plan
are not treated as including the value of
any term life insurance coverage provided
under the plan that is includible in gross
income.

(2) Bona fide disability pay plan. For
purposes of section 457(e)(11)(A)(i) and
this section, a bona fide disability pay plan
is a plan that pays benefits (whether or not
insured) only in the event that a partici-
pant is disabled, provided that, for pur-
poses of this paragraph (e)(2), the value of
any disability insurance coverage pro-
vided under the plan that is included in
gross income is disregarded. For this pur-
pose, a participant is considered disabled
only if the participant meets one of the
following conditions:

(i) The participant is unable to engage
in any substantial gainful activity by rea-
son of any medically determinable physi-
cal or mental impairment that can be ex-
pected to result in death or last for a
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continuous period of not less than 12
months;

(ii) The participant is, by reason of any
medically determinable physical or men-
tal impairment that can be expected to
result in death or last for a continuous
period of not less than 12 months, receiv-
ing income replacement benefits for a pe-
riod of not less than three months under an
accident and health plan covering employ-
ees of the eligible employer; or

(iii) The participant is determined to be
totally disabled by the Social Security Ad-
ministration or Railroad Retirement
Board.

(f) Bona fide sick and vacation leave
plans—(1) In general. For purposes of
section 457(e)(11)(A)(i) and this section,
the determination of whether a sick or
vacation leave plan is a bona fide sick or
vacation leave plan is made based on the
relevant facts and circumstances. In gen-
eral, a plan is treated as a bona fide sick or
vacation leave plan, and not an arrange-
ment to defer compensation, if the facts
and circumstances demonstrate that the
primary purpose of the plan is to provide
participants with paid time off from work
because of sickness, vacation, or other
personal reasons. Factors used in deter-
mining whether a plan is a bona fide sick
or vacation leave plan include whether the
amount of leave provided could reason-
ably be expected to be used in the normal
course by an employee (before the em-
ployee ceases to provide services to the
eligible employer) absent unusual circum-
stances, the ability to exchange unused
accumulated leave for cash or other ben-
efits (including nontaxable benefits and
the use of leave to postpone the date of
termination of employment), the applica-
ble restraints (if any) on the ability to
accumulate unused leave and carry it for-
ward to subsequent years in circumstances
in which the accumulated leave may be
exchanged for cash or other benefits, the
amount and frequency of any in-service
distributions of cash or other benefits of-
fered in exchange for accumulated and
unused leave, whether any payment of
unused leave is made promptly upon sev-
erance from employment (or instead is
paid over a period after severance from
employment), and whether the program
(or a particular feature of the program) is

available only to a limited number of em-
ployees.

(2) Delegation of authority to Commis-
sioner. The Commissioner may provide
additional rules regarding the require-
ments of a bona fide sick or vacation leave
plan under section 457, in revenue rulings,
notices, or other guidance published in the
Internal Revenue Bulletin (see
§ 601.601(d)(2)(ii)(b) of this chapter), as
the Commissioner determines to be nec-
essary or appropriate.

Par. 11. Newly-designated § 1.457–12
is revised to read as follows:

§ 1.457–12 Tax treatment of participants
if plan is not an eligible plan.

(a) Tax treatment of an ineligible plan
under section 457(f)—(1) In general. Pur-
suant to section 457(f)(1), if an eligible
employer provides for a deferral of com-
pensation under an ineligible plan,
amounts will be included in income in
accordance with paragraphs (a)(2)
through (4) of this section, except as oth-
erwise provided in this paragraph (a) or
paragraph (b) of this section. See
§ 1.457–11 for plans that are not subject to
section 457 or are not treated as providing
for a deferral of compensation for pur-
poses of section 457.

(2) Income inclusion. The present
value of compensation deferred under an
ineligible plan is includible in the gross
income of a participant or beneficiary un-
der section 457(f) on the applicable date.
For this purpose, the applicable date is the
later of the first date on which there is a
legally binding right to the compensation
or, if the compensation is subject to a
substantial risk of forfeiture, the first date
on which the substantial risk of forfeiture
(within the meaning of section
457(f)(3)(B) and paragraph (e) of this sec-
tion) lapses. Paragraph (c) of this section
provides rules for determining the present
value of the compensation deferred under
the plan, including a requirement that the
amount of compensation deferred under
an ineligible plan as of an applicable date
includes any earnings on the compensa-
tion as of that date.

(3) Treatment of earnings after income
inclusion. Earnings credited on compen-
sation deferred under an ineligible plan
after the date on which the compensation

is includible in gross income under sec-
tion 457(f)(1) pursuant to paragraph (a)(2)
of this section are includible in the gross
income of a participant or beneficiary
when paid or made available to the par-
ticipant or beneficiary.

(4) Income inclusion when compensa-
tion is paid or made available. Amounts
paid or made available to a participant or
beneficiary under an ineligible plan are
includible in the gross income of the par-
ticipant or beneficiary under section 72,
relating to annuities. For this purpose, an
amount is paid or made available if there
is actual or constructive receipt (within
the meaning of § 1.451–2) of any taxable
or nontaxable benefit, including a transfer
of cash, a transfer of property includible in
income under section 83, any other event
that results in the inclusion in income un-
der the economic benefit doctrine, a con-
tribution to (or transfer or creation of a
beneficial interest in) a trust described in
section 402(b) at a time when contribu-
tions to the trust are includible in income
under section 402(b), or inclusion of an
amount in income under section 457A. An
amount is also paid or made available for
this purpose if there is a transfer, cancel-
lation, or reduction of an amount of de-
ferred compensation in exchange for ben-
efits under a welfare benefit plan, a fringe
benefit excludible under section 119 or
section 132, or any other benefit that is
excludible from gross income.

(5) Investment in the contract. For pur-
poses of applying section 72 to amounts
that are paid or made available as de-
scribed in paragraph (a)(4) of this section,
a participant is treated as having an invest-
ment in the contract to the extent that
compensation has been included in gross
income by the participant in accordance
with paragraph (a)(2) of this section. An
amount is treated as included in income
for a taxable year only to the extent that
the amount was properly includible in in-
come and the participant actually included
the amount in income (including on an
original or amended federal income tax
return or as a result of an IRS examination
or a final decision of a court of competent
jurisdiction).

(b) Exceptions—(1) In general. Sec-
tion 457(f)(1) and paragraph (a) of this
section do not apply to a plan or a portion
of a plan described in this paragraph (b).
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The determination of whether a plan or a
portion of a plan is described in this para-
graph (b) is made as of the date on which
the legally binding right to an amount
arises. However, a plan or portion of a
plan will cease to be a plan that is de-
scribed in this paragraph (b) on the first
date that it no longer meets the require-
ments described in this paragraph (b).

(2) Certain retirement plans. Annuity
plans and contracts described in section
403 and plans described in section 401(a)
are not subject to the provisions of section
457(f)(1) and paragraph (a) of this section.

(3) Section 402(b) trusts—(i) Section
402(b). The portion of a plan that consists
of a trust to which section 402(b) applies
is not subject to the provisions of section
457(f)(1) and paragraph (a) of this section.

(ii) Example. The provisions of this
paragraph (b)(3) are illustrated in the fol-
lowing example:

Example. (i) Facts. On October 1, 2017, an eli-
gible employer establishes an ineligible plan cover-
ing only one participant (a highly compensated em-
ployee under section 414(q)) under which the
participant obtains an unconditional right to be paid
$150,000 (plus interest at a specified reasonable rate)
on October 1, 2021. As part of the plan, the employer
simultaneously establishes a trust described in sec-
tion 402(b) in the United States for the sole benefit of
the participant. Under the terms of the plan and trust,
the assets of the trust are also payable to the partic-
ipant on October 1, 2021, and the amount that the
employer is otherwise obligated to pay under the
plan will be reduced (offset) by the amount paid to
the participant from the trust. Section 402(b)(4) ap-
plies to the trust, and the trust has assets of $98,000
on October 1, 2017 and $100,000 on December 31,
2017.

(ii) Conclusion. Section 457(f) and this section
apply only to the portion of the plan that is not
funded through the section 402(b) trust. Thus, the
participant has income under section 457(f) equal to
the present value of the portion of the compensation
deferred under the plan that is not funded through the
section 402(b) trust on the date on which there is a
legally binding right to the compensation (October 1,
2017). This present value is equal to $52,000
($150,000 - $98,000), which is included in the par-
ticipant’s gross income on October 1, 2017. The
participant must also include $100,000 in gross in-
come on December 31, 2017 pursuant to section
402(b)(4)(A).

(4) Qualified governmental excess ben-
efit arrangements under section 415(m). A
qualified governmental excess benefit ar-
rangement described in section 415(m) is
not subject to the provisions of section
457(f)(1) and paragraph (a) of this section.

(5) Nonqualified annuities under sec-
tion 403(c)—(i) Section 403(c) annuities.

The portion of a plan in which premiums
are paid by an employer for an annuity
contract to which section 403(c) applies is
not subject to the provisions of section
457(f)(1) and paragraph (a) of this section.

(ii) Examples. The provisions of this
paragraph (b)(5) are illustrated by the fol-
lowing examples:

Example 1. (i) Facts. A tax-exempt entity pays a
premium for an annuity contract (described in sec-
tion 403(c)) for the benefit of a participant. The
annuity contract has a value of $135,000, and the
participant is substantially vested (as defined in
§ 1.83–3(b)) at the time the premium is paid. The
participant includes the full value ($135,000) in in-
come under section 403(c) in the year the employer
pays the premium.

(ii) Conclusion. Although the participant has a
legally binding right to payments under the annuity
contract that will be made in a subsequent taxable
year, the participant’s interest in the annuity contract
is not subject to section 457(f)(1) and paragraph (a)
of this section.

Example 2. (i) Facts. The facts are the same as in
Example 1 of this paragraph (b)(5), except the par-
ticipant’s rights in the annuity contract are not sub-
stantially vested (as defined in § 1.83–3(b)) at the
time the premium is paid and do not become sub-
stantially vested until a future taxable year. The
participant does not include the full value of the
contract in income under section 403(c) in the year
the employer pays the premium.

(ii) Conclusion. Neither the payment of the pre-
mium nor the participant’s interest in the annuity
contract is subject to section 457(f)(1) or paragraph
(a) of this section.

(6) Transfer of property under section
83—(i) Section 83. The portion of a plan
that consists of a transfer of property to
which section 83 applies is not subject to
the provisions of section 457(f)(1) and
paragraph (a) of this section. Specifically,
section 457(f)(1) and paragraph (a) of this
section do not apply if, on or before the
first date on which compensation deferred
under a plan is not subject to a substantial
risk of forfeiture (within the meaning of
section 457(f)(3)(B) and paragraph (e) of
this section), the amount is paid through a
transfer of property described in section
83. However, section 457(f)(1) and para-
graph (a) of this section do apply if the
first date on which compensation deferred
under a plan is not subject to a substantial
risk of forfeiture (as defined in section
457(f)(3)(B) and paragraph (e) of this sec-
tion) precedes the date on which the
amount is paid through a transfer of prop-
erty described in section 83. If deferred
compensation payable in property is in-
cludible in gross income under section
457(f)(1)(A), then, as provided in section

72, the amount includible in gross income
when that property is later transferred or
made available to the participant or bene-
ficiary is the excess of the value of the
property at that time over the amount pre-
viously included in gross income under
section 457(f)(1)(A).

(ii) Examples. The provisions of this
paragraph (b)(6) are illustrated by the fol-
lowing examples:

Example 1. (i) Facts. On December 1, 2017, an
eligible employer agrees to transfer property that is
substantially vested (within the meaning of § 1.83–
3(b)) and has a fair market value equal to a specified
dollar amount, to a participant on January 15, 2020.
The participant’s rights under the agreement are not
subject to a substantial risk of forfeiture (within the
meaning of section 457(f)(3)(B) and paragraph (e) of
this section).

(ii) Conclusion. Because there is no substantial
risk of forfeiture (within the meaning of section
457(f)(3)(B) and paragraph (e) of this section) with
respect to the agreement to transfer property in 2020,
the present value of the amount on the applicable
date (December 1, 2017) is includible in the partic-
ipant’s gross income under section 457(f)(1)(A). Un-
der paragraph (a)(4) of this section, when the sub-
stantially vested property is transferred to the
participant on January 15, 2020, the amount includ-
ible in the participant’s gross income is equal to the
excess of the fair market value of the property on
that date over the amount that was included in gross
income for 2017.

Example 2. (i) Facts. Under a bonus plan, an
eligible employer agrees in 2021 to transfer property
that is substantially nonvested (within the meaning
of § 1.83–3(b)) to Participants A and B in 2023 if
they are continuously employed by the eligible em-
ployer through the date of the transfer (which con-
dition constitutes a substantial risk of forfeiture
within the meaning of section 457(f)(3)(B) and para-
graph (e) of this section). In 2023, the eligible em-
ployer transfers the property to Participants A and B,
subject to a substantial risk of forfeiture (within the
meaning of § 1.83–3(c)), that lapses in 2025. Partic-
ipant A makes a timely election to include the fair
market value of the property in gross income
under section 83(b). Participant B does not make
this election.

(ii) Conclusion. The compensation deferred for
both Participants A and B is not subject to section
457(f)(1) or paragraph (a) of this section because
section 83 applies to the transfer of property on or
before the date on which the property is not subject
to a substantial risk of forfeiture (within the meaning
of section 457(f)(3)(B) and paragraph (e) of this
section). Because of the section 83(b) election, Par-
ticipant A includes the fair market value of the
property (disregarding lapse restrictions) in gross
income for 2023 under section 83(b)(1). Participant
B includes the value of the property in gross income
when the substantial risk of forfeiture lapses in 2025
under section 83(a).

(7) Applicable employment retention
plan. The portion of a plan that is an
applicable employment retention plan as
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described in section 457(f)(4) with respect
to any participant is not subject to the
provisions of section 457(f)(1) and para-
graph (a) of this section. See also section
1104(d)(4) of the Pension Protection Act
of 2006, Public Law 109–280 (120 Stat.
780), regarding the application of the In-
ternal Revenue Code and certain other
laws to any plan, arrangement, or con-
duct to which section 457(f)(2)(F) does
not apply.

(c) Amount included in income—(1)
Calculation of present value—(i) In gen-
eral. Except as otherwise provided in this
paragraph (c), the present value of com-
pensation deferred under an ineligible
plan as of an applicable date equals the
present value of the future payments to
which the participant has a legally binding
right (as described in paragraph (d) of this
section). For this purpose, present value is
determined in accordance with the provi-
sions of this paragraph (c)(1)(i) by multi-
plying the amount of a payment (or the
amount of each payment in a series of
payments) by the probability that any con-
dition or conditions on which the payment
is contingent will be satisfied and dis-
counting the amount using an assumed
rate of interest to reflect the time value of
money.

(ii) Actuarial assumptions—(A) In
general—(1) Reasonable actuarial as-
sumptions. For purposes of paragraph
(c)(1)(i) of this section, present value is
determined using actuarial assumptions
and methods that, based on all of the facts
and circumstances, are reasonable as of
the applicable date, including an interest
rate that is reasonable as of that date and
other assumptions necessary to determine
the present value (without regard to
whether the present value of the compen-
sation deferred under the plan is reason-
ably ascertainable as described in
§ 31.3121(v)(2)–1(e)(4)(i)(B) of this
chapter).

(2) Probability of death before the pay-
ment of benefits. For purposes of para-
graph (c)(1)(i) of this section, the proba-
bility that a participant will die before a
payment is made is permitted to be taken
into account only to the extent that the
payment is forfeitable upon death.

(3) Probability that the payment will
not be made. For purposes of paragraph
(c)(1)(i) of this section, the probability

that payments will not be made (or will be
reduced) because of the unfunded status
of a plan, the risk associated with any
deemed or actual investment of compen-
sation deferred under the plan, the risk
that the eligible employer or another party
will be unwilling or unable to pay, the
possibility of future plan amendments, the
possibility of a future change in the law,
or similar risks or contingencies are not
taken into account.

(B) Payments made in foreign cur-
rency. The rules in § 1.409A– 4(b)(2)(i)
apply for purposes of determining
the treatment of payments in foreign
currency.

(C) Treatment of payment triggers
based upon events—(1) In general. Ex-
cept as provided in paragraph
(c)(1)(ii)(C)(2) of this section, the rules in
§ 1.409A–4(b)(2)(vii) apply for purposes
of determining the treatment of payment
triggers based upon events.

(2) Treatment of severance from em-
ployment. If the date on which a payment
will be made depends on the date the
participant has a severance from employ-
ment (as described in § 1.457–6(b)) and
the participant has not had a severance
from employment by the applicable date,
then for purposes of paragraph
(c)(1)(ii)(A)(1) of this section, the sever-
ance from employment may be treated as
occurring on any date that is not later than
the fifth anniversary of the applicable
date, unless this assumption would be un-
reasonable under the facts and circum-
stances.

(iii) Unreasonable assumptions. If any
actuarial assumption or method used to
determine the present value of compensa-
tion deferred under the plan is not reason-
able, as determined by the Commissioner,
then the Commissioner will determine the
present value using actuarial assumptions
and methods that the Commissioner deter-
mines to be reasonable, including the AFR
and the applicable mortality table under
section 417(e)(3)(B) as of the applicable
date. For purposes of this section, AFR
means the mid-term applicable federal
rate (as defined pursuant to section
1274(d)) for January 1 of the relevant
calendar year, compounded annually.

(iv) Account balance plans—(A) In
general. To the extent benefits are pro-
vided under an account balance plan, as

defined in § 31.3121(v)(2)–1(c)(1)(ii) and
(iii) of this chapter, to which earnings (or
losses, if applicable) are credited at least
annually, the present value of compensa-
tion deferred under the plan as of an ap-
plicable date is the amount credited to the
participant’s account, including both the
principal amount credited to the account
and any earnings or losses attributable to
the principal amount that have been cred-
ited to the account, as of that date.

(B) Unreasonable rates of return. This
paragraph (c)(1)(iv)(B) applies to an ac-
count balance plan under which the in-
come credited is based on neither a pre-
determined actual investment, within the
meaning of § 31.3121(v)(2)–1(d)(2)(i)(B)
of this chapter, nor a rate of interest that is
reasonable, within the meaning of
§ 31.3121(v)(2)–1(d)(2)(i)(C) of this
chapter, as determined by the Commis-
sioner. The present value of compensation
deferred under that type of plan as of an
applicable date is equal to the amount
credited to the participant’s account as of
that date, plus the present value of the
excess (if any) of the earnings to be cred-
ited under the plan over the earnings that
would be credited through the projected
payment date using a reasonable rate of
interest. If the present value of compensa-
tion deferred under the plan is not deter-
mined and is not taken into account by the
taxpayer in this manner, the present value
of the compensation deferred under the
plan will be treated as equal to the amount
credited to the participant’s account as of
the applicable date, plus the present value
of the excess (if any) of the earnings to be
credited under the plan through the pro-
jected payment date over the earnings that
would be credited using the AFR.

(C) Combinations of predetermined
actual investments or interest rates. If the
amount of earnings or losses credited un-
der an account balance plan is based on
the greater of two or more rates of return
(each of which would be a predetermined
actual investment or a reasonable interest
rate if the earnings or losses credited were
based on only one of those 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 as of
the applicable date and the present value
(determined under paragraph (c)(1)(i) of
this section) of the right to future earnings.
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(D) Examples. The following examples
illustrate the provisions of paragraphs
(c)(1)(i) through (iv) of this section. For
purposes of these examples, assume that
the arrangements are either not subject to
section 409A or 457A or otherwise com-
ply with the requirements of those provi-
sions, and that the parties are not under
examination for any of the tax years in
question.

Example 1. (i) Facts. On October 1, 2017, an
eligible employer agrees to pay $100,000 to a par-
ticipant on January 1, 2024, if the participant is alive
on that date. The employer determines that the Oc-
tober 1, 2017 present value of that payment is
$75,000 based on the second segment rate used for
purposes of section 417(e)(3)(C) on October 1, 2017,
and using the mortality table applicable under sec-
tion 417(e)(3)(B) on October 1, 2017.

(ii) Conclusion. The present value has been de-
termined in accordance with paragraph (c)(1)(i) of
this section.

Example 2. (i) Facts. On October 1, 2018, an
eligible employer agrees to pay $100,000 to a par-
ticipant at severance from employment. The assump-
tions that the employer uses to determine the present
value are that the participant will have a severance
from employment on October 1, 2023 (the fifth an-
niversary of the date the participant obtains the right
to the payment in accordance with paragraph
(c)(1)(ii)(C)(2) of this section) and that the present
value will be determined using a rate of 4.5% com-
pounded monthly.

(ii) Conclusion. Assuming, solely for purposes of
this example, that the employer’s severance from
employment date and interest rate assumptions are
reasonable, the value included in income on the
applicable date (October 1, 2018) is $79,885.

Example 3. (i) Facts. On October 1, 2017, an
eligible employer agrees to pay $100,000 to a par-
ticipant at severance from employment, but no pay-
ment will be made if the severance from employ-
ment occurs on or after October 1, 2021.

(ii) Conclusion. Although paragraph
(c)(1)(ii)(C)(2) of this section provides that for pur-
poses of determining when a payment will be made,
severance may be treated as if it occurred on the fifth
anniversary of the applicable date, that assumption
would be unreasonable under these facts and circum-
stances and would not be permitted under paragraph
(c)(1)(ii)(C)(2) of this section. Accordingly, for pur-
poses of determining the present value, an assump-
tion that severance from employment would occur
after September 30, 2021 would be unreasonable.

Example 4. (i) Facts. An eligible employer main-
tains a supplemental executive retirement plan that
provides a subsidized early retirement benefit pay-
able to participants between age 60 and 65. A 60
year old participant becomes vested in the right to
the subsidized early retirement benefit on December
31, 2017.

(ii) Conclusion. The assumption under paragraph
(c)(1)(ii)(C)(2) of this section would not be permit-
ted for purposes of determining the amount to be
included in income because the nature of the subsi-
dized early retirement benefit causes it to decline in

value until it becomes worthless upon attainment of
age 65. In other words, the value of the subsidized
early retirement benefit using the assumption permit-
ted in paragraph (c)(1)(ii)(C)(2) of this section
would result in a value of $0 and would be unrea-
sonable under the facts and circumstances.

Example 5. (i) Facts. On October 1, 2017, an
eligible employer agrees to provide compensation to
an employee for prior services in an amount equal to
$100,000, plus interest at a reasonable rate, with
payment to be made at the time of the employee’s
severance from employment. The participant’s right
to the compensation is not subject to a substantial
risk of forfeiture at any time.

(ii) Conclusion. Because the agreement provides
for a reasonable rate of interest, the amount included
in income on the applicable date (October 1, 2017) is
$100,000.

Example 6. (i) Facts. The facts are the same as in
Example 5 of this paragraph (c)(1)(iv)(D), except
that the right is subject to a requirement that the
participant continue to provide substantial services
for three additional years (which constitutes a sub-
stantial risk of forfeiture as described in paragraph
(e) of this section). On October 1, 2020, when the
substantial risk of forfeiture lapses, the account bal-
ance is $116,147.

(ii) Conclusion. The amount included in income
on the applicable date (October 1, 2020) is $116,147.

Example 7. (i) Facts. The facts are the same as in
Example 5 of this paragraph (c)(1)(iv)(D), except
that the rate of interest credited on the account is 5%
above a reasonable rate of interest. On October 1,
2017, the sum of the $100,000 account balance, plus
the present value of the right to receive the differ-
ence between a reasonable rate of return and the rate
of return being credited on the account (from Octo-
ber 1, 2017 until October 1, 2022) is $128,336. The
participant has a severance from employment on
October 16, 2020, and is paid $135,379 on that date.

(ii) Conclusion. The amount included in income
on the applicable date (October 1, 2017) is $128,336.
Pursuant to paragraph (a)(5) of this section, the
$128,336 is treated as investment in the contract for
purposes of section 72 and, pursuant to paragraph
(a)(4) of this section, the participant recognizes an
additional $7,043 ($135,379, minus the $128,336
that was previously included in gross income for
2017) in income attributable to the payment on Oc-
tober 16, 2020.

Example 8. (i) Facts. The facts are the same as in
Example 5 of this paragraph (c)(1)(iv)(D), except
that the employer also agrees to pay the participant
an amount that is estimated to be equal to the federal,
state, and local income taxes due (based on a fixed
percentage that is pre-specified in the agreement)
attributable to the amount included in income on the
applicable date (October 1, 2017). In exchange for
that tax payment, the amount payable upon sever-
ance from employment is to be reduced by an
amount equal to the federal, state, and local income
taxes for the taxable year of payment that the em-
ployer estimates would otherwise have been due but
for the income inclusion in 2017. In satisfaction of
this obligation to make the tax payment, the em-
ployer pays the participant $66,667 on April 15,
2018.

(ii) Conclusion. The present value on the appli-
cable date (October 1, 2017) is $100,000, plus the
present value of the $66,667 payment to be made on
April 15, 2018, minus the present value of the re-
duction that will be applied at the time of payment
(which, if reasonable, may be assumed to be October
1, 2022 in accordance with paragraph (c)(1)(ii)(C)(2)
of this section).

Example 9. (i) Facts. An eligible employer cred-
its $100,000 on December 31, 2017, to the account
of a participant under an ineligible plan, subject to
the condition that the amount will be forfeited if the
participant voluntarily terminates employment be-
fore December 31, 2019. The account balance will
be credited with notional annual earnings based on
the greater of the return of a designated S&P 500
index fund or a specified rate of interest and will be
paid on December 31, 2025.

(ii) Conclusion. Under paragraph (c)(1)(iv)(C) of
this section, the sum of the amount credited to the
participant’s account as of the applicable date (De-
cember 31, 2019) and the present value (determined
under paragraph (c)(1)(i) of this section) of the right
to future earnings based on the greater of the return
of the designated S&P 500 index fund or the speci-
fied rate of interest must be included in the partici-
pant’s gross income on the applicable date.

(v) Application of the general calcula-
tion rules to formula amounts. With re-
spect to a right to receive a formula
amount, the amount or amounts of future
payments under the plan, for purposes of
determining the present value as of an
applicable date, is determined based on all
of the facts and circumstances existing as
of that date. This determination must re-
flect reasonable, good faith assumptions
with respect to any contingencies as to the
amount of the payment, both with respect
to each contingency and with respect to all
contingencies in the aggregate. An as-
sumption based on the facts and circum-
stances as of the applicable date may be
reasonable even if the facts and circum-
stances change in the future so that when
the amount payable is determined in a
subsequent year, the amount payable is a
greater (or lesser) amount. In such a case,
the increase (or decrease) due to the
change in the facts and circumstances is
treated as earnings (or losses). For pur-
poses of this paragraph (c)(1)(v), an
amount payable is a formula amount to
the extent that the amount payable in a
future taxable year is dependent upon fac-
tors that, after applying the assumptions
and other rules set forth in this section, are
not determinable as of the applicable date,
such that the amount payable may not be
readily determined as of that date under
the other provisions of this section. If
some portion of an amount payable is not
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a formula amount, the amount payable
with respect to such portion is determined
under the rules applicable to amounts that
are not formula amounts, and only the
balance of the amount payable is deter-
mined under the rules applicable to for-
mula amounts.

(vi) Treatment of payment restrictions.
The rules in § 1.409A–4(b)(2)(v) apply
for purposes of determining the treatment
of payment restrictions.

(vii) Treatment of alternative times and
forms of a future payment. The rules in
§ 1.409A–4(b)(2)(vi) apply for purposes
of determining the treatment of alternative
times and forms of a future payment.

(viii) Reimbursement and in-kind ben-
efit arrangements. The rules in § 1.409A–
4(b)(4) apply for purposes of determining
the present value of reimbursement and
in-kind benefit arrangements.

(ix) Split-dollar life insurance ar-
rangements. The rules in § 1.409A–
4(b)(5) apply for purposes of determining
the present value of benefits provided un-
der a split-dollar life insurance arrange-
ment.

(2) Forfeiture or other permanent loss
of right to compensation previously in-
cluded in income—(i) In general. If a
participant has included compensation un-
der a plan in income pursuant to para-
graph (a)(2) or (4) of this section, but all
or a portion of that compensation is never
paid under the plan, the participant is en-
titled to a deduction for the taxable year in
which the entire remaining right to the
payment of the compensation is perma-
nently forfeited under the plan’s terms or
otherwise permanently lost. The deduc-
tion to which the participant is entitled
equals the excess of the amounts included
in income under paragraphs (a)(2) and (4)
of this section with respect to the compen-
sation over the total amount of the com-
pensation actually received that consti-
tutes investment in the contract under
paragraph (a)(5) of this section.

(ii) Forfeiture or permanent loss of
right. For purposes of this paragraph
(c)(2), a mere diminution in the amount
payable under the plan due to a deemed
investment loss, an actuarial reduction, or
any other decrease in the amount deferred
under the plan is not treated as a forfeiture
or permanent loss of the right if the par-
ticipant retains the right to any payment

under the plan (whether or not such right
is subject to a substantial risk of forfeiture
as described in paragraph (e) of this sec-
tion). In addition, an amount payable un-
der a plan is not treated as forfeited or
otherwise permanently lost if another
amount or an obligation to make a pay-
ment in a future year is substituted for the
original amount. However, an amount
payable under a plan is treated as perma-
nently lost if the participant’s right to re-
ceive payment of the amount becomes
wholly worthless during the taxable year.
Whether the right to receive payment has
become wholly worthless is determined
based on the relevant facts and circum-
stances existing as of the last day of the
relevant taxable year.

(iii) Examples. The provisions of this
paragraph (c)(2) are illustrated in the fol-
lowing examples:

Example 1. (i) Facts. On October 1, 2017, an
eligible employer establishes an ineligible plan for a
participant under which the employer agrees to pay
the amount credited to the participant’s account
when the participant has a severance from employ-
ment. The obligation to make the payment is not
subject to a substantial risk of forfeiture. The account
balance on October 1, 2017 is $125,000, and the
participant includes $125,000 in income in 2017.
The plan subsequently experiences notional invest-
ment losses, and the participant receives $75,000
from the plan in a lump-sum distribution in 2024,
when the participant has a severance from employ-
ment. The $75,000 lump-sum distribution represents
all amounts due to the participant under the plan.

(ii) Conclusion. For 2024, the participant is en-
titled to deduct $50,000 (the excess of the amount
included in income under paragraph (a)(2) of this
section ($125,000) over the amount actually received
that constitutes investment in the contract under
paragraph (a)(5) of this section ($75,000)).

Example 2. (i) Facts. The facts are the same facts
as in Example 1 of this paragraph (c)(2)(iii), except
that the plan provides that the participant will receive
the deferred compensation in three installments (1/3
of the account balance in 2024, 1/2 of the then
remaining account balance in 2025, and the remain-
ing balance in 2026), and that the sum of all three
installments is $75,000.

(ii) Conclusion. The participant is entitled to
deduct $50,000 in the taxable year of the last install-
ment payment (2026) ($125,000, reduced by the sum
of the amounts received in 2024, 2025, and 2026
($75,000)).

(d) Definition of deferral of compensa-
tion—(1) In general—(i) Legally binding
right. A plan provides for the deferral of
compensation with respect to a participant
for purposes of section 457(f) and this
section if, under the terms of the plan and
the relevant facts and circumstances, the
participant has a legally binding right dur-

ing a calendar year to compensation that,
pursuant to the terms of the plan, is or may
be payable to (or on behalf of) the partic-
ipant in a later calendar year. Whether a
plan provides for the deferral of compen-
sation for purposes of section 457(f) and
this section is determined based on the
relevant facts and circumstances at the
time that the participant obtains a legally
binding right to the compensation, or, if
later, when a plan is amended to convert a
right that does not provide for a deferral of
compensation into a right that does pro-
vide for a deferral of compensation. For
example, if a plan providing for retiree
health care does not initially provide for a
deferral of compensation but is later
amended to provide the ability to receive
future cash payments instead of health
benefits, it may become a plan that pro-
vides for the deferral of compensation at
the time of the amendment. An amount of
compensation deferred under a plan that
provides for the deferral of compensation
within the meaning of section 457(f) and
this section does not cease to be an
amount subject to section 457(f) and this
section by reason of any change to the
plan that would otherwise recharacterize
the right to the amount as a right that does
not provide for the deferral of compensa-
tion with respect to such amount. In addi-
tion, any change under the plan that re-
sults in an exchange of an amount
deferred under the plan for some other
right or benefit that would otherwise be
excluded from the participant’s gross in-
come does not affect the characterization
of the plan as one that provides for a
deferral of compensation.

(ii) Discretion to reduce or eliminate
compensation. A participant does not have
a legally binding right to compensation to
the extent that the compensation may be
reduced or eliminated unilaterally by the
employer or another person after the ser-
vices creating the right to the compensa-
tion have been performed. However, if the
facts and circumstances indicate that the
discretion to reduce or eliminate the com-
pensation is available or exercisable only
upon a condition, or the discretion to re-
duce or eliminate the compensation lacks
substantive significance, a participant is
considered to have a legally binding right
to the compensation. Whether the discre-
tion to reduce or eliminate compensation

July 11, 2016 Bulletin No. 2016–2852



lacks substantive significance depends on
all the relevant facts and circumstances.
However, if the participant to whom the
compensation may be paid has effective
control of the person retaining the discre-
tion to reduce or eliminate the compensa-
tion, or has effective control over any
portion of the compensation of the person
retaining the discretion to reduce or elim-
inate the compensation, or is a member of
the family (as defined in section 267(c)(4)
but also including the spouse of any mem-
ber of the family) of the person retaining
the discretion to reduce or eliminate the
compensation, the discretion to reduce or
eliminate the compensation is not treated
as having substantive significance. Com-
pensation is not considered subject to uni-
lateral reduction or elimination merely be-
cause it may be reduced or eliminated by
operation of the objective terms of the
plan, such as the application of a nondis-
cretionary, objective provision creating a
substantial risk of forfeiture or the appli-
cation of a formula that provides for ben-
efits to be offset by benefits provided un-
der another plan (such as a plan that is
qualified under section 401(a)).

(2) Short-term deferrals. For purposes
of section 457(f) and this section, a defer-
ral of compensation does not occur under
a plan with respect to any payment for
which a deferral of compensation does not
occur under section 409A pursuant to
§ 1.409A–1(b)(4) (short-term deferrals),
except that, for purposes of this para-
graph, in applying the rules provided in
§ 1.409A–1(b)(4) the meaning of substan-
tial risk of forfeiture under § 1.457–12(e)
applies in each place that term is used
(and not the meaning of substantial risk of
forfeiture provided under § 1.409A–1(d)).

(3) Recurring part-year compensation.
For purposes of section 457(f) and this
section and notwithstanding paragraph
(d)(2) of this section, a deferral of com-
pensation does not occur under a plan
with respect to an amount that is recurring
part-year compensation (as defined in
§ 1.409A–2(a)(14)), if the plan does not
defer payment of any of the recurring
part-year compensation to a date beyond
the last day of the 13th month following
the first day of the service period for
which the recurring part-year compensa-
tion is paid, and the amount of the recur-
ring part-year compensation does not ex-

ceed the annual compensation limit under
section 401(a)(17) for the calendar year in
which the service period commences.

(4) Certain other exceptions. For pur-
poses of section 457(f) and this section, a
deferral of compensation does not occur
to the extent that a plan provides for:

(i) The payment of expense reimburse-
ments, medical benefits, or in-kind bene-
fits, as described in § 1.409A–
1(b)(9)(v)(A), (B), or (C);

(ii) Certain indemnification rights, lia-
bility insurance, or legal settlements, as
described in § 1.409A–1(b)(10), or (11);
or

(iii) Taxable educational benefits for an
employee (which, for this purpose, means
solely benefits consisting of educational
assistance, as defined in section 127(c)(1)
and the regulations thereunder, attribut-
able to the education of an employee, and
does not include any benefits provided for
the education of any other person, includ-
ing any spouse, child, or other family
member of the employee).

(5) Interaction with section 409A—(i)
In general. The rules of section 457(f)
apply to an ineligible plan separately and
in addition to any requirements applicable
to the plan under section 409A.

(ii) Acceleration of the time or sched-
ule of a payment. Although section 457(f)
and this section do not preclude the accel-
eration of payments, see § 1.409A–3(a)
for the general rules and exceptions relat-
ing to the acceleration of payments that
are subject to section 409A.

(iii) Example. The provisions of this
paragraph (d)(5) are illustrated in the fol-
lowing example:

Example. (i) Facts. On December 1, 2017, an
eligible employer establishes an account balance
plan for an employee that is subject to section 457(f),
under which an initial amount is credited to the
account and is increased periodically by earnings
based on a reasonable specified rate of interest. The
entire account balance is subject to a substantial risk
of forfeiture until December 1, 2021. Under the
terms of the plan, the account balance will be paid in
three annual installments on each January 15, begin-
ning in 2024 (one third of the balance for the first
installment, one half of the then remaining balance
for the second installment, and the remaining bal-
ance for the third installment). However, in 2022, the
plan is amended to provide for payments to begin in
2023, such that the plan fails to comply with the
requirements of section 409A during 2022. The ac-
count balance is: $100,000 on December 1, 2021;
$118,000 on December 31, 2022; $120,000 on Jan-
uary 15, 2023 (so that the payment made that day is

$40,000 ($120,000/3)); $88,000 on January 15, 2024
(so that the payment made that day is $44,000
($88,000/2)); and $50,000 on January 15, 2025 (so
that the payment made that day is $50,000).

(ii) Conclusion: Federal income tax treatment in
2021. The plan provides for a deferral of compensa-
tion to which section 457(f) applies. Under section
457(f) and paragraph (a)(2) of this section, the
$100,000 amount of the account balance on Decem-
ber 1, 2021, when the benefits cease to be subject to
a substantial risk of forfeiture, is included in the
employee’s gross income on that date.

(iii) Conclusion: Federal income tax treatment
after 2021—(1) Treatment in 2022 under section
409A. Because the arrangement fails to meet the
requirements of section 409A in 2022, the employee
has gross income under section 409A equal to the
account balance on December 31, 2022, reduced by
the amount previously included in income. Accord-
ingly, the amount included in gross income under
section 409A is equal to $18,000 (the $118,000
account balance on December 31, 2022, reduced by
the $100,000 previously included in income under
section 457(f) for 2021). The amount included in
gross income under section 409A is subject to an
additional 20 percent tax under section
409A(a)(1)(B)(i)(II) and a premium interest tax un-
der section 409A(a)(1)(B)(i)(I).

(2) Federal income tax treatment of
first installment payment in 2023—(i)
Earnings previously included under sec-
tion 409A. The first $18,000 of the
$40,000 payment in 2023 is excluded
from gross income under section 409A as
a result of the earlier inclusion of that
amount in income in 2022 due to the section
409A violation. See § 1.409A–4(f).

(ii) Deferral of compensation under
section 457(f). The amount of the invest-
ment in the contract (described in para-
graph (a)(5) of this section) allocated to
the remaining $22,000 of the installment
paid in 2023 is $33,333 ($100,000/3), so
no amount is included in gross income for
2023.

(3) Federal income tax treatment of
second installment payment in 2024. The
employee has unused investment in the
contract from 2023 in the amount of
$11,333 ($33,333 – $22,000). Assuming
that the employee elects to redetermine
the amount recognized for the current and
subsequent years in 2024 pursuant to
§ 1.72–4(d)(3)(ii), the amount included in
gross income for 2024 is $5,000 (the pay-
ment of $44,000, reduced by the portion
of the remaining investment in the con-
tract that is allocable to the installment,
which is $39,000 (($100,000 – $22,000)/
2)).

(4) Federal income tax treatment of
third installment payment in 2025. The
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amount included in gross income for 2025
is $11,000 (the payment of $50,000, re-
duced by the remaining investment in the
contract of $39,000).

(e) Rules relating to substantial risk of
forfeiture—(1) Substantial risk of forfei-
ture—(i) In general. An amount of com-
pensation is subject to a substantial risk of
forfeiture only if entitlement to the
amount is conditioned on the future per-
formance of substantial services, or upon
the occurrence of a condition that is re-
lated to a purpose of the compensation if
the possibility of forfeiture is substantial.
An amount is not subject to a substantial
risk of forfeiture if the facts and circum-
stances demonstrate that the forfeiture
condition is unlikely to be enforced (see
paragraph (e)(1)(v) of this section). If a
plan provides that entitlement to an
amount is conditioned on involuntary sev-
erance from employment without cause
(which includes, for this purpose, a vol-
untary severance from employment that is
treated as involuntary under § 1.457–
11(d)(2)(ii)), the right is subject to a sub-
stantial risk of forfeiture if the possibility
of forfeiture is substantial.

(ii) Substantial future services. For
purposes of paragraph (e)(1)(i) of this sec-
tion, the determination of whether an
amount of compensation is conditioned on
the future performance of substantial ser-
vices is based on the relevant facts and
circumstances, such as whether the hours
required to be performed during the rele-
vant period are substantial in relation to
the amount of compensation.

(iii) Condition related to a purpose of
the compensation. For purposes of para-
graph (e)(1)(i) of this section, a condition
related to a purpose of the compensation
must relate to the participant’s perfor-
mance of services for the employer or to
the employer’s governmental or tax-
exempt activities (as applicable) or orga-
nizational goals.

(iv) Noncompetition conditions. For
purposes of paragraph (e)(1)(i) of this sec-
tion, an amount of compensation will not
be treated as subject to a substantial risk
of forfeiture merely because the right to
payment of the amount is conditioned,
directly or indirectly, upon the employee
refraining from the future performance of
certain services, unless each of the of the
following conditions is satisfied:

(A) The right to payment of the amount
is expressly conditioned upon the em-
ployee refraining from the future perfor-
mance of services pursuant to an enforce-
able written agreement.

(B) The employer makes reasonable
ongoing efforts to verify compliance with
noncompetition agreements (including the
noncompetition agreement applicable to
the employee).

(C) At the time that the enforceable
written agreement becomes binding, the
facts and circumstances demonstrate that
the employer has a substantial and bona
fide interest in preventing the employee
from performing the prohibited services
and that the employee has bona fide inter-
est in, and ability to, engage in the pro-
hibited competition. Factors taken into ac-
count for this purpose include the
employer’s ability to show significant ad-
verse economic consequences that would
likely result from the prohibited services;
the marketability of the employee based
on specialized skills, reputation, or other
factors; and the employee’s interest, fi-
nancial need, and ability to engage in the
prohibited services.

(v) Enforcement of forfeiture condi-
tion. To constitute a substantial risk of
forfeiture, the possibility of actual forfei-
ture in the event that the forfeiture condi-
tion occurs must be substantial based on
the relevant facts and circumstances. Fac-
tors to be considered for this purpose in-
clude, but are not limited to, the extent to
which the employer has enforced forfei-
ture conditions in the past, the level of
control or influence of the employee with
respect to the organization and the indi-
vidual(s) who would be responsible for
enforcing the forfeiture condition, and the
likelihood that such provisions would be
enforceable under applicable law.

(2) Addition or extension of risk of
forfeiture—(i) General rule. The initial
addition or extension of any risk of for-
feiture after a legally binding right to
compensation arises, including the appli-
cation of a risk of forfeiture to a plan
providing for deferrals of current compen-
sation (an additional or extended risk of
forfeiture), will be disregarded unless the
plan meets the requirements of paragraphs
(e)(2)(ii) through (v) of this section.

(ii) Benefit must be materially greater.
A deferred amount will not be subject to a

substantial risk of forfeiture for purposes
of section 457 and this section after the
date on which an employee could have
received the amount, unless the present
value of the amount made subject to the
additional or extended substantial risk of
forfeiture (disregarding the risk of forfei-
ture in determining the present value of
the amount) is materially greater than the
present value of the amount the employee
otherwise would have received absent the
initial or extended risk of forfeiture. For
purposes of this paragraph (e)(2)(ii), pres-
ent value is determined in accordance
with the rules described in paragraph (c)
of this section as of the applicable date for
the amount the employee otherwise would
have received absent the initial or ex-
tended risk of forfeiture. In addition, an
amount is materially greater for purposes
of this paragraph (e)(2)(ii) only if the
present value of the amount subject to the
additional or extended substantial risk of
forfeiture is more than 125 percent of the
present value of the amount that the em-
ployee would have received absent the
additional or extended risk of forfeiture.
For this purpose, compensation that the
participant would receive for continuing
to perform services, regardless of whether
the deferred amount is subjected to an
additional or extended substantial risk of
forfeiture, is not taken into account.

(iii) Minimum two years of substantial
future services. The employee must be
required to perform substantial services in
the future, or refrain from competing pur-
suant to an agreement that meets the re-
quirements of paragraph (e)(1)(iv) of this
section, for a minimum of two years after
the date that the employee could have
received the compensation in the absence
of the additional or extended substantial
risk of forfeiture. For example, if an em-
ployee elects to defer a fixed percentage
from each semi-monthly payroll, the two
year minimum applies to each semi-
monthly payroll amount that would other-
wise have been paid. Notwithstanding the
two year minimum, a plan may provide
that that the substantial future service con-
dition will lapse upon death, disability, or
involuntary severance from employment
without cause.

(iv) Timing. The parties must agree in
writing to any addition or extension of a
substantial risk of forfeiture under this
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paragraph (e)(2). In the case of an initial
addition of a substantial risk of forfeiture
if none previously existed (for example, in
the case of a deferral of current compen-
sation), this written agreement must be
entered into before the beginning of the
calendar year in which any services that
give rise to the compensation are per-
formed, and, in the case of an extension of
a substantial risk of forfeiture, the written
agreement must be entered into at least 90
days before an existing substantial risk of
forfeiture would have lapsed. If an em-
ployee with respect to whom compensa-
tion is made subject to an initial or ex-
tended substantial risk of forfeiture was
not providing services to the employer at
least 90 days before the addition or exten-
sion, the addition or extension may be
agreed to in writing within 30 days after
commencement of employment but only
with respect to amounts attributable to
services rendered after the addition or ex-
tension is agreed to in writing.

(v) Substitutions. For purposes of para-
graph (e)(2) of this section, if an amount is
forfeited or relinquished and replaced, in
whole or part, with a right to another
amount (or benefit) that is a substitute for
the amount that was forfeited or relin-
quished and that is subject to a risk of
forfeiture, the risk of forfeiture will be
disregarded unless the requirements of
paragraphs (e)(2)(ii) through (iv) of this
section are satisfied.

(3) Examples. The provisions of this
paragraph (e) are illustrated in the follow-
ing examples:

Example 1. (i) Facts. On January 15, 2017, an
employee has a severance from employment with an
eligible employer and enters into an agreement with
the eligible employer under which the eligible em-
ployer agrees to pay the employee $250,000 on
January 15, 2018, if the employee provides consult-
ing services to the employer until that date. The
consulting services required are insubstantial in re-
lation to the payment. The employee provides the
required consulting services for the employer
through January 15, 2018.

(ii) 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, 2018 is includible
in the employee’s gross income on January 15, 2017.

Example 2. (i) Facts. On January 27, 2020, an
eligible employer agrees to pay an employee an
amount equal to $120,000 on January 1, 2023, pro-
vided that the employee continues to provide sub-
stantial services to the employer through that date. In
2021, the parties enter into a written 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.

(ii) Conclusion. As of the date the initial risk of
forfeiture would have lapsed, the present value of the
compensation subject to the extended substantial risk
of forfeiture is not materially greater than the present
value of the amount previously deferred under the
plan ($145,000 is not more than 125% of $120,000)
and, therefore, the intended extension of the substan-
tial risk of forfeiture is disregarded under the provi-
sions of paragraph (e)(2) of this section. Accord-
ingly, the employee will recognize income, on the
applicable date (January 1, 2023) in an amount equal
to $120,000 (the amount that is not subject to a
substantial risk of forfeiture on that date, disregard-
ing the intended extension). With respect to the
amount that is ultimately paid under the plan on
January 1, 2025, the employee is treated as having
investment in the contract of $120,000 (pursuant to
paragraph (a)(5) of this section).

Example 3. (i) Facts. On December 31, 2017, a
participant enters into an agreement to defer $15,000
of the participant’s current compensation that would
otherwise be paid during 2018, with payment of the
deferred amounts to be made on December 31, 2024,
but only if the participant continues to provide sub-
stantial services until December 31, 2024. Under the
terms of the agreement, the participant’s periodic
payments of current compensation are reduced, and
a corresponding amount is credited (with a 30%
employer match) to an account earning a reasonable
rate of interest. The present value of the amount
payable on December 31, 2024 is 130% of the pres-
ent value of the amount deferred.

(ii) Conclusion. The amounts deferred are sub-
ject to a substantial risk of forfeiture because the
plan satisfies the requirements of paragraphs
(e)(2)(ii) through (v) of this section.

Example 4. (i) Facts. Employee A is a well-
known college sports coach with a long history of
success in a sports program at University X. Univer-
sity X reasonably expects that the loss of Employee
A would be substantially detrimental to its sports
program and would result in significant financial
losses. Employee A has bona fide interest in con-
tinuing to work as a college sports coach and is
highly marketable. On June 1, 2020, Employee A
and University X enter into a written agreement
under which Employee A agrees to provide substan-
tial services to University X until June 1, 2023. The
parties further agree that University X will pay
$500,000 to Employee A on June 1, 2025 if Em-
ployee A has not performed services as a sports
coach before that date for any other college or uni-
versity with a sports program similar to that of
University X. The agreement is enforceable under
applicable law and University X would be reason-
ably expected to enforce it.

(ii) Conclusion. The $500,000 payable under the
agreement is subject to a substantial risk of forfeiture
until June 1, 2025, and includible in Employee A’s
gross income on that date.

Par. 12. Newly-designated § 1.457–13
is revised to read as follows:

§ 1.457–13 Applicability dates.

(a) General applicability date. Except
as otherwise provided in paragraph (b) of
this section, §§ 1.457–1 through 1.457–12
apply to compensation deferred under a
plan for calendar years beginning after the
date of publication of the Treasury deci-
sion adopting these rules as final regula-
tions in the Federal Register, including
deferred amounts to which the legally
binding right arose during prior calendar
years that were not previously included in
income during one or more prior calendar
years.

(b) Special applicability dates—(1)
Plans maintained pursuant to collective
bargaining agreements. In the case of a
plan maintained pursuant to one or more
collective bargaining agreements that
have been ratified and are in effect on the
date of publication of the Treasury deci-
sion adopting these rules as final regula-
tions in the Federal Register, these reg-
ulations will not apply with respect to
compensation deferred under the plan be-
fore the earlier of:

(i) The date on which the last of the
collective bargaining agreements termi-
nates (determined without regard to any
extension thereof after the date of publi-
cation of the Treasury decision adopting
these rules as final regulations in the
Federal Register); or

(ii) The first day of the third calendar
year beginning after the date of publica-
tion of the Treasury decision adopting
these rules as final regulations in the
Federal Register.

(2) Governmental plans. If legislation
is required to amend a governmental plan,
these regulations will not apply to com-
pensation deferred under that plan in tax-
able years ending before the day follow-
ing the end of the second legislative
session of the legislative body with the
authority to amend the plan that begins
after the date of publication of the Trea-
sury decision adopting these rules as final
regulations in the Federal Register.

John Dalrymple,
Deputy Commissioner

for Services and Enforcement.

(Filed by the Office of the Federal Register on June 21,
2016, 8:45 a.m., and published in the issue of the Federal
Register for June 22, 2016, 81 F.R. 40548)
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Definition of Terms
Revenue rulings and revenue procedures
(hereinafter referred to as “rulings”) that
have an effect on previous rulings use the
following defined terms to describe the
effect:

Amplified describes a situation where
no change is being made in a prior pub-
lished position, but the prior position is
being extended to apply to a variation of
the fact situation set forth therein. Thus, if
an earlier ruling held that a principle ap-
plied to A, and the new ruling holds that
the same principle also applies to B, the
earlier ruling is amplified. (Compare with
modified, below).

Clarified is used in those instances
where the language in a prior ruling is
being made clear because the language
has caused, or may cause, some confu-
sion. It is not used where a position in a
prior ruling is being changed.

Distinguished describes a situation
where a ruling mentions a previously pub-
lished ruling and points out an essential
difference between them.

Modified is used where the substance
of a previously published position is being
changed. Thus, if a prior ruling held that a
principle applied to A but not to B, and the
new ruling holds that it applies to both A

and B, the prior ruling is modified because
it corrects a published position. (Compare
with amplified and clarified, above).

Obsoleted describes a previously pub-
lished ruling that is not considered deter-
minative with respect to future transac-
tions. This term is most commonly used in
a ruling that lists previously published rul-
ings that are obsoleted because of changes
in laws or regulations. A ruling may also
be obsoleted because the substance has
been included in regulations subsequently
adopted.

Revoked describes situations where the
position in the previously published ruling
is not correct and the correct position is
being stated in a new ruling.

Superseded describes a situation where
the new ruling does nothing more than
restate the substance and situation of a
previously published ruling (or rulings).
Thus, the term is used to republish under
the 1986 Code and regulations the same
position published under the 1939 Code
and regulations. The term is also used
when it is desired to republish in a single
ruling a series of situations, names, etc.,
that were previously published over a pe-
riod of time in separate rulings. If the new
ruling does more than restate the sub-

stance of a prior ruling, a combination of
terms is used. For example, modified and
superseded describes a situation where the
substance of a previously published ruling
is being changed in part and is continued
without change in part and it is desired to
restate the valid portion of the previously
published ruling in a new ruling that is
self contained. In this case, the previously
published ruling is first modified and then,
as modified, is superseded.

Supplemented is used in situations in
which a list, such as a list of the names of
countries, is published in a ruling and that
list is expanded by adding further names
in subsequent rulings. After the original
ruling has been supplemented several
times, a new ruling may be published that
includes the list in the original ruling and
the additions, and supersedes all prior rul-
ings in the series.

Suspended is used in rare situations to
show that the previous published rulings
will not be applied pending some future
action such as the issuance of new or
amended regulations, the outcome of
cases in litigation, or the outcome of a
Service study.

Abbreviations
The following abbreviations in current
use and formerly used will appear in ma-
terial published in the Bulletin.

A—Individual.
Acq.—Acquiescence.
B—Individual.
BE—Beneficiary.
BK—Bank.
B.T.A.—Board of Tax Appeals.
C—Individual.
C.B.—Cumulative Bulletin.
CFR—Code of Federal Regulations.
CI—City.
COOP—Cooperative.
Ct.D.—Court Decision.
CY—County.
D—Decedent.
DC—Dummy Corporation.
DE—Donee.
Del. Order—Delegation Order.
DISC—Domestic International Sales Corporation.
DR—Donor.
E—Estate.
EE—Employee.
E.O.—Executive Order.
ER—Employer.

ERISA—Employee Retirement Income Security Act.
EX—Executor.
F—Fiduciary.
FC—Foreign Country.
FICA—Federal Insurance Contributions Act.
FISC—Foreign International Sales Company.
FPH—Foreign Personal Holding Company.
F.R.—Federal Register.
FUTA—Federal Unemployment Tax Act.
FX—Foreign corporation.
G.C.M.—Chief Counsel’s Memorandum.
GE—Grantee.
GP—General Partner.
GR—Grantor.
IC—Insurance Company.
I.R.B.—Internal Revenue Bulletin.
LE—Lessee.
LP—Limited Partner.
LR—Lessor.
M—Minor.
Nonacq.—Nonacquiescence.
O—Organization.
P—Parent Corporation.
PHC—Personal Holding Company.
PO—Possession of the U.S.
PR—Partner.
PRS—Partnership.

PTE—Prohibited Transaction Exemption.
Pub. L.—Public Law.
REIT—Real Estate Investment Trust.
Rev. Proc.—Revenue Procedure.
Rev. Rul.—Revenue Ruling.
S—Subsidiary.
S.P.R.—Statement of Procedural Rules.
Stat.—Statutes at Large.
T—Target Corporation.
T.C.—Tax Court.
T.D.—Treasury Decision.
TFE—Transferee.
TFR—Transferor.
T.I.R.—Technical Information Release.
TP—Taxpayer.
TR—Trust.
TT—Trustee.
U.S.C.—United States Code.
X—Corporation.
Y—Corporation.
Z—Corporation.
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