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On July 23, 2007, the Internal Revenue Service issued 

Notice 2007-62 announcing that new guidance will 

be issued under Code Section 457, a provision that 

is applicable to nonqualified deferred compensa-

tion plans of state and local governments and tax-

exempt entities.  The Notice provides that the term 

“bona fide severance pay plan” contained in Code 

Section 457 will be defined in a manner that paral-

lels a definition applicable to separation pay plans 

contained in final regulations recently issued under 

Code Section 409A.  The Notice also provides that 

the term “substantial risk of forfeiture,” contained 

in Code Section 457(f), will be defined in a manner 

that corresponds to and is consistent with the defi-

nition of substantial risk of forfeiture contained in 

the Code Section 409A regulations.  Code Section 

409A applies to deferred compensation plans of all 

employers, including entities that are subject to the 

rules of Code Section 457(f).

If the anticipated guidance described in the Notice is 

actually issued, it will dramatically affect the design 

of Code Section 457(f) plans and eliminate or greatly 

restrict certain practices that are commonly used in 

many such plans.

Background
Code Section 457(f) applies to certain nonqualified 

deferred compensation plans established by state 

and local governments and tax-exempt employers.  

Essentially, Code Section 457(f) applies to the deferred 

compensation plans of such employers if the deferred 

compensation plans are not “eligible” plans under the 

provisions of Code Section 457(b).  Because eligible 

plans under Code Section 457(b) are limited in the 

amount of deferred compensation that they can pro-

vide, many tax-exempt entities and some governmen-

tal employers use Code Section 457(f) plans to provide 

additional deferred compensation for their employees.

An Impending Collision at the Intersection of 
Code Section 457 and Code Section 409A
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Under a Code Section 457(f) plan, compensation deferred 

under a plan is included in the gross income of a partici-

pant at the time the participant’s right to the compensation 

is no longer subject to a substantial risk of forfeiture.  Code 

Section 457(f) provides that a person’s right to receive com-

pensation is subject to a substantial risk of forfeiture if the 

person’s rights to the compensation are conditioned upon 

the future performance of substantial services by any indi-

vidual.  Amounts that become taxable under Code Section 

457(f) are currently included in income even if the amounts 

are not actually or constructively received.

Code Section 409A generally provides that, unless certain 

requirements are met, amounts deferred under a nonquali-

fied deferred compensation plan for all taxable years are cur-

rently includible in gross income to the extent the amounts 

are not subject to a substantial risk of forfeiture and have 

not previously been included in gross income.  Code Section 

409A also provides that a person’s right to receive compen-

sation is subject to a substantial risk of forfeiture if the per-

son’s rights to the compensation are conditioned upon the 

future performance of substantial services by any individual.  

In addition to inclusion in income, amounts that fail to satisfy 

Code Section 409A are subject to a 20 percent penalty tax 

and an interest penalty.

One major difference between Code Section 457 and Code 

Section 409A is that “bona fide severance plans” are exempt 

from the requirements of Code Section 457.  That exception 

allows an employer to promise severance benefits to employ-

ees if the employees are terminated for any reason.  Unlike 

Code Section 457, Code Section 409A does not include an 

exception for bona fide severance plans.

Final regulations under Code Section 409A were published 

on April 10, 2007, and generally become applicable January 

1, 2008.  Deferred compensation plans must be amended to 

comply with Code Section 409A on or before December 31, 

2007, and all transition rules applicable to Code Section 409A 

will expire on that date.  The final regulations under Code 

Section 409A include guidance on when a “separation pay 

plan” is treated as not providing for a deferral of compen-

sation for purposes of Code Section 409A and define “sub-

stantial risk of forfeiture” for purposes of Code Section 409A.  

Prior to the issuance of Notice 2007-62, there was no indica-

tion from the IRS as to whether separation pay plans under 

Code Section 409A were the same as or similar to bona fide 

severance plans under Code Section 457, nor was there any 

formal indication as to whether a substantial risk of forfeiture 

under Code Section 409A was the same as a substantial 

risk of forfeiture under Code Section 457(f).  In fact, the final 

regulations under Code Section 409A cast serious doubt on 

common practices used under Code Section 457(f) to delay 

taxation of promised benefits, including (1) forfeiture of the 

benefits if a two-year noncompetition agreement was vio-

lated, (2) allowing a two-year rolling risk of forfeiture to delay 

vesting, and (3) using certain types of salary deferral arrange-

ments to delay compensation payments to future years.

Bona Fide Severance Plans
Notice 2007-62 provides that future guidance will address 

what constitutes a bona fide severance pay plan that is 

exempt from the requirements of Code Section 457(f).  

Under the Notice, an arrangement is a bona fide sever-

ance pay plan if: (1) the benefit is payable only upon invol-

untary severance from employment, (2) the amount payable 

does not exceed two times the employee’s annual rate of 

pay (taking into account only pay that does not exceed the 

maximum amount that may be taken into account under a 

qualified plan pursuant to Code Section 401(a)(17) for the 

year in which the employee terminates employment (or 

two times $225,000 for 2007)), and (3) the plan provides 

that the payments must be completed by the end of the 

employee’s second taxable year following the year in which 

the employee separates from service.  With respect to the 

requirement that benefits be payable only upon involuntary 

severance from employment, the Notice provides that the 

Code Section 457 guidance will include exceptions for win-

dow programs, collectively bargained separation pay plans, 

and certain reimbursement or in-kind benefit arrangements.   

These anticipated rules will be almost identical to the rules 

that exempt certain involuntary separation pay plans from 

the provisions of Code Section 409A.
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Substantial Risk of Forfeiture  
Notice 2007-62 provides that the expected guidance will gen-

erally adopt the same rules for the definition of substantial 

risk of forfeiture under Code Section 457(f) as are contained 

in the final regulations defining substantial risk of forfeiture 

under Code Section 409A.  The final regulations under Code 

Section 409A provide that a right to an amount of compensa-

tion is subject to a substantial risk of forfeiture if entitlement 

to the amount is conditioned on the performance of substan-

tial future services or the occurrence of a condition that is 

related to a purpose of the compensation and the possibility 

of forfeiture is substantial.  

Under the final regulations, deferred compensation is not 

subject to a substantial risk of forfeiture merely because the 

right to the deferred compensation is conditioned, directly or 

indirectly, upon refraining from the performance of services (a 

noncompetition agreement).  In addition, under the final regu-

lations, the addition of any risk of forfeiture after the right to 

the compensation arises, or the extension of a period during 

which compensation is subject to a risk of forfeiture (a “roll-

ing risk of forfeiture”), is generally disregarded for purposes 

of determining whether the deferred compensation is subject 

to a substantial risk of forfeiture.  If Code Section 457(f) plans 

are made subject to the same definition of substantial risk 

of forfeiture that is contained in the Code Section 409A final 

regulations, these commonly used deferral methods under 

Code Section 457(f) plans will no longer create a mechanism 

for deferral.

The final regulations under Code Section 409A also provide 

that deferred compensation is not subject to a substantial 

risk of forfeiture beyond the date or time when the recipient 

otherwise could have elected to receive the compensation, 

unless the present value of the amount that is subject to a 

risk of forfeiture is materially greater than the present value 

of the amount the recipient otherwise could have elected to 

receive absent the risk of forfeiture.  This position is based 

on the assumption that a rational recipient would not agree 

to subject a right to current compensation to a real possi-

bility of forfeiture.  Accordingly, the Code Section 409A final 

regulations provide that an agreement to subject currently 

payable compensation to a substantial risk of forfeiture indi-

cates that the recipient of the compensation is confident that 

there is no real risk of forfeiture and that the purported risk 

of forfeiture is only a means of delaying taxation.  Therefore, 

under the final regulations, compensation that an individual 

would have received if the individual had not made a salary 

deferral election generally cannot be made subject to a sub-

stantial risk of forfeiture beyond the date or time the salary 

would otherwise have been received.  If this rule is applied to 

Code Section 457(f) plans, the common practice of using cer-

tain salary deferral agreements to defer taxation under Code 

Section 457(f) plans will no longer be allowed.

Interaction of Code Section 409A and 
Code Section 457(f)
Under the Code Section 409A final regulations, a deferral 

of compensation does not occur if a plan does not provide 

for a deferred payment and the service provider actually or 

constructively receives any payments within a relatively short 

period of time after the date the compensation is no lon-

ger subject to a substantial risk of forfeiture (the short-term 

deferral exception).  Also under the Code Section 409A final 

regulations, the inclusion of an amount in income under Code 

Section 457(f) is treated as an actual payment of the com-

pensation for purposes of the Code Section 409A short-term 

deferral rule.  Therefore, if the Code Section 409A definition of 

substantial risk of forfeiture is applied to Code Section 457(f) 

plans, a substantial risk of forfeiture under Code Section 

457(f) will lapse at the same time the substantial risk of for-

feiture lapses under Code Section 409A.  Because the Code 

Section 409A final regulations will treat the vesting event as 

an actual payment, if a participant in a Code Section 457(f) 

plan includes an amount in income when the amount is no 

longer subject to a substantial risk of forfeiture under Code 

Section 457(f), the amount generally will not be subject to 

Code Section 409A because the payment will qualify for the 

short-term deferral exception.  

The Notice states, however, that the right to earnings on 

amounts that previously have been included in income under 

Code Section 457(f) will be deferred compensation for pur-
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poses of Code Section 409A unless the right to the earnings 

independently satisfies the requirements for an exclusion 

from coverage under Code Section 409A.  Because earn-

ings on amounts held in Code Section 457(f) plans after the 

amounts become vested generally are not taxed until the 

amounts are actually distributed from the plan, any earnings 

that remain in a Code Section 457(f) plan after a vesting date 

will have to comply with the rules under Code Section 409A 

in order to avoid taxation and penalties.  This issue can be 

avoided, however, if all amounts in the plan are actually paid 

to the participant within the short-term deferral period.

Effective Date and Reliance
The Internal Revenue Service anticipates that the guidance 

described in the Notice will be prospective and that until 

guidance is actually issued, no inference should be made 

regarding either the definition of a bona fide severance pay 

plan or the definition of substantial risk of forfeiture for pur-

poses of Code Section 457.  The Notice does provide, how-

ever, that pending the issuance of actual guidance, taxpayers 

may rely on the definitions of a bona fide severance pay plan 

and substantial risk of forfeiture contained in Notice 2007-

62.  Comments are specifically requested as to the extent 

that transition guidance regarding the application of Code 

Section 457(f) would be necessary and appropriate, and what 

such transition guidance should provide.

The effective date for full compliance with the final Code 

Section 409A regulations is January 1, 2008.  Therefore, 

employers who have Code Section 457(f) plans probably 

will be updating their plans to comply with the Code Section 

409A final regulations before actual guidance is issued under 

Code Section 457.  Employers whose Code Section 457(f) 

plans will not comply with the anticipated guidance will be in 

the difficult situation of having to decide whether to change 

their plans to comply with the anticipated guidance by 

December 31, 2007, or whether to wait for actual guidance.  

Employers will also have to decide whether to continue to 

allow salary deferrals into their Code Section 457(f) plans and 

whether to continue to make employer contributions to their 

Code Section 457(f) plans.  If contributions continue to be 

made to a Code Section 457(f) plan that does not satisfy the-

anticipated guidance and the anticipated guidance is actu-

ally issued, employers and employees will have to hope that 

reasonable transition rules will be provided.
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