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Tax-exempt and governmental organizations, with few exceptions, have an important limitation on their ability to offer nonqualified deferred compensation arrangements to their employees (or independent contractors). Under Code Section 457(f), the employee pays tax on the amount deferred as soon as the benefits are not subject to a substantial risk of forfeiture, even if the plan is unfunded. By contrast, employees of taxable businesses can defer tax in an unfunded arrangement even without a substantial risk of forfeiture, just by delaying actual or constructive receipt. Qualified plans, 403(b) plans, and eligible 457(b) plans are not subject to this limitation.

The IRS has not issued formal guidance on the definition of substantial risk of forfeiture under Code Section 457(f)(3)(b), although most practitioners believed that the Code Section 83 definition of substantial risk applied. See Treas. Reg. Section 1.83-3(c).

In Notice 2007-62, the IRS and the Treasury have announced plans to publish guidance which would apply the Code Section 409A definition of substantial risk of forfeiture (see Treas. Reg. Section 1.409A-1(d)) to 457(f) plans. The 409A definition is much more narrow than the Section 83 definition. For example:

· 409A does not recognize extensions of a substantial risk, or additions to a substantial risk after the employee has a legally binding right to the compensation. For example, suppose an employer grants an employee a $30,000 bonus, payable 12/31/2010, so long as the employee still works for the company 11/30/2010. As the deadline approaches, the parties decide to extend (or “roll”) the forfeiture condition to 11/30/2015, and delay the payment to 12/31/2015. For 409A purposes, the substantial risk of forfeiture expires 11/30/2010. 409A disregards the extension. 

· A condition based on refraining from performing services (such as a covenant not to compete) does not give rise to a 409A substantial risk of forfeiture.

An amount is not subject to a 409A substantial risk of forfeiture after the date the employee could have elected to receive the amount of compensation, unless the present value of the amount subject 

to a substantial risk is materially greater than the present value of the amount the employee otherwise could have received without the risk. For example, suppose an employee defers $30,000 under a nonqualified plan, and will forfeit the amount if the employee quits before 12/31/2009. The 409A regulations disregard the risk of forfeiture. However, if the employer provided a 50% match, so the employee was choosing between $30,000 now or $45,000 in 2½ years, then the employment condition could constitute a 409A substantial risk of forfeiture. 

Applying these rules in a 457(f) context will dramatically impact 457(f) plans. It will mean that employees of tax-exempt and governmental organizations will not be able to make voluntary deferrals to unfunded nonqualified plans unless there is a matching contribution of some sort. Notice 2007-62 expresses grave doubts about the reality of naked deferrals, suggesting that an employee would choose to accept a risk of forfeiture when he or she could choose to take essentially the same amount in cash today, only if the “risk” was illusory.

The proposed rules will also end the current practice of “rolling” a substantial risk to delay 457(f) taxation; the date you start with is the date you’re stuck with.

An employee of a tax-exempt or governmental organization can benefit from a bona fide severance pay plan (Code Section 457(e)(11)) without running afoul of the Code Section 457(f) restrictions. Notice 2007-62 states that the IRS and Treasury plan to issue guidance defining a bona fide severance pay plan as one which meets the exceptions in the 409A regulations (Treas. Reg. Section 1.409A-1(b)(9)) for separation pay. Generally, this limits separation pay programs to involuntary separation and limits the amount to two times the 401(a)(17) compensation limit. Thus, the bona fide severance pay exception would be limited to $450,000 for a participant who suffered an involuntary severance of employment in 2007.

The Notice says the guidance would be prospective only. No inference would apply to periods before the guidance. However, a taxpayer can choose to rely on the proposed definitions in Notice 2007-62.  The IRS has requested comments on these issues.
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If you have any questions, please contact Mike Pietzsch, of our Benefits and Compensation Group. 
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