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SUMMARY:: Thisdocument contains find regulations that provide guidance on deferred
compensation plans of state and local governments and tax-exempt entities. The regulaions reflect the
changes made to section 457 by the Tax Reform Act of 1986, the Small Business Job Protection Act of
1996, the Taxpayer Rdlief Act of 1997, the Economic Growth and Tax Relief Reconciliation Act of
2001, the Job Creation and Worker Assistance Act of 2002, and other legidation. The regulations aso
meake various technica changes and darifications to the existing find regulations on many discrete issues.
These regulations provide the public with guidance necessary to comply with the law and will affect
plan sponsors, administrators, participants, and beneficiaries.

DATES Effective Date: July 11, 2003.

Applicability Date These regulations gpply to taxable years beginning after December 31,
2001. See“Effective date of the regulations’ for additional information concerning the applicability of

these regulations.



FOR FURTHER INFORMATION CONTACT: Cheryl Press, (202) 622-6060 (not a toll-free
number).

SUPPLEMENTARY INFORMATION:

Paperwork Reduction Act

The callection of information contained in these find regulations has been reviewed and
approved by the Office of Management and Budget in accordance with the Paperwork Reduction Act
(44 U.S.C. 3507) under control number 1545-1580. Responsesto this collection of information are
mandatory.

An agency may not conduct or sponsor, and a person is not required to respond to, a collection
of information unless the collection of information displays avalid control number assigned by tre Office
of Management and Budget.

The estimated burden per respondent varies from .033 hour to 2 hours per trust established
depending upon individua respondents’ circumstances, with an estimated average of one hour for each
trust established, and from 20 hours to 50 hours per gpplication for approval as a custodian with an
edimated average of 35 hoursfor each application submitted to qualify as a custodian.

Comments concerning the accuracy of this burden estimate and suggestions for reducing this
burden should be sent to the I nter nal Revenue Service, Attn: IRS Reports Clearance Officer,
W:.CAR:MP.T.T:SP Washington, DC 20224, and to the Office of Management and Budget, Attn:
Desk Officer for the Department of the Treasury, Office of Information and Regulatory Affairs,
Washington, DC 20503.

Books or records relating to this collection of information must be retained aslong as their
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contents may become materid in the adminigtration of any interna revenue law. Generdly, tax returns
and tax return information are confidential, as required by 26 U.S.C. 6103.
Background

Section 131 of the Revenue Act of 1978 (92 Stat. 2779) added section 457 to the Internal
Revenue Code of 1954. On September 27, 1982, final regulations (TD 7836, 1982-2 C.B. 91) under
section 457 (the 1982 reguletions) were published in the Feder al Register (47 FR 42335). The 1982
regulations provided guidance for complying with the changes to the applicable tax law made by the
Revenue Act of 1978 relating to deferred compensation plans meintained by state and local
governments and rurd electric cooperatives.

Section 1107 of the Tax Reform Act of 1986 (100 Stat. 2494) extended section 457 to tax
exempt organizations. Section 6064 of the Technica and Miscellaneous Act of 1988 (102 Stat. 3700)
codified certain exceptions for certain plans. Notice 88-68, 1988-1 C.B. 556, addressed the treatment
of nonelective deferred compensation of nonemployees, and provided an exception under which section
457 does not to apply to certain church plans.

Section 1404 of the Small Business Job Protection Act of 1996 (110 Stat. 1755) added section
457(g) which requires that section 457(b) plans maintained by state and local government employers
hold dl plan assets and income in trust, or in custodia accounts or annuity contracts (described in
section 401(f) of the Internd Revenue Code), for the exclusive benefit of participants and beneficiaries.

Section 1071 of the Taxpayer Relief Act of 1997 (111 Stat. 788) permits certain accrued
benefits to be cashed out.

Sections 615, 631, 632, 634, 635, 641, 647, and 649 of the Economic Growth and Tax Relief

3



Reconciliation Act of 2001 (EGTRRA) (115 Stat. 38) included increases in eective deferra limits,
reped of the rules coordinating the section 457 plan limit with contributions to certain other types of
plans, catchup contributions for individuas age 50 or over, extension of quaified domestic relation
order rules to section 457 plans, rollovers among various qudified plans, section 403(b) contracts and
individud retirement arrangements (IRAS), and transfers to purchase service credits under governmental
pension plans.

Section 411(0)(8) and (p)(5) of the Job Creation and Worker Assistance Act of 2002 (116
Stat. 21) darified certain provisonsin EGTRRA concerning section 457 plans, including the use of
certain compensation reduction elections to be taken into account in determining includible
compenstion.

On May 8, 2002, anotice of proposed rulemaking (REG-105885-99) was published inthe
Federal Register (67 FR 30826) to issue new regulations under section 457, including amending the
1982 regulations to conform them to the legidative changes that had been made to section 457 since
1982.

Following publication of the proposed regulations, comments were received and a public
hearing was held on August 28, 2002. After consideration of the comments received, the proposed
regulations are adopted by this Treasury decision, subject to anumber of changesthat are generdly
summarized below.

Summary of Comments Received and Changes Made
1. Excess Deferras

The proposed regulations addressed the income tax treatment of excess deferrals and the effect
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of excess deferrals on plan digibility under section 457(b). The proposed regulations provided that an
digible governmenta plan may sdif - correct and distribute excess deferrals and continue to satisfy the
digibility requirements of section 457(b) (including the distribution rules and the funding rules) by reason
of adidribution of excess deferrds. However, the proposed regulations provided thet if an excess
deferrd arose under an digible plan of ataxexempt employer, the plan was no longer an digible plan.
Commentators objected to the less favorable treatment for digible plans of tax-exempt employers.

After consderation of the comments received, the regulations extend self- correction for excess
deferrdsto digible plans of tax-exempt employers. If thereis an excess deferral under such plan, the
plan may digtribute to a participant any excess deferrds (and any income alocable to such amount) not
later than the first April 15 following the close of the taxable year of the excess deferrals, comparable to
the rules for qudified plans under section 402(g). In such acase, the plan will continue to be treeted as
an digible plan. However, in accordance with section 457(c), any excess deferra isincluded in the
grossincome of a participant for the taxale year of the excess deferral. If an excess deferrd isnot
corrected by distribution, the plan isan indigible plan under which benefits are taxable in accordance
withindigible plan rules.

Theincome tax trestment and payroll tax reporting of distributions of excess deferras from
ligible section 457(b) governmentd plans are smilar to the trestment and reporting of digtribution of
excess deferras from tax- qudified plans. Such amounts should be reported on Form 1099 and taxed in
the year of digtribution to the extent of digtributed earnings on the excess deferrals. For digible section
457(b) tax-exempt plans, the excess deferrals are subject to income tax in the year of ditribution to the
extent of distributed earnings on the excess deferra's and such earnings should be reported on Form W-
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2 for the year of didribution. See adso Notice 2003-20, 2003-19 I.R.B. 894, for information regarding
the withholding and reporting requirements gpplicable to digible plans generaly.

2. Agaregation Rules in the Proposed Regqulations

The proposed regulations included severd rules that aggregate multiple plansfor purposes of
meeting the digibility requirements of section 457(b). These regulations retain all of theserules. For
example, the regulations provide thet in any case in which multiple plans are used to avoid or evade the
digibility requirements urder the regulations, the Commissioner may apply the digibility requirements as
if the planswereasingle plan. Also, an digible employer isrequired to have no more than one normd
retirement age for each participant under dl of the digible plansit sponsors. In addition, al deferrals
under dl digible plans under which an individua participates by virtue of hisor her relaionship with a
single employer are treated as though deferred under asingle plan for purposes of determining excess
deferrds. Findly, annua deferrds under dl digible plans are combined for purposes of determining the
maximum deferrd limits

Few comments were received with respect to the aggregation rules under the proposed
regulations. However, one commentator requested that, where it is determined that multiple digible
plans maintained by a single employer, which have been aggregated pursuant to the proposed
regulaions, contain excess deferrds, the employer have the ability to disaggregate those plans solely for
the purpose of ether (1) digtributing the excess deferrals under the self -correcting mechanism or (2)
limiting the characterization of such plansas "indigible" to the ong(s) thet actudly contain the excess
defards. Taking into account the ahility for dl digible plansto sdf- correct by distribution, these
regulations retain without materia revision the aggregation rules that were in the proposed regulations.
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3. Deferrd of Sick, Vacation, and Back Pay

The proposed regulations would have alowed an digible plan to permit participants to eect to
defer compensation, including accumulated sick and vacation pay and back pay, only if an agreement
providing for the deferrdl is entered into before the beginning of the month in which the amounts would
otherwise be paid or made available and the participant is an employee in that month. Comments
requested that terminating participants be alowed to eect deferra for accumulated sick and vacation
pay and back pay even if the participant is not employed at the time of the deferrd.

Thefind regulaions retain the rule under which the deferrd dection must be made during
employment and before the beginning of the month when the compensation would have been payable.
However, the regulations include a special rule that dlows an eection for sick pay, vacation pay, or
back pay that is not yet payable (subject of course to the maximum deferral limitations of section 457 in
the year of deferrd). Under the specid rule, an employee who isretiring or otherwisehaving a
severance from employment during a month may nevertheless elect to defer, for example, hisor her
unused vacation pay after the beginning of the month, provided that the vacation pay would otherwise
have been payable before the employee has a severance from employment and the eection is made
before the date on which the vacation pay would otherwise have been payable.

4. Unforesseable Emergency Didributions

The proposed regulations added examples that would illustrate when an unforeseeable
emergency occurred. In particular, one example provided that the need to pay for the funeral expenses
of afamily member may congtitute an unforeseesble emergency. Severad commentators requested
daification in thefind regulations of the definition of family member. The regulations have been modified
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to define afamily member as a spouse or dependent as defined in section 152(Q).
5. Plan Terminations, Plan-to-Plan Transfers, and Rollovers

The regulationsinclude certain rules regarding plan terminations, planto-plan transfers, and
rollovers. These topics have been affected by the statutory changes that impose a trust requirement on
digible governmentd plans. The direct rollovers that were permitted by EGTRRA beginning in 2002 for
digible governmenta plans provide participants affected by these types of events the ability to retain
thelr retirement savingsin afunded, tax-deferred savings vehicle by rollover to an IRA, qudlified plan, or
section 403(b) contract. The regulations provide a outline for the different plan termination and plartto-
plan transfer dternatives available to sponsors of digible governmenta plansin these Situations.
a Panterminations

The regulations dlow aplan to have provisions permitting plan termination whereupon amounts
can be digtributed without violaing the distribution requirements of section 457. Under the regulations,
an digible plan isterminated only if al amounts deferred under the plan are paid to participants as soon
as administratively practicable. If the amounts deferred under the plan are not distributed, the plan is
trested as a frozen plan and must continue to comply with al of the applicable statutory requirements
necessary for plan digihility.

b. Plan-to-plan tranfers among digible governmenta plans and purchase of permissve service credit by
plan-to-plan transfer

The proposed regulations would have alowed plan-to-plan transfers between digible
governmentd plans under new circumstances, as well as the purchase of permissive sarvice credits by

trandfer from an digible governmentd plan to a governmental defined benfit plan, but only if the
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transfers were made by plans within the same State. Commentators objected to the requirement under
the new transfer rules that the transfers be to plans within the same State.

Upon condderation of the comments received, the regulations dlow transfers among digible
governmental plansin three Situations. 1n each case, the transferor plan must provide for transfers, the
receiving plan must provide for the receipt of transfers, and the participant or beneficiary whose
amounts deferred are being transferred must be entitled to an amount deferred immediately after the
transfer that is at least equa to the amount deferred with respect to that participant or beneficiary
immediately before the transfer. Trandfers are permitted among digible governmenta plansin the
following three cases.

A person by-person transfer is permitted for any beneficiary and for any participant
who has had a severance from employment with the transferring employer and is
performing services for the entity maintaining the receiving plan (whether or not the other
plan is within the same State).

No saverance from employment isrequired if the entire plan’s assets for dl participants
and bendficiaries are trandferred to another digible governmenta plan within the same
State.

No severance from employment isrequired for atransfer from one eigible
governmenta plan of an employer to ancther digible governmenta plan of the same
employer.

Thefind regulations aso dlow aplan-to-plan transfer from an digible governmentd planto a
governmentd defined benefit plan for permissive service credit, without regard to whether the defined
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benefit plan is maintained by a governmenta entity that isin the same State. |n addition, language that
wasin an example which implied that section 415(n) (which addresses the gpplication of maximum
benefit limitations with respect to certain contributions) might apply to such atransfer has been
eliminated because Treasury and the IRS have concluded that section 415(n) does not apply to such a
transfer in any casein which the actuaria value of the benefit increase that results from the transfer does
not exceed the amount transferred.

c¢. Plan-to-plan trandfers among digible plans of tax-exempt entities

The regulations retain the rule from the 1982 regulations dlowing a plartto-plan trandfer after a
participant has had a severance from employment.
d. Rollovers

The proposed regulations specified the trestment of amountsrolled into or out of an digible
governmenta plan and stated that amounts rolled into the plan are treated as amounts deferred under
the plan for purposes of the regulaions. Some commentators requested that consideration be given to
dlowing digible governmentd plans to have the same flexihility that they claimed was permitted for
qualified plans with respect to the timing of distributions of rolled-in assets. Specificaly, these
commentators requested the ahility for an digible governmenta plan to dlow a participant to receive a
digribution of rolled-in assets even though the participant may not yet be digible for a distribution of
other assets held under the plan. Commentators pointed out that, Since section 402(c)(10) dlowsan
digible governmentd plan to accept arollover contribution only if the rolled-in assets from other plan
types are separately accounted for (in order to apply the section 72(t) early withdrawal income tax for

didributions from these assets), this ability should not cause administrative problems for plan sponsors.
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Commentators dso asserted that the flexibility to design an digible governmenta plan to permit such
digtributions would be beneficid to its participants.

These regulations do not permit an digible governmental plan to digtribute rolled-in assetsto a
participant who is not yet digible for adigtribution until future guidance of generd applicability is
published that addresses thisissue. Tressury and the IRS intend to issue, in the near future, guidance of
genera gpplicability resolving this issue in coordination with the applicable rules for qudified plans and
section 403(b) contracts.

Commentators also requested clarification on the order of accounts for partid distributionsto
participants who have rolled-in assets thet are subject to the early withdrawa incometax. They
requested that congderation be given in find regulations to darifying that the participant may be trested
as recaiving a partid digtributionfirst from other plan assets to minimize the early withdrawa income tax
that would otherwise apply. These regulations darify that, if arollover isreceived by an digible
governmentd plan from an IRA, qudified plan, or section 403(b) contract, then distributionsfrom the
digible governmenta plan are subject to the early withdrawa income tax in accordance with the plan’s
method of accounting, i.e., for purposes of applying the section 72(t) early withdrawa incometax, a
digtribution is treated as made from an dligible governmenta plan’s separate account for rolloversfrom
an IRA, qudified plan, or section 403(b) contract only if the plan accounts for the didtribution as a
digtribution from thet account. Thus, for example, an digible governmenta plan may provide that any
unforeseeable emergency withdrawa is made from other accounts to the extent possible, in which event
the early withdrawal tax will not gpply assuming that the plan only debits such other accounts to reflect

the digtribution.
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The proposed regulations had requested comments on the issue of separate accounting for
rolledtin amounts and asked if there are any specid characteristics that would belogt if multiple types of
separate accounts were not maintained. Commentators asked for the regulations to permit maintenance
of asinglerallover account for al amounts that are rolled into the digible governmenta plan. These
regulations require separate accounting only to the extent mandated by section 402(c)(10), i.e,, only for
rollovers from IRASs, qudified plans and section 403(b) contracts. Section 72(t)(9) providesthat the
early withdrawa income tax applies to distributions from rollovers attributable to IRAS, qudified plans,
and section 403(b) contracts. Thus, if an eigible governmental plan accepts arollover from another

digible governmental plan of an amount that was origindly deferred under an digible governmenta plan

and commingles that rollover in the same separate account that includes arollover amount from an IRA,
qudified plan, or section 403(b) contract, then distributions from that account will be subject to the early
withdrawa incometax. Accordingly, in order to avoid thisresult, digible governmenta plans may

choose to establish three separate accounts for a participant even though these regulations only require

that a single separate rollover account be maintained for al amounts that are rolled into an digible
governmentd plan: first, an account for all amounts deferred under that plan; second, anaccount for
any rollover from ancther digible governmental plan (disregarding any amounts that originated from an
IRA, qudified plan, or section 403(b) contract); and third, an account for any rollover amount from an
IRA, quaified plan, or section 403(b) contract (incduding any amounts rolled over from ancther digible
governmental plan that originated from an IRA, qudified plan, or section 403(b) contract). These
regulaions include an example illudtrating thet the early withdrawa income tax would not gpply to a
partid distribution from a plan with such accounts assuming thet the plan debits ether of the firgt two
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such other accounts to reflect the distribution.
6. Indigible Plans

The proposed regulations included guidance regarding indigible plans under section 457(f).
Section 457(f) generdly provides that, in the case of an agreement or arrangement for the deferral of
compensation, the deferred compensation isincluded in gross income when deferred or, if later, when
the rights to payment of the deferred compensation cease to be subject to a substantia risk of forfeiture.
Section 457(f) was in section 457 when it was added to the Code in 1978 for governmental
employees, and extended to employees of tax-exempt organizations (other than churches or certain
church-controlled organizations) in 1986, because unfunded amounts held by a tax-exempt entity
compound tax free like an digible plan, a quaified plan, or a section 403(b) contract. Section 457(f)
was viewed as essentid in order to provide an incentive for employers that are not subject to income
taxes to adopt an digible plan, aqudlified plan, or a section 403(b) contract

Section 457(f) does not apply to an digible plan, a qualified plan, a section 403(b) contract, a
section 403(c) contract, atransfer of property described in section 83, atrust to which section 402(b)
applies, or aqudified governmental excess benefit arrangement described in section 415(m). The
proposed regulations stated that section 457(f) applies if the date on which thereis no substantia risk of
forfeiture with respect to the compensation deferred precedes the date on which there isatransfer of

property to which section 83 gpplies. The proposed regulations included severd examples, including an

1 Seegenerdly the Report to the Congress on the Tax Treatment of Deferred Compensation
under Section 457, Department of the Treasury, January 1992 (available from the Office of Tax
Policy, Room 5315, Treasury Department, 1500 Pennsylvania Avenue NW., Washington DC
20220).
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exampleillugrating that section 457(f) does not fail to gpply merely because benefits are subsequently
paid by atransfer of property. Comments were requested on the coordination of sections 457(f) and
83 under the proposed regulations.

In response, a number of commentators objected to the proposed coordination of sections
457(f) and 83, including arguing that the proposed regulation would place tax-exempt organizations at a
competitive disadvantage when it comes to atracting and retaining executive taent because it would
effectively diminate the use of discounted mutua fund options as atax effective component of total
compensation. Some commentators also asserted that the proposed regulations were ambiguous as to
their gpplicability to steeply discounted mutual fund options, and recommended that, if the provisionis
not removed, at a minimum future guidance should be more specific.

Thefind regulations retain the interpretation of the coordination of sections 457(f) and 83 that
was in the proposed regulations, and dso darify the application of the rule by adding an example
involving an option grant. The regulations dso indude a clarification that, when benefits are paid or
mede available under an indigible plan, the amount induded in grossincomeis equal to the amount paid
or made available, but only to the extent that the amount exceeds the amount the participant included in

grossincome when he or she obtained a vested right to the benefit.

7. Severance Pay and Other Exceptions

In 2000, the IRS issued Announcement 2000-1 (2000-1 C.B. 294), which provided interim
guidance on certain broad-based, nondective plans of agate or local government that were in existence
before 1999. Comments were requested on arrangements, such as those maintained by certain sate or
loca governmenta educationd ingtitutions, under which supplementa compensation is payable asan
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incentive to terminate employment, or as an incentive to retain retirement- digible employees, to ensure
an appropriate workforce during paiods in which atemporary surplus or deficit in workforceis
anticipated. Treasury and the IRS continue to be interested in receiving comments on this issue, which
should be sent to the following address: Interna Revenue Sarvice, Attn: CC:DOM:CORP.R (Section
457 Plans), Room 5201, P. O. Box 7604, Ben Franklin Station, Washington, D.C. 20044. Written
comments may be hand delivered Monday through Friday between 8 am. and 4 p.m. to: Internal
Revenue Service, Courier’s Desk, Attn: CC:PA:RU (Section 457 Plans), 1111 Congtitution Avenue,
NW., Washington, DC 20224. Alternatively, written comments may be submitted eectronicaly viathe
Internet by sdecting the“Tax Regs’ option on the IRS Home Page, or by submitting them directly to the
IRS Internet Ste at: http:/mww.irsgov/tax_regsreglist.html. Comments should be received by October
9, 2003.
8. Effective Date of the Regulations

The proposed regulations included a generd effective date under whic h the regulations would
have applied to taxable years beginning after December 31, 2001. Thisisthe generd effective date for
the changes made in section 457 by EGTRRA. Commentators did not express concern abot this
effective date and some commentators aso stated that dligible governmenta plans have adopted plan
amendments to address the changes that have been dlowed by EGTRRA, so that it would be
gopropriate to have the find regulations effective date coincide with the effective date for EGTRRA.

These regulations are generaly applicable to taxable years beginning after December 31, 2001,
subject to certain specific trangtion rules. Under one of these trangition rules, for taxable years
beginning after December 31, 2001, and before January 1, 2004, aplan will not fail to be an digible
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planif it is operated in accordance with a reasonable, good faith interpretation of section 457(b).
Whether a plan is operated in accordance with a reasonable, good faith interpretation of section 457(b)
will generdly be determined based on dl of the rdevant facts and circumstances, including the extent to
which the employer has resolved unclear issuesinitsfavor. The regulations state that a plan will be
deemed to be operated in accordance with a reasonalle, good faith interpretation of section 457(b) if it
is operated in accordance with the terms of these regulations. The IRS will dso deem aplanto be
operated in accordance with a reasonable, good faith interpretation of section 457(b) if it is operated in
accordance with the terms of the 1982 regulations as in effect for taxable years beginning before
January 1, 2002 (to the extent those 1982 regulations are consistent with subsequent changesin law,
including EGTRRA) or in accordance with the terms of the 2001 proposed regulations. However, a
plan will be deemed not to be operated in accordance with a reasonable, good faith interpretation of
section 457(b) if it is operated in amanner that isinconsstent with the terms of the 1982 regulations as
in effect for taxable years beginning before January 1, 2002 (to the extent those 1982 regulations are
consigtent with subsequent changesin law, indluding EGTRRA) except to the extent permitted under
either these find regulations or the 2001 proposed regulations.

Further, thereis a specia ddlayed effective date for the rule under which an digible
governmental plan cannot didtribute rollover account benefits to a participant who is not yet eigible for a
digribution. Thus, thisrule is not gpplicable until years beginning after December 31, 2003, sncethis
issue is expected to be resolved before that date.

The regulations aso retain the rule in the proposed regulations under which the regulations do

not apply with respect to an option that lacked a readly ascertainable fair market value (within the
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meaning of section 83(e)(3)) at grant that was granted on or before May 8, 2002. Thus, the status of
such an option under section 457(f) would be determined without regard to these regulations.
Special Analyses

It has been determined that this Treasury decison is not a Significant regulatory action as defined
in Executive Order 12866. Therefore, aregulatory assessment is not required. It has aso been
determined that section 553(b) of the Adminigtrative Procedure Act (5 U.S.C. chapter 5) does not
aoply to these regulations. It is hereby certified that the collection of information in these regulations will
not have a Sgnificant economic impact on a subgtantial number of small entities. The collection of
information in the regulationsis in section 1.457-8(2)(3)(ii)(B) and consits of the requirement that a
custodian of acustodia account may be a person other than abank only if the person demongtratesto
the stisfaction of the Commissioner that the manner in which the person will adminigter the custodia
account will be consistent with the requirement of section 457(g)(1) and (3) of the Code. This
certification is based on the fact that the cost of submitting this information is small, even for small
entities. Therefore, a Regulatory Hexibility Analysis under the Regulatory Flexibility Act (5 U.S.C.
chapter 6) is not required. Pursuant to section 7805(f) of the Code, the notice of proposed rulemaking
preceding these regulations was submitted to the Chief Counsd for Advocacy of the Small Business
Adminigration for comment on itsimpact on smdl business.
Lisgt of Subjects
26 CFR Part 1

Income taxes; Reporting and recordkeeping requirements.
26 CFR Part 602

17



Reporting and recordkeeping requirements.
Amendmentsto the Regulations

Accordingly, 26 CFR part 1 is amended as follows.
PART 1--INCOME TAXES

Paragraph 1. The authority citation for part 1 continuesto reed in part asfollows:

Authority: 26 U.S.C. 7805 *

Par. 2. Sections1.457-1, 1.457-2, 1.457-3 and 1.457-4 arerevised to read asfollows:
§1.457-1 Genera overviews of section 457.

Section 457 provides rules for nonqualified deferred compensation plans established by digible
employers as defined under §1.457-2(d). Eligible employers can establish either deferred
compensation plans that are digible plans and that meet the requirements of section 457(b) and
§81.457-3 through 1.457-10, or deferred compensation plans or arrangements that do not meet the
requirements of section 457(b) and §81.457- 3 through 1.457-10 and that are subject to tax trestment
under section 457(f) and §1.457-11.

§1.457-2 Definitions.

This section sets forth the definitions that are used under §81.457-1 through 1.457-11.

(@ Amount(s) deferred. Amount(s) deferred means the totd annua deferrals under an digible
plan in the current and prior years, adjusted for gain or loss. Except as provided at 881.457-4(c)(2)(iii)
and 1.457-6(a), amount(s) deferred includes any rollover amount held by an digible plan as provided

under §1.457-10(€).

(b) Annual deferral(s)--(1) Annual deferra(s) means, with respect to a taxable year, the amount
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of compensation deferred under an digible plan, whether by sdlary reduction or by nonelective
employer contribution. The amount of compensation deferred under an digible plan is taken into
account as an annud deferral in the taxable year of the participant in which deferred, or, if later, the year
in which the amount of compensation deferred is no longer subject to asubgtantid risk of forfeiture.

(2) If theamount of compensation deferred under the plan during ataxable year is not subject
to asubgantia risk of forfeiture, the amount taken into account as an annud deferrd is not adjusted to
reflect gain or loss dlocable to the compensation deferred. 1f, however, the amount of compensation
deferred under the plan during the taxable year is subject to a subgtantid risk of forfeiture, the amount of
compensation deferred that is taken into account as an annual deferra in the taxable year in which the
substantia risk of forfeiture lapses must be adjusted to reflect gain or loss alocable to the compensation
deferred until the substantial risk of forfeiture lapses.

(3) If the digible plan is a defined benefit plan within the meaning of section 414(j), the annua
deferrd for ataxable year isthe present value of the increase during the taxable year of the participant’s
accrued benefit that is not subject to a substantia risk of forfeiture (disregarding any such increase
atributable to prior annual deferrals). For this purpose, present value must be determined using
actuarid assumptions and methods that are reasonable (both individualy and in the aggregate), as
determined by the Commissioner.

(4) For purposes soldy of applying § 1.457-4 to determine the maximum amount of the annual
deferrd for a participant for ataxable year under an digible plan, the maximum amount is reduced by
the amount of any deferra for the participant under a plan described at paragraph (K)(4)(i) of this

section (relating to certain plansin existence before January 1, 1987) asif that deferral were an annud
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deferral under another eigible plan of the employer.

(c) Beneficiary. Bendficiary means a person who is entitled to benefitsin respect of a
participant following the participant’ s desth or an aternate payee as described in 81.457-10(c).

(d) Catch-up. Catch-up amount or catch-up limitation for a participant for atexable year
means the annud deferra permitted under section 414(v) (as described in 8§1.457-4(c)(2)) or section
457(b)(3) (s described in §1.457-4(c)(3)) to the extent the amount of the annud deferrd for the
participant for the taxable year is permitted to exceed the plan ceiling applicable under section
457(b)(2) (as described in §1.457-4(c)(L)).

(e) Eligbleemployer. Eligible employer means an entity that is a State that establishes aplan or

atax-exempt entity that establishes a plan. The performance of services as an independent contractor
for a State or loca government or a tax exempt entity istreated as the performance of servicesfor an
digibleemployer. Theterm digible employer does not include a church as defined in section
3121(wW)(3)(A), aquaified church-controlled organization as defined in section 3121(w)(3)(B), or the
Federa government or any agency or instrumentaity thereof. Thus, for example, anursing home which
is associated with a church, but which is not itself a church (as defined in section 3121(w)(3)(A)) or a
qudified church-controlled organization as defined in section 3121(w)(3)(B)), would be an dligible
employer if it is a tax exempt entity as defined in paragraph (m) of this section.

(f) Bligible plan. An digible planis a plan that meets the requirements of 881.457-3 through

1.457-10 that is established and maintained by an digible employer. An didible governmentd planisan

digible plan that is established and maintained by an digible employer as defined in paragraph (1) of this
section. An arrangement does not fail to congtitute a single eigible governmenta plan merely because
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the arrangement is funded through more than one trustee, custodian, or insurance carrier. An digible
plan of atax-exempt entity isan eigible plan that is established and maintained by an digible employer
as defined in paragrgph (m) of this section.

(9 Indudible compensation. Includible compensationof a participant means, with respect to a
taxable year, the participant’ s compensation, as defined in section 415(c)(3), for services performed for
the eligible employer. The amount of includible compensation is determined without regard to any
community property laws.

(h) Indigibleplan Indigible plan means a plan established and maintained by an digible
employer that isnot maintained in accordance with §81.457-3 through 1.457-10. A plan that is not
edablished by an digible employer as defined in paragraph (€) of this section is neither an digible nor an
indligible plan.

(i) Nonelective employer contribution. A nonelective employer contributionis a contribution
made by an digible employer for the participant with respect to which the participant does not have the
choice to receive the contribution in cash or property. Soldly for purposes of section 457 and

8§81.457-2 through 1.457-11, the term nonelective employer contribution includes employer

contributions that would be described in section 401(m) if they were contributions to aqualified plan.

(j) Paticipant. Participant in an digible plan means an individua who is currently deferring
compensation, or who has previoudy deferred compensation under the plan by salary reduction or by
nonelective employer contribution and who has not received adigtribution of hisor her entire benefit
under the digible plan. Only individuads who perform services for the digible employer, ether asan

employee or as an independent contractor, may defer compensation under the digible plan.
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(k) Plan. Planincludes any agreement or arrangement between an digible employer and a
participant or participants (including an individua employment agreement) under which the payment of
compensation is deferred (whether by salary reduction or by nonelective employer contribution). The
following types of plans are not trested as agreements or arrangements under which compensation is
deferred: a bonafide vacation leave, sick leave, compensatory time, severance pay, disability pay, or
death benefit plan described in section 457(€)(11)(A)(i) and any plan paying length of service awardsto
bona fide volunteers (and their beneficiaries) on account of qudified services performed by such
volunteers as described in section 457(e)(11)(A)(ii). Further, theterm plan does not include any of the
following (and section 457 and §81.457- 2 through 1.457- 11 do not apply to any of the following)--

(1) Any nonelective deferred compensation under which al individuas (other than those who
have not stisfied any gpplicableinitia service requirement) with the same relaionship with the digible
employer are covered under the same plan with no individua variations or options under the plan as
described in section 457(e)(12), but only to the extent the compensation is attributable to services
performed as an independent contractor;

(2) An agreement or arrangement described in §1.457-11(b);

(3) Any plan satisfying the conditions in section 1107(c)(4) of the Tax Reform Act of 1986
(100 Stat. 2494) (TRA ‘86) (relating to certain plans for State judges); and

(4) Any of the following plans or arrangements (to which specific trangtiond statutory
exclusons gpply)--

(i) A plan or arrangement 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(€)(6) of the
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Technicd and Miscellaneous Revenue Act of 1988 (102 Stat. 3700) (TAMRA), are satisfied (see §
1.457-2(b)(4) for agpecid rule regarding such plan);

(ii) A collectively bargained nonelective deferred compensation plan in effect on December 31,
1987, if the conditions of section 6064(d)(2) of TAMRA are sttiffied;

(iif) Amounts described in section 6064(d)(3) of TAMRA (relating to certain nonelective
deferred compensation arrangements in effect before 1989); and

(iv) Any plan satisfying the conditionsin section 1107(c)(4) or (5) of TRA ‘86 (relating to
certain plans for certain individual s with respect to which the Service issued guidance before 1977).

(I) State. State means a State (treating the Digtrict of Columbia as a State as provided under
section 7701(a)(10)), a palitica subdivison of a State, and any agency or insrumentaity of a State.

(m) Tax-exempt entity. Tax-exempt entity includes any organization exempt from tax under

subtitle A of the Internal Revenue Code, except that agovernmenta unit (including aninternationa
governmental organization) is not a taxexempt ertity.

(N Trust Trust means atrust described under section 457(g) and 81.457-8. Custodial
accounts and contracts described in section 401(f) are treated as trusts under the rules described in
81.457-8(a)(2).

§1.457-3 Generd introduction to digible plans.

(@ Compliancein form and operation An digible plan is awritten plan established and
maintained by an digible employer that is maintained, in both form and operation, in accordance with the
requirements of 881.457-4 through 1.457-10. An digible plan must contain al the materia termsand

conditions for benefits under the plan. An digible plan may contain certain optiond features not
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required for plan digibility under section 457(b), such as digtributions for unforeseeable emergencies,
loans, plartto-plan transfers, additiona deferra eections, acceptance of rollovers to the plan, and
distributions of smaller accounts to digible participants. However, except as otherwise specificaly
provided in §81.457-4 through 1.457-10, if an eigible plan contains any optiona provisions, the
optiona provisions must mest, in both form and operation, the relevant requirements under section 457
and §81.457-2 through 1.457-10.

(b) Trestment assingleplan In any casein which multiple plans are used to avoid or evade the

requirements of §81.457-4 through 1.457-10, the Commissioner may apply the rules under §81.457-4
through 1.457-10 asif the plans were asingle plan. See dso §1.457-4(c)(3)(v) (requiring an digible
employer to have no more than one normd retirement age for each participant under al of the digible
plansit sponsors), the second sentence of §1.457-4(e)(2) (treeting deferrds under all digible plans
under which an individua participates by virtue of hisor her reaionship with asingle employer asa
single plan for purposes of determining excess deferrals), and §1.457-5 (combining annud deferrds
under dl digible plans).

81.457-4 Annud defarals, deferral limitations, and deferral agreements under digible plans.

(@ Taxation of annud deferrds. Annua deferrasthat satisfy 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 digible
governmenta plan, or until paid or otherwise made available to the participant in the case of an digible
plan of atax-exempt entity. See §1.457-7.

(b) Agreement for deferra. In order to be an digible plan, the plan must provide that
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compensation may be deferred for any calendar month by sdary reduction only if an agreement
providing for the deferrd has been entered into before the first day of the month in which the
compensation is paid or made available. A new employee may defer compensation payable in the
cdendar month during which the participant first becomes an employee if an agreement providing for the
deferrd is entered into on or before the first day on which the participant performs services for the
digible employer. Andigible plan may provide thet if a participant entersinto an agreement providing
for deferrd by sdary reduction under the plan, the agreement will remain in effect until the participant
revokes or dters the terms of the agreement. Nonelective employer contributions are treated as being
meade under an agreement entered into before the first day of the calendar month.

(©) Maximum deferrd limitations-- (1) Basic annud limitation. (i) Except as described in
paragraphs (¢)(2) and (3) of this section, in order to be an digible plan, the plan must provide that the
annud deferral amount for ataxable year (the plan ceiling) may not exceed the lesser of --

(A) The applicable annual dollar amount specified in section 457(€)(15): $11,000 for 2002;
$12,000 for 2003; $13,000 for 2004; $14,000 for 2005; and $15,000 for 2006 and thereafter. After
2006, the $15,000 amount is adjusted for cost-of- living in the manner described in paragraph (c)(4) of
this section; or

(B) 100 percent of the participant'sincludible compensation for the taxable year.

(i) Theamount of annua deferrd's permitted by the 100 percent of includible compensation
limitation under paragraph (c)(1)(i)(B) of this section is determined under section 457(€)(5) and
§1.457-2().

(i) For purposes of determining the plan ceiling under this paragraph (c), the annua deferra
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amount does nat include any rollover amounts received by the digible plan under 81.457-10(g).
(iv) The provisons of this paragraph (c)(1) areillustrated by the following examples:

Example 1 (i) Facts Participant A, who earns $14,000 a year, entersinto asaary reduction
agreement in 2006 with A’ s digible employer and elects to defer $13,000 of A’s compensation for that

year. A isnot digible for the catch up described in paragraph (c)(2) or (3) of this section, participates __— peleted: P

in no other retirement plan, and has no other income exclusions taken into account in computing
includible compensation.

(i) Concluson Theannud deferrd limit for A in 2006 is the lesser of $15,000 or 100 percent
of includible compensation, $14,000. A’sannua deferrd of $13,000 is permitted under the plan
because it is not in excess of $14,000 and thus does not exceed 100 percent of A’sincludible
compenstion.

Example2. (i) Facts. Assumethe samefactsasin Example 1, except that A’sdligible
employer provides an immediatdly vested, matching employer contribution under the plan for
participants who make sdary reduction deferrals under A’ s dligible plan. The matching contribution is
equa to 100 percent of dective contributions, but not in excess of 10 percent of compensation (in A's
case, $1,400).

(i) Conclusion. Paticipant A’s annud deferra exceeds the limitations of this paragraph (c)(1).
A’smaximum deferrd limitation in 2006 is $14,000. A’s sdary reduction deferral of $13,000
combined with A’ s digible enployer’ s nondective employer contribution of $1,400 exceedsthe basic
annual limitation of this paragraph (c)(1) because A’sannua deferralstota $14,400. A has an excess
deferra for the taxable year of $400, the amount exceeding A’ s permitted annud deferrd limitation.
The $400 excess deferrd is treated as described in paragraph (€) of this section.

Example3. (i) Facts. Beginning in year 2002, Eligible Employer X contributes $3,000 per
year for five yearsto B’s digible plan account. B’sinterest in the account vestsin 2006. B has annud
compensation of $50,000 in each of the five years 2002 through 2006. B is41 yearsold. B isnot
digiblefor the catch-up described in paragraph (c)(2) or (3) of this section, participates in no other
retirement plan, and has no other income exclusions taken into account in computing includible
compensation. Adjusted for gain or loss, the vaue of B’ s benefit when B’ sinterest in the account vests
in 2006 is $17,000.

(i) Conclusion Under this vesting schedule, $17,000 is taken into account as an annua deferra
in 2006. B’sannud deferras under the plan are limited to a maximum of $15,000 in 2006. Thus, the
aggregate of the amounts deferred, $17,000, isin excess of B's maximum deferrd limitation by $2,000.
The $2,000 is trested as an excess deferra described in paragraph (e) of this section.

26



(2) Age 50 catchrup--(i) In general. 1n accordance with section 414(v) and the regulations

thereunder, an digible governmenta plan may provide for catch up contributions for a participant who is
age 50 by the end of the yesar, provided that such age 50 catch-up contributions do not exceed the
catch-up limit under section 414(v)(2) for the taxable year. The maximum amount of age 50 caich-up
contributions for ataxable year under section 414(v) isasfollows: $1,000 for 2002; $2,000 for 2003;
$3,000 for 2004; $4,000 for 2005; and $5,000 for 2006 and thereafter. After 2006, the $5,000
amount is adjusted for cost-of-living. For additional guidance, see regulations under section 414(v).

(if) Coordination with specia section 457 catchrup.  In accordance with sections 414(v)(6)(C)
and 457(€)(18), the age 50 catch-up described in this paragraph (c)(2) does not apply for any taxable
year for which ahigher limitation applies under the specia section 457 catch-up under paragraph (c)(3)
of thissection. Thus, for purposes of this paragraph (c)(2)(ii) and paragraph (c)(3) of this section, the
special section 457 catch up under paragraph (c)(3) of this section applies for any taxable year if and
only if the planceiling taking into account paragraph (c)(1) of this section and the specid section 457
catchrup described in paragraph (c)(3) of this section (and disregarding the age 50 catch-up described
in this paragraph (€)(2)) islarger than the plan celling taking into account paragraph (c)(1) of this section
and the age 50 catch-up described in this paragraph (¢)(2) (and disregarding the specia section 457
catch-up described in paragraph (¢)(3) of this section). Thus, if aplan so provides, a participant who is
eligible for the age 50 catch-up for ayear and for whom the year is aso one of the participant's last
three taxable years ending before the participant attains norma retirement age is digible for the larger
of--

(A) The plan ceiling under paragraph (c)(2) of this section and the age 50 catch up described in
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this paragraph (¢)(2) (and disregarding the specia section 457 catchrup described in paragraph (c)(3)
of this section) or

(B) The plan ceiling under paragraph (c)(1) of this section and the specia section 457 catch-up
described in paragraph (c)(3) of this section (and disregarding the age 50 catch- up described in this
paragraph (c)(2)).

(i) Examples. The provisions of this paragraph (c)(2) areillugtrated by the following examples:

Examplel. (i) Facts. Participant C, whois 55, isdigible to participate in an digible
governmentd planin 2006. The plan provides anorma retirement age of 65. The plan provides
limitations on annua deferrals up to the maximum permitted under paragraphs (c)(1) and (3) of this
section and the age 50 catchup described in this paragraph (c)(2). For 2006, C will receive
compensation of $40,000 from the eligible employer. C desiresto defer the maximum amount possible

in 2006. The gpplicable basic dallar limit of paragraph (c)(1)(i)(A) of this section is $15,000 for 2006
and the additiond dollar amount permitted under the age 50 catchrup is $5,000 for 2006.

(i) Conclusion Cisdigiblefor the age 50 catch-up in 2006 because C is 55 in 2006.
However, C is not digible for the specid section 457 catch-up under paragraph (c)(3) of thissectionin
2006 because 2006 is not one of the last three taxable years ending before C attains normal retirement
age. Accordingly, the maximum that C may defer for 2006 is $20,000.

Example2. (i) Facts. The facts are the same asin Example 1, except that, in 2006, C will
attain age 62. The maximum amount that C can eect under the specid section 457 catchup under
paragraph (€)(3) of this section is $2,000 for 2006.

(i) Conclusion The maximum that C may defer for 2006 is $20,000. Thisisthe sum of the
basic plan ceiling under paragraph (c)(1) of this section equd to $15,000 and the age 50 catch up equa
to $5,000. The special section 457 catch-up under paragraph (c)(3) of this section is not applicable
snceit provides asmdler plan celing.

Example 3. (i) Facts. Thefacts are the same asin Example 2, except that the maximum
additional amount that C can eect under the specid section 457 catch-up under paragraph (c)(3) of this
section is $7,000 for 2006.

(i) Concluson The maximum that C may defer for 2006 is $22,000. Thisisthe sum of the

basic plan ceiling under paragraph (c)(1) of this section equal to $15,000, plus the additiond specia
section 457 catch-up under paragraph (c)(3) of this section equal to $7,000. The additiona dollar
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amount permitted under the age 50 catch up is not applicable to C for 2006 becauseit providesa
amdler plan ceiling.

(3) Specid section 457 catch-up--(i) In general. Except as provided in paragraph (c)(2)(ii) of

this section, an eigible plan may provide that, for one or more of the participant's last three taxable
years ending before the participant attains normd retirement age, the plan ceiling is an amount nat in
excess of the lesser of--

(A) Twice the dollar amount in effect under paragraph (c)(1)(i)(A) of this section; or

(B) The underutilized limitation determined under paragraph (¢)(3)(ii) of this section.

(i) Underutilized limitation The underutilized amount determined under this paragraph (c)(3)(ii)

isthe sum of--
(A) The plan ceiling established under paragraph (c)(2) of this section for the taxable year; plus
(B) Theplan celling established under paragraph (c)(1) of this section (or under section
457(b)(2) for any year before the gpplicability date of this section) for any prior taxable year or years,
less the amount of annua deferrals under the plan for such prior taxable year or years (disregarding any
annua deferrds under the plan permitted under the age 50 catch up under paragraph (c)(2) of this
section).

(iii) Determining underutilized limitation under paragraph (0)(3)(ii)(B) of this section. A prior

taxable year is taken into account under paragraph (c)(3)(ii)(B) of this sectiononly if itisayear
beginning after December 31, 1978, in which the participant was digible to participate in the plan, and
in which compensation deferred (if any) under the plan during the year was subject to aplan ceiling

established under paragraph (c)(1) of this section. This paragraph (c)(3)(iii) is subject to the specia
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rules in paragraph (c)(3)(iv) of this section.
(iv) Specid rules concerning gpplication of the coordination limit for years prior to 2002 for

purposes of determining the underutilized limitation-- (A) Generd rule. For purposes of determining the

underutilized limitetion for years prior to 2002, participants remain subject to the rulesin effect prior to
the reped of the coordination limitation under section 457(c)(2). Thus, the applicable basic annua
limitation under paragraph (c)(1) of this section and the specid section 457 catch up under this
paragraph (c)(3) for yearsin effect prior to 2002 are reduced, for purposes of determining a
participant’ s underutilized amount under a plan, by amounts excluded from the participant’ sincome for
any prior taxable year by reason of a nondective employer contribution, slary reduction or eective
contribution under any other digible section 457(b) plan, or asdary reduction or eective contribution
under any 401(k) quadlified cash or deferred arrangement, section 402(h)(1)(B) smplified employee
pension (SARSEP), section 403(b) annuity contract, and section 408(p) simple retirement account, or
under any plan for which a deduction is dlowed because of a contribution to an organization described
in section 501(c)(18) (pre-2002 coordination plans). Similarly, in gpplying the section 457(b)(2)(B)
limitation for includible compensation for years prior to 2002, the limitation is 33 1/3 percent of the
participant’s compensation includible in gross income.

(B) Coordination limitation applied to participant. For purposes of determining the underutilized

limitation for years prior to 2002, the coordination limitation gpplies to pre-2002 coordination plans of
al employers for whom a participant has performed services, whether or not those are plans of the
participant’s current eigible employer. Thus, for purposes of determining the amount excluded from a
participant’ s grossincomein any prior taxable year under paragraph (c)(3)(ii)(B) of this section, the
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participant’s annud deferrals under an digible plan, and sdary reduction or dective deferrds under dl
other pre-2002 coordination plans, must be determined on an aggregate basis. To the extent that the
combined deferras for years prior to 2002 exceeded the maximum deferrd limitations, the amount is

treated as an excess deferral under paragraph (e) of this section for those prior yesrs.
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(C) Specid rulewhereno annua deferrals under the digible plan. A participant who, athough

digible, did not defer any compensation under the digible plan in any year before 2002 is not subject to
the coordinated deferrd limit, even though the participant may have deferred compensation under one of
the other pre-2002 coordination plans. Anindividud istreated as not having deferred compensation
under an digible plan for aprior taxable yeer if dl annud deferrds under the plan are digtributed in
accordance with paragraph (e) of this section. Thus, to the extent that a participant participated solely in
one or more of the other pre-2002 coordination plans during a prior taxable year (and not the digible
plan), the participant is not subject to the coordinated limitation for that prior taxable year. However, the
participant is trested as having deferred an amount in a prior taxable year, for purposes of determining the
underutilized limitation for that prior taxable year under this paragraph (¢)(3)(iv)(C), to the extent of the
participant’s aggregeate sdary reduction contributions and eective deferrals under dl pre-2002
coordination plans up to the maximum deferrd limitationsin effect under section 457(b) for that prior
taxable year. To the extent an employer did not offer an digible plan to an individud in aprior given yesr,
no underutilized limitation is available to the individud for that prior year, even if the employee
subsequently becomes digible to participate in an digible plan of the employer.

(D) Examples. The provisions of this paragraph (c)(3)(iv) areillustrated by the fallowing
examples.

Examplel. (i) Facts. In 2001 and in years prior to 2001, Participant D earned $50,000 ayear
and was digible to participate in both an digible plan and a section 401(k) plan. However, D had dways
participated only in the section 401(k) plan and had aways deferred the maximum amount possible. For
each year before 2002, the maximum amount permitted under section 401(k) exceeded the limitation of
paragraph (c)(3)(i) of thissection. 1n 2002, D isin the 3-year period prior to D’s attainment of the

digible plan’s normd retirement age of 65, and D now wants to participate in the digible plan and make
annua deferrds of up to $30,000 under the plan’s specia section 457 catch-up provisions.
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(if) Condlusion. Participant D istreated as having no underutilized amount under paragraph
(©)(3)(ii)(B) of this section for 2002 for purposes of the catch-up limitation under section 457(b)(3) and
paragraph (c)(3) of this section because, in each of the years before 2002, D has deferred an amount
equd to or in excess of the limitation of paragraph (c)(3)(i) of this section under dl of D’s coordinated
plans.

Example2. (i) Facts. Assume the same facts asin Example 1, except that D only deferred
$2,500 per year under the section 401(k) plan for one year before 2002.

(i) Concluson D istrested as having an underutilized amount under paragraph (c)(3)(ii)(B) of
this section for 2002 for purposes of the special section 457 catchrup limitation. Thisisbecause D has
deferred an amount for prior years that isless than the limitation of paragraph (¢)(2)(i) of this section
under dl of D’s coordinated plans.

Example3. (i) Facts. Participant E, who earned $15,000 for 2000, entered into asdary
reduction agreement in 2000 with E's digible employer and dlected to defer $3,000 for that year under
E'sdigible plan. For 2000, E' s digible employer provided an immediatdly vested, matching employer
contribution under the plan for participants who make salary reduction deferrals under E's digible plan.
The matching contribution was equd to 67 percent of eective contributions, but not in excess of 10
percent of compensation before salary reduction deferras (in E's case, $1,000). For 2000, E was not
digible for any catch up contribution, participated in no other retirement plan, and had no other income
exclusions taken into account in computing taxable compensation.

(i) Concluson Participant E's annud deferrd equaed the maximum limitation of section 457(b)
for 2000. E's maximum deferral limitation in 2000 was $4,000 because E's includible compensation was
$12,000 ($15,000 minus the deferra of $3,000) and the applicable limitation for 2000 was one third of
the individud’ s indludible compensation (one-third of $12,000 equals $4,000). E's sdary reduction
deferral of $3,000 combined with E's digible employer’ s matching contribution of $1,000 equasthe
limitation of section 457(b) for 2000 because E's annua deferrdstotaled $4,000. E's underutilized
amount for 2000 is zero.

(v) Normd retirement age--(A) Generd rule. For purposes of the specia section 457 catch-upin
this paragraph (c)(3), aplan must specify the norma retirement age under the plan. A plan may define
normal retirement age as any age that ison or after the earlier of age 65 or the age at which participants
have the right to retire and receive, under the basic defined benefit pension plan of the State or tax-exempt
entity (or amoney purchase pension plan in which the participant d o participatesif the participant is not
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digible to participate in a defined benefit plan), immediate retirement benefits without actuarid or Smilar
reduction because of retirement before some later specified age, and that is not later than age 70 Y.
Alterndtively, aplan may provide that a participant is dlowed to designate anorma retirement age within
these ages. For purposes of the special section 457 catch-up in this paragraph (c)(3), an ety
sponsoring more than one digible plan may not permit a participant to have more than one norma
retirement age under the digible plansit sponsors.

(B) Specid rulefor digible plans of gudified police or firefighters Andigible plan with

participants that include qudified police or firefighters as defined under section 415(b)(2)(H)(ii)(1) may
designate anormal retirement age for such quaified police or firefightersthat is earlier than the earliest
normal retirement age designated under the generd rule of paragraph (c)(3)(i)(A) of this section, but in no
event may the normd retirement age be earlier than age 40. Alternatively, a plan may dlow aqudified
police or firefighter participant to designate a norma retirement age thet is between age 40 and age 70 2.
(vi) Exanples. The provisions of this paragraph (c)(3) areillustrated by the following examples:
Examplel. (i) Facts. Participant F, who will turn 61 on April 1, 2006, becomes digible to
participate in an digible plan on January 1, 2006. The plan provides anormal retirement age of 65. The
plan provides limitations on annua deferrals up to the maximum permitted under paragraphs (c)(2)
through (3) of this section. For 2006, F will receive compensation of $40,000 from thedigible employer.
F desres to defer the maximum amount possible in 2006. The applicable basic dollar limit of paragraph

(©@)()(A) of this section is $15,000 for 2006 and the additiona dollar amount permitted under the age
50 catch-up in paragraph (c)(2) of this section for an individual who is at least age 50 is $5,000 for 2006.

(i) Conclusion Fisnot digiblefor the specia section 457 catch-up under paragraph (c)(3) of
this section in 2006 because 2006 is not one of the last three taxable years ending before F attains normal
retirement age. Accordingly, the maximum that F may defer for 2006 is $20,000. See dso paragraph
(©)(2)(iii) Example 1 of this section.

Example2. (i) Facts. Thefactsarethe sameasin Example 1 except that, in 2006, F electsto
defer only $2,000 under the plan (rather than the maximum permitted amount of $20,000). In addition,
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assume that the gpplicable basic dollar limit of paragraph (c)(1)(i)(A) of this section continuesto be
$15,000 for 2007 and the additiona dollar amount permitted under the age 50 catch up in paragraph
(©)(2) of this section for an individua who is at least age 50 continues to be $5,000 for 2007. InF's
taxable year 2007, which is one of the last three taxable years ending before F attains the plan’s normd
retirement age of 65, F again receives asdary of $40,000 and elects to defer the maximum amount
permissible under the plan's catch- up provisions prescribed under paragraph (c) of this section.

(if) Conclusion For 2007, whichis one of the last three taxable years ending before F atainsthe
plan’s normd retirement age of 65, the applicable limit on deferrds for F isthe larger of the amount under
the special section 457 catch-up or $20,000, which is the basic annud limitation ($15,000) and the age
50 catchrup limit of section 414(v) ($5,000). For 2007, F's specid section 457 catch-up amount is the
lesser of two times the basic annud limitation ($30,000) or the sum of the basic annud limitation
(%$15,000) plus the $13,000 underutilized limitation under paragraph (c)(3)(ii) of this section (the $15,000
plan ceiling in 2006, minus the $2,000 contributed for F in 2006), or $28,000. Thus, the maximum
amount that F may defer in 2007 is $28,000.

Example3. (i) Facts. Thefactsarethe sameasin Examples1 and 2, except that F does not
make any contributions to the plan before 2010. In addition, assume that the gpplicable basic dollar
limitation of paragraph (c)(1)(i)(A) of this section continues to be $15,000 for 2010 and the additiona
dollar amount permitted under the age 50 catchrup in paragraph (¢)(2) of this section for an individua
who is at least age 50 continues to be $5,000 for 2010. In F'staxable year 2010, the year in which F
attains age 65 (which is the norma retirement age under the plan), F desires to defer the maximum amount
possible under the plan. F's compensation for 2010 is again $40,000.

(i) Conclusion For 2010, the maximum amount that F may defer is $20,000. The specia
section 457 catch-up provisons under paragraph (c)(3) of this section are not gpplicable because 2010 is
not ataxable year ending before the year in which F attains norma retirement age.

(4) Cost-of-living adjusment. For years beginning after December 31, 2006, the $15,000 dolar

limitation in paragraph (c)(1)(i)(A) of this section will be adjusted to take into account increases in the
cost-of-living. The adjustment in the dollar limitation is made &t the same time and in the same manner as
under section 415(d) (relating to qudified plans under section 401(a)), except that the base period is the
caendar quarter beginning July 1, 2005 and any increase which is not a multiple of $500 will be rounded
to the next lowest multiple of $500.

(d) Deferrd of sick, vacation, and back pay under an digible plat-(1) In general. An digible
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plan may provide that a participant may eect to defer accumulated sick pay, accumulated vacation pay,
and back pay under an digible plan if the requirements of section 457(b) are satisfied. For example, the
plan must provide, in accordance with paragraph (b) of this section, that these amounts may be deferred
for any cdendar month only if an agreement providing for the deferrd is entered into before the beginning
of the month in which the amountswould otherwise be paid or made available and the participant is an
employee in that month. In the case of accumulated sick pay, vacation pay, or back pay that is payable
before the participant has a severance from employment, the requirements of the preceding sentence are
deemed to be satisfied if the agreement providing for the deferrd is entered into before the amount is
currently available (as defined in regulations under section 401(K)).

(2) Examples. The provisions of this paragraph (d) areillustrated by the following examples:

Example 1. (i) Facts. Participant G, who is age 62 in 2003, is an employee who participatesin an
digible plan providing a norma retirement age of 65. Under the terms of G's employer’ s digible plan and
G'ssick leave plan, G may, during November of 2003 (which is one of the three years prior to norma
retirement age), make a one-time eection to contribute amounts representing accumulated sick pay to the
digible plan in December of 2003 (within the maximum deferrd limitations). Alternatively, such amounts
may remain in the “bank” under the sick leave plan. No cash out of the sick pay is available until the
month in which a participant ceases to be employed by the employer. Thetotd vaue of G's accumulated

sick pay (determined, in accordance with the terms of the sick leave plan, by referenceto G's current
sdlary) is $4,000 in December of 2003.

(i) Condusion. Under the terms of the ligible plan and sick leave plan, G may elect before
December of 2003 to defer the $4,000 vaue of accumulated sick pay under the digible plan, provided
that G's other annua deferrals to the digible plan for 2003, when added to the $4,000, do not exceed
G's maximum deferrd limitation for the yeer.

Example 2. (i) Facts. Samefactsasin Example 1, except that G will separate from service on
January 17, 2004, and dlects, on January 4, 2004, to defer G's accumulated sick and vacation pay
(which totals $12,000) that is payable on January 15, 2004.

(i) Concdlusion. G may dect before January 15, 2004 to defer the accumulated sick and vacation
pay under the digible plan, even if the eection is made after the beginning of January, because the

36



agreement providing for the deferrd is entered into before the amount is currently awailable and G does
not cease to be an employee before the amount is currently available. G will have $12,000 of includible
compensation in 2004 because the deferrd is taken into account in the definition of includible

compensation.

Example 3. (i) Facts. Employer X maintains an digible plan and avacation leave plan. Under
the terms of the vacation leave plan, employees generally accrue three weeks of vacation per year. Up to
one week’ s unused vacation may be carried over from one year to the next, so that in any sngle year an
employee may have amaximum of four weeks vacation time. At the beginning of each cdendar year,
under the terms of the digible plan (which condtitutes an agreement providing for the deferra), the value of
any unused vacation time from the prior year in excess of one week is automatically contributed to the
digible plan, to the extent of the employee’ s maximum deferrd limitations. Amountsin excess of the
maximum deferrd limitations are forfeited.

(il) Conclusion The vaue of the unused vacation pay contributed to X’ s digible plan pursuant to
the terms of the plan and the terms of the vacation leave plan is trested as an annud deferrd to the digible
plan in the caendar year the contribution is made. No amounts contributed to the digible plan will be
conddered made available to a paticipant in X’ s éigible plan.

(e) Excessdéerrdsunder an digible plart-(1) In generd. Any amount deferred under an digible

plan for the taxable year of a participant that exceeds the maximum deferrd limitations st forth in
paragraphs (c)(1) through (3) of this section, and any amount that exceeds the individua limitation under
§1.457-5, condtitutes an excess deferra that is taxable in accordance with §1.457-11 for that taxable
year. Thus, an excess deferrd isincludible in grossincome in the taxable year deferred or, if later, the first
taxable year in which there is no subgtantid risk of forfeiture.

(2) Excess deferrds under an digible governmentd plan other thanas aresult of the individua
limitation. In order to be an digible governmentd plan, the plan must provide that any excess deferrd
resulting from afailure of a plan to apply the limitations of paragraphs (c)(2) through (3) of this section to
amounts deferred under the digible plan (computed without regard to the individua limitation under

§1.457-5) will be digtributed to the participant, with alocable net income, as soon as adminigtratively
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practicable after the plan determines that the amount is an excess deferrd. For purposes of determining
whether there is an excess deferrd resulting from afailure of aplan to gpply the limitations of paragraphs
(©)(2) through (3) of thissection, dl plans under which an individud participates by virtue of his or her
relationship with a single employer are treated as a single plan (without regard to any differencesin
funding). An digible governmenta plan does not fail to satisfy the requirements of paragraphs (a) through
(d) of this section or §81.457-6 through 1.457- 10 (including the distribution rules under 81.457-6 and the
funding rules under 81.457-8) soldy by reason of a digtribution made under this paragraph (€)(2). If such
excess deferrals are not corrected by distribution under this paragraph (€)(2), the plan will be an indigible
plan under which benefits are taxable in accordance with §1.457-11.

(3) Excess deferrds under an igible plan of atax-exempt employer other than as aresult of the

individud limitation. If aplan of atax-exempt employer failsto comply with the limitations of paragraphs
(©)(2) through (3) of this section, the plan will be an indigible plan under which benefits are taxable in
accordance with §1.457-11. However, aplan may distribute to a participant any excess deferrds (and
any income alocable to such amount) not later than the first April 15 following the close of the taxable
year of the excess deferrds. In such a case, the plan will continue to be trested as an digible plan.
However, any excess deferra isincluded in the grossincome of a participant for the taxable year of the
excessdeferral. If the excess deferrds are not corrected by distribution under this paragraph (€)(3), the
planisanindigible plan under which benefits are taxable in accordarce with §1.457-11. For purposes of
determining whether there is an excess deferrd resulting from afailure of aplan to gpply the limitations of
paragraphs (€)(1) through (3) of this section, dl digible plans under which an individua participates by
virtue of hisor her relationship with asingle employer are treated as asingle plan.
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(4) Excess deferrds arising from application of theindividud limitation. An digible plan may

provide that an excess deferrd that is aresult solely of afalure to comply with theindividud limitation
under §1.457-5 for ataxable year may be distributed to the participant, with alocable net income, as
soon as adminigratively practicable after the plan determines that the amount is an excess deferrd. An
digible plan does not fail to satisfy the requirements of paragraphs (8) through (d) of this section or
881.457-6 through 1.457-10 (including the distribution rules under 81.457-6 and the funding rules under
§1.457-8) soldly by reason of a distribution made under this paragraph (€)(4). Although a plan will ill
maintain digible status if excess deferrds are not distributed under this paragraph (€)(4), a participant must
include the excess amounts in income as provided in paragraph (€)(1) of this section.

(5) Examples. The provisions of this paragraph (€) areillustrated by the following examples:

Example 1. (i) Facts. In 2006, the digible plan of State Employer X in which Participant H
participates permits a maximum deferral of the lesser of $15,000 or 100 percent of includible
compensation. 1n 2006, H, who has compensation of $28,000, neverthel ess defers $16,000 under the
digible plan. Participant H is age 45 and norma retirement age under the plan is age 65. For 2006, the
applicable dallar limit under paragraph (c)(1)(i)(A) of this section is $15,000. Employer X discoversthe

error in January of 2007 when it completes H’'s 2006 Form W-2 and promptly distributes $1,022 to H
(which isthe sum of the $1,000 excess and $22 of alocable net income).

(i) Conclusion Participant H has deferred $1,000 in excess of the $15,000 limitation provided
for under the plan for 2006. The $1,000 excess must beincluded by H in H'sincome for 2006. In order
to correct the failure and gill be an digible plan, the plan must digtribute the excess deferrd, with dlocable
net income, as soon as adminigtratively practicable after determining that the amount exceeds the plan
deferra limitations. In this case, $22 of the distribution of $1,022 isincluded in H's grass income for 2007
(and isnot an digible rollover digtribution). If the excess deferra were not distributed, the plan would be
an indigible plan with respect to which benefits are taxable in accordance with §1.457-11.

Example2. (i) Facts Thefacts arethe sameasin Example 1, except that X uses anumber of
separate arrangements with different trustees and annuity insurersto permit employees to defer and H
dects deferrds under severa of the funding arrangements none of which exceeds $15,000 for any
individua funding arrangement, but which total $16,000.




(if) Condlusion. The conclusion isthe same asin Example 1.

Example 3. (i) Facts Thefactsarethesameasin Example 1, except that H's deferral under the
digible plan is limited to $11,000 and H aso makes a sdlary reduction contribution of $5,000 to an
annuity contract under section 403(b) with the same Employer X.

(i) Concluson H’sdeferrds are within the plan deferral limitations of Employer X. Because of
the repedl of the application of the coordination limitation under former paragraph (2) of section 457(c),
H’'s sdary reduction deferrds under the annuity contract are no longer considered in determining H's
gpplicable deferral limits under paragraphs (c)(1) through (3) of this section.

Example4. (i) Facts Thefactsarethe sameasin Example 1, except that H's deferral under the
eligible governmentad plan is limited to $14,000 and H adso makes adeferrd of $4,000 to an digible
governmentd plan of adifferent employer. Participant H is age 45 and normd retirement age under both
digible plansis age 65.

(i) Conclusion Because of the gpplication of the individua limitation under 81.457-5, H has an
excess deferral of $3,000 (the sum of $14,000 plus $4,000 equals $18,000, which is $3,000 in excess of
the dollar limitation of $15,000). The $3,000 excess deferrd, with allocable net income, may be
digtributed from either plan as soon as adminigtratively practicable after determining that the combined
amount exceeds the deferrd limitations. If the $3,000 excess deferrd is not distributed to H, each plan
will continue to be an digible plan, but the $3,000 must be included by H in H'sincome for 2006.

Example5. (i) Facts Assumethe samefactsasin Example 3, except that H's deferrd under the
eigible governmentd plan is limited to $14,000 and H dso makes adeferrd of $4,000 to an digible plan
of Employer Y, atax-exempt entity.

(i) Conclusion The results are the same as in Example 3, namely, because of the gpplication of
the individual limitation under 81.457-5, H has an excess deferrd of $3,000. |If the $3,000 excess
deferrd is not distributed to H, each plan will continue to be an digible plan, but the $3,000 must be
induded by H in H'sincomefor 2006.

Example6. (i) Facts. Assume the same facts asin Example 5, except that X is atax-exempt
entity and thusiits plan is an digible plan of ataxexempt entity.

(i) Condudon. Theresults are the same asin Example 5, namely, because of the application of
the individual limitation under 81.457-5, H has an excess deferrd of $3,000. If the $3,000 excess
deferrd is not distributed to H, each plan will continue to be an digible plan, but the $3,000 must be
included by H into H’sincome for 2006.

Par. 3. Sections 1.457-5 through 1.457-12 are added to read as follows:
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81.457-5 Individua limitation for combined annual deferrals under multiple digible plans

() Generd rule. Theindividud limitation under section 457(c) and this section equas the basic
annua deferra limitation under 81.457-4(c)(1)(i)(A), plus either the age 50 catchrup amount under
81.457-4(c)(2), or the specia section 457 catchup amount under §1.457-4(c)(3), applied by taking into
account the combined annua deferral for the participant for any taxable year under dl digible plans.
While an digible plan may indude provisons under which it will limit deferrals to meet the individud
limitation under section 457(c) and this section, annud deferras by a participart that exceed the individua
limit under section 457(c) and this section (but do not exceed the limits under § 1.457-4(c)) will not cause
aplantoloseits digible status. However, to the extent the combined annual deferras for a participant for
any taxable year exceed the individua limitation under section 457(c) and this section for that year, the
amounts are treated as excess deferral's as described in 81.457-4(g).

(b) Limitation applied to participant. The individud limitation in this section applies to digible

plans of dl employers for whom a participant has performed services, including both digible governmentd
plans and digible plans of a tax-exempt entity and both digible plans of the employer and digible plans of
other employers. Thus, for purposes of determining the amount excluded from a participant’s gross
incomein any taxable year (induding the underutilized limitation under §1.457-4 (c)(3)(ii)(B)), the
participant’s annud deferrd under an digible plan, and the participant’ s annud deferrds under dl other
digible plans, mugt be determined on an aggregate bass. To the extent that the combined annud deferra
amount exceeds the maximum deferral limitation gpplicable under 81.457-4 (¢)(1)(i)(A), (€)(2), or (c)(3),
the amount is treated as an excess deferral under §1.457-4(g).

(c) Specid rulesfor catch-up amounts under multiple eigible plans. For purposes of applying
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section 457(c) and this section, the specia section 457 catch-up under 81.457-4 (c)(3) istaken into
accourt only to the extent that an annud deferrd is made for a participant under an digible plan as aresult
of plan provisions permitted under §1.457-4 (c)(3). In addition, if a participant has annual deferrds under
more than one digible plan and the gpplicable catch-up amount under 81.457-4 (¢)(2) or (3) isnot the
same for each such digible plan for the taxable year, section 457(c) and this section are applied using the
catch up amount under whichever plan has the largest catch-up amount gpplicable to the participant.

(d) Examples The provisons of this section areillugtrated by the following examples:

Example 1. (i) Facts. Paticipant Fisage 62 in 2006 and participates in two digible plans during
2006, Plans Jand K, which are each digible plans of two different governmenta entities. Each plan
incdludes provisions dlowing the maximum annua deferral permitted under 81.457-4(c)(1) through (3).
For 2006, the underutilized amount under §1.457-4 (c)(3)(ii)(B) is $20,000 under Plan Jand is $40,000
under Plan K. Normal retirement age is age 65 under both plans. Participant F defers $15,000 under
each plan. Participant F sincludible compensation isin each case in excess of the deferral. Neither plan

designates the $15,000 contribution as a catch-up permitted under each plan’s special section 457 catch-
up provisions.

(il) Conclusion For purposes of gpplying this section to Participant F for 2006, the maximum
excluson is $20,000. Thisisegud to the sum of $15,000 plus $5,000, which s the age 50 catchup
amount. Thus, F has an excess amount of $10,000 which istreated as an excess deferral for Participant
F for 2006 under §1.457-4(e).

Example2. (i) Facts. Participant E, who will turn 63 on April 1, 2006, participates in four
digible plans during 2006 Plan W which is an digible governmentd plan; and Plans X, Y, and Z which are
each digible plans of three different tax-exempt entities. For 2006, the limitation that appliesto
Participant E under al four plans under §1.457-4 (c)(1)(i)(A) is $15,000. For 2006, the additiona age
50 catchup limitation thet applies to Participant E under al four plans under 81.457-4 (c)(2) is $5,000.
Further, for 2006, different limitations under 81.457-4(c)(3) and (c)(3)(ii)(B) apply to Participant E under
each of these plans, asfallows. under Plan W, the underutilized limitation under 81.457-4 (¢)(3)(ii)(B) is
$7,000; under Plan X, the underutilized limitation under §1.457-4 (c)(3)(ii)(B) is $2,000; under Plan Y,
the underutilized limitation under §1.457-4 (c)(3)(ii)(B) is $8,000; and under Plan Z, §1.457-4 (c)(3) is
not gpplicable since norma retirement age is age 62 under Plan Z. Participant E'sincludible
compensation isin each case in excess of any gpplicable deferral.

(i) Concluson For purposes of gpplying this section to Participant E for 2006, Participant E
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could elect to defer $23,000 under Plan Y, which is the maximum deferrd limitation under §1.457-4
(©)(2) through (3), and to defer no amount under Plans W, X, and Z. The $23,000 maximum amount is
equal to the sum of $15,000 plus $8,000, which is the catch-up amount gpplicable to Participant E under
Fan'Y and which isthelargest catch up amount applicable to Participant E under any of the four plansfor
2006. Alternatively, Participant E could instead eect to defer the following combination of amounts: an
aggregate total of $20,000 to any of the four plans; or $22,000 to Plan W and none to any of the other
three plans.

(iii) If the underutilized amount under PlansW, X, and Y for 2006 were in each case zero
(because E had aways contributed the maximum amount or E was a new participant) or an amount not in
excess of $5,000, the maximum exclusion under this section would be $20,000 for Participant E for 2006
($15,000 plus the $5,000 age 50 catch-up amount), which Participant E could contribute to any of the
plans.

81.457-6 Timing of digtributions under digible plans.

(a) In genera. Except as provided in paragraph (c) of this section (relating to distributions on
account of an unforeseeable emergency), paragraph (€) of this section (relating to distributions of smal
accounts), 81.457-10(a) (relating to plan terminations), or 81.457-10(c) (relating to domestic relations
orders), amounts deferred under an eligible governmenta plan may not be paid to a participant or
beneficiary before the participant has a severance from employment with the digible employer or when the
participant attains age 70 ¥z, if earlier. For rules rdaing to loans, see paragraph (f) of this section. This
section does not gpply to distributions of excess amounts under § 1.457-4(€). However, except to the
extent sat forth by the Commissioner in revenue rulings, notices, and other guidance published in the
Interna Revenue Bulletin, this section gpplies to amounts held in a separate account for digible rollover
digtributions maintained by an digible governmentd plan as described in § 1.457-10(e)(2).

(b) Severance from employment--(1) Employess. An employee has a severance from

employment with the eigible employer if the employee dies, retires, or otherwise has a severance from

employment with the digible employer. See regulaions under section 401(k) for additiona guidance
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concerning severance from employment.

(2) Independent contractors--(i) In general. An independent contractor is considered to have a

severance from employment with the digible employer upon the expiration of the contract (or in the case
of more than one contract, adl contracts) under which services are performed for the digible employer if
the expiration condtitutes a good-faith and complete termination of the contractua relationship. An
expiration does not condtitute a good faith and complete termination of the contractud relaionship if the
digible employer anticipates arenewd of a contractud relationship or the independent contractor
becoming an employee. For this purpose, an digible employer is consdered to anticipate the renewa of
the contractud reationship with an independent contractor if it intends to contract again for the services
provided under the expired contract, and neither the eigible employer nor the independent contractor has
eliminated the independent contractor as a possible provider of services under any such new contract.
Further, an digible employer is considered to intend to contract again for the services provided under an
expired contract if the digible employer's doing S0 is conditioned only upon incurring a need for the
savices, the availability of funds, or both.

(ii)_Specid rule. Notwithstanding paragraph (b)(2)(i) of this section, the plan is considered to
sdtisfy the requirement described in paragraph () of this section that no amounts deferred under the plan
be paid or made available to the participant before the participant has a severance from employment with
the digible employer if, with repect to amounts payable to a participant who is an independent
contractor, an digible plan provides that--

(A) No amount will be paid to the participant before a dete at least 12 months after the day on

which the contract expires under which services are performed for the eligible employer (or, in the case of
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more than one contract, al such contracts expire); and

(B) No amount payable to the participant on that date will be paid to the participant if, after the
expiration of the contract (or contracts) and before that date, the participant performs services for the
eligible employer as an independent contractor or an employee.

(c) Rulesapplicableto digtributions for unforeseegble emergencies--(1) In generd. Andigible
plan may permit adigtribution to a participant or beneficiary faced with an unforeseesble emergency. The
digtribution mugt satisfy the requirements of paragraph (c)(2) of this section.

(2) Requirements--(i) Unforeseegble emergency defined. An unforeseeable emergency must be

defined in the plan as a severe financia hardship of the participant or beneficiary resulting from an iliness
or accident of the participant or beneficiary, the participant’s or bereficiary’ s spouse, or the participant’s
or beneficiary’ s dependent (as defined in section 152(a)); loss of the participant's or beneficiary’s
property due to casudty (including the need to rebuild a home following damage to a home not otherwise
covered by homeowner' s insurance, eg., as aresult of anaturd disaster); or other smilar extraordinary
and unforeseeable circumstances arising as aresult of events beyond the control of the participant or the
bendficiary. For example, the imminent foreclosure of or eviction from the participant's or beneficiary’s
primary residence may congtitute an unforeseesble emergency. In addition, the need to pay for medical
expenses, including non-refundable deductibles, as well as for the cost of prescription drug medication,
may conditute an unforeseesble emergency. Findly, the need to pay for the funera expenses of a spouse
or adependent (as defined in section 152(a)) may dso condtitute an unforeseesble emergency. Except as
otherwise specificdly provided in this paragraph (c)(2)(i), the purchase of ahome and the payment of

college tuition are not unforeseesble emergencies under this paragraph (¢)(2)(i).

45



(i) Unforeseeable emergency didribution standard. Whether a participant or beneficiary is faced

with an unforeseeable emergency permitting a distribution under this paragraph (c) is to be determined
based on the relevant facts and circumstances of each case, but, in any case, a distribution on account of
unforeseesble emergency may not be made to the extent that such emergency is or may be relieved
through reimbursement or compensation from insurance or otherwise, by liquidation of the participant's
asts, to the extent the liquidation of such assets would not itself cause severe financid hardship, or by
cessation of deferrals under the plan.

(iii) Digtribution necessary to satisfy emergency need  Distributions because of an unforeseesble

emergency must be limited to the amount reasonably necessary to satisfy the emergency need (which may
indude any amounts necessary to pay any federa, state, or loca income taxes or penalties reasonably
anticipated to result from the digtribution).

(d) Minimum required distributions for digible plans. 1n order to be an digible plan, aplan must

meet the distribution requirements of section 457(d)(1) and (2). Under section 457(d)(2), a plan must
meet the minimum ditribution requirements of section 401(a)(9). See section 401(a)(9) and the
regulations thereunder for these requirements. Section 401(a)(9) requires that a plan begin lifeime
digtributions to a participant no later than April 1 of the caendar year following the later of the caendar
year in which the participant atains age 70 %2 or the cdendar year in which the participant retires.

(e) Digributions of smdler accounts--(1) In genera. An digible plan may provide for a
digtribution of dl or aportion of a participant’s benefit if this paragraph (€)(1) is satisfied. This paragraph
(e)(2) issatidfied if the participant’ s total amount deferred (the participant’ stotal account balance) which
is not atributable to rollover contributions (as defined in section 411(8)(11)(D)) is not in excess of the
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dollar limit under section 411(a)(11)(A), no amount has been deferred under the plan by or for the
participant during the two-year period ending on the date of the distribution, and there has been no prior
digtribution under the plan to the participant under this paragraph (€). An digible plan is not required to
permit distributions under this paragraph (€).

(2) Alternative provisions possble. Congstent with the provisons of paragraph (€)(1) of this
section, aplan may provide that the total amount deferred for a participant or beneficiary will be
digtributed automaticdly to the participant or beneficiary if the requirements of paragraph (€)(1) of this
section aremet. Alternatively, if the requirements of paragraph (e)(1) of this section are met, the plan may
provide for the total amount deferred for a participant or beneficiary to be distributed to the participant or
beneficiary only if the participant or beneficiary o elects. The plan is permitted to subgtitute a specified
dollar amount that isless than the total amount deferred. In addition, these two aternatives can be
combined; for example, aplan could provide for autometic distributions for up to $500, but dlow a
participant or beneficiary to dect adistribution if the total account baance is above $500.

(f) Loans from digible plans--(1) Eligible plans of tax-exempt entities. If aparticipant or

beneficiary receives (directly or indirectly) any amount deferred as aloan from an digible plan of atax
exempt entity, that amount will be treated as having been paid or made available to theindividua asa
digtribution under the plan, in violaion of the distribution requirements of section 457(d).

(2) Eligible governmentd plans. The determination of whether the availability of aloan, the
making of aloan, or afailure to repay aloan made from atrustee (or a person trested as atrustee under
section 457(g)) of an eigible governmentd plan to a participant or beneficiary is trested as a digtribution

(directly or indirectly) for purposes of this section, and the determination of whether the availability of the
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loan, the making of the loan, ar afalure to repay theloan isin any other respect aviolation of the
requirements of section 457(b) and the regulations, depends on the facts and circumstances. Among the
facts and circumstances are whether the loan has a fixed repayment schedule and bears a reasonable rate
of interest, and whether there are repayment safeguards to which a prudent lender would adhere. Thus,
for example, aloan must bear areasonable rate of interest in order to stisfy the exclusive benefit
requirement of section 457(g)(1) and §1.457-8(a)(1). See also §1.457-7(b)(3) relating to the gpplication
of section 72(p) with respect to the taxation of aloan made under an digible governmenta plan, and
81.72(p)- 1 relating to section 72(p)(2).

(3) Exangle. The provisonsof paragraph (f)(2) of this section areilludtrated by the following
example:

Example. (i) Facts. Eligible Plan X of State Y isfunded through Trust Z. Plan X permitsan
employee' s account balance under Plan X to be paid in asingle sum a severance from employment with
Stae Y. Plan X includes aloan program under which any active employee with a vested account balance
may receive aloan from Trust Z. Loans are made pursuant to plan provisons regarding loans that are set
forth in the plan under which loans bear areasonable rate of interest and are secured by the employee's
account balance. In order to avoid taxation under 81.457-7(b)(3) and section 72(p)(1), the plan
provisons limit the amount of loans and require loansto be repaid in leve ingalmerts as required under
section 72(p)(2). Participant J s vested account balance under Plan X is $50,000. Jreceives aloan from
Trust Z in the amount of $5,000 on December 1, 2003, to berepaid in level ingtalments made quarterly
over the 5-year period erding on November 30, 2008. Participant J makes the required repayments until
J has a saverance from employment from State Y in 2005 and subsequently failsto repay the outstanding
loan balance of $2,250. The $2,250 loan baance is offset againgt J s $80,000 account bal ance benefit
under Plan X, and Jélects to be paid the remaining $77,750 in 2005.

(il) Conclusion The making of the loan to Jwill not be trested as a violation of the requirements
of section 457(b) or the regulations. The cancdlaionof the loan at severance from employment does not
cause Plan X tofail to satisfy the requirements for plan digibility under section 457.  In addition, because
the loan satifies the maximum amount and repayment requirements of section 72(p)(2), Jis not required
to include any amount in income as aresult of the loan until 2005, when J hasincome of $2,250 as a result
of the offset (which is a permissible distribution under this section) and income of $77,750 as a result of
the didribution made in 2005.



§1.457-7 Taxaion of digtributions under dligible plans.

(a) Generd rules for when amounts are included in grossincome. The rules for determining when

an amount deferred under an digible plan isincludible in the gross income of a participant or beneficiary
depend on whether the plan is an igible governmenta plan or an digible plan of a tax-exempt entity.
Paragraph (b) of this section sets forth the rules for an digible governmental plan. Paragraph () of this
section sats forth the rules for an digible plan of a tax-exempt entity.

(b) Amounts indluded in gross income under an digible governmentd plan--(1) Amountsincluded

in grossincome in year paid under an digible governmentd plan Except as provided in paragraphs (b)(2)

and (3) of thissection (or in 81.457-10(c) relating to payments to a spouse or former spouse pursuant to
aqudified domegtic relations order), amounts deferred under an digible governmenta plan are includible
in the gross income of a participant or beneficiary for the taxable year in which paid to the participant or
beneficiary under the plan.

(2) Rdlloversto individud retirement arrangements and other digible retirement plans. A trustee-

to-trustee transfer in accordance with section 401(a)(31) (generdly referred to as adirect rollover) from
an eigible government plan is not includible in grossincome of a participant or beneficiary in the year
trandferred. In addition, any payment made from an digible government plan in the form of an digible
rollover digtribution (as defined in section 402(c)(4)) is not includible in grossincomein the year paid to
the extent the payment is transferred to an digible retirement plan (as defined in section 402(c)(8)(B))
within 60 days, including the transfer to the eligible retirement plan of any property distributed from the

eigible governmentd plan. For this purpose, the rules of section 402(c)(2) through (7) and (9) apply.
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Any trustee to-trustee transfer under this paragraph (b)(2) from an digible government pdanisa
distribution thet is subject to the distribution requirements of 81.457-6.

(3) Amounts taxable under section 72(p)(1). In accordance with section 72(p), the amount of

any loan from an digible governmentd plan to a participant or beneficiary (including any pledge or
assignment treated as aloan under section 72(p)(1)(B)) is treated as having been received as a
digtribution from the plan under section 72(p)(1), except to the extent sat forth in section 72(p)(2) (relating
to loans that do not exceed a maximum amount and that are repayable in accordance with certain terms)
and 81.72(p)-1. Thus, except to the extent aloan satisfies section 72(p)(2), any amount loaned from an
digible governmenta plan to a participant or beneficiary (including any pledge or assgnment treated asa
loan under section 72(p)(1)(B)) isincludible in the gross income of the participant or beneficiary for the
taxable year inwhich theloanismade. See generdly 8§1.72(p)- 1.

(4) Examples. The provisons of this paragraph (b) areillugtrated by the following examples:

Example1. (i) Facts. Eligible Plan G of agovernmentd entity permits digtribution of benefitsin a
single sum or iningtdIments of up to 20 years, with such benefits to commence at any date that is after
severance from employment (up to the later of severance from employment or the plan’s norma
retirement age of 65). Effective for participants who have a severance from employment after December
31, 2001, Plan X alows an electiornt-as to both the date on which payments are to begin and the form in
which payments are to be made- -to be made by the participant at any time that is before the
commencement date selected. However, Plan X choosesto require eectionsto befiled at least 30 days

before the commencement date selected in order for Plan X to have enough time to be able to effectuate
the dection.

(i) Concluson No amounts areincluded in gross income before actua payments begin. If
ingtdlment payments begin (and the ingtdIment payments are payable over at least 10 years so as not to
be digible rollover digtributions), the amount included in gross income for any year is equd to the amount
of theingtalment payment paid during the year.

Example2. (i) Facts. Samefactsasin Example 1, except that the same rules are extended to
participants who had a severance from employment before January 1, 2002.
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(i) Conclusion For dl participants (that is, both those who have a severance from employment
after December 31, 2001, and those who have a severance from employment before January 1, 2002,
including those whose benefit payments have commenced before January 1, 2002), no amounts are
included in grass income before actud payments begin. If ingalment payments begin (and the ingtdiment
payments are payable over at least 10 years so as not to be digible rollover distributions), the amount
included in grossincome for any year is equd to the amount of the ingtallment payment paid during the
year.

(c) Amounts included in grass income under an digible plan of atax-exempt entity--(1) Amounts
included in grossincomein year paid or made available under an digible plan of atax-exempt entity.
Amounts deferred under an digible plan of atax-exempt entity areincludible in the grossincome of a
participant or beneficiary for the taxable year in which paid or otherwise made available to the participant
or beneficiary under the plan. Thus, amounts deferred under an digible plan of a tax-exempt entity are
indudible in the gross income of the participant or beneficiary in the year the amounts are first made
available under the terms of the plan, even if the plan has not distributed the amounts deferred. Amounts
deferred under an igible plan of atax exempt entity are not considered nade available to the participant
or beneficiary solely because the participant or beneficiary is permitted to choose among various

investments under the plan.

(2) When amounts deferred are considered to be made available under an digible plan of atax

exempt entity--(i) Generd rule. Except as provided in paragraphs (¢)(2)(ii) through (iv) of this section,

amounts deferred under an digible plan of atax-exempt entity are considered made available (and, thus,
areincludible in the grossincome of the paticipant or beneficiary under this paragraph (¢)) at the earliest
date, on or after severance from employment, on which the plan adlows distributions to commence, but in

no event later than the date on which digtributions must commence pursuant to section 401(a)(9). For
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example, in the case of a plan that permits distribution to commence on the date thet is 60 days after the
dose of the plan year in which the participant has a severance from employment with the digible
employer, amounts deferred are considered to be made available on that date. However, distributions
deferred in accordance with paragraphs (¢)(2)(ii) through (iv) of this section are not considered made
available prior to the gpplicable date under paragraphs (c)(2)(ii) through (iv) of this section. In addition,
no portion of a participant or beneficiary’ s account is treated as made available (and thus currently
includible in income) under an digible plan of ataxexempt entity merely because the participant or
beneficiary under the plan may dect to receive adidribution in any of the following circumstances:

(A) A digribution in the event of an unforeseeable emergency to the extent the digtribution is
permitted under §1.457-6(c).

(B) A digtribution from an account for which the totd amount deferred is not in excess of the
dollar limit under section 411(a)(11)(A) to the extent the distribution is permitted under 81.457-6(g).

(i) Initid dection to defer commencement of digributions--(A) In generd. Andigible plan of a

tax-exempt entity may provide a period for making an initid eection during which the participant or
beneficiary may elect, in accordance with the terms of the plan, to defer the payment of some or al of the
amounts deferred to a fixed or determinable future time. The period for making thisinitia eection must
expire prior to the firgt time that any such amounts would be considered made available under the plan
under paragraph (c)(2)(i) of thissection.

(B) Failureto makeinitid dection to defer commencement of digributions. Generdly, if noinitia

eection is made by a participant or beneficiary under this paragraph (c)(2)(ii), then the amounts deferred

under an eigible plan of ataxexempt entity are considered made available and taxable to the participant
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or beneficiary in accordance with paragraph (c)(2)(i) of this section at the earliest time, on or after
severance from employment ( but in no event later than the date on which digtributions must commence
pursuant to section 401(8)(9)), that distribution is permitted to commence under the terms of the plan.
However, the plan may provide for a default payment schedule that appliesif no eectionismade. If the
plan provides for a default payment schedule, the amounts deferred are includible in the gross income of
the participant or beneficiary in the year the amounts deferred are first made available under the terms of
the default payment schedule.

(iii) Additiond eection to defer commencement of digtribution An digible plan of a tax-exempt

entity is permitted to provide that a participant or beneficiary who has made an initia eection under
paragraph (c)(2)(ii)(A) of this section may make one additional election to defer (but not accelerate)
commencement of digributions under the plan before digtributions have commenced in accordance with
theinitid deferrd eection under paragraph (C)(2)(ii)(A) of this section. Amounts payable to a participant
or beneficiary under an digible plan of atax exempt entity are not treated as made available merdy
because the plan dlows the participant to make an additionad dection under this paragraph (c)(2)(iii). A
participant or beneficiary is not precluded from making an additiona eection to defer commencement of
digtributions merely because the participant or beneficiary has previoudy received a distribution under
§1.457-6(c) because of an unforeseeable emergency, has received a distribution of smaller amounts under
§1.457-6(e), has made (and revoked) other deferrd or method of payment eections withintheinitia
election period, or is subject to a default payment schedule under which the commencement of benefitsis
deferred (for example, until a participant is age 65).

(iv) Election asto method of payment. An digible plan of atax-exempt entity may provide that
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an dection asto the method of payment under the plan may be made at any time prior to the time the
amounts are digtributed in accordance with the participant or beneficiary’sinitia or additiond eection to
defer commencement of distributions under paragraph (c)(2)(ii) or (iii) of this section. Where no method
of payment is eected, the entire amount deferred will be includible in the grossincome of the participant
or beneficiary when the amounts first become made available in accordance with a participant’ sinitia or
additiond eectionsto defer under paragraphs (€)(2)(ii) and (iii) of this section, unlessthe digible plan
provides for adefault method of payment (in which case amounts are considered made available and
taxablewhen paid under the terms of the default payment schedule). A method of payment means a
digtribution or a series of periodic distributions commencing on a date determined in accordance with
paragraph (c)(2)(ii) or (iii) of this section.

(3) Examples. The provisions of this paragraph (c) areillustrated by the following examples:

Example1. (i) Facts. Eligible Plan X of atax-exempt entity providesthat a participant’ stotal
account balance, representing dl amounts deferred under the plan, is payable to aparticipant in asingle
sum 60 days after severance from employment throughout these examples, unless, during a 30-day period
immediately following the severance, the participant eects to receive the single sum payment &t alater
date (that is not later than the plan’s normd retirement age of 65) or dectsto receive digtribution in 10
annud ingtdlments to begin 60 days after severance from employment (or a alater date, if so dected, that
isnot later than the plan’s normal retirement age of 65). On November 13, 2004, K, a calendar year
taxpayer, has a severance from employment with the digible employer. K does not, within the 30-day

window period, eect to postpone digtributions to alater date or to receive payment in 10 fixed annua
inddlments.

(i) Conclusion The single sum payment is payable to K 60 days &fter the date K hasa
severance from employment (January 12, 2005), and isincludible in the gross income of K in 2005 under
section 457(a).

Example2. (i) Facts. Thetermsof digble Plan X are the same as described in Example 1.
Participant L participatesin digible Plan X. On November 11, 2003, L has a severance from the
employment of the digible employer. On November 24, 2003, L makes an initid deferrd eection not to
receive the single-sum payment payable 60 days after the severance, and instead elects to receive the
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amountsin 10 annud installments to begin 60 days after saverance from employment.

(i) Conclusion No portion of L’s account is considered made available in 2003 or 2004 before
apayment is made and no amount isincludible in the grossincome of L until digtributions commence. The
annud ingtalment payable in 2004 will beincludible in L’s grossincome in 2004.

Example 3. (i) Facts. Thefactsarethe sameasin Example 1, except that digible Plan X ds0
provides that those participants who are receiving digtributionsin 10 annud ingalments may, a any time
and without restriction, elect to receive a cash out of dl remaining ingalments. Participant M elects to
receive adigtribution in 10 annud ingtalments commencing in 2004.

(il) Conclusion M’stota account balance, representing the total of the amounts deferred under
the plan, is consdered made available and isincludible in M’ s gross income in 2004.

Example4. (i) Facts. Thefactsarethe sameasin Example 3, except that, insteed of providing
for an unrestricted cashout of remaining payments, the plan provides that participants or beneficiaries who
arerecaving digributionsin 10 annud ingtalments may accelerate the payment of the amount remaining
payable to the participant upon the occurrence of an unforeseeable emergency as described in §1.457-
6(c)(1) in an amount not exceeding that described in §1.457-6(c)(2).

(il) Concluson No amount is considered made available to participant M on account of M's
right to accelerate payments upon the occurrence of an unforeseegble emergency.

Exampleb. (i) Facts. EligiblePlan’Y of ataxexempt entity provides thet distributio nswill
commence 60 days after a participant’s severance from employment unless the participant eects, within a
30-day window period following severance from employment, to defer distributions to alater date (but no
later than the year following the calendar year the participant attains age 70 %2). The plan providesthat a
participant who has dected to defer digtributions to alater date may make an election asto form of
distribution at any time prior to the 30" day before distributions are to commence

(i) Concluson No amount is considered made available prior to the date distributions are to
commence by reason of a participant’s right to defer or make an eection as to the form of digtribution.

Example6. (i) Facts. Thefacts are the sameasin Example 1, except that the plan aso permits
participants who have made an initid eection to defer distribution to make one additiond deferrd eection
at any time prior to the date distributions are scheduled to commence. Participant N has a severance
from employment at age 50. The next day, during the 30-day period provided in the plan, N eectsto
receive digribution in the form of 10 annud instdlment payments beginning & age 55. Two weeks later,
within the 30-day window period, N makes a new dection permitted under the plan to receive 10 annud
ingdIment payments beginning a age 60 (instead of age 55). When N is age 59, N dects under the
additiona deferrd eection provisions, to defer digtributions until age 65.
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(i) Conclusion Inthisexample, N's election to defer digtributions until age 65 isavdid dection.
The two dections N makes during the 30-day window period are not additional deferra eections
described in paragraph (¢)(2)(iii) of this section because they are mede before the first permissible payout
date under the plan. Therefore, the plan is not precluded from alowing N to make the additiona deferrd
eection. However, N can make no further election to defer distributions beyond age 65 (or accelerate
digtribution before age 65) because this additiond deferral election can only be made once.
81.457-8 Funding rulesfor digible plans.

(a) Eligible governmentd plans--(1) In generd. In order to be an digible governmentd plan, al
amounts deferred under the plan, al property and rights purchased with such amounts, and al income
attributable to such amounts, property, or rights, must be held in trust for the exclusive benefit of
participants and their beneficiaries. A trust described in this paragraph (a) that aso meets the
requirements of 881.457-3 through 1.457- 10 is tregted as an organization exempt from tax under section
501(a), and aparticipant’s or beneficiary’ sinterest in amountsin the trust isincludible in the grossincome
of the participants and beneficiaries only to the extent, and at the time, provided for in section 457(a) and
881.457-4 through 1.457-10.

(2) Trudt requirement. (i) A trust described in this paragraph (a) must be established pursuant to
awritten agreement that condtitutes a vaid trust under Stete law. The terms of the trust must make it
impossible, prior to the satisfaction of dl liabilities with respect to participants and their beneficiaries, for
any part of the assets and income of the trust to be used for, or diverted to, purposes other than for the
exclusive benefit of participants and their beneficiaries.

(i) Amounts deferred under an digible governmenta plan must be transferred to atrust within a

period that is not longer than is reasonable for the proper adninigtration of the participant accounts (if

any). For purposes of this requirement, the plan may provide for amounts deferred for a participant under
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the plan to be transferred to the trust within a specified period after the date the amounts would otherwise
have been paid to the participant. For example, the plan could provide for amounts deferred under the
plan at the eection of the participant to be contributed to the trust within 15 business days following the
month in which these amounts would otherwise have been paid to the participant.

(3) Cugtodid accounts and annuity contracts treated as trusts-- (i) In genera. For purposes of
the trust requirement of this paragraph (&), custodia accounts and annuity contracts described in section
401(f) thet satisfy the requirements of this paragraph (8)(3) are treated as trusts under rules similar to the
rules of section 401(f). Therefore, the provisons of 81.401(f)-1(b) will generaly apply to determine
whether acustodia account or an annuity contract istreated asatrust. The use of a custodia account or
annuity contract as part of an digible governmental plan does not preclude the use of atrust or another
cugtodiad account or annuity contract as part of the same plan, provided that al such vehicles satisfy the
requirements of section 457(g)(1) and (3) and paragraphs (a)(1) and (2) of this section and that al assets
and income of the plan are hdld in such vehicles.

(i) Cugtodid accounts--(A) Ingenerd. A custodia account istreated as atrugt, for purposes of

section 457(g)(1) and paragraphs (a)(1) and (2) of this section, if the custodian is a bank, as described in
section 408(n), or a person who meets the nonbank trustee requirements of paragraph (8)(3)(ii)(B) of this
section, and the account meets the requirements of paragraphs (8)(1) and (2) of this section, other than
the requirement that it be atrugt.

(B) Nonbank trustee status. The custodian of a custodia account may be a person other than a

bank only if the person demondtrates to the satisfaction of the Commissioner that the manner in which the

person will administer the custodid account will be consstent with the requirements of section 457(g)(2)
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and (3). To do 0, the person must demonstrate that the requirements of §1.408-2(€e)(2) through (6)
(relating to nonbank trustees) are met. The written gpplication must be sent to the address prescribed by
the Commissioner in the same manner as prescribed under §1.408-2(e). To the extent that a person has
aready demonstrated to the satisfaction of the Commissioner that the person sati<fies the requirements of
§1.408-2(e) in connection with a qualified trust (or custodia account or annuity contract) under section
401(a), that person is deemed to satisfy the requirements of this paragraph (a)(3)(ii)(B).

(ili) Annuity contracts An annuity contract is treated as atrust for purposes of section 457(g)(1)
and paragraph (8)(1) of this section if the contract is an annuity contract, as defined in section 401(g), that
has been issued by an insurance company qudified to do businessin the State, and the contract meets the
requirements of paragraphs (a)(1) and (2) of this section, other than the requirement that it be atrust. An
annuity contract does not include alife, hedlth or accident, property, casudty, or liability insurance

contract.

(4) Combining assets [Reserved]

(b) Eligible plans maintained by tax exempt entity-- (1) Generd rule. In order to be an digible
plan of ataxexempt entity, the plan must be unfunded and plan assats must not be set aside for
participants or their beneficiaries. Under section 457(b)(6) and this paragraph (b), an dligible plan of a
tax-exempt entity must provide that al amounts deferred under the plan, al property and rights to
property (induding rights as a beneficiary of a contract providing life insurance protection) purchased with
such amounts, and al income attributable to such amounts, property, or rights, must remain (until paid or
made available to the participant or beneficiary) soldly the property and rights of the digible employer

(without being restricted to the provision of benefits under the plan), subject only to the claims of the

58



digible employer's generd creditors.

(2) Additiond reguirements. For purposes of paragraph (b)(1) of this section, the plan must be

unfunded regardless of whether or not the amounts were deferred pursuant to a salary reduction
agreement between the eigible employer and the participant. Any funding arrangement under an dligible
plan of ataxexempt entity that sets aside assets for the exclusive benefit of participants violates this
requirement, and amounts deferred are generdly immediately includible in the grossincome of plan
participants and beneficiaries. Nothing in this paragraph (b) prohibits an digible plan from permitting
participants and their beneficiaries to make an eection among different investment options available under
the plan, such as an dection affecting the investment of the amounts described in paragraph (b)(2) of this
section

81.457-9 Effect on digible plans when not administered in accordance with digibility requirements.

(a) Hlidible governmentd plans. A plan of a State ceases to be an digible governmental plan on

thefirgt day of thefirst plan year beginning more than 180 days after the date on which the Commissioner
natifies the State in writing that the plan is being administered in a manner that isinconsistent with one or
more of the requirements of §81.457-3 through §1.457-8, or §1.457-10. However, the plan may
correct the plan inconsistencies specified in the written notification before the first day of thet plan year
and continue to maintain plan digibility. If aplan ceases to be an digible governmentd plan, amounts
subsequently deferred by participantswill be includible in income when deferred, or, if later, when the
amounts deferred cease to be subject to a substantial risk of forfeiture, as provided at 81.457-11.
Amounts deferred before the date on which the plan ceases to be an digible governmental plan, and any

eanings thereon, will be treated asif the plan continues to be an digible governmentd plan and will not be
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includible in participant’s or beneficiary’ s grossincome until paid to the participant or beneficiary.

(b) Bligible plans of tax-exempt entities. A plan of atax exempt entity ceasesto be an digible

plan on the first day that the plan fails to satisfy one or more of the requirements of §81.457-3 through
1.457-8, or §1.457-10. See 8§1.457-11 for rulesregarding the treatment of an indigible plan.
81.457-10 Miscellaneous provisions.

(a) Planterminations and frozen plans--(1) In generd. An digible employer may amend its plan
to diminate future deferras for exigting participants or to limit participation to existing participants and
employees. An digible plan may aso contain provisionsthat permit plan termination and permit amounts
deferred to be distributed on termination. In order for a plan to be considered terminated, amounts
deferred under an digible plan must be digtributed to dl plan participants and beneficiaries as soon as
adminidratively practicable after termination of the eigible plan. The mere provison for, and making of,
digributions to participants or beneficiaries upon a plan termination will not cause an digible plan to cease
to stisfy the requirements of section 457(b) or the regulations.

(2) Employersthat cease to be digible employers-- (i) Plan not terminated  An digible employer

that ceases to be an digible employer may no longer maintain an digible plan. If the employer was a tax-
exempt entity and the plan is not terminated as permitted under paragraph (8)(2)(ii) of this section, the tax
consequences to participants and beneficiariesin the previoudy digible (unfunded) plan of anindigible
employer are determined in accordance with either section 451 if the employer becomes an entity other
than a State or §1.457-11 if the employer becomes a State. If the employer was a State and the plan is
neither terminated as permitted under paragraph (8)(2)(ii) of this section nor transferred to another digible

plan of that State as permitted under paragraph (b) of this section, the tax consequencesto participantsin
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the previoudy digible governmentd plan of an indigible employer, the assets of which are held in trust
pursuant to 81.457-8(a), are determined in accordance with section 402(b) (section 403(c) in the case of
an annuity contract) and the trust is no longer to be treated as atrust that is exempt from tax under section
501(a).

(if) Plan termination As an dternative to determining the tax consequences to the plan and
participants under paragraph (a)(2)(i) of this section, the employer may terminate the plan and distribute
the amounts deferred (and al plan assets) to dl plan participants as soon as adminigratively practicablein
accordance with paragraph (a)(1) of this section. Such distribution may include digible rollover
digributionsin the case of aplan that was an digible governmenta plan. In addition, if the employer isa
State, another dternative to determining the tax consequences under paragraph (8)(2)(i) of thissectionis
to trandfer the assets of the digible governmentd plan to an digible governmenta plan of ancther digible
employer within the same State under the planto-plan transfer rules of paragraph (b) of this section.

(3) Examples. The provisions of this paragraph (a) areillustrated by the following examples:

Examplel. (i) Facts. Employer Y, acorporation that owns a State hospital, sponsorsan digible
governmenta plan funded through atrust. Employer Y is acquired by afor-profit hospitd and Employer
Y ceasesto be an digible employer under section 457(€)(1) or §1.457-2(e). Employer Y terminates the

plan and, during the next 6 months, distributes to participants and beneficiaries dl amounts deferred that
were under the plan.

(if) Conclusion. The termination and distribution does not cause the plan to fall to be an digible
governmentd plan. Amounts that are distributed as eligible rollover distributions may be rolled over to an
igible retirement plan described in section 402(c)(8)(B).

Example2. (i) Facts. Thefactsarethe sameasin Example 1, except that Employer Y decides
to continue to maintain the plan.

(i) Concluson If Employer Y continues to maintains the plan, the tax consegquencesto
participants and beneficiaries will be determined in accordance with either section 402(b) if the
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compensation deferred is funded through a trust, section 403(c) if the compensation deferred is funded
through annuity contracts, or 81.457-11 if the compensation deferred is not funded through a trust or
annuity contract. In addition, if Employer Y continues to maintain the plan, the trust will no longer be
treated as exempt from tax under section 501(a).

Example 3. (i) Facts. Employer Z, a corporation that owns a tax-exempt hospital, gponsors an
unfunded digible plan. Employer Z is acquired by afor-profit hospita and isno longer an eigible
employer under section 457(e)(1) or §1.457-2(e). Employer Z terminates the plan and distributes al
amounts deferred under the digible plan to participants and beneficiaries within a one-year period.

(if) Conclusion Didributions under the plan are trested as made under an eigible plan of atax-
exempt entity and the digtributions of the amounts deferred are includible in the gross income of the
participant or beneficiary in the year distributed.

Example4. (i) Facts. Thefactsarethe sameasin Example 3, except that Employer Z decides
to maintain instead of terminate the plan.

(i) Conclusion If Employer Z maintains the plan, the tax conseguences to participants and
beneficiariesin the plan will thereafter be determined in accordance with section 451.

(b) Han-to-plan trandfers- (1) Generd rule. An digible governmenta plan may provide for the

trandfer of amounts deferred by a participant or beneficiary to another digible governmenta plan if the
conditionsin paragraphs (b)(2), (3), or (4) of this section are met. An digible plan of ataxexempt entity
may provide for transfers of amounts deferred by a participant to another eigible plan of atax-exempt
entity if the conditions in paragraph (b)(5) of this section are met. In addition, an digible governmentd

plan may accept transfers from another digible governmentd plan as described in the firgt sentence of this
paragraph (b)(1), and an digible plan of atax-exempt entity may accept transfers from another digible
plan of ataxexempt entity as described in the preceding sentence. However, a State may not transfer the
asts of its digible governmentd plan to atax exempt entity’ s igible plan and the plan of atax exempt
entity may not accept such atransfer. Similarly, a tax-exempt entity may not transfer the assets of its
digible plan to an digible governmentd plan and an digible governmenta plan may not accept such a
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trandfer. In addition, if the conditions in paragraph (b)(4) of this section (relating to permissive past
service credit and repayments under section 415) are met, an digible governmenta plan of a State may
provide for the transfer of amounts deferred by a participant or beneficiary to aqudified plan (under
section 401(a)) maintained by a State. However, a qudified plan may not transfer assets to an digible
governmenta plan or to an digible plan of atax-exempt entity, and an digible governmenta plan or the
plan of ataxexempt entity may not accept such atrandsfer.

(2) Reguirementsfor post-severance plan-to-plan transfers among digible governmentd plans.

A trandfer under paragraph (b)(1) of this section from an digible governmentd plan to another igible
governmenta plan is permitted if the following conditions are met --

(i) Thetrandferor plan provides for tranders,

(ii) Thereceiving plan provides for the receipt of trandfers;

(iii) The participant or beneficiary whose amounts deferred are being transferred will have an
amount deferred immediately after the transfer at least equal to the amount deferred with respect to that
participant or beneficiary immediately before the trandfer; and

(iv) In the case of atrandsfer for a participant, the participant has had a severance from
employment with the trandferring employer and is performing sarvices for the entity meintaining the
receiving plan.

(3) Requirements for plan-to-plan transfers of dl plan assets of digible governmenta plan A
trandfer under paragraph (b)(2) of this section from an digible governmenta plan to another digible
governmentd plan is permitted if the following conditions are met --

(i) Thetrandfer isfrom an digible governmenta plan to another digible governmenta plan within
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the same State;

(i) All of the assets held by the transferor plan are transferred;

(iii) Thetrandferor plan provides for transfers;

(iv) The receiving plan provides for the receipt of transfers;

(V) The participant or beneficiary whose amounts deferred are being transferred will have an
amount deferred immediately after the transfer et least equa to the amount deferred with respect to that
participant or beneficiary immediately before the trandfer; and

(Vi) The participants or beneficiaries whose deferred amounts are being transferred are not eigible
for additiond annud deferrds in the receiving plan unless they are performing services for the entity
meaintaining the recaiving plan.

(4) Reguirements for plan-to-plan transfers among digible governmenta plans of the same

employer. A transfer under paragraph (b)(1) of this section from an digible governmenta plan to another
digible governmentd plan is permitted if the following conditions are met --

(i) The transfer isfrom an digible governmenta plan to ancther digible governmentd plan of the
same employer (and, for this purpose, the employer is not treeted as the same employer if the
participant’ s compensation is paid by a different entity);

(i) Thetransferor plan providesfor transfers;

(iii) The receiving plan provides for the receipt of trandfers;

(iv) The participant or beneficiary whoseamounts deferred are being transferred will have an
amount deferred immediately after the trandfer at least equa to the amount deferred with respect to that
participant or beneficiary immediately before the trandfer; and
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(V) The participant or beneficiary whose deferred amounts are being transferred is not digible for
additiona annua deferrdsin the receiving plan unless the participant or beneficiary is performing services
for the entity maintaining the receiving plan.

(5) Requirements for past-severance plan-to-plan transfers among ligible plans of tax exempt

entities. A transfer under paragraph (b)(1) of this section from an digible plan of atax-exempt employer
to another eigible plan of ataxexempt employer is permitted if the following conditions are met --

() Thetransferor plan provides for transfers;

(ii) Thereceiving plan provides for the receipt of trandfers;

(iii) The participant or beneficiary whose amounts deferred are being transferred will have an
amount deferred immediately after the transfer at least equa to the amount deferred with respect to that
participant or beneficiary immediately before the trandfer; and

(iv) In the case of atrandfer for a participant, the participant has had a severance from
employment with the transferring employer and is performing services for the entity maintaining the
receiving plan.

(6) Treatment of amount transferred following a plarto-plan transfer between digible plans.

Following atransfer of any amount between eligible plans under paragraphs (b)(1) through (b)(5) of this
section --

(i) the transferred amount is subject to the redtrictions of §1.457-6 (relating to when distributions
are permitted to be made to a participant under an digible plan) in the receiving plan in the same manner
asif the transferred amount had been originaly been deferred under the receiving plan if the participant is
performing services for the entity maintaining the receiving plan, and

65



(i) in the case of atransfer between digible plans of tax-exempt entities, except as otherwise
determined by the Commissioner, the transferred amount is subject to 81.457-7(c)(2) (rdlating to when
amounts are considered to be made available under an eigible plan of atax-exempt entity) in the same
manner asif the dections made by the participant or beneficiary under the transferor plan had been made
under the receiving plan.

(7) Examples. The provisions of paragraphs (b)(1) through (6) of this section areillustrated by
the following examples:

Example 1. (i) Facts. Participant A, the president of City X’s hospitd, has accepted a position
with another hospital which is ataxexempt entity. A participatesin the digible governmenta plan of City

X. A would like to transfer the amounts deferred under City X’ sdigible governmentd plan to the digible
plan of the tax-exempt hospitd.

(i) Conclusion City X’s plan may not transfer A’s amounts deferred to the tax exempt
employer’ sdigible plan. In addition, because the amounts deferred would no longer be held in trugt for
the exclusive benefit of participants and their beneficiaries, the transfer would violate the exclusive benefit
rule of section 457(g) and §1.457-8(a).

Example2. (i) Facts. County M, located in State S, operates severa hedlth clinics and maintains
an digible governmenta plan for employees of those dinics. One of the clinics operated by County M is
being acquired by a hospitd operated by State S, and employees of that clinic will become employees of
State S. County M permits those employees to transfer their balances under County M’s digible
governmentd plan to the eigible governmentd plan of State S.

(i) Conclusion If the digible governmenta plans of County M and State S provide for the
transfer and acceptance of the transfer (and the other requirements of paragraph (b)(1) of this section are
satidfied), then the requirements of paragraph (b)(2) of this section are stisfied and, thus, the transfer will
not cause either plan to violate the requirements of section 457 or theseregulaions.

Example 3. (i) Facts. City Employer Z, ahospitd, sponsors an digible governmentd plan. City
Employer Z islocated in State B. All of the assats of City Employer Z are being acquired by atax
exempt hospitd. City Employer Z, in accardance with the plan-to-plan transfer rules of paragraph (b) of
this section, would like to transfer the tota amount of assets deferred under City Employer Z'sdligible
governmentd plan to the acquiring tax-exempt entity's digible plan.
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(i) Condlusion. City Employer Z may not permit participants to transfer the amounts to the
digible plan of the tax-exempt entity. In addition, because the amounts deferred would no longer be held
in trugt for the exclusive benefit of participants and their beneficiaries, the transfer would violate the
exclusive benfit rule of section 457(g) and §1.457-8(a).

Example4. (i) Facts. Thefactsarethe sameasin Example 3, except thet City Employer Z,
ingead of trandferring dl of its assets to the digible plan of the tax-exempt entity, decidesto trandfer dl of
the amounts deferred under City Z’s eigible governmentd plan to the digible governmentd plan of County
B inwhich City Z islocated. County B’s eligible plan does not cover employees of City Z, but iswilling
to adlow the assets of City Z's plan to be transferred to County B’s plan, arelated state government entity,
asolocated in State B.

(i) Conclusion If City Employer Z's (transferor) digible governmenta plan provides for such
transfer and the digible governmenta plan of County B permits the acceptance of such atransfer (and the
other requirements of paragraph (b)(2) of this section are satisfied), then the requirements of paragraph
(b)(3) of this section are satisfied and, thus, City Employer Z may trandfer the total amounts deferred
under its eligible governmenta plan, prior to termination of that plan, to the eigible governmentd plan
maintained by County B. However, the participants of City Employer Z whose deferred amounts are
being trandferred are not digible to participate in the digible governmenta plan of County B, the receiving
plan, unlessthey are performing services for County B.

Example5. (i) Facts. State C has an digible governmentd plan. Employees of City U in Sate
C are among the digible employees for State C's plan and City U decides to adopt another digible
governmenta plan only for its employees. State C decidesto dlow employeesto dect to transfer dl of
the amounts deferred for an employee under State C' s digible governmentd plan to City U'sdigible
governmentd plan.

(i) Concluson. If State C's (transferor) digible governmenta plan provides for such transfer and
the eigible governmenta plan of City U permits the acceptance of such atrargfer (and the other
requirements of paragraph (b)(1) of this section are satisfied), then the requirements of paragraph (b)(4)
of this section are satisfied and, thus, State C may transfer the total amounts deferred under its digible
governmentd plan to the digible governmentd plan maintained by City U.

(8) Purchase of permissive past service credit by plan-to-plan transfers from an digible
governmentd plan to aqudified plat- (i) Generd rule. An digible governmentd plan of a State may
provide for the transfer of amounts deferred by a participant or beneficiary to a defined benefit

governmentd plan (as defined in section 414(d)), and no amount shall be includible in grossincome by
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reason of the trandfer, if the conditionsin paragraph (b)(8)(ii) of this section are met. A transfer under
this paragraph (b)(8) is not trested as a digtribution for purposes of §1.457-6. Therefore, such atransfer
may be made before severance from employment.

(i) Conditionsfor plan-to-plan transfers from an digible governmenta plan to aqudified plan A

transfer may be made under this paragraph (b)(8) only if the trandfer is either--

(A) For the purchase of permissive past service credit (as defined in section 415(n)(3)(A)) under
the receiving defined berefit governmenta plan; or

(B) A repayment to which section 415 does not apply by reason of section 415(k)(3).

(iii) Example. The provisons of this paragrgph (b)(8) areillustrated by the following example:

Example. (i) Facts. Plan X isan digible governmenta plan maintained by County Y for its
employees. Plan X provides for digtributions only in the event of degth, an unforeseesble emergency, or
severance from employment with County Y (including retirement from County Y). Plan Sisaqudified
defined benefit plan maintained by State T for its employees. County Y iswithin State T. Employee A is
an employee of County Y and isa participant in Plan X. Employee A previoudy was an employee of
Sate T and is il entitled to benefits under Plan S. Plan Sincludes provisons dlowing participantsin
certain plans, including Plan X, to transfer assetsto Plan Sfor the purchase of past service credit under
Plan S and does not permit the amount transferred to exceed the amount necessary to fund the benefit
resulting from the past service credit.  Although not required to do so, Plan X alows Employee A to
transfer assets to Plan Sto provide a past service benefit under Plan S.

(i) Conclusion Thetransfer is permitted under this paragraph (b)(8).

(c) Qudified domestic rdations orders under digible plans-(1) Generd rule. An digible plan
does not become an indligible plan described in section 457(f) solely because its administrator or sponsor
complies with a quaified domestic rdations order as defined in section 414(p), including an order
requiring the digtribution of the benefits of a participant to an dternate payee in advance of the generd

rules for digible plan digtributions under §1.457-6. If adidribution or payment is made from an digible



plan to an dternate payee pursuant to a qudified domestic reations order, rules similar to the rules of
section 402(€)(1)(A) shdl apply to the digtribution or payment.
(2) Examples. The provisons of this paragraph (c) areillustrated by the following examples:

Example1. (i) Facts Participant C and C's spouse D are divorcing. Cisemployed by State S
and isaparticipant in an digible plan maintained by State S. C has an account valued at $100,000 under
the plan. Pursuant to the divorce, a court issues a qudified domestic relations order on September 1,
2003 that alocates 50 percent of C's $100,000 plan account to D and specificaly provides for an
immediate didribution to D of D’s share within 6 months of the order. Payment is made to D in Jenuary
of 2004.

(i) Concdlusion. State S'sdigible plan does not become an indligible plan described in section
457(f) and §1.457-11 soldly because its administrator or ponsor complies with the qualified domestic
relations order requi ring the immediate digribution to D in advance of the generd rulesfor digible plan
digtributions under §1.457-6. |n accordance with section 402(€)(1)(A), D (not C) must include the
digribution in grossincome. The digtribution isincludiblein D’s gossincomein 2004. If the qudified
domedtic relaions order were to provide for distribution to D a a future date, amounts deferred
atributable to D’s share will beincludible in D’s gross income when paid to D.

Example2. (i) Facts. Thefactsarethe same asin Example 1, except that Sis atax-exempt
entity, instead of a State.

(i) Concluson State S'sdigible plan does not become an ingligible plan described in section
457(f) and §1.457-11 solely because its administrator or sponsor complies with the quaified domestic
relations order requiring the immediate distribution to D in advance of the generd rulesfor igible plan
digtributions under § 1.457-6. In accordance with section 402(€)(1)(A), D (not C) must include the
digributionin grossincome. The digtribution isincludible in D’s grossincome in 2004, assuming that the
plan did not make the distribution available to D in 2003. If the qualified domestic rdations order were to
provide for digtribution to D at a future date, amounts deferred attributable to D’ s share would be
includible in D’ s gross income when paid or made available to D.

(d) Death benefits and lifeinsurance proceeds. A death benefit plan under section 457(e)(11) is
not an igible plan. In addition, no amount paid or made available under an eigible plan as death benefits
or life insurance proceeds is excludable from gross income under section 101.

(e) Rdloversto digible governmentd plans-(1) Generd rule. Andigible governmentd plan
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may accept contributions that are digible rollover digtributions (as defined in section 402(c)(4)) made
from another digible retirement plan (as defined in section 402(c)(8)(B)) if the conditionsin paragraph
(€)(2) of this section are met. Amounts contributed to an digible governmentd plan as digible rollover
digtributions are not taken into account for purposes of the annua limit on annua deferrds by a participant
in81.457-4(c) or 8§1.457-5, but are otherwise treated in the same manner as amounts deferred und er
section 457 for purposes of §81.457-3 through 1.457-9 and this section.

(2) Conditionsfor rolloversto an digible governmentd plan. An digible governmentd plan that

permits digible rollover digributions made from ancther digible retirement plan to be paid into the digible
governmental plan is required under this paragraph (€)(2) to provide that it will separately account for any
digiblerollover digributionsit receives. A plan does not fail to satisfy this requirement if it separately
accounts for particular types of digible rollover digributions (for example, if it maintains a separate
account for digible rollover digtributions attributable to annua deferrds that were made under other
eigible governmenta plans and a separate account for amounts attributable to other digible rollover
digtributions), but this requirement is not satisfied if any such separate account includes any amount that is
not attributable to an igible rollover digtribution.

(3) Example. The provisions of this paragraph (e) areillustrated by the following example:

Example. (i) Facts. Plan T isan digible governmenta plan that provides that employees who are
digibleto participate in Plan T may make rallover contributionsto Plan T from amounts distributed to an
employee from an digible retirement plan. An digible retirement plan is defined in Plan T as another
eigible governmentd plan, aqudified section 401(a) or 403(a) plan, or a section 403(b) contract, or an
individud retirement arrangement (IRA) that holds such amounts. Plan T requires rollover contributions to
be paid by the digible retirement plan directly to Plan T (adirect rallover) or to be paid by the participant
within 60 days after the date on which the participant received the amount from the cther digible

retirement plan. Plan T does not take rollover contributions into account for purpaoses of the plan’s limits
on amounts deferred that conform to 81.457-4(c). Rollover contributions paid to Plan T areinvested in
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the trust in the same manner as amounts deferred under Plan T and rollover contributions (and earnings
thereon) are available for digtribution to the participant at the same time and in the same manner as
amounts deferred under Plan T. In addition, Plan T provides that, for each participant who makes a
rollover contribution to Plan T, the Plan T record-keeper is to establish a separate account for the
participant’ s rollover contributions. The record-keeper calculates earnings and losses for investments held
in the rallover account separately from earnings and losses on other amounts held under the plan and

cd culaes disbursements from and payments made to the rollover account separately from disbursements
from and payments made to other amounts held under the plan.

(i) Conclusion Plan T doesnot loseits Satus as an digible governmentd plan as aresult of the
receipt of rollover contributions. The conclusion would not be different if the Plan T record- keeper were
to establish two separate accounts, one of which isfor the participant’ s rollover contributions attributable
to annud deferrds that were made under an digible governmenta plan and the other of which isfor other
rollover contributions.

(f) Deemed IRAs under digible governmentd plans. See regulations under section 408(q) for

guidance regarding the trestment of separate accounts or annuities asindividud retirement plans (IRAS).

81.457-11 Tax treatment of participantsif planis not an digible plan

(8) Ingenerd. Under section 457(f), if an digible employer providesfor adeferra of
compensation under any agreement or arrangement that is an indigible plart -

(2) Compensation deferred under the agreement or arrangement isincludible in the grossincome
of the participant or beneficiary for the firgt taxable year in which there is no substantia risk of forfeiture
(within the meaning of section 457(f)(3)(B)) of the rights to such compensation;

(2) If the compensation deferred is subject to a subgtantid risk of forfeiture, the amount includible
in grossincome for the firgt taxable year in which there is no substantid risk of forfeiture includes earnings
thereon to the date on which there is no substantial risk of forfeiture;

(3) Earnings credited on the compensation deferred under the agreement or arrangement that are

not includible in gross income under paragraph (8)(2) of this section are includible in the grossincome of
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the participant or beneficiary only when paid or made available to the participant or beneficiary, provided
that theinterest of the participant or beneficiary in any assets (including amounts deferred under the plan)
of the entity sponsoring the agreement or arrangement is not senior to the entity's generd creditors; and

(4) Amounts paid or made available to a participant or beneficiary under the agreement or
arrangement are includible in the gross income of the participant or beneficiary under section 72, rdlaing
to annuities.

(b) Exceptions.  Paragraph (a) of this section does not apply with respect to--

(1) A plan described in section 401(a) which includes atrust exempt from tax under section
501(a);

(2) An annuity plan or contract described in section 403;

(3) That portion of any plan which consists of atransfer of property described in section 83;

(4) That portion of any plan which congists of atrust to which section 402(b) gpplies; or

(5 A qudified governmental excess benefit arrangement described in section 415(m).

(c) Amount induded inincome. The amount included in gross income on the applicable date

under paragraphs (8)(1) and (a)(2) of this section is equa to the present value of the compensation
(including earnings to the extent provided in paragraph (a)(2) of this section) on that date. For purposes
of gpplying section 72 on the applicable date under paragraphs (a)(3) and (4) of this section, the
participant is trested as having paid investment in the contract (or basis) to the extent that the deferred
compensation has been taken into account by the participant in accordance with paragraphs (8)(1) and
(a)(2) of this section.

(d) Coordination of section 457(f) with section 83-- (1) Generd rules. Under paragraph (b)(3) of
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this section, section 457(f) and paragraph (a) of this section do not gpply to that portion of any plan which
conggts of atransfer of property described in section 83. For this purpose, atransfer of property
described in section 83 means atransfer of property to which section 83 gpplies. Section 457(f) and
paragraph (a) of this section do not apply if the date on which there is no substantia risk of forfeiture with
respect to compensation deferred under an agreement or arrangement that is not an digible planison or
after the date on which there is atrandfer of property to which section 83 applies. However, section
457(f) and paragraph (a) of this section apply if the date on which there is no subgstantid risk of forfeiture
with respect to compensation deferred under an agreement or arrangement that is not an digible plan
precedes the date on which thereis atransfer of property to which section 83 applies. If deferred
compensation payable in property isincludible in grossincome under section 457(f), then, as provided in
section 72, the amount includible in gross income when that property is later transferred or mede available
to the service provider is the excess of the vaue of the property at that time over the amount previoudy
included in grossincome under section 457(f).

(2) Examples The provisons of this paragraph (d) areillustrated in the following examples:

Examplel. (i) Facts. Aspart of an arrangement for the deferrd of compensation, an digible
employer agrees on December 1, 2002 to pay an individud rendering services for the digible employer a
specified dollar amount on January 15, 2005. The arrangement provides for the payment to be madein
the form of property having afair market vaue equd to the specified dollar amount. The individud'srights

to the payment are not subject to a subgtantid risk of forfeiture (within the meaning of section
457(f)(3)(B)).

(i) Conclusion Inthis Example 1, because thereis no substantial risk of forfeiture with respect
to the agreement to transfer property in 2005, the present value (as of December 1, 2002) of the payment
isindudiblein the individud's gross income for 2002. Under paragraph (2)(4) of this section, when the
payment is made on January 15, 2005, the amount includible in the individud's grossincomeis equa to
the excess of the fair market value of the property when paid, over the amount that wasincludiblein gross
income for 2002 (which is the basis dlocable to that payment).
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Example2. (i) Facts. Aspart of an arrangement for the deferral of compensation, individuas A
and B rendering services for a tax- exempt entity each receive in 2010 property that is subject to a
substantid risk of forfeiture (within the meaning of section 457(f)(3)(B) and within the meaning of section
83(c)(2)). Individua A makes an dection to include the fair market vaue of the property in grossincome
under section 83(b) and individua B does not make this dection. The subgtantid risk of forfeiture for the
property transferred to individuad A lgpsesin 2012 and the substantia risk of forfeiture for the property
trandferred to individua B dso lgpsesin 2012. Thus, the property transferred to individua A isincluded
in A's gross income for 2010 when A makes an section 83(b) election and the property transferred to
individud B isincluded in B's grossincome for 2012 when the subgtantia risk of forfeiture for the

property lapses.

(i) Conclusion In this Example 2, in each case, the compensation deferred is not subject to
section 457(f) or this section because section 83 gpplies to the transfer of property on or before the date
on which there is no subgtantia risk of forfeiture with respect to compensation deferred under the
arrangement.

Example 3. (i) Facts. In 2004, Z, atax-exempt entity, grants an option to acquire property to
employee C. The option lacks a readily ascertainablefair market vaue, within the meaning of section
83(e)(3), has avalue on the date of grant equal to $100,000, and is not subject to a substantia risk of
forfeiture (within the meaning of section 457(f)(3)(B) and within the meaning of section 83(c)(1)). Z
exercises the option in 2012 by paying an exercise price of $75,000 and receives property that has afair
market value (for purposes of section 83) equal to $300,000.

(i) Conclusion Inthis Example 3, under section 83(€)(3), section 83 does not apply to the grant
of the option. Accordingly, C hasincome of $100,000 in 2004 under section 457(f). 1n 2012, C has
income of $125,000, which is the value of the property transferred in 2012, minus the dlocable portion of
the basis that results from the $100,000 of income in 2004 and the $75,000 exercise price.

Example4. (i) Facts. 1n 2010, X, atax-exempt entity, agreesto pay deferred compensation to
employee D. The amount payable is $100,000 to be paid 10 years later in 2020. The commitment to
make the $100,000 payment is not subject to a substantial risk of forfeiture. 1n 2010, the present vaue of
the $100,000 is $50,000. In 2018, X transfersto D property having afair market value (for purposes of
section 83) equa to $70,000. The transfer isin partid settlement of the commitment made in 2010 and,
at thetime of the transfer in 2018, the present vaue of the commitment is $80,000. In 2020, X paysD
the $12,500 that remains due.

(i) Concluson Inthis Example4, D hasincome of $50,000in 2010. In 2018, D hasincome of
$30,000, which is the amount transferred in 2018, minus the dlocable portion of the basis that results
from the $50,000 of incomein 2010. (Under section 72(e)(2)(B), incomeis alocated first. Theincome
isegud to $30,000 ($80,000 minus the $50,000 basis), with the result that the allocable portion of the
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basisis equal to $40,000 ($70,000 minus the $30,000 of income).) In 2020, D hasincome of $2,500
($12,500 minus $10,000, which is the excess of the original $50,000 basis over the $40,000 basis
alocated to the transfer made in 2018).

§1.457-12 Effectivedates.

(a) Generdl effectivedate Except as otherwise provided in this section, §81.457- 1 through

1.457-11 gpply for taxable years beginning after December 31, 2001.

(b) Trangtion period for digible plansto comply with EGTRRA. For taxable years beginning
after December 31, 2001, and before January 1, 2004, a plan does not fail to be an digible plan asa
result of requirements impased by the Economic Growth and Tax Relief Reconciliation Act of 2001 (115
Stat. 385) (EGTRRA) (Public Law 107-16) June 7, 2001, if it is operated in accordance with a
reasonable, good faith interpretation of EGTRRA.

(c) Specid rulefor distributions from rollover accounts. The last sentence of §1.457-6(a)

(rdlating to digtributions of amounts held in a separate account for digible rollover digtributions) gpplies for

taxable years beginning after December 31, 2003.

(d) Specid rulefor options Section 1.457-11(d) does not apply with respect to an option
without areadily ascertainable fair market vaue (within the meaning of section 83(€)(3)) that was granted
on or before May 8, 2002.

(e) Specid rule for qudified domestic relaions orders. Section 1.457-10(c) (relating to qudified
domedtic relations orders) applies for transfers, distributions, and payments made after December 31,
2001.

Part 602--OMB CONTROL NUMBERS UNDER THE PAPERWORK REDUCTION ACT
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Par. 4. The authority citetion for part 602 continues to read as follows:

Authority: 26 U.S.C. 7805.

Par. 5. In 8602.101, paragraph (b) is amended by adding an entry in numerical order to the
table to read asfollows:

§602.101 OMB Control numbers.

* k k % %

CFR part or section where Current OMB
identified and described control No.
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