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Non-Governmental 457(b) Deferred Compensation Plans
Internal Revenue Code Section 457 provides tax-advantaged treatment for certain non-qualified deferred-compensation 
plans. A 457 plan sponsor must be either:

• a governmental unit (a state or political subdivision of a state or an agency or instrumentality of one of these), or
• an entity exempt from income tax under IRC Section 501(c) (a non-governmental sponsor).

Non-governmental 457(b) (“Top Hat”) plans must limit participation to groups of highly compensated employees or groups 
of executives, managers, directors or officers. The plan may not cover rank-and-file employees.

PLAN MUST REMAIN UNFUNDED
Non-governmental 457 plans must remain unfunded. Plan assets are not held in trust for employees, but remain the 
property of the employer (available to its general creditors in the event of litigation or bankruptcy). Non-governmental 
457(b) plans commonly use “rabbi trusts” to hold employee deferrals. The rabbi trust is funded, but the trust assets  
remain available to creditors. Employees are lower in priority than general creditors in the event of legal claims against  
the employer.

REGULAR CONTRIBUTIONS
Contributions to 457(b) plans may include employee salary deferrals and employer contributions. The contributions are 
reported on Form W-2.

CATCH-UP CONTRIBUTIONS
1.  Age 50 catch-up contributions for participants who are age 50 or older at the end of the current tax year:

 • are allowed in governmental 457(b) plans;
 • are not allowed in non-governmental 457(b) plans.

2.  Catch-up contributions for participants who are within three years of normal retirement age:

 • available for both governmental and non-governmental 457(b) plans; 
 • allows eligible employees to contribute up to another full employee deferral limit; 
 • amount limited to “unused” deferrals from previous years; 
 •  an employee who already deferred the maximum in the 457(b) plan for all years of employment would not be able to 

use this type of catch-up;
 • the three-year period must be continuous and must not include the year of retirement; and
 •  this provision requires the compilation of prior year underused limits, and the potential for errors is high, due primarily 

to the lack or inaccuracy of historical records.
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INELIGIBLE 457(F) PLANS DISTINGUISHED
Non-governmental 457 plans can be established by tax-exempt organizations as:

• “eligible” under IRC Section 457(b), or
• “ineligible” under IRC Section 457(f).

Non-governmental, tax-exempt entities can establish 457(f) (ineligible) plans that are tax-deferred and that allow  
contributions exceeding the annual deferral limit. These plans and the associated deferrals are possible only if there is  
a “substantial risk of forfeiture” – when the risk has been removed, the participant’s deferral amounts become taxable.

SELECT GROUP OF MANAGEMENT OR HIGHLY COMPENSATED EMPLOYEES
While there is no formal legal definition of a “select group of management or highly compensated employees,” it generally 
means a small percentage of the employee population who:

• are key management employees, or
• earn a salary substantially higher than that of other employees.

Over the years, the courts and the Department of Labor have looked at one or more factors:

• total employees versus the number of employees covered under the plan;
• the average salaries of the select group versus the average salaries of other employees;
• the average salaries of the select group versus the average salary of all management or highly compensated employees;
• range of salaries of employees in the select group; and
• the extent to which the select group can negotiate salary and compensation packages.

FILING AND REPORTING REQUIREMENTS
IRC Section 457 plans are not required to file Form 5500 as they are not subject to Title I of ERISA.
Non-governmental 457(b) (Top Hat) plans must file a notification of the plan’s existence with the Department of Labor.

COMMON COMPLIANCE ISSUES FOR 457(B) PLANS

1. Failure to limit participation in a non-governmental 457(b) plan subjects the plan to ERISA Title I funding requirements.

2.  Non-governmental 457(b) plans that must comply with the ERISA funding requirements will fail to satisfy IRC 457(b)(6), 
which provides that the plan must be unfunded.

3.  Contributions to a funded non-governmental 457(b) plan are immediately taxable.

Plans of deferred compensation described in IRC Section 457 are available for certain state and local governments  
and non-governmental entities tax-exempt under IRC Section 501. They can be either eligible plans under IRC 457(b)  
or ineligible plans under IRC 457(f). Plans eligible under 457(b) allow employees of sponsoring organizations to defer 
income taxation on retirement savings into future years. Ineligible plans may trigger different tax treatment under  
IRC 457(f).
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Governmental 457(b) Deferred Compensation Plans
Who can establish a 457(b) plan?
The organization must be a state or local government or a tax-exempt organization under IRC 501(c).

How do 457(b) plans work?
Employers or employees through salary reductions contribute up to the IRC 402(g) limit ($19,500 in 2020 and 2021)  
on behalf of participants under the plan.
(See 457(b) plan contribution limits.)

What are the advantages of participating in a 457(b) plan?
There are significant tax advantages for participants in a 457(b) plan:

• contributions to a 457(b) plan are tax-deferred; and
•  earnings on the retirement money are tax-deferred.

Can a 457(b) plan include designated Roth accounts?
Yes, a governmental 457(b) plan may be amended to allow designated Roth contributions and in-plan rollovers to  
designated Roth accounts.


