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Recent drops in the value of assets for 

qualified defined benefit pension plans may 

effectively preclude employers from making 

any contributions in coming years to a rabbi 

trust or similar arrangement used to set 

aside amounts for nonqualified deferred 

compensation plan benefits.

Many companies maintain rabbi trusts to 

pay benefits under nonqualified deferred 

compensation plans. Assets in a rabbi trust 

must be subject to the claims of the company’s  

creditors upon an insolvency of the company.  

A rabbi trust sometimes provides that the 

decision to make contributions is within the  

discretion of the company. A rabbi trust may  

also require the company to make contributions,  

although contributions may be required only 

in certain specified circumstances, such as 

upon a change in control. 

Tax code section 409A(b) provides that if 

a contribution is made by a company to a 

rabbi trust or other similar arrangement 

during a period in which a single-employer 

defined benefit plan of the company or a 

member of the company’s controlled group 

is in a “restricted period” (as described 

below), the company’s named executive 

officers, and other executive officers and 

directors subject to section 16(a) reporting 

under the Securities Exchange Act of 1934 

(sometimes referred to as “insiders”), will 

recognize income to the extent the contributed  

assets are for the benefit of such officer. The 

above-described limitation on contributions  

does not apply to contributions made prior 

to a restricted period. (The rules also require 

accelerated income recognition if amounts 

that were previously set aside in the trust 

become restricted to the provision of benefits  

in connection with a restricted period. 

Discussion of these provisions is beyond the 

scope of this Client Alert.) 

The above-described limitation applies to 

contributions made on a mandatory or  

on a discretionary basis. It applies to 

contributions to rabbi trusts used to fund 

nonqualified defined contribution plans  

and nonqualified defined benefit plans, as 

well as contributions to rabbi trusts used  

to fund deferred compensation benefits 

under individual arrangements such as 

employment agreements. 
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A restricted period with respect to a 

single-employer defined benefit plan is any 

period during which the plan sponsor is in 

bankruptcy, the period extending six months 

before and six months after the termination  

of the plan if the plan has insufficient assets 

to cover its termination liabilities, or any 

period in which the plan is in “at-risk” status. 

A single-employer defined benefit plan must 

be tested, as of the beginning of each plan 

year, to determine whether it is in at-risk 

status. If the plan is not sufficiently funded1 

as of the beginning of a plan year, the plan 

will be in at-risk status for the next following 

plan year. Ordinarily, this is a determination 

that is made by the actuary for the single-

employer defined benefit plan as part of the 

actuary’s regular computations. Once it has 

been determined that a plan is in at-risk 

status for a given plan year, the plan will 

remain in at-risk status until at least the 

following plan year. 

In view of the dramatic loss of value of many 

qualified pension plan assets, it is important 

that the individual(s) responsible for making 

contributions to the rabbi trust confirm 

that none of the qualified defined benefit 

plans maintained by any company in the 

controlled group are in at-risk status before 

making the contribution. Companies should 

also review existing trusts to determine 

whether they contain triggers for mandatory 

contribution (for example, upon a change  

in control) and, if so, these mandatory 

contribution requirements should generally  

be modified to waive the contribution 

requirement during a restricted period. 

Endnote
1 Generally, a single-employer defined benefit plan is 

in “at-risk” status for a plan year if (i) the funding 
target attainment percentage for the preceding  
plan year is less than 80%, and (ii) the funding 
target attainment percentage for the preceding  
plan year (using additional actuarial assumptions  
as prescribed under the tax code) is less than 70%.  
A special transition rule applies for plan years  
beginning in 2008, 2009 and 2010 such that the 
80% threshold in (i) above is reduced to 65%,  
70% and 75% respectively.  A plan’s funding target 
attainment percentage is the ratio of the plan’s  
assets to the plan’s liabilities valued in accordance 
with rules under the tax code.
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