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The Changed Rules for Deferred Compensation Plans

FOR MOST OF THE LAST 25 YEARS, Congress and the [nternal Revenue
Service have been relatively quiet concerning the rules for deferred com-
pensation. Then, in 2004, in the wake of perceived executive com-
pensation abuses uncovered in such high-profile cases as the Enron
and Worldcom collapses, Congress enacted Internal Revenue Code
Section 409A as part of the American Jobs Creation Act of 2004.
Politically, Section 409A represents Congress’s attempt to swing the
pendulum back towards limited deferred compensation arrange-
ments. For practitioners, it represents a dramatic change in the rufes
governing deferred compensation, one that has rendered obsolete much
of the conventional wisdom on the subject.

In the months, weeks, and even days leading up to the Enron and
Wortdcom collapses, executives in the two companies resigned their
positions and took their agreed-upon severance packages. These
execurives received, in some cases, millions of dollars in severance com-
pensation from companies that were on the verge of bankrupecy. When
the companies did, in fact, declare bankruptcy, it left shareholders,
many of whom were employees of these companies, with worthless
stock, which, for many of the employees, represented significant
portons of their retirement planning, including cheir 401(k) accounts.

Many likened the behavior of some of these executives to that of
insider trading, with the executives jumping ship right before it sank.
These scandals led ro the growing perception that some companies,
as well as their executives, were benefiting from large deferred com-
pensation arrangements well beyond che extent Congress intended,
all to the detriment of both the employees of their companies and the
American people, in general, in the form of lost tax revenues. Now,
under Section 4094, if certain requirements are not satisfied, employ-
ees may have ro include their deferred compensation in current
income, subject to additional raxes and potential penalties.

Section 409A applies only to nonqualified deferred compensation.
Nonqualified deferred compensation stands in contrast to qualified
deferced compensation, which typically takes the form of such well-
known qualified benefit plans as 401(k} plans, IRAs, most bealthcare
and disability plans, incentive-based stock awards, or similar arrange-
ments. These plans are “qualified” under the Internal Revenue Code.
Broadly defined, nonqualified deferred compensation is all ocher
income, be it cash or in-kind, that has been earned by a service
provider {employee or independent contractor),! but which will be
received by the service provider in a subsequent year. Section 409A
details how nonqualified deferred compensation may be deferred, and
once deferred, when and how it may be paid. The failure to comply
with or be exempt from Section 409A can result in significant addi-
tional taxes on these amounts, in addition to applicable penalties and
interest.

Compliance with Section 409A is governed by the requirements
of Section 409A(a)(2), (3), and (4). A nonqualified deferred com-
pensation plan complies with Section 409A(a)(2) if the deferred
compensation may not be distributed earlier than: 1) an employee’s
separation from service, 2) the date the plan participant becomnes dis-

abled, 3) death, 4) a specified time or pursuanr to a fixed schedule that
must be specified at the time of the deferral of the compensation, $)
change in ownership, effective control, or assets of the employer
corporation, or 6) the occurrence of an unforeseeable emergency.?
Section 409A(a)(3) provides that a nonqualified deferred compensa-
tion plan or arrangement must not allow for the acceleration of the
time or schedule of any payment, unless it is pursuant to a specific
exception provided in the regulations. Section 409A{a)(4) requires thac
the employee make the initial deferral election and any permissible
changes in accocdance with the regulations.

The failuxe of a plan or deferred compensation arrangement to
either comply with or be exempt from Section 409A will result in sub-
stantial taxacion. First, the deferred compensarion icself will be
included in the employee’s income in the year in which the compen-
sation is no longer subject to a substantial risk of forfeiture, a term
newly defined by Section 409A. More onetous is a 20 percent tax
imposed on compensation included in income due to noncompliance
with Section 409A. In addition to chis 20 percenc tax, if an employee
fails ro include the noncomplying deferred compensation in income
in the correct year, Section 409A imposes interest on all unpaid raxes
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that should have been paid at cthe underpay-
ment rate, plus 1 percent. Thus, failure to
comply with or be exempr from Section 409A
resules in the immediare raxation of the
deferred income, plus an additional 20 per-
cent tax, and interest at the underpayment
rate plus 1 percent on all unpaid Section
409A raxes.4 Moreover, some states, includ-
ing California, impose their own additional
20 pereent tax,’ which could result jn an
aggregate marginal tax rate exceeding 80
percent of the income.

One of Section 409A° most important
changes is the new definition of “substantial
risk of forfeiture.” Section 409A provides
that unless nonqualified deferred compensa-
tion either complies wich or sarisfies one of the
limited exceptions to Section 409A, amounts
deferred are currently includable in gross
income to the extent they are not subject to
a subscancial risk of forfeiture and not pre-
viously included in gross incorme, rather than
when the compensation is actually or con-
structively received as under prior law. While
many practitioners may be familiar with che
traditional IRC Section 836 definition of sub-
stantial risk of forfeiture, Section 409A does
not adopt the Section 83 definition. The final
regulations provide that compensation is sub-
ject to subsrantial risk of forfeiture if che
amount is conditioned on the performance of
substantial future services or the occurrence
of a condition related to a purpose of the com-
pensation, and the possibility of forfeiture is
substantial.”

Notice 2007-78

Though many practitioners have never heard
of Section 4094, most are familiar with the
issue of stock option backdating, which has
been of particular concern to many Silicon
Valley companijes and which raises a number
of questions involving the application of
Section 409A. An increasing number of law-
makers have come to view discounced stock
options in a negative light because chey pro-
vide the employce (often an executive) with
immediate value rather than rying the bene-
fit of the stock options to the fortunes of the
company’s shareholders. Section 409A
attempts to provide a rax-law driven solution
to this perceived problem.

In April 2007, the Treasury Deparcment
jssued final regulations on the implementation
of Section 409A. Pursuant to recently released
IRS Notice 2007-78, companies have until the
end of 2008 to amend and correct many
provijsions in their agreements and plans that
may provide for nonqualified deferred com-
pensartion that would be subject to Section
409A, while requiring that certain other key
provisions be corrected by December 31,
2007.

Section 409A is broad in scope and not
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only affects tradicional deferred compensation
plans but many other arrangements that are
not thought of as deferred compensation,
such as equity arrangements, employment
agreements, bonus plans, severance plans,
stock option plans, foreign plans, and privace
equity deferral arrangements. Section 409A
affects rank and file employees as well as
executives and members of management.

Final cegulations to Section 409A pro-
vide that, “a plan generally provides for a
deferral of compensation if, under the terms
of the plan and refevant facts and circum-
stances, the scrvice provider has a legally
binding right during a taxable year to com-
pensation that, pursuant to the terms of the
plan, is or may be payable to (or on behalf of}
the service provider in a later taxable year.”$
Recognizing that chere are many compensa-
tion arrangements that cause compensation
to be paid in cthe year following the year in
which the right to compensation was earned,
the IRS provided a limited “shorr term defer-
tal” exceprion for compensation that, accord-
ing to the plan or agreement, may not be
paid later than two months and 15 days fol-
Jowing che later of the employer’s or employ-
ee’s raxable year in which the compensation
is earned. Thus, for a calendar-year employer
and employee, income that is not payable
later than March 135 of the year following the
year in which it is camed (no longer subject
to a subscantial risk of forfeiture) is exempt
from Section 409A.°

Section 409A became effective on January
1, 2005.79 The result of this effective date is
that any deferred compensation that was no
longer subject to substantial risk of forfeiture
as of December 31, 2004 (for example,
because ir had vested}, is not subject to tax-
arion under Section 409A.1" For nonqualified
deferred compensation that vests or vested
after December 31, 2004, the IRS has pro-
vided temporaty relief from some of the pro-
visions under Section 409A. Under Notice
2003-1,2 relief was provided until December
31, 200S, and most of the relief was subse-
quently extended until December 31, 2006.
The final regulations further extended many
of the relief provisions until December 31,
2007, and Notice 2007-78, which was issued
on September 10, 2007, has again extended
many of the retief provisions until Decermber
31, 2008,

This most recentextension, however, was
in reaction to the requests of many practi-
tioners, given the short time frame to digest
and implement the 397 pages of final regu-
lations. Given these factors, it is unlikely that
the RS will further extend the remporary
relief provisions. Thus, it is recommended
that companies take action to bring their
plans either into compliance with, or under
one of the limited exceprions to, Section

409A before December 31, 2008.

Notice 2007-78 provides limited transi-
tional relief to the application of [RC Section
409A. The primary principle of this transition
relief is chat, generally, a plan or agreement
will nort violate the requirements of Section
409A on or before December 31, 2008, pro-
vided that the plan is operated in accordance
with the requirements of Section 409A and
the associated guidance, and thac the written
document of the plan is amended on or before
December 3], 2008, to “comply with the
guidance retroactively to January 1, 2008.”13
Significantly, Norice 2007-78 does not extend
the deadline for designation of time and form
of payment. Thus, by December 31, 2007, the
tfiming and form of payment, such as payment
upon separation from service, or pursuant o
a fixed schedule, must be designated and may
not be altered unless done so in compliance
with the final regulacions. However, the def-
initions of the time and form of payment
may be amended until December 31, 2008,
provided that as of fanuary 1, 2008, the plan
is operated in compliance with all Section
409A guidance. Notice 2007-78 provides
additional guidance and therefore it is impor-
tant for all practitioners to carefully examine
Notice 2007-78 as soon as possible in order
ro determine the extent to which agreements
and plans must be amended prior to January
1,2008.

Other Provisions

Separation from service. Treasury Regulations
Section 1.409A-1(h) provides that an
employee is presumed to have separated from
service when, based on the facts and cir-
cumstances, the employee and employer rea-
sonably anticipate that the employee will
pecform 20 percent or less of the average
level of service performed by the employee
during the immediately preceding 36
mornths.! In contrast, when the employee’s
level of service continues at the rate of 50 per-
cent or more, it will be presumed that no
separation from service has oecurred. No
presumption applies where the decrease is
to more than 20 percent but less than 50
percent. When an employee, based or the
facts and circumstances, teasonably antici-
pates providing more than 20 percent, but less
than 50 percent, of the prior average level of
service, the employee will be cousidered to
have a separacion of service if a reasonable
good faith amount of anticipated services to
be performed by employee is detailed in writ-
ing and such amount is no more than 50
percenc of the services provided by the
employee over the prior 36 months.’$
Specified employees. Generally Secrion
409A permirs compensarion to be payable
upon an employee’s separation from service,
however, specified employees (generally the S0
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highest paid employees) at a company whose
stock is publicly rraded are subject o addi-
rional burdens under Section 409A .16 [n par-
ticular, compensation payable in connection
with separation from service generally must
be deferred for six months following rermi-
nation of employment.!’

Disability. An employce is considered dis-
abled if an employee is not able to engage in
any substantial gainful activity because of
physical or mental impairment that s
expected to last for a period of not less than
12 months or is expected to resulr in the
cmployee’s death.'® An employee will be con-
sidered disabled if the employee is decer-
mined to be totally disabled by the Social
Security Administration or in accordance
with the employer’s disabilicy insurance pro-
gram, as long as the definition used under che
disability insurance program complies with
Treasucy Regulacion Section 1.409A-3(i)(4).

Specified time or fixed schedule. Com-
pensation is considered to be made payable
ar a specified time, or pursuant to a fixed
schedule, if the amount of compensation to
be paid is objectively determinable and, at the
time the amount is deferred, the dace or dates
that payments are to be made are both
nondiscretionary and objectively deter-
minable.' The rules surrounding che deter-
mination of a specified time or a fixed sched-
ule are complex. If a practitioner intends to
structure distributions at a specified time or
on fAixed payment schedule, careful exami-
nation of the rules is advised.

Change in ownership or effective control or
change In ownership of assets. The rules gov-
erning change in ownership or control or
change in ownership of a subsrantial por-
tion of the assets of a corporation are found
in Treasury Regulation Section 1.409A-3(i}(3).
These rules are also vast and complex, and
practitioners arc cautioned that when a
change-of-control acceleration of compen-
sation is included in a plan or agreement (as
is frequently the case) caceful adherence to the
tules contained in these regulations is advised.

Stock options. A preferred method of
many compaaies to atrract and keep employ-
ees has been the use of generous discounted
stock option grants. A discounted stock
option is, for Section 409A purposes, an
option to purchase stock with an exercise
price that is less than the fair market value of
the stock on the grant date.2% Section 409A
provides that the award of discounted stock
options are considered nonqualified deferred
compensation. As a result, Section 409A
causes the spread (the value of the stock
when it is no longer subject to a substantial
risk of forfeiture less the exercise price) to be
included in gross income subject to the Secrion
409A 20 percent addirional tax, interest, and
applicable penalties in the year it is no longer

subject to a substantial risk of forfeiture,
Additionally, if in subsequent years, the value
of the stock further increases, the new spread
(current value of stock less previously taxed
value of stock} is again includable in cuvrent
income under Section 409A and subject ro all
applicable Section 409A raxes, interest, and
penalties. All this may occur before the
employee even exercises rthe stock option,
and thus the employee may be responsible for
taxes for stock options that may not be exer-
cised for years to come, if ever.

Along wich other forms of deferred com-
pensation, the IRS has provided limited relief
until December 31, 2008, to correcr the exer-
cise price of any stock options already
awarded ro equal what would have been the
(air market value of the stock on the original
grant date. This relief was only available
until December 31, 2005, for cercain highly
compensated executives of public compa-
nies. As with other rules, the rules surrounding
stock options under Section 409A are com-
plex and require a careful reading of the final
regulations and other guidance.

Stock appreciation rights. A stock appre-
ciation right is the granr to a service provider
ofa right to receive as compensacion (gener-
ally as a bonus) an amount equal to the
appreciation in an employec’s stock over a
specified period of time. The treatment of
stock appreciation rights under 409A is sim-
ilar to the treatment of stock options. A stock
appreciation right will not be considered to
violate Section 409A if the right to che appre-
ciation in the value of the stock is limited to
the increase in value of the stock from the
grant darte to the exercise date, and the
increase will be based on the fair market
value of the stock.2! Put simply, as long as the
stock appreciation right i1s not a discounted
stock appreciation right, and all other aspects
of the exception are met, the compensation
received oo the stock appreciation right wilt
not be taxable under Section 409A. As with
stock options, a correction fixing stock appre-
ciation rights that may be subject to Section
409A is generally possible, provided it is
completed on or before December 31, 2008.

Restricted stock awards. A restricted stock
award is the grant of stock to a service
provider with conditions that at the time of
grant have yet to be met, and if not met will
result in the forfeiture of the stock award.
Generally, these restrictions are based either
on time or performance. For example, the
award might be conditioned upon the require-
ment that an employee be employed with
the employer for a set period of time or the
artainment of certain sales or production
goals. Restricted stock awards are generally
not taxable under Section 409A, largely
because upon the lapse of the restrictions, they
are immediately taxable (or they were previ-
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ously taxed because an IRC Section 83(h)
etecrion had been made).2?

Occurrence of an unforeseeable emer-
gency. An “unforesecable emergency™ under
Regulation Scction 1.409A-3(i)(3) is a finan-
cial hardship ro che employee resulting from
iliness or accident to the service provider,
spouse, or dependents; the loss of the employ-
ee’s property due to casualty; or similar extra-
ordinary and unforesccable circumstances
“arising as a result of events beyond the con-
trol” of the employee. Distriburions are lim-
tred in the case of an unforesceable emer-
gency to amounts reasonably necessary to
satisty the need, including amounts neces-
sary to pay taxes and penalties attriburable o
the distribucion.

Next Steps

Given the broad definition of deferred com-
pensation under Section 409A, employers,
employees, and rheir counsel need to review
all arrangemencs and plans chat may provide
for deferred compensation. The following is
a nonexhaustive list of compensation arcange-
ments that should be reviewed and amended
before December 31, 2007, or December 31,
2008, when applicable:

s Elective deferral arrangements.

¢ Excess defined benefit plans.

s Incentive plans.

e Performance-based arrangements.

» Stock options (stock options that do not
have a discountr exercise prices, as determined
on the date of grant, are gencrally exempt
from Section 409A).

e Srock appreciation rights.

e Employec stock purchase plans (other than
those qualifying under IRC Section 423).

o Director and highly compensated employee
a) compensation arrangements, b) equity
awards, and c) other benefics and deferred
arrangements.

e Severance plans.

& Separation arrangements.

¢ Fringe benefit arrangements.

e Taxable reimbursement arrangements.

* Life insurance arrangements.

e Earn-our arrangements.

o Retirement arrangements (other than those
qualifying under IRC Section 401).

® Change of control agreements.

Many, if not all, of these deferred com-
pensation arrangements and plans can be
brought into Section 4094 compliance, or
made to fall within one of the limited excep-
tions to Section 409A, bur all necessary mod-
ifications must be finalized before the end of
2008.

Though the additional raxation and poten-
rial interest and penalties under Section 409A
are imposed on the employee racher than the
employer, a sound employee-retcntion policy
wouid ensure thar, when possible, the effects

of Section 409A ave mininized or cinminated.
NMorcover, Section 09N impaosey reporting,
and withholding requirements on vinploy

ers. To this end, i is importam tor cnploy

ers and rheir atorneys to examine all arranges
ments and plans that may contam deferred
compensation features and ensure that these
plans and arrangements will not be subjeet to
raxation under Secrion 409A. Specifically,
companies and their counsel should, by
December 31, 2007, examine ol written
arrangements fo ensure thar they comply
with Section 409A% ame and fornr of payment
requirements. Addinonally, afl deferved com-
pensarion arrangements must be in opera-
rional compliance with Section 409A by
January (, 2008. Although the IRS has
extended the window of opporcunicy foy cor-
recting some Section 409A documentary deh-
ciencies, correcring deferced compensation
agreements can be a lengthy process, espe-
cially for publicly traded companies.

Givea the himited rime remaining to make
correcrions for Section 4094, and given that
many companies and their executives are
often slow to heed the warnings of their
counsel, it is advisable that persistent etforts
be made in order to ensure thae the necessary
corrections are made in a timely manner.
Practitioners should assist their clients in
examining all existing deferred compensa-
tion arrangements—before the end of the
year if possible. Lastly, it is incumbent upon
che practiconer co be vigilanc chat all new
arrangements and plans are drafred and oper-
ated in a manner that either complies with,
or is exempr from, Sccrion 409A. |
VELR.C. §409A uses the termos “service provider”™ and
“service recipient” in order ta avoid lamiring its appli-
cation to emplovees and employers. Thus, independent
contractors (such as members of boards of dircciors)
arc COVSFL‘LJ. Al::('l, pacmers and |)i.ll'f|\€f$|lip5 Arc cov-
cred under Section 409A; however, the final regulations
reserve discussion of this subject. For current guidance
on the rreatanent of partners and parenerships see 1L.R.S.
Naorice 2005-1, question and answer 7.

2 Treas, Reg. §1.409A-1(b)(1).
HLR.C. §409A)(2)() through (vi).
TLR.C. §409A () E)(B).

SRev. & Tax. Cope §17501.

o LR.CL§B3(0)).

?Treas. Reg. § L409A- 1(d)(1).
¥Treas. Reg. ¥ 1.409A-1(b)(1).

¥ Treas. Reg. § L409A-1(b)(4).

19 American Jobs Creation Act of 2004, P, 108-357
(2005).

U Treas. Reg. §1.409A-6()(1K1).

L LR.S. Notice 2003-1.

TLR.S. Notice 2007-78.

M Tras, Reg. §1L409A- 1(h)(1)(ii).
1.

VOLRLCL $A09A Q) (21D ) Treas. Reg. 5 1L.409A-1(i).
YId.

N Tecas. Reg. $1.409A-3(i}4Ni).

W Treas. Reg. §1.409A-3(i)(1).

M Tras. Reg. § L409A-LBISHIA).
A Treas. Reg. §1L409A1Th)SH(B).
2R.C. §83).



