New Section 409A
Creates New Rules
Governing Nonqualified
Deferred Compensation

Robert S. Schwartz

"Section 409A musclesits way into a large body of case law...."

SECTION 409A OF THE INTERNAL REV-
ENUE CODE OF 1986 (the "Code") permits
employees, independent contractors, and part-
ners to defer the receipt and hence income taxa-
tion of all or some part of their calendar-year
compensation, or for any 12 months or more,
their performance-based compensation period
compensation, but as strictly delimited by both

section 409A and in other rulesset forth and to
be set forth in Treasury Regulations and other
forms of guidance by the Internal Revenue
Service (the "IRS"). For example, see Conference
Report to H.R. 4520 (October 7, 2004) ("Itisin-
tended that Treasury Regulations will provide
guidance regarding when an amount is de-
ferred.")
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Section 409A itself, which was added to the
Code by the American Jobs Creation Act of
2004, PL. No. 108-357, section 885, 118 Stat.
1418,1634 (signed into law on October 22, 2004),
is detailed and specific. A tax attorney can read-
ily apply its specifics to the written, nonquali-
fied deferred compensation plans deferring
cash income receipts that have been widespread
for the last 20 or so years. This can be done ei-
ther by drafting anew plan or modifying
(watch out) an existing plan and further advis-
ing clients as to the numerous new rules for sec-
tion 409A administrative compliance. (All sec-
tion references are to the Code unless otherwise
indicated.)

However, the further removed are the de-
ferred compensation fact patterns from these
widespread cash deferred compensation plans,
the more and more attenuated the application
of section 409A becomes. In afigurative sense,
section 409A muscles its way into alarge body
of case law, regulations, and IRS revenue rul-
ings and procedures that to a considerable ex-
tent had settled the issues, and to some extent
led to a more than decade-long stand-off be-
tween the IRS and the deferred compensation
advisory industry. See, Rev. Rul. 60-31, 1960-1
C.B. 174, mod~fled by Rev. Rul. 64-279,1964-2 C.B.
121, and Rev. Rul. 70-435, 1970-2 C.B. 100; Rev.
Proc. 71-19, 1971-1 C.B. 698; Rev. Proc. 92-65,
1992-2 C.B. 428. Seedso, section 132(a) of the
Revenue Act of 1978, which provided: "The tax-
able year of inclusion in gross income of any
amount covered by a private deferred compen-
sation plan shall be determined in accordance
with the principles set forth in regulations, rul-
ings, and judicial decisions relating to deferred
compensation which were in effect on February
1,1978."

The main subject of section 409A and this ar-
ticleisthe timing of taxation of compensation
yet to be actually received. Accordingly, this ar-
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ticle reviews section 409A, its legislative history,
IRS Notice 2005-1, 2005-2 |.R.B. 274 Qan. 10,
2005), and some of the important pre-section
409A legal history addressing the income tax
treatment of various kinds of deferred compen-
sation. For simplicity of analysis, | will most
often refer to the "service provider," the "service
recipient” and the "plan” as the subject matter
of section 409A.

OVERVIEW OF SECTION 409A « Section
409A(a)(1)(A) provides that all "amounts" "de-
ferred" for all taxable years under a nonquali-
fied deferred compensation "plan” are nonethe-
less includable in gross income of the service
provider to the extent the "amounts deferred"
are not subject to a "substantial risk of forfei-
ture" and were not previously included in gross
income, unless the plan meets the section 409A
requirements. A deferred compensation plan
must therefore incorporate the section 409A re-
quirements from new plan starting dates or
from the effective dates of section 409A for pre-
existing plans.

Drawing upon the House and Conference
Reports descriptions of section 409A, Notice
2005-1, Q& A 4, states that compensation is "de-
ferred" whenever a service provider possesses a
legally binding right to compensation during a
taxable year that has not yet been actually or
constructively received by him and is payable
to himin alater taxable year. Thereisno legally
binding right, and hence no deferred compen-
sation for purposes of section 409A, however, if
the service recipient may unilaterally reduce or
eliminate promised compensation, unless such
power isillusory. Substance isto prevail over
form says the Notice. Objective plan provisions
that operate in ways that might reduce or elim-
inate the deferred compensation are not consid-
ered service recipient unilateral rights. For two
reasons, therefore, amounts of compensation
may be "deferred" under plans that might re-



duce or eliminate the deferred compensation.
Confused? Read on.

Section 409A(d)(3) defines the term "plan” as
"any agreement or arrangement, including an
agreement or arrangement that includes one
person," involving deferred receipt of compen-
sation amounts. Drawing upon the House and
Conference Reports' descriptions of section
409A, Notice Q& A 9 adds that a plan "includes
any agreement, method or arrangement, in-
cluding an agreement, method or arrangement
that appliesto any one person or individual." A
"method" seems to extend to conscious ideas,
inconsistently and informally put into practice,
or smply the modus operandi, of closely held
business owners periodically deciding to defer
portions of their salaries to future years.

Notice 2005-1 expressly avoids detailed dis-
cussion of the very important meaning and ap-
plication of the "amounts' deferred covered by
section 409A. There is some discussion of the
meaning of the term in the Notice. (See discus-
sion of Q& A 17, infra.) Further guidance should
be issued during 2005.

Deferred cash plans, NQOs, SARs and simi-
lar deferred compensation plans are subject to
section 409A. Usually, NQOs, SARs and similar
nonqualified, non-cash plansinvolve the pres-
ence of a"substantial risk of forfeiture.”
Therefore, section 409A defersincome inclusion
of deferred amounts until that risk goes away,
but at that time, previously deferred amounts
will become taxable under section 409A, unless
the "plan" meets the section 409A requirements.

A critical question for plans, particularly for
existing plans, is when exactly must the plan
first meet the section 409A requirements: when
compensation isfirst deferred, such as occurs
when options have been granted at an exercise
price below stock value on the grant date, or
when the stock compensation received upon
exerdse is no longer subject to a substantial risk
of forfeiture, such as after 10 years from option
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grant when the option stock would no longer be
forfeited upon termination of employment? The
best answer the author reaches is when the
compensation isfirst deferred, except that asto
existing plans Notice 2005-1 grants time during
2005 for plan-conforming amendments.

Penalty For Noninclusion

Section 409A(a)(1)(B) providesthat if com-
pensation was required to be included in gross
income under subparagraph 409A(a)(1)(A) for
any earlier taxable year, but was not, the service
provider's income taxes due under section
409A are increased by an amount equal to 20
percent of the deferred amount required to have
been previously included in gross income, plus
interest. (Notice 2005-1, Q& A 2, describes the 20
percent tax as an "additional incometax." This
characterization clearly implies that the IRS has
discretion to impose tax penalties, such as the 20
percent of the tax underpayment, accuracy-re-
lated penalty of section 6662, in appropriate sit-
uations.) Interest is set at the tax underpayment
rate plus one percentage point, and is imposed
on the income taxes that would have been in-
curred had the deferred amount been includ-
able in income for the taxable year in which first
deferred, or if later, the first taxable year such
deferred amount is not subject to a substantial
risk of forfeiture. In addition, the interest charge
isimposed on the earnings on such improperly
deferred amount in intervening taxable years.
(Section 6621(a)(2), (b) provides for the rate of
interest on income tax underpayments for any
given year. The underpayment rate is the feder-
al short-term rate for the first calendar monthin
each calendar quarter determined in accor-
dance with section 1274(d), plus three percent-
age points. Section 6622(a) further provides that
the amount of quarterly changing interest re-
quired to be paid on tax underpaymentsis com-
pounded daily.) However, of some relief to tax-
payers, clause 409A(a)(1)(A)(ii) provides, in ef-
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fect, that not all participantsin a given deferred
compensation plan necessarily will be subjected
to this special section 409A taxation, when a de-
ferred compensation plan fails to meet there-
quirements of section 409A only with respect to
any given participant. Only the offending par-
ticipants' deferred compensation would be sub-
jected to section 409A taxation in these circum-
stances.

Construing Section 409A

Section 409A(c) providesthat, in effect, the
courts shall not construe section 409A to pre-
vent the inclusion of amountsin service
provider grossincome under any other provi-
sion of Chapter 1 of the Code (Normal [income]
Taxes and Surtaxes) or under any other rule of
law. In other words, section 409A is not to pre-
empt the pre-section 409A body of law acceler-
ating the timing of income taxation of deferred
compensation. In the preamble to Notice 2005-
1, the IRS, consistently with section 409A(c),
states that section 409A does not alter or affect
the application of any other provision of the
Code of common law tax doctrines, such asthe
constructive receipt doctrine, whichis con-
tained in case law and Treasury Regulations, the
cash equivalency doctrine, the economic benefit
doctrine, the assignment of income doctrine,
and section 83 of the Code. Thus, in section
409A Congress handed the IRS aformidable
weapon to add to its existing weapons arsenal
to be used against the deferral of income taxes
on compensation

Notwithstanding the foregoing, section
409A legally might, and practically speaking
probably will for tax counselors, preempt the
field for the income taxation of deferred com-
pensation for several reasons. The wording of
section 409A(a)(1)(A) is so comprehensive and
elemental that it appears to tax any non-for-
feitable earned compensation not reported by
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service providers for the calendar year earned

absent strict section 409A compliance. The
courts should find it relatively easy to apply, as
compared to their looking for ascertainable
amounts at the time of deferral or tax avoidance
motives or valid business reasons or the mean-

ing of the constructive receipt doctrine or the
appropriate scope of the cash equivalency and
economic benefit doctrines, in light of the more
fundamental rule of "realization of income."

Moreover, the income taxes, plus the 20 percent
tax, special purpose interest, and possible tax
penalties and more interest that become due
pursuant to section 409A are readily ascertain-

able enough that IRS 30-day or 90-day letters
can be expected to focus on section 409A to the
complete exclusion of the constructive receipt
regulations or available legal doctrines. As
though presaging this practical result, section

409A(c) further provides that any amount in-
cluded in gross income under section 409A will

not be required to again be included in grossin-
come under the Code or any other rule of law.

But then again, obviously, section 409A isno
kind of safe harbor.

MORE SECTION 409A DEFINITIONS AND
SPECIAL RULES * Section 409A(d) contains
many definitions and special rules. Section
409A(d)(1) provides that section 409A applies
only to so-called nonqualified deferred com-
pensation. This means section 409A does not
apply to "qualified" plans having the effect of
deferring compensation, such as section 401(k)
retirement plans available to private sector em-
ployees and section 457 eligible deferred com-
pensation plans available to employees of gov-
ernments and their agencies and instrumentali-
ties. Section 409A(d)(1) further provides that
section 409A does not apply to such specific
welfare benefit arrangements as vacation, sick
leave, disability income, or death benefits plans.



Notice 2005-1, Q& A3, adds Medical Savings
Accounts and any health care cost reimburse-
ment plans meeting sections 105 and 106.

Substantial Risk Of Forfeiture

Section 409A(d)(4) contains essentially the
same definition of when deferred compensation
is subject to a"substantial risk of forfeiture” as
does section 83(c)(1) when a service provider's
right to the property transferred in connection
with the performance of servicesis no longer
subject to "a substantial risk of forfeiture":
whenever "such person'srights ... are condi-
tioned upon the future performance of substan-
tial services by any individual." Thetie-into
section 83 is important because the section 83
regulations and case law and IRS ruling prece-
dents are thereby made relevant to interpreting
and applying section 409A(d)(4). ("The Code
must be given as great an internal symmetry
and consistency as its words permit. All sections
of the Code must be read so as to be consistent
with one another.” Commissioner v. Lester, 366
U.S. 299, 304 (1961); Huber v. Casablanca Indus-
tries, Inc., 916 R2d 85 (3d Cir. 1990).) That said,
further elaboration in the Conference Report
and Notice 2005-1 obfuscates the relevance of
section 83 and its precedents.

For instance, the Conference Report empha-
sizesthat if a deferred compensation plan's pur-
ported conditioning of the receipt of deferred
compensation on substantial future servicesis
illusory, the IRS (and the courts) are to go be-
yond the four corners of the plan for purposes
of applying section 409A. The report uses as an
example afact pattern where an executive effec-
tively controls the acceleration of the lapse of a
substantial risk of forfeiture. Notice Q& A 10 ad-
dresses corporation fact patterns where the ser-
vice provider is an owner of a service recipient
having the power to prevent a substantial risk
of forfeiture from materializing.
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On the other hand, Q& A 10 further provides
that a substantial risk of forfeiture also is pre-
sent when compensation receipt depends upon
the service recipient's business activities or or-
ganizational goals, such as a prescribed level of
earnings, equity value, or aliquidity event. But
any substantial risk of forfeiture that arises after
the beginning of the service period to which the
compensation relates, or any extension of a pe-
riod during which compensation is subject to a
substantial risk of forfeiture, in either case,
whether elected by a service provider, service
recipient, or any other person is not taken into
account. Further, the Notice expressly disal-
lows as qualifying risks the conditioning of re-
ceipt of deferred compensation upon refraining
from performing services, i.e., a noncompeti-
tion covenant. Finally, an amount is not consid-
ered subject to a substantial risk of forfeiture
beyond the date or time the service provider
could have chosen to receive the amount, un-
less the amount subject to forfeiture is material -
ly greater than the amount the recipient other-
wise could have elected to receive. Thus, re-
ductions of 10, 20, or even 50 percent are not
materially greater than the amount a recipient
otherwise could have elected to receive. Such
smaller reductions, known as "haircuts’ in the
deferred compensation industry, are not coun-
tenanced by section 409(A).

Finally, according to the Conference Report,
purported substantial risks of forfeiture are also
to be disregarded when "used in amanner in
consistent with the purposes of [section 409A]".
Since section 409A(a)(1)(A) states "compensa-
tion...shall be includible in grossincome for the
taxable year to the extent not subject to a sub-
stantial risk of forfeiture,” it isimpossible to
read and comprehend or intuit the meaning of
this circular logic imperative. Of course, as of
yet, there is no case law expounding on mean-
ings. So tax attorneys and |RS agents will have

to wait and see.
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SPECIFIC REQUIREMENTS FOR ALL

PLANS SUBJECT TO SECTION 409A « Sec-

tions 409A(a)(2), (3), and (4) set forth three sets
of requirements for all nonqualified plans de-
ferring compensatory amounts. Plan failure to
meet any one requirement, whether in the plan
document or in operation of the plan, will cause
all deferred compensation for a taxable year
and all preceding taxable years, to the extent not
otherwise previously included in gross income,
to be includable in gross income for the later of
the taxable year first deferred or the year of ter-
mination of non-illusory, and apparently cir-

cumscribed, substantial risks of forfeiture. The
requirements easily fit with pre-section 409A
cash deferred compensation plans as described
at the beginning of this article. However, the
further and further removed are the fact pat-
terns from these kinds of deferred compensa-
tion plans, the more and more attenuated be-
comes the application of the requirements.

DEFERRAL ELECTIONS « Section 409A(a)(4)
provides that compensation for services during
a calendar year may be deferred at a service
provider's election only if the election to defer is
made not later than the close of the preceding
year, except that:
* Inthe case of the first year in which a partic-
ipant becomes eligible to participate in a plan,
such election may be made with respect to in-
come for servicesto be performed after the elec-
tion date within 30 days after the date the par-
ticipant becomes eligible to participate; and
* Inthe case of performance-based compensa-
tion based on services performed over any peri-
od of at least 12 months, such election may be
- made no later than six months before the end of
the performance-based compensation period.
Section 409A(a)(4) also provides that previ-
ously deferred compensation may be further
deferred by a service provider, whether or not
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for bona fide, nontax business purposes, pro-
vided, however:

» The election to further defer does not take ef-
fect until at least 12 months after the date made.

» Thefirst payment with respect to which such
further election is made must be deferred for a
period of not less than five years from the date
such payment would otherwise have been
made, except accelerated payments of further-
deferred amounts are allowed on account of
disability, death, or the occurrence of an unfore-
seeable emergency.

* Any election to further defer which relates to
payments as to which previously specified
times or fixed schedules had been elected may
not be made less than 12 months before the date
of thefirst of the series of payments.

Thus, in the case of previously specified or
scheduled deferrals, the election to push off re-
ceipt for at least five years must be made at least
12 months before the date of the first of the se-
ries of such payments.

Veit And Martin Overruled

Thus the well known case of Veit v. Commis-
sioner, 8 T.C. 809 (1947), as well as the subse-
quent case of the same name found at 8 T.C.M.
919 (CCH) (1949), are overruled. In Veit, an em-
ployer and an executive entered into a de-
ferred compensation agreement on January 2,
1939, pursuant to which the executive was to
receive, on July 1 and October 1, 1941, 10 per-
cent of the employer's net profits for 1939 and
1940. During November, 1940, the agreement
was amended to further defer from 1941 until
1942 receipt of the not-yet-due or yet-ascer-
tained 194010 percent net profit share. During
June 1941, the year which under the unamend-
ed 1939 agreement the 1940 profits-based com-
pensation was due, a second amendment set
forth the ascertained 1940 profits to be paid
during 1942 and exactly when during 1942. All



of the deferred compensation was unfunded
and unsecured.

The IRS took the position that the 1941
amendment resulted in the executive's con-
structive receipt of the 1940 deferred compensa-
tion in 1941, because the amount of 1940 de-
ferred compensation became ascertained dur-
ing 1941, the same year the parties further
amended the 1939 agreement. The Tax Court re-
jected the IRS argument on three grounds:

* Theoriginal deferred compensation agree-
ment, the 1940 amendment, and the 1941
amendment were each bona fide, arm's length
transactions;

¢ The 1940 amendment took place before the
amount with respect to 1940 profits either was
due (under the 1939 original agreement) or
could be ascertained; and

* Although by June 1941 the 1940 profit-based
compensation could be ascertained, the 1941
amendment deferred amounts not due until
1942 under the 1940 amendment.

If section 409A had applied to the Vet facts,
the service provider would be taxed during
1941 on the 1939 and 1940 10 percent profit
shares. See, section 409A(a)(4)

The well-known case of Martinv. Com-
missioner, 96 T.C. 814 (1991) is overruled. In
Martin, an employer converted its old phantom
stock plan, in which two executives had ac-
crued deferred compensation benefits that be-
came payable upon termination from servicein
10 annual installments, to a new phantom stock
plan that provided instead for lump-sum pay-
out upon employment termination, unless the
executives elected to receive paymentsin 10 an-
nual installments. This conversion occurred
during 1981; thereafter, also in 1981, the execu-
tives' employment terminated and they elected
the 10-year payout under the new plan.

The ll1ZS argued that the plan conversion to a
lump-sum payout, coupled with the executives
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elections to instead take 10-year payouts and
their employment terminations, all occurring
during 1981, amounted to the constructive re-
ceipt of their old plan deferred compensation
amounts during 1981. The Tax Court rejected
this argument on several grounds:

* Both the old and new plans were unfunded;
* The deferred amounts were corporate assets;

* The employees interests were not secured in
any way;

» Their rights to receive payments continued
to be subject to limitations and restrictions as of
the plan conversion date;

» Under the plans an election out of alump
sum distribution in favor of installment pay-
ments could only be made before the deferred
payments were due or were finally ascertain-
able in amount; and

» The overal nature of the continuing deferral
transaction was bona fide, arm's length.

If section 409A had applied to the Martin
facts, the service providers would be taxed dur-
ing 1981 on their previously deferred amounts.
Their new elections to defer did not take effect
until at least 12 months after the election dates.
The first payment with respect to which the
new deferral elections were made was not de-
ferred for aperiod of at least five years from the
date such payment would otherwise have been
made under the plan.

Distribution Times And Events

Section 409A(a)(2) provides that compensa-
tion deferred under a plan may not be distrib-
uted any earlier than a short list of times and
events. A contextual analysisindicates all of
these times and events must be contained in a
written deferred compensation plan. Focusing
on the service provider, the first is an employ-
e€'s "separation from service" and the second
the date "disabled." The third is death; the
fourth is times specified or schedules fixed at
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the date of original deferral; fifth, upon an un-
foreseeable emergency.

Focusing on the service recipient, the sixth is
upon a change in ownership or effective control
of the service recipient or in the ownership of a
substantial portion of its assets. Notice 2005-1,
Q&A 14(a), defines "substantial" assets as 40
percent of more of the gross fair market value of
assets pre- change. All of these times or events
for payments of deferred compensation arein
substance if not exact wording very commonly
found in pre-section 409A written deferred
compensation plans. Congress further saw fit to
specifically define "unforeseeable emergency”
and "disabled" in section 409A. | do not repeat
these definitions here. They are narrower than
the hardship rules governing early withdrawals
from 401(Kk) plans. In addition, Congress added
that whenever adeferred compensation plan
employeeis a"key employee" (as defined in
section 416(i) without regard to paragraph (5)
thereof) of a publicly traded company, a plan
must defer distributions upon separation from
service for six months after the date of separa-
tion, unless the former key employee diesin the
interim.

No Acceleration

Section 409A(a)(3) providesthat a plan must
bar acceleration of the time or schedule for pay-
out of deferred compensation, except as may be
provided in Treasury Regulations. Thus, asa
general rule, once a service provider has speci-
fied thetime or times or fixed a schedule for
payouts, the provider is barred from electing to
accelerate payout. In a broad sense thisrule
makes sense, because otherwise service pro-
viders could control the timing of recognition of
previously deferred compensation. (Treas. Reg.
81.451-2 provides, in part, that gross income, al-
though not actually reduced to a cash-method
taxpayer's possession, is constructively re-
ceived by him in the taxable year it is set apart
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for him or otherwise made available so that he
may draw upon it at any time.) Thus, for exam-
ple, it appears that when an original 2005 defer-
ral election to take payout in 15 equal install-
ments beginning in 2010 until 2025 is changed
in 2008 to take payout in 10 equal installments
beginning in 2015, there occurs no acceleration,
only adelay in five years worth of payments.

On the other hand, if the payout is delayed five
years until beginning in 2015, and is to be paid
over five years ending 2020, five years worth of

payments are impermissibly accelerated.

However, nontax-motivated, business-dri-
ven situations can occur where the service re-
cipient may desire or even be effectively forced
to accelerate a deferred compensation payout,
such asin a bankruptcy context. Hence, Trea-
sury is given regulatory authority to grant ex-
ceptions to the statutory general rule.

Exceptions To No Acceleration

In Notice 2005-1, Q& A 15, Treasury provides
anumber of reasonable exceptions to the "no
acceleration” rule. First, if a service recipient
walves or accelerates the satisfaction of a condi-
tion constituting a substantial risk of forfeiture,
such waiver or deemed satisfaction by the ser-
vice recipient is not counted as a prohibited ac-
celeration. A classic exampleis set forth: if aplan
provides for alump-sum payment of avested
benefit upon separation of service, and the ben-
efit vests under the plan only after 10 years of
service, it is not aviolation of the no-accelera-
tion rule if the service recipient reduces the vest-
Ing period to five years of service, evenif the
service provider becomes vested as a result and
sooner qualifies for payment upon separation
from service. The Notice providesfor other per-
missible acceleration events, as follows:
» A domestic relations order in the context of
divorce and support; in the event of a conflict-
of-interest divestiture (as described in section
1043(b)(2), relating to officers and employees of



the executive branch of the federal govern-
ment);

* For aplan subject to section 457(f), an accel-

eration of payment in order to pay income taxes
due upon a vesting event under the plan, pro-
vided the amount of payment is not more than
an amount egual to income tax withholding
that would have been remitted by the employer
through the IRS if there had been a payment of
wages equal to the income includable by the
participant under section 457(f) at the time of
vesting;

* To pay FICA taxesimposed under sections
3101 and 3121(v)(2) on deferred compensation.

Additionally, acceleration of payment is per-
mitted to facilitate withholding of income taxes
at the source on wages imposed under section
3401 and to pay additional income taxeson
wages attributable to any pyramiding of section
3401 wages and withholding taxes. The overall
limit is the aggregate amount of FICA taxes and
the income tax withholding.

Accelerated lump-sum final payouts are per-
mitted under two other rules: if aservice pro-
vider'sinterest in the plan has avalue below an
amount specified by the plan, then such per-
son's entire interest under the plan may be dis-
tributed on an accelerated basis as a final lump-
sum payment. For example, a plan may provide
that no amounts of |ess than $25,000 may con-
tinue to be deferred by a service provider but
shall be paid out as alump sum upon a speci-
fied time or date. Second, a payment due not
greater than $10,000 may be accelerated, pro-
vided the payment accompanies the termina-
tion of the entirety of the service provider'sin-
terest in the plan, the payment is made on or be-
forethelater _of December 31 of the calendar
year in which occurs the service provider's sep-
aration from service, or the day two and one-
half months after such person's separation from
service.
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OFFSHORE TRUSTS AND CHANGESIN
FINANCIAL CONDITION OF SERVICE
RECIPIENT « Section 409A(b) includes special
rules limiting the use of trusts to hold deferred
compensation amounts. The new rules affecting
such trusts are relatively narrow in focus com-
pared to the general thrust of section 409A and
may be summarized as follows: under section
409A(b)(1), whenever aservice recipient sets
aside assetsin a"trust" (or any trust-like ar-
rangement) for purposes of its eventually pay-
ing deferred amounts, such assets will be treat-
ed as property transferred to the service pro-
vider in connection with the performance of ser-
vices under section 83 "as of" the time set aside,
If such assets or the situs of the trust or trust-like
arrangement are located outside of the United'
States or "as of" the time transferred if such as-
sets (or trust or trust-like arrangement) are ini-
tialy U.S. based but subsequently are shifted
outside of the United States. This all means that
during the calendar year of any such circum-
stances the assets (at their then value) are in-
cluded in taxable income of the service
provider.

Increases in the value of or any earnings on
trust assets are taxed annually. Moreover, an ad-
ditional amount equal to 20 percent of the
amounts required to be included in grossin-
come as described above also becomes due.
Interest at the tax underpayment rate plus one
percentage point isimposed "as if" the assets
that had been set aside had been includable in
income for the taxable year in which compensa-
tion with respect to those assets was first de-
ferred (or if later, the first taxable year such as-
sets were not subject to a substantial risk of for-
feiture), and in addition, thisinterest is imposed
on the increases in value and earnings on such
assets as earned in subsequent taxable years
post asset-set-aside or transfer off-shore.

Obviously, Congressis intent upon ending
off-shore techniques in conjunction with de-
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ferred compensation. The Conference Report
emphasizes that these tough rules apply even if
the assets remain available to satisfy the claims
of the employer's general creditors. Astough as
the rules are, Congress enacted a common sense
exception: section 409A(b)(1) does not apply to
assets located in foreign jurisdictions if substan-
tialy all of the services to which the deferred
compensation assets relate are performed in
such jurisdiction. These rules against foreign
trusts obvioudly fit within the context of the big-
ger battle between the IRS and abusive tax
avoidance through off-shore trust arrange-
ments. (In 1996 Congress passed the Small
Business Job Protection Act, PL. 104-188. This
legislation dealt many legal blows to taxpayers
attempts to evade U.S. income and other taxes
by placing income and assets in off-shore trusts
and using other trust-like off-shore arrange-
ments.)

Section 409A(b)(2) prohibits a deferred com-
pensation scheme whereby deferred amounts
become immediately available to plan partici
pants or to trusts for their benefit upon "a
change in the employer's financial health
whether or not the deferred compensation is
available to satisfy the claims of the employer's
general creditors.” This provision originated in
Congress's becoming aware of asimilar provi-
sion in the Enron executive deferred compensa-
tion plan.

STOCK OPTIONS, STOCK APPRECIA-
TION RIGHTS, AND OTHER EQUITY
BASED COMPENSATION e Section 409A
does not mention, nor does section 409A(e) ex-
pressly delegate to the Treasury authority to
make regulations extending section 409A to
nonqualified stock options, stock appreciation
rights, and other equity based deferred com-
pensation plans.

Congress, as has now almost become rou-
tine, authorizes the Treasury to "prescribe such
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regulations as may be necessary or appropriate
to carry out the purposes of this section...." The
Conference Report indicates Congress's inten-
tion that the term "nonqualified deferred com-
pensation plan™ include grants of options with
an exercise price that is less than the fair market
value of the underlying stock on the date of the
grant. Beyond this limited reference in the leg-
islative history, there is no wording that section
409A isto apply to compensatory receipts of
stock options, stock appreciation rights, and
other equity-based compensation. On the other
hand, the Conference Report states that section
409A is not intended to change the tax treatment
of incentive stock options meeting the require-
ments of section 422 or options granted under
an employee stock option plan meeting the re-
quirements of section 423.

Section 672 of the Senate amendment to H.R.
4520, which specifically addresses the income
taxation of equity-based compensation such as
stock bonuses and nonqualified stock options
governed by section 83, and is suggestive of its
application to stock appreciation rights, was not
adopted by the Conference Report and was not
enacted into law. It isinteresting to note that this
unpassed, proposed law has nevertheless
found its way into Notice 2005-1. What kind of
quality of rule of law is evident in this vignette?
Not one that encourages those who are inclined
to think the principle of rule of law is of endur-
ing value.

Notice 2005-1's Rules

Notice 2005-1, Q& A 4(d), setsforth a general
rule that the grant of a stock option, stock ap-
preciation right, or any other equity-based com
pensation, such as arestricted stock bonus, can
include deferred amounts subject to section
409A. The Notice provides exceptions for incen-
tive stock options described in section 422 and
grants of options under employee stock pur-
chase plans described in section 423. So-called



non-statutory stock options, which historically
have been governed exclusively by section 83,
are presumed by the Notice to create a deferral
of compensation unless such options meet three
conditions:

* The option exercise price "may never be
less' than the fair market value of the underly-
ing stock on the date of option grant (common-
ly found 15 percent discount options under
prior law thusinvolve "deferral™);

* The grant or exercise of the option is subject
to taxation under section 83 (such section isvery
broad, covering all options other than 422 and
423 options); and

* The option does not have a readily ascertain-
able fair market value at the time of grant under
Treas. Reg. 1.83-7, which point the Notice makes
in this way: "the option does not include any
feature for the deferral of compensation other
than the deferral of recognition of income until
the later of the exercise or disposition of the op-
tion under [Treas. Reg.] 1.83-7."

The IRS states that if the exercise price "could
become” less than the fair market value of the
stock on the date of grant, the grant "may pro
vide" for the deferral of compensation. The
Notice provides that the right to receive sub-
stantially nonvested stock upon the exercise of
an option does not itself constitute afeature for
the deferral of compensation. For this purpose,
stock is substantially nonvested when it is sub-
ject to a substantial risk of forfeiture within the
meaning of Treas. Reg. 1.83-3(c) and is not trans-
ferable within the meaning of Treas. Reg. §1.83-
3(d). The apparent purpose of thisruleisto con-
firm that any increase in the value of the stock
between the date of its acquisition through op-
tion exercise and when it later becomes vested
does not implicate the section 409A require-
ments until the taxable year of vesting.

Under Q&A 17(c), the amount deferred as of
December 31, 2004, in the case of equity-based
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compensation, eguals the amount available to
the participant that is then vested and earned.
Thus, for a discount stock option, pursuant to
which the stock upon exercise of an option is
subject to a substantial risk of forfeiture such as
arequirement to perform future services, or as
to which options are unexercised on December
31, 2004, the account balance on December 31,
2004, isto that extent deemed to be O.

In light of the foregoing, for pre-section 409A
discount stock options, deferred amounts ap-
pear to be present from the discount option
grant date until the option exercise date.
(Section 83(b) elections appear irrelevant, not-
withstanding that they are historically under-
stood to lock in the compensatory element in
exercised stock options.) Thus, the pre-2005 ex-
ercise of pre-2005 granted discount stock op-
tions under an unmodified plan should not be
subject to the section 409A requirements. Post-
2004 exercise of post-2004 granted discount
stock options is subject to the section 409A
requirements. Post-2004 exercises of pre-2005
granted discount stock options involve afeature
for the deferral of compensation, since they
were granted at a discount and the exercise
takes place post-2004. One can infer from the
Notice that this deferral feature continues across
the pre- and post-January 1, 2005, general effec-
tive date of section 409A. Therefore, a pre-2005
stock option plan involving pre-2005 grants of
discount stock options must conform to section
409A to avoid immediate section 409A taxation
of post-2004 option exercises. Although the ex-
ercise itself does not involve a deferral feature if
the stock is restricted (as discussed above), the
deferral had already occurred by virtue of the
discount element conclusively presumed to be
present as noted. Therefore, it appears most de-
sirable to freeze such a plan as to pre-2005 op-
tion exercises and adopt a new plan for post-
2004 exercises which meets the section 409A re-
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quirements. Alternatively, a plan can be amend-
ed during 2005 to comply with section 409A.

In addition, Q& A 17(d) provides that post-
2004 increases in the amount of pay-out avail-
able under a stock option, stock appreciation
right, or other equity-based compensation plan
above the amount available as of December 31,
2004, due to the appreciation in the underlying
stock after December 31, 2004, are treated as
earnings on the amount deferred under the plan
as of December 31, 2004. For discount stock op-
tions, post-2004 stock appreciation-related earn-
ings on an account balance deemed to be O
would likewise be 0.

Bonus Stock

The Notice leaves unsettled whether or not
bonus stock or other compensatory receipts of
property in kind are subject to section 409A or
whether section 83 alone governs such compen-
sation. Thus, Q& A 4(e) provides, in effect, that
the receipt of property not includable in income
under section 83 in the year of receipt by reason
of the property being nontransferable and sub-
ject to asubstantial risk of forfeiture, or which,
alternatively, would be includable in income
under section 83 due solely avalid election
under section 83(b), does not itself involve the
deferral of compensation. On the other hand, if
the service provider obtains alegally binding
right to receive property (whether or not the
property isrestricted property) in afuture year,
such right might involve a plan for the deferral
of compensation. Thus, for example, when an
executive obtains a promise of agrant of re-
stricted bonus stock, there might be a deferral of
compensation by virtue of the promise. Draft-
ing a stock bonus or stock appreciation rights
"plan" to comply with this possible section
409A deferred compensation in light of the spe-
cific requirements for plan inclusion under sub-
section 409A(a) would take considerable imagi-
nation.
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Stock Appreciation Rights As Deferral?

Notice Q& A 4(d)(iv) addresses whether or
not stock appreciation rightsinvolve a plan for
deferral of compensation. Asin the case of non-
statutory stock options, a safe harbor of sortsis
laid out. Thereis no deferral if:

« The value of the stock (where the right pro-
vides for payment of any excess over that value
upon exercise) may never be less than the fair
market value of the underlying stock on the
date the right is granted,

» The stock of the service recipient subject to
theright is traded on the established securities
market and only such traded stock of the ser-
vice recipient may be delivered in settlement of
the right; and

« Theright does not include any feature of de-
ferred compensation other than the deferral of
recognition of income until the exercise of the
right.

Asin the case of nonstatutory stock options, the
right to receive substantially nonvested stock
upon the exercise of stock appreciation rights
does not constitute a feature for the deferral of
compensation. On the other hand, the Notice
further providesthat if the exercise price could
become less than the fair market value of the
measuring stock on the date of grant, or the
right might be settled upon exercise in a medi-
um other than the traded stock of the service re-
cipient, or there is an arrangement under which
the service recipient will purchase stock deliv-
ered in settlement of exercise of the right, then
the grant of the stock appreciation right might
provide for deferred compensation.

BEYOND "EMPLOYEE" DEFERRALS * Sec-
tion 409A does not use the terms "independent
contractor,"” "personal service corporation,"”
"partner,” or "partnership," nor doesit refer to
or state that it may apply depending upon
whether a service provider uses accrual, in con-



trast to the cash method accounting. The author
cannot find these concepts implied in section
409A. The Conference Report, however, states:

"The application of [section 409A] is not limited
to arrangements between an employer and em-
ployee."

Concerning true independent contractor ar-
rangements, Notice 2005-1, Q& A 8 provides
that section 409A does not apply if aservice
provider is actively engaged in atrade or busi-
ness of providing substantial services (and is
not an employee or adirector of a corporation)
and provides services to two or more service re-
cipients to which the service provider is not re-
lated and which are not related to one another.
This appears as an exception, however. Thus,
outside directors are not protected from section
409A. Q& A 8 at first provides that section 409A
covers inter alia personal service corporations
("PSC") (see § 269A(b)(1)), but not when the PSC
and the service recipient are accrual-method
taxpayers. Thus, adirector forming a PSC does
not escape section 409A except by adopting ac-
crual accounting, which ends deferral of fixed
and determinable director fees anyway.

For now, Notice 2005-1, Q&A 7, provides
that section 409A "may apply" to arrangements
between a partnership and a partner which pro
vide for adeferral of compensation, and advis-
es that for now taxpayers may view by analogy
the receipt of a partnership interest for services
or of options to acquire partnership interests for
services as receipts stock or stock optionsin ap-
plying the guidance in the Notice. This adviso-
ry makes alot of sense for applying section
409A to publicly traded partnerships deferred
compensation plans.

However, typical partnership or joint ven-
ture agreements, as distinguished from custom-
ary deferred compensation plans involving em
ployees and employers, don't (I've never seen
them), for example, contain section 409A(a)(2)-
type provisions in practice. I|n addition, apart
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from the application or potential for application
of section 409A to capital or profitsinterestsin
partnerships received for services to partner-
ships, Q& A 7 states that section 409A may ap-
ply to payments for servicesto partners by part-
nerships other than in their capacity as partners.
Such a partner is essentially in the same position
Vis-a-vis the partnership as an independent con-
tractor would be to a service recipient. Thereis
nothing special, therefore, about the partner sta-
tusin this regard.

EFFECTIVE DATES OF SECTION 409A
Section 885(d) of the Act provides that section
409A shall apply to "amounts deferred" after
December 31, 2004, and in addition, setsforth a
number of complex special effective date rules.

First, section 409A appliesto earnings on de-
ferred compensation only to the extent that sec-
tion 409A applies to such deferred compensa-
tion. This means that (subject to plan modifica-
tion anti-abuse transitional rules) earnings on
all amounts deferred before January 1, 2005,
should not be subject to section 409A.

Second, section 885(d)(2)(B) provides that
amounts deferred in taxabl e years beginning
before January 1, 2005, shall be treated as
amounts deferred in ataxable year beginning
on or after January 1, 2005, assuming the plan
under which the deferral is made had been ma-
terially modified after October 3, 2004, unless
such modification was pursuant to specific
guidelines. This means that for unmodified
plans the previously stated effective date only is
germane. A dear implication is that pre-2005
plans that are terminated or "frozen," and
therefore are not subject to section 409A, should
be distinguished from plans adopted after De-
cember 31, 2004, which would be subject to sec-
tion 409A. The IRS has confirmed the validity of
the "freeze-the-old-plan” approach in a conver-
sation with the author.
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In addition to the Act's effective dates,
Notice 2005-1 itself devotes an entire section to
effective dates and transitional relief guidance.
Q&A 16(b) provides that an amount of com-
pensation has been deferred before January 1,
2005, only if the service provider had alegally
binding right to be paid the amount before such
date and the right to the amount had been
earned and vested before such date. Further, a
right to an amount is earned and vested only if
the amount is not subject to either a substantial
risk of forfeiture or a requirement to perform
further services. For this purpose, "a substantial
risk of forfeiture” issuch arisk as defined in
Treas. Reg. §1.83-3(c).

Earnings Accumulated Before 2005

In addition, Q& A 17 specifically describes
the methodology to be used in determining
"the amount of compensation” and the "earn
ings" thereon accumulated before January 1,
2005. The IRS begins by distinguishing so-called
account balance plans from nonaccount balance
plans. The former are nonqualified deferred
compensation plans that provide for crediting
to an individual account of an employee-partic-
ipant both the deferred amount and the earn-
Ings on such amount, and the benefits payable
to such person are based solely upon the bal-
ances credited to the individual account. When
these plan features are not present, the plan
constitutes a nonaccount balance plan.

In the case of account balance plans, the
amount of compensation deferred before Jan-
uary 1, 2005, equals the portion of the partici
pant's account balance which as of December
31, 2004, had been earned and vested. Earnings
on such amounts deferred before January 1,
2005, include income (whether actual income
earned or notional earnings) attributable to
such amounts post-2004. If anew planisto be
adopted for compensation deferred from and
after January 1, 2005, separate accounting will
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need to be made of income earned on old plan
amounts compared to income on new plan
amounts.

Q&A 17 provides that the "amount of com-
pensation deferred before January 1, 2005, in the
case of a nonaccount balance plan, isto be de-
termined asif a participant voluntarily termi-
nated services without cause on December 31,
2004, and received the full payment of benefits
from the plan on the earliest possible date al-
lowed under the plan. The accrued amount is
then present valued, if necessary, as of Decem-
ber 31, 2004. In addition, earningsattributable to
pre-2005 deferred compensation in a nonac-
count balance plan equal the present value of
the future payments to which the service
provider has alegally binding right, the present
value of which constituted amounts deferred
under the plan before January 1, 2005.

Material Modification

Q&A 18 addresses when aplan is materially
modified from and after October 3, 2004. The
significance is that a pre-January 1, 2005 plan
materially modified after this date is subject to
the section 409A requirements. However, para-
graph (c) provides that amending a plan to stop
future deferrals thereunder is not a material
modification of the plan. It isnot a material
modification for a participant to exercise aright
permitted under a plan asin effect on October 3,
2004. The reduction of an existing benefit is not
amaterial modification. Similarly, stopping fu-
ture deferrals under such a plan should not con-
stitute a plan modification when deferrals are
made pursuant to a newly adopted plan effec-
tive from and after January 1, 2005. The notice
emphasizes a material modification to an exist-
ing plan occurs if a benefit or right existing as of
October 3, 2004, is enhanced or a new benefit or
right is added. Thisis so whether the enhanced
or added benefit occurs pursuant to an amend-
ment or a service recipient exercises discretion
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under the terms of the plan, unless the exercise the plan as in existence on October 3, 2004.
of discretion over the time and manner of pay- However, a post-2004 new plan subject to sec-
ment of a benefit is provided under the terms of tion 409A is a separate plan.

PRACTICE CHECKLIST FOR
New Section 409A Creates New Rules Governing Nongualified Deferred Compensation

Section 409A permits employees, independent contractors, and partners to defer the receipt and
hence income taxation of all or some part of their calendar-year compensation. Section 409A, which
was added to the Code by the American Jobs Creation Act of 2004, is detailed and specific. However,
the further removed are the deferred compensation fact patterns from historically widespread cash
deferred compensation plans, the more attenuated the application of section 409A becomes.

» Section 409A(a)(1)(A) providesthat all "amounts' "deferred” for all taxable years under a " non-
qualified" deferred compensation "plan™ are nonethel ess includable in gross income of the service
provider to the extent the "amounts deferred” are not subject to a "substantial risk of forfeiture" and
were not previoudly included in gross income, unless the plan meets the section 409A requirements.

— A deferred compensation plan must therefore incorporate the section 409A requirements from
new plan starting dates or from the effective dates of section 409A for pre-existing plans.

— A critical question for plans, particularly for existing plans, is when exactly must the plan meet the
section 409A requirements: when compensation is first deferred, such as occurs when options
have been granted at an exercise price below stock value on the grant date, or when the stock com-
pensation received upon exercise is no longer subject to a substantial risk of forfeiture, such as
after 10 years from option grant when the option stock would no longer be forfeited upon termi-
nation of employment? The best answer the author reaches is when the compensation is first de-
ferred, except that as to existing plans Notice 2005-1 grants time during 2005 for plan-conforming
amendments.

Section 409A(a)(1)(B) provides that if compensation was required to be included in gross income
under subparagraph 409A (a)(1)(A) for an earlier taxable year, but was not, the service provider'sin-
come taxes due under section 409A are increased by an amount equal to 20 percent of the deferred
amount required to have been previously included in gross income, plus interest. Section 409A(d)(1)
provides that section 409A applies only to so-called nonqualified deferred compensation. This means
section 409A does not apply to "qualified" plans having the effect of deferring compensation, such
as section 401(k) retirement plans available to private sector employees and section 457 eligible de-
ferred compensation plans available to employees of governments and their agencies and instru-
mentalities.

 Section 409A(d)(1) further provides that section 409A does not apply to such specific welfare ben-
efit arrangements as vacation, sick leave, disability income, or death benefits plans. Notice 2005-1,
Q& A3, adds Medical Savings Accounts and any health care cost reimbursement plans meeting sec-
tions 105 and 106.
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« Section 409A(a)(4) provides that compensation for services during a calendar year may be de-
ferred at a service provider's election only if the election to defer is made not later than the close of
the preceding year, except that:

In the case of the first year in which a participant becomes eligible to participate in a plan such
election may be made with respect to income for services to be performed after the election date
within 30 days after the date the participant becomes eligible to participate; and

In the case of performance-based compensation based on services performed over any period of
at least 12 months, such election may be made no later than six months before the end of the Per-
formance-based compensation period.

+ Section 409A(a)(4) also provides that previously deferred compensation may be further deferred
by a service provider, whether or not for bona fide business purposes, provided, however:

The election to further defer does not take effect until at least 12 months after the date made.

— Thefirst payment with respect to which such further election is made must be deferred for a pe-
riod of not less than five years from the date such payment would otherwise have been made, ex-
cept accelerated payments of further-deferred amounts are allowed on account of disability, death,
or the occurrence of an unforeseeable emergency.

— Any election to further defer which relates to payments as to which previously specified times or
fixed schedules had been elected may not be made less than 12 months before the date of the first
of the series of payments.

+ Section 409A(a)(2) provides that compensation deferred under a plan may not be distributed any
earlier than a short list of times and events. A contextual analysisindicates all of these times and
events must be contained in awritten deferred compensation plan. Focusing on the service provider,
the first is an employee's "separation from service" and the second the date "disabled.” Thethirdis
death; the fourth is times specified or schedules fixed at the date of original deferral; fifth, upon an
unforeseeable emergency.

To purchase the online version of this article, go to wwwali-aba org and click on "online".



http://ali-aba.org
http://ali-aba.org

