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On October 22, 2004, the President signed
into law the American Jobs Creation Act of
2004 (the “Jobs Act”).! The Jobs Act added a
new §409A to the Internal Revenue Code of
1986, as amended (the “Code’), which im-
poses strict requirements on the deferral, pay-
ment and funding of deferred compensation
and severe tax consequences on the failure to
meet such requirements.”

On December 20, 2004, the Department of
the Treasury and the Internal Revenue Service
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! American Jobs Creation Act of 2004, PL. 108-357.

2PL. 108-357, §885.

(IRS) issued Notice 2005-1 (the “Notice”),*
which provides key guidance on certain aspects
of Code §409A (““409A”). The Notice is writ-
ten in question-and-answer format and is the
first in a series of guidance expected to be is-
sued in 2005.* This article summarizes the
main points of the Notice and assumes the
reader is familiar with the requirements of
409A generally.”

I. HIGHLIGHTS OF THE NOTICE

The Notice provides transitional relief, gen-
erally until the end of 2005, to give companies
time to bring their plan documents into compli-
ance with 409A and participants time to cancel
or terminate plan participation.® The Notice

3 Notice 2005-1, 2005-2 LR.B. 274. The Notice also
provides guidance on information reporting and wage
withholding. The Notice does not, however, provide sig-
nificant guidance on certain aspects of 409A, including,
for example, guidance on deferral elections, payment op-
tions, offshore and springing rabbi trusts (trusts that be-
come irrevocable upon an adverse change in the compa-
ny’s financial health) and how amounts are taxed under
409A. See §409A(a)(1) and (b)(3)-(4) for more informa-
tion.

4 See Notice, at p. 1.

> The Notice uses the terms “service providers” and
“service recipients.” For simplification, this article refers
to service providers as participants and service recipients
as companies.

6 Notice, at Q&As-19(a) and 20.
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also sets forth basic rules,” defines certain terms (such
as nonqualified deferred compensation plan,® change
in control,” and substantial risk of forfeiture '°), pro-
vides a much welcomed exemption for certain public
company stock appreciation rights (“SARS”) and
temporary relief for certain other SARs,"! and clari-
fies rules related tg acceleration of beneﬁts grand
fathered amounts,'? and material modifications.

Il. EFFECTIVE DATE AND
TRANSITIONAL RULES

A. Effective Date

The requirements of 409A are generally effective
for: (1) amounts deferred after December 31, 2004
(and earnings thereon) under ‘“‘nonqualified deferred
compensation plans;” and (2) amounts deferred be-
fore January I, 2005 (and earnings thereon) under
nonqualified deferred compensation plans that are
“materially modified” after October 3, 2004.'> The
Notice clarifies that amounts are considered deferred
before January 1, 2005 if the participant: (1) has a le-
gally binding right to be paid the amount; and (2) the
right to the amount is earned and vested.'® For this
purpose, an amount is considered earned and vested
before 2005 only if the amount is not subject to either
a substantial risk of forfeiture (as defined under Code
§83 princ 7ples) or the requirement to perform further
services.” " Amounts that are deferred before January
1, 2005, under a nonqualified deferred compensation
plan that is not materially modified after October 3,
2004, are for ease of reference referred to as “‘grand-
fathered amounts,” and such nonqualified deferred
compensation plans are referred to as a ‘‘grandfa-
thered plans.”

B. Operational Compliance

Beginning January 1, 2005, companies must oper-
ate nonqualified deferred compensation plans subject
to 409A in good faith compliance with 409A and the
Notice.'®

C. Plan Amendments

Companies have until December 31, 2005, to
amend their nonqualified deferred compensation plans

7Id. at Q&As-1 and 2.

8 Id. at Q&A-3.

°Id. at Q&As-11, 12, 13 and 14.
197d. at Q&A-10.

" Id. at Q&A-4(d)(iv).

12 1d. at Q&A-15.

1B Id. at Q&A-17.

“Id. at Q&A- 18.

15 See PL. 108-357, §885(d); Notice, at Q&A-16(a).
16 Notice, at Q&A-16(b).

7 Id.

18 Id. at Q&A-19(a)-(b).

to bring them into comphance with 409A with respect
to amounts subject to 409A.' Companies may also
choose to amend a grandfathered plan to meet the re-
quirements of 409A, as long as such amendment is
made before December 31, 2005, and the grandfa-
thered plan is operated in good faith comghance with
409A before the date of the amendment.”

D. Plan Terminations

Companies have until December 31, 2005, to termi-
nate nonqualified deferred compensation plans, with-
out incurring additional taxation and penalties under
409A, as long as all amounts deferred under the plan
are included in each participant’s income 1n the tax-
able year in which the termination occurs.?' The No-
tice provides that an amendment to terminate an oth-
erwise grandfathered plan made on or before Decem-
ber 31, ZOOSi will not be considered a material
modification.?? If a nonqualified deferred compensa-
tion plan is terminated after 2005, such termination
would be considered to be an impermissible accelera-
tion of benefits resulting in adverse tax consequences
under 409A. The Notice provides a limited exception
for plan terminations in connection with a change in
control.?

E. Deferral Elections

Companies may allow participants to make deferral
elections on or before March 15, 2005, for amounts
that have not been paid or become payable at the time
of the election.”* This provision only applies to writ-
ten plans in effect on December 31, 2004 that (1)
identify a specific amount or type of compensationé
and (2) permit the deferral of such compensation.”
This provision enables participants to defer receipt of
certain 2004 bonuses payable in 2005, 2005 bonuses
that would not otherwise meet the performance-based

"9 1d. at Q&A-19(a)(ii).

29 Id. at Q&A-19(a)-(b). During an American Bar Association
Teleconference held on January 6, 2005, it was noted that if a
company chooses to amend a ‘““‘grandfathered plan” to bring it into
compliance with 409A but does not operate the plan in full com-
pliance with 409A during 2005 (for example, the company allows
an impermissible acceleration of benefits otherwise permitted un-
der such grandfathered plan), then the participant in the plan may
be subject to taxes and penalties under 409A. Teleconference:
Treasury Guidance on 409A: Q&As with Government Officials,
sponsored by the American Bar Association Joint Committee on
Employee Benefits (Jan. 6, 2005) (the “ABA Teleconference”).

2! Notice, at Q&A-18(c).

22 Id. 1t appears that if a grandfathered plan is terminated after
2005, such termination would be a material modification which
would subject the plan to 409A. However, it is hoped that Trea-
sury and IRS will issue additional guidance to clarify whether
grandfathered plans that reserve the right to terminate such plans
would be subject to such restriction on termination.

23 1d. at Q&A-11-(a).

24 1d. at Q&A-21.

»Id.
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exception to the deferral timing rules, and 2005 salary
earned after the date of the election.

F. Other Participant Elections

Until the end of 2005, companies may amend their
nonqualified deferred compensation plans to allow
participants during 2005 to terminate participation in
or cancel their deferral elections with respect to
amounts subject to 409A, as long as the participants
include the amounts subject to the cancellation or ter-
mination in 1ncome in the year in which it is earned
and vested.”® This amendment may be made selec-
tlvely to one or more participants or to one or more
plans In addition, before the end of 2005, compa-
nies may amend their plans to allow participants dur-
ing 2005 to elect to change the time and form of pay-
ment of amounts previously deferred.”® Each of these
amendments is optional.

G. Conforming Equity Arrangements

Until the end of 2005, companies may replace non-
conforming stock options or SARs otherwise subject
to 409A with stock options and SARs that meet the
requ1rements of (or are otherwise exempt from)
409A.*° For example, companies may replace stock
options that have a below-market (at grant) exercise
price with stock options that have a fair market value
exercise price (at the original date of grant) or may
amend stock or cash-settled SARs to provide for pay-
ments on the vesting date.*”

H. Linked Plans

Until the end of 2005, companies may continue to
link the time and form of benefit payments under a
nonqualified deferred compensation plan to the time
and form of benefit payments elected under a quali-
fied pension or savings plan, provided that the linkage
is made in accordance with the terms of the nonquali-
fied deferred compensation plan in effect as of Octo-
ber 3, 2004.>" This gives companies additional time to
“de-link” nonqualified and qualified pension and sav-
ings plans and gives Treasury and the IRS additional
time to provide guidance on ‘“‘de-linking.” It should
be noted that the Notice does not provide specific re-
lief related to deferral of amounts under such linked
plans (other than generally by allowing changes in de-
ferral elections until March 15, 2005 — see II, E,
above). As a result, at this time, there are many unan-
swered questions on how to coordinate deferral elec-
tions among the linked plans during 2005.

|l. Severance Plans

A nonqualified deferred compensation plan that
provides severance benefits and that either (1) is

26 Id. at Q&A-20(a).
27 1d.

28 Id. at Q&A-19(c).
29 Id. at Q&A-18(d).
30 d.

3U1d. at Q&A-23.

collectivel ly- bargalned or (2) does not cover ‘“key em-
ployees™ °~ is not required to satisfy §409A during
2005, as long as such plan is amended to comply with
409A by December 31, 2005.>® Benefits payable un-
der severance pay arrangjements within the meaning
of §3(2)(B)(i) of ERISA ~” that meet certain require-
ments under Department of Labor regulations are con-
51dered severance pay for purposes of this excep-
tion.*® This exception only applies to severance pay
on account of an employee s involuntary termination
of employment.®® Treasury and the IRS are seeking
public comment on the treatment of severance plans
under 409A.%7

lll. BASIC RULES AND DEFINITIONS

A. 409A Generally

The Notice makes clear that 409A does not alter or
affect other tax rules under the Code or common law,
including, for example, the constructive receipt, cash
equivalence, economic benefit or assignment of in-
come doctrines.” In addition, arrangements subject to
Code §457(f) must comgly with the requirements of
409A and Code §457(f).

B. Scope of 409A

The Notice makes clear that, until further guidance
is issued, 409A applies to individuals (including, for
example, employees, directors and independent con-
tractors), personal service corporations (or similar
non-corporate entities) and qualified personal serv1ce
corporations (or similar non-corporate entities).*” The
Notice exempts from the requirements of 409A ar-
rangements between taxpayers all of whom are ac-
crual method taxpayers and arrangements between
companies and service providers who (1) are actively
engaged in the trade or business of providing substan-
tial services (other than as employees or directors),
and (2) provide such services to two or more unre-

32 Defined under Code §416(i)(1).

33 Notice, at Q&A-19(d).

34 Employee Retirement Income Security Act of 1974, P.L. 93-
406.

3 Notice, at Q&A-19(d). See 29 CFR §2510.3-2(b)(1)(i),
which requires that: (1) such payments are not contingent directly
or indirectly upon the employee’s retiring; (2) the total amount of
such payments does not exceed the equivalence of twice the em-
ployee’s annual compensation during the year immediately pre-
ceding the termination of his or her service; and (3) all payments
are completed generally within 24 months of termination of ser-
vice, or in the case of a limited reduction in force, within 24
months after the employee reaches normal retirement age.

36 Notice, Q&A-19(d).

71d. atp. 7.

#Id atp. 1.

3 Id. at Q&A-6.

10 1d. at Q&A-8.
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lated persons.*' For example, a company’s regular
payments to an outside accountmg firm or law firm
would not be covered by 409A.*>

C. “Nonqualified Deferred
Compensation Plan” Defined

The Notice provides that a “‘nonqualified deferred
compensation plan” is any “plan” that provides for
the “deferral of compensation,” other than (1) a quali-
fied employer plan and (2) a bona fide vacation leave,
sick leave, compensatory time, disability pay or death
benefit plan.*’

D. “Plan” Defined

The Notice provides that a “plan” includes any
agreement, method or arrangement, including an
agreement, method or arrangement that applies to one
person or individual.** A plan may be adopted unilat-
erally by the company or negotiated between the com-
pany and participant.*> The rules of 409A are applied
as if a separate plan is maintained for each participant
and, for certain purposes, plans of the same type are
aggregated with respect to each participant.* Spec1ﬁ-
cally, (1) all compensation deferred by a participant
under all account balance plans (such as defined con-
tribution plans) is treated as if deferred under a single
account plan; (2) all compensation deferred by a par-
ticipant under all non-account balance plans (such as
defined benefit plans) is treated as if deferred under a
single non-account balance plan; and (3) all compen-
sation deferred by a participant under plans that are
neither account balance plans nor non-account bal-
ance plans (such as equity compensation plans) is
treated as if deferred under one plan. As a result, the
failure to follow the requirements for one nonqualified
deferred compensation plan in which a participant
participates may adversely affect that participant’s de-
ferred compensation under all plans of a similar type.

E. “Deferral of Compensation”
Defined

A plan provides for the deferral of compensation
only if, under the terms of the plan and the relevant
facts and circumstances: (1) during a taxable year the
participant has a ‘“legally binding right” to the com-
pensation; (2) such compensation has not been actu-
ally or constructively received and has not been in-

1 d.

*2 Id. The Notice provides limited guidance on arrangements
between partners and partnerships. See Q&A-7.

43 Notice, at Q&A-3. See Code §409A(d)(1). The Notice makes
clear that Archer Medical Savings Accounts, Health Savings Ac-
counts and medical reimbursement arrangements are not covered
by 409A. Notice, at Q&A-3(c).

4 Notice, at Q&A-9.

.

0 Id.

cluded in gross income; and (3) according to plan
terms, the compensation is payable to or on behalf of
the participant in a later year.*” For this purpose, a
participant does not have a legally binding right to
compensation if the company may unilaterally reduce
or eliminate the compensation after the services for
which the compensation is payable have been per-
formed, unless such unilateral reduction or elimina-
tion is dependent upon a condition that is unlikely to
occur or 1f the unilateral discretion is unlikely to be
exercised.*® A legally binding right to compensation
exists even if benefits under a nonqualified deferred
compensation plan are offset by benefits provided un-
der a qualified glan or reduced because of actual or
notional losses.

The Notice provides a number of exceptions as to
the arrangements that constitute a ‘““‘deferral of com-
pensation,” including the following:

1. Short-Term Deferrals

Until further guidance is issued, amounts are not
subject to 409A if they are paid within 2%2 months af-
ter the later of (1) the participant’s tax year, or (2) the
company’s fiscal year, in which the amount is vested.
In each case, the participant must not be permltted to
defer receipt of payment to a later period.’® This ex-
ception provides relief for annual bonus plans that
provide bonus payments within such 2'2-month win-
dow and for multi-year bonus arrangements that pro-
vide payments of vested amounts within the 2V%-
month window. This exception does not provide relief
to many companies that are unable to pay bonuses
within the 2Y5-month window because they must wait
for independent certification of financial performance.
2. Certain Stock Options

(a) Incentive Stock Options and Employee Stock
Purchase Plans. Incentive stock options >' that have
no deferral feature other than the right to exermse the
option in the future are not covered by 409A.°% Note,
however, that in some cases, if such an incentive stock
option is modified, then the 1ncent1ve option could be-
come covered under 409A.°° Optlons granted under
employee stock purchase programs, 4 which typically
permit employees to purchase stock up to a 15% dis-
count at certam times during the year, are not covered
by 409A.°> This exemption does not extend to options
granted under employee stock purchase plans that do
not meet the requirements of Code §423.

7 1d. at Q&A-4(a).

“®1d

0 Id. at Q&A-4(a).

S0 1d. at Q&A-4(c).

51 Described in Code §422.

52 Notice, at Q&A-4(d)(iii).

53 ABA Teleconference, fn. 20, above. In response to a ques-
tion, it was noted that a material modification of an otherwise ex-
empt option may cause the option to be covered by 409A, depend-
ing upon the facts and circumstances.

>4 Described in Code §423.
55 Notice, at Q&A-4(d)(iii).
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(b) Certain Nonstatutory Stock Options. Nonstatu-
tory stock options (stock options that do not satisfy
the requirements of Code §422) that are granted at fair
market value and have no deferral feature other than
the right to exermse the option in the future are not
covered by §409A.¢ Such options remaln subject to
taxation in accordance with Code §83.°” Note, how-
ever, that in some cases, the modification of an other-
wise exempt nonstatutory stock option (for example,
extending the exercise period for post- termmatlon ex-
ercises) may subject the option to 409A.%® The Notice
also provides that, for purposes of determining the fair
market value of the stock at the date of grant, “any
reasonable valuation method may be used,” including,
for example, the Valuatlon methods described in
Treas. Regs. §20.2031-2.%°

(c) Substitutions of Nonstatutory Options Upon a
Corporate Event. A substitution of nonstatutory stock
options for other nonstatutory stock options in con-
nection with a corporate transaction (such as a spinoff
or merger transaction) will not be treated as a grant of
a new option or change in the form of payment for
purposes of §409A, as long as the rules for substitut-
ing incentive stock options under Treas. Regs.
§1.424-1 are followed. Those rules provide certain
spread and ratio tests designed to preserve the eco-
nomic elements in the option substitution.®°

3. SARs

(a) Certain Publicly-Traded Stock-Settled SARs.
SARs of publicly-traded companies are exempt from
coverage if: (1) the SAR exercise price is never less
than the fair market value of the underlying stock on
the date the SAR is granted; (2) the underlying stock
is traded on an “‘established securities market;” (3)
the SAR is settled in company stock rather than in
cash (or other property); and (4) the SAR has no de-
ferral feature other than the right to exercise the SAR.
The right to receive substantially unvested stock is not
considered to be an impermissible deferral feature.

(b) Certain SARs Granted Pursuant to Pre-October
4, 2004 Plans. Until further guidance is issued, a SAR
(or an economically equivalent right) settled in stock
or cash, or the cancellation of a SAR, is exempt from
coverage under 409A if: (1) the SAR was granted un-
der a program in effect before October 4, 2004; (2) the
SAR exercise price is never less than the fair market
value on the date of grant; and (3) the SAR has no de-
ferral feature other than the right to exercise the
SAR.®

(c) Fixed-Payment SARs. New SARs may be struc-
tured to comply with 409A if payment under the SAR

56 Id. at Q&A-4(d)(ii).

57 Code 26 §83(a).

58 ABA Teleconference, fn. 20, above.
59 Notice, at Q&A-4(d)(ii).

014,

o1 Id. at Q&A-4(d)(iv).

62 1d.

will be made on a fixed payment date, rather than
upon exercise by the participant.®

4. Restricted Property

Receipt of restricted stock or other restricted prop-
erty (such as a transfer of a beneficial interest in a
trust or annuity plan) generally is not considered a de-
ferral of compensation subject to 409A, even if taxa-
tion is delayed, because the property is nontransfer-
able and subject to a substantial risk of forfeiture.®*

5. Other Issues Related to Equity Arrangements

In the Notice, Treasury and the IRS express con-
cern regarding the potential for abuse of SARs and
other equity arrangements settled in cash.®® Particular
concern was raised with respect to repurchase ar-
rangements (where stock acquired by the participant
is repurchased by the company) involving stock of
privately-held companies. Treasury and the IRS also
expressed concern regarding “‘tandem arrange-
ments.”

F. “Substantial Risk of Forfeiture”
Defined

Deferred compensation is included in the gross in-
come of a participant unless the deferred compensa-
tion is subject to a “‘substantial risk of forfeiture” and
has not been greviously included in the participant’s
gross income.™ The Notice provides that compensa-
tion is subject to a substantial risk of forfeiture if: (1)
entitlement to the amount is conditioned on the per-
formance of substantial future services or the occur-
rence of a condition related to a purpose of the com-
pensation (for example, the attainment of a prescribed
level of earni 6‘gs); and (2) the possibility of forfeiture
is substantial.” If the service period has already be-
gun and a condition that imposes a substantial risk of
forfeiture is added with respect to such compensation,
or if the period during which the compensation is sub-
ject to a substantial risk of forfeiture is extended, then
such addition or extension is disregarded in determin-
ing whether the deferred comgensation is subject to a
substantial risk of forfeiture.” The Notice clarifies
that compensation will not be considered to be subject
to a substantial risk of forfeiture merely because it is
conditioned upon the participant’s compliance with a

63 Id. at Q&A-4(d)().

%4 Id. at Q&A-4(e).

5 Id., Part LB.

6 Id.

87 Id. However, in the ABA Teleconference held on J anuary 0,
2005, it was noted that such concern does not extend to tandem
SARs which consist of a stock option that is otherwise exempt
from 409A and a SAR that is otherwise exempt from 409A. ABA
Teleconference, fn. 20, above.

%8 Code §409A(a)(1).

% Notice, at Q&A-10(a). Note that the definition of “substan-
tial risk of forfeiture” under Code §83 is similar but not identical
to the definition under Q&A-10 of the Notice.

79 Notice, at Q&A-10(a).
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non-competition provision.”' Salary deferrals may
generally not be made subject to a substantial risk of
forfeiture.”* A deferred bonus may be considered sub-
ject to a substantial risk of forfeiture if the participant
may elect to receive a materially greater bonus in the
future instead of a materially lesser bonus in an ear-
lier year. Where the participant is a significant owner
of the business, the specific facts and circumstances
need to be reviewed to determine if the risk of forfei-
ture of that participant’s compensation is in fact both
realistic and “‘substantial.”

G. “Change in Control” Defined

Code §409A permits distributions from a nonquali-
fied deferred compensation plan only under the fol-
lowing circumstances: (1) separation from service; (2)
death; (3) disability; (4) after a specified time or un-
der a fixed schedule; (5) upon a “change in control;”
or (6) because of an unforeseeable emergency.”” A

“change in control” is defined in a manner similar to
the way in which it is defined for golden parachute
excise tax purposes under Code §280G "* and relates
to a change in control of the ownership or effective
control of a corporation or a change in the ownershig
of a substantial portion of the corporation’s assets.
To qualify as a change in control event, the occur-
rence of the event must be objectively determinable,
and any requirement that a plan administrator or
board of directors certify that a change in control has
occurred should be strictly ministerial and not involve
discretionary authority.”® The change in control must
relate to: (1) the corporation to which the participant
is providing services; (2) the corporation that is liable
for payment for such services (or all corporations li-
able for this payment if more than one corporation is
liable); or (3) to a majority shareholder of a corpora-
tion described in (1) or (2) or any corporatlon that is
a majority shareholder of such corporatlon " In addi-
tion, a payment will be treated as occurring upon a
change in control event if the right to the payment
arises as a result of a corporation’s discretion under
the plan’s terms to terminate the plan and distribute
the compensation deferred within 12 months of the
change in control event.”® At this time, the definition
of change in control relates to a corporation and does
not exgend to partnerships or other non-corporate en-
tities.

There are a number of issues relating to the appli-
cation of 409A requirements to change in control
agreements for corporate executives. For example,

' 1d.

72 Id.

73 §409A(a)(2)(A).

74 See Treas. Regs. §1.280G-1, Q&As-27, 28 and 29.
75 Notice, at Q&As-11, 12, 13 and 14.

76 Id.

77 1d. at Q&A-11(b).

78 Id. at Q&A-11(a).

7 Id. at Q&As-11, 12, 13 and 14.

many change in control agreements include a
“double-trigger,”” where payment is made only if the
executive is terminated within a specified time after a
change in control occurs. In the ABA Teleconference
held on January 6, 2005, Treasury and IRS represen-
tatives 1nf0rmally expressed the view that the “six-
month wait” rule for key employees of public compa-
nies should not be circumvented by designating the
triggering event as a ‘“‘change in control” rather than
the ‘“‘separation from service.”

H. “Performance-Based
Compensation” Defined

Section 409A generally requires deferral elections
to be made before the year in which the services to
which the compensation relates are performed, except
where such compensatlon is “performance-based
compensation.” " In that case, the election may be
made up to six months before the end of the perfor-
mance period.®> The Notice states that Treasury and
the IRS anticipate issuing guidance that clarifies the
requirements for performance-based compensation.
Until that guidance is issued, the Notice provides that
performance-based compensation is compensation:
(1) that is payable for services performed over a pe-
riod of at least 12 months; (2) the payment or amount
of which is conditioned upon satisfying certain orga-
nizational or individual performance criteria; and (3)
with respect to which the performance criteria are not
“substantially certain” to be met at the time of the
election to defer the compensation.®® Performance-
based compensation may include payments based
upon subjective criteria related to the performance of
the organization or individual. Whether the subjective
criteria are satisfied must not be determined by the
participant or a family member of the participant.®’

IV. ACCELERATION OF BENEFITS

Generally, a nonqualified deferred compensation
plan may not permit the acceleration of the time or
schedule of any payments under the plan.®® This
change effectively eliminates the use of “haircut’ pro-
visions (where a participant agrees to receive a re-
duced benefit in exchange for an earlier distribution).

The Notice provides the following exceptions to the
general prohibition on acceleration of benefits: (1)
payments made pursuant to a domestic relations order
(as defined in Code §414(p)(1)(B)); (2) payments
made to comply with a certificate of divestiture (as
defined in Code §1043(b)(2)); (3) payments made un-
der a Code §457(f) plan (for tax-exempt and govern-

80 ABA Teleconference, fn. 20, above.
81 8409A(a)(4).

82 8409A(a)(4)(B)(iii).

83 Notice, at Q&A-22.

84 1d.

85 1d.

86 8409A(a)(3).
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mental entities) to pay income taxes due upon vesting;
(4) de minimis payments (not greater than $10,000)
made to a participant upon the cashout of his or her
entire interest under the plan; (5) cashout payments
made with respect to future deferrals if the value of
the participant’s account is less than an amount speci-
fied in the plan; (6) payments made to pay the Federal
Insurance Contributions Act (“FICA”) tax (Social Se-
curity and Medicare taxes) imposed on any compen-
sation deferred under the nonqualified deferred com-
pensation plan (including taxes imposed on the FICA
payment); and (7) waivers or accelerations by the
company of a condition that constitutes a substantial
risk of forfeiture by the company, provided that the re-
quirements of 409A are otherwise satisfied with re-
spect to such deferred compensation (for example, if
a benefit vests after 10 years of service and the com-
pany amends the nonqualified deferred compensation
plan unilaterally to shorten the vesting schedule to
five years, then the accelerated vesting would not be
treated as a prohibited acceleratlon of the time or
schedule of payments under §409A).%”

V. GRANDFATHERED BENEFITS

As noted in II, A, above, amounts (and earnings
thereon) are considered deferred before January 1,
2005, and therefore grandfathered if: (1) the partici-
pant has a “legally binding right” to be paid the
amount, and (2) the right to the amount is earned and
vested (generally not subject to a substantial risk of
forfeiture or a requirement to perform further ser-
vices).™ Grandfathered amounts may remain exempt
from 409A as long as the grandfathered plan is not
“materially modified” after October 3, 2004.%°

A. “Material Modification” Defined

A “material modification” of a nonqualified de-
ferred compensation plan is any enhancement of a
benefit or rlght that existed in the plan as of October
3, 2004.°° The grant of a new benefit under an exist-
ing arrangement as of October 3, 2004, is considered
to be a material modification, unless the grant is con-
sistent with past compensation practices (such as, for
examggle annual grants of stock options each Novem-
ber).

The Notice clarifies that a material modification
will not be deemed to have occurred if: (1) the par-
ticipant may choose the payment form or the time of
payment if such provisions were already in the plan
as of October 3, 2004; (2) the participant exercises
any right under the plan that existed as of October 3,
2004; (3) there is a change in the notional investment
measures for the plan; or (4) the plan is amended to

87 Notice, at Q&A-15.

88 See P.L. 108-357, §885(d); Notice, at Q&A-16(b).
89 Notice, at Q&A-16(a).

% Id. at Q&A-18(a).

9 1d. at Q&A-18(b).

add a detriment to the participant.®? In addition, an
amendment to a plan to conform the plan to the re-
quirements of 409A is not a material modification, un-
less the amendment adds a right, even if that right is
permissible under 409A.%° For example, if a nonquali-
fied deferred compensation plan does not permit dis-
tributions in the event of an unforeseeable emergency
and is amended to add that right, then that amendment
would be treated as a material modification, even
though 409A permits payment in the event of unfore-
seeable emergencies.”” This aspect of the Notice may
make it more advantageous to ‘“‘freeze’ current non-
qualified plans and establish new plans rather than
amend current plans. It is not necessary, however, to
establish a different nonqualified deferred compensa-
tion plan document for amounts covered under 409A,
as long as the different rules for grandfathered and
nongrandfathered portions of the plan are clearly
stated in the document and clear accounting records
are maintained regardlng the amounts subject and not
subject to 409A.°

B. Determining the Amount of
Grandfathered Benefits

The Notice describes how to determine the amount
of compensation deferred before January 1, 2005, un-
der a grandfathered plan.”®

1. Nonaccount Balance Plans

The amount deferred is equal to the present value
as of December 31, 2004, of the amount to which the
participant would be entitled if he or she voluntarily
terminated employment (or services) without cause on
December 31, 2004, and received a full payment from
the plan at the earliest possible date permitted by the
plan following such termination, to the extent the
right to the benefits are earned and vested as of De-
cember 31, 2004. Note that early retirement subsidies
to which a participant was not entitled as of Decem-
ber 31 2004, are not part of the grandfathered ben-
efits.”’

2. Account Balance Plans

The amount deferred is equal to the portion of the
participant’s account balance on December 31, 2004,
that is earned and vested gincluding post-December
31, 2004 earnings thereon).
3. Equity-Based Plans

The rule for determining amounts deferred under
account balance plans is used for equity-based plans,

92 Id. at Q&A-18.

> 1d.

%4 Id. at Q&A-18(a).

95 ABA Teleconference, fn. 20, above. In response to a ques-
tion, it was noted that a nonqualified deferred compensation plan
may consist of grandfathered and non-grandfathered portions us-
ing the same plan document, as long as the amounts are accounted
for separately.

96 Notice, at Q&A-17.

97 Id. at Q&A-17(a).

%8 Id. at Q&A-17(b) and (d).
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except that any amount that must be paid by a partici-
pant (such as an exercise price) is subtracted. An in-
crease in the amount of this payment after December
31, 2004, due to the appreciation of the underlying eq-
uity is considered to be an amount deferred before
January 1, 2005.%°

VIi. CONCLUSION

Treasury and the IRS have issued the first in a se-
ries of much needed guidance on 409A and are ex-

% Id. at Q&A-17(c).

pected to issue additional guidance on 409A through-
out 2005. Although companies have until the end of
2005 to amend nonqualified deferred compensation
plan documents to comply with 409A, such plans
must be operated in compliance with 409A now. Ac-
cordingly, companies must act quickly to ensure that
plans subject to 409A are being operated in compli-
ance with the new law and must develop a plan of ac-
tion to bring plans into compliance with the new law
by the end of this year. Companies must also imple-
ment safeguards to ensure that grandfathered plans are
not inadvertently ‘“materially modified” and made
subject to 409A.
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