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Important Notice 

   If any advice concerning one or more U.S. 
Federal tax issues is contained in this 
communication, such advice is not intended 
or written to be used, and cannot be used, for 
the purpose of (i) avoiding penalties under 
the Internal Revenue Code or (ii) promoting, 
marketing or recommending to another party 
any transaction or matter addressed herein.  
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TodayÕs Presentation 

!409A History 
!Notice 2007-100 Correction Program 
!Nonqualified Deferred Compensation 

Arrangements 
!Deferral Election Rules 
!Payment Triggers and Elections  



409A History 
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!Enacted October 22, 2004 
!Effective January 1, 2005 
!Added Section 409A to Internal Revenue Code 

–! Deferral Elections 
–! Payment Triggers 
–! Payment Elections 
–! Funding & Financial Health Triggers 

!Grandfathering of compensation earned and vested 
as of December 31, 2004 (unless plan is materially 
modified after October 3, 2004) 

American Jobs Creation 
Act of 2004 
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!Issued December 2004 
!Preliminary guidance on limited universe of 

409A issues 
!Good faith operational compliance by 

January 1, 2005 
!Document compliance by December 31, 

2005 
!Transition rules 

Notice 2005-1 
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!Issued September 29, 2005 
!Comprehensive guidance on most aspects of 

Section 409A 
!Reliance on proposed regulations for good 

faith operational compliance 
!Further guidance to come on: 

–!Consequences of Section 409A violations 
–!Funding and financial health trigger rules 

Proposed Section 409A Regulations 
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!Guidance on FMV determination for options 
and SARs 

!Options or SARs granted before January 1, 
2005 require a good-faith attempt, as defined 
under ISO regulations, to set exercise price 
at FMV at the time of grant 

!Options or SARs granted on or after January 
1, 2005 may be made using any reasonable 
valuation method 

Notice 2006-4 
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Notice 2006-33      Notice 2006-100 

!Funding and financial 
health trigger rules 

!Assets set aside before 
March 21, 2006 

!Reporting requirements 



10 

!Issued April 10, 2007 
!Allow reliance on proposed regulations and 

transitional guidance for good faith 
operational compliance until December 31, 
2007 

!Full compliance after January 1, 2008 

Final Regulations 
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!Limited relief 
!Deadline extended for documentation of 

compliance with 409A to December 31, 2008 
!BUT, still required specify time and form of 

payment by December 31, 2007 

Notice 2007-78 
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!Extends deadline for documentary 
compliance with 409A to December 31, 2008 

!Extends good faith operational compliance 
period (reliance on final regulations but not 
proposed regulations after December 31, 
2007) and transitional guidance until 
December 31, 2008 

Notice 2007- 86 



13 

!Good faith operational compliance through 
December 31, 2008 

!Plan amendments due by December 31, 2008 
!Payment elections may be changed through 

December 31, 2008 
–! May not cause payment in 2008 
–! May not defer 2008 payments 

!Payments linked to qualified plan elections permitted 
through December 31, 2008 

Notice 2007-86 Transition Rules 
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!Delayed W-2 reporting requirements until 
2008 

Notice 2007- 89 
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!Transition Relief and Guidance on 
Corrections of Certain Failures of a NQDC 
Plan to Comply with Section 409A in 
Operation 

!Issued December 3, 2007 

Notice 2007- 100 



Notice 2007-100 Correction Program 
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!Correction relief limited to unintentional 
operational failures 
–!Failure to comply with plan provisions 
–!Failure to follow 409A requirements due to error in 

operating the plan 

General Rules 
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!No correction for: 
–!Plan document failure to comply with 409A 

requirements 
–!Egregious operational failure 
–!Participation in abusive tax avoidance 

transactions 
–! Intentional failure to comply with plan terms or 

409A 

General Rules 
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!SR must take reasonable steps to ensure 
same failure will not occur again 

!If same failure has occurred before, SR must 
demonstrate that steps were in place to avoid 
a recurrence of the failure and the failure 
occurred despite diligent efforts of SR 

General Rules 
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!SR must meet all notice and filing 
requirements (described below) 

!Any application for relief is subject to IRS 
examination 

!Burden is on SR to demonstrate it was 
eligible for relief and that the requirements of 
Notice 2007-100 were met 

General Rules 
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!Compensation included in taxable income as 
of the year it became vested 

!Interest at IRS underpayment rate plus 1% 

!Additional 20% tax on amount included in 
income 

Penalties for Non-Compliance 
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!Failure to defer amount (or deferral of 
incorrect amount) 
–!Amount treated as timely deferred if SP repays to 

SR erroneously received amount on or before last 
day of SP’s taxable year in which amount was 
paid 

–!Amount must be payable to SP at the time and 
under the terms that would have applied if error 
had not occurred 

Operational Failures Corrected in 
Same Taxable Year 
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!Failure to defer amount (or deferral of 
incorrect amount) 
–!SP not required to include any amounts in income 

under Section 409A as a result of an operational 
failure corrected in accordance with this section of 
Notice 2007-100 

Operational Failures Corrected in 
Same Taxable Year 
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!Failure to defer amount (or deferral of 
incorrect amount) 
–!Relief not available under this section if SR 

experienced a substantial financial downturn or 
otherwise experienced financial or other issues 
that demonstrated a significant risk that SR would 
not be able to pay the deferred amount when due 

Operational Failures Corrected in 
Same Taxable Year 
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!Failure to defer amount (or deferral of 
incorrect amount) 
–!SP must pay interest to SR if: 

!Erroneously paid amount is greater than 402(g) amount 
($15,500 for 2008), and 

!SP is an ” insider” (director, officer or 10% owner of any 
class of equity security of SR) 

Operational Failures Corrected in 
Same Taxable Year 
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!Failure to delay payment in violation of 6-
month rule 
–!SP must repay amount to SR 
–!SP must have legally binding right to the amount 

on the date determined by adding the number of 
days between the erroneous payment date and 
the repayment date to the later of (a) the date 
amount otherwise  would have been paid or (b) 
the date of repayment to SR 

Operational Failures Corrected in 
Same Taxable Year 
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!Excess deferred amount 
–!SR must pay amount to SP on or before last day 

of SP’s taxable year in which amount was 
erroneously treated as deferred 

–! If SP is an insider, his/her plan account balance 
must be reduced by any positive earnings related 
to the excess deferral amount (adjustment for 
losses may be made, but is not required) 

Operational Failures Corrected in 
Same Taxable Year 
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!Correction of exercise of stock right 
–!Exercise price must be reset to at least the FMV 

of the underlying stock on the date of grant 
–!Exercise price must be reset (a) prior to exercise 

of the stock award and (b) on or before last day of 
SP’s taxable year in which grant was made to SP 

Operational Failures Corrected in 
Same Taxable Year 
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!Transitional relief for failures that occur prior 
to January 1, 2010 

!Correction must be made by the end of the 
second taxable year of the SP following the 
taxable year of the failure 

Operational Failures NOT Corrected in 
Same Taxable Year 
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!SP required to include in income only the 
amount that is subject to correction (i.e., the 
amount that should have been deferred or 
the excess amount paid to SP, but NOT the 
entire amount deferred under the plan) 

!20% excise tax applies to amount included in 
income 

!Interest tax does not apply 

Operational Failures NOT Corrected in 
Same Taxable Year 
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!Relief is NOT available under this section: 
–! If SP is under examination by the IRS (including 

Form 1040) for the taxable year in which the  
failure occurred 

–!For failure to comply with 409A with respect to the 
exercise of a stock right 

Operational Failures NOT Corrected in 
Same Taxable Year 
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!Failure to defer amount (or deferral of 
incorrect amount) 
–!Amount must not exceed the 402(g) limit ($15,500 

for 2008) 
–!Payments made in violation of 6-month rule 

treated as an amount that should have continued 
to be deferred 

Operational Failures NOT Corrected in 
Same Taxable Year 



33 

!Failure to defer amount (or deferral of 
incorrect amount) 
–!Relief not available under this section if SR 

experienced a substantial financial downturn or 
otherwise experienced financial or other issues 
that demonstrated a significant risk that SR would 
not be able to pay the deferred amount when due 

Operational Failures NOT Corrected in 
Same Taxable Year 
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!Excess deferred amount 
–!Amount must not exceed the 402(g) limit ($15,500 

for 2008) 
–!SR must pay amount to SP on or before the later 

of (a) the last day of SP’s taxable year in which 
amount was erroneously treated as deferred, or 
(b) 2 ½ months following the date the failure is 
discovered (and payment must be made by the 
end of the second taxable year of SP following the 
taxable year of the failure) 

Operational Failures NOT Corrected in 
Same Taxable Year 
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!Excess deferred amount 
–!Earnings on excess amounts must be forfeited or 

added to the payment to SP 
–!Losses on excess amounts must be permanently 

disregarded or subtracted from payment to SP 
–! If SR properly reports payment on SP’s W-2, SR 

will not be subject to penalties for failure to 
withhold 

Operational Failures NOT Corrected in 
Same Taxable Year 
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!Relief conditioned on timely compliance with 
all notice and reporting requirements 

!SR must attach the required statement to its 
timely-filed federal income tax return for its 
taxable year in which the failure occurred 
(including extensions) 

Notice and Reporting Requirements 
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!Statement by SR must indicate the section of 
Notice 2007-100 being relied upon and must 
include: 
–!The name and TIN of each SP affected by the 

failure (and, for same-year corrections, whether 
the SP is an insider) 

–!The identification of the plan with respect to which 
the failure occurred 

Notice and Reporting Requirements 
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–!A description of the failure and circumstances 
under which it occurred, the amount involved and 
date the failure occurred 

–!A description of steps taken to correct the failure 
and date correction was completed 

–!A statement that the failure is eligible for 
correction under the notice and that the SR has 
met all requirements for correction 

Notice and Reporting Requirements 
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!SR must provide to each affected SP (except 
for failures with respect to correction of 
exercise of stock right) : 
–!A statement that the SP is entitled to relief under 

Notice 2007-100, and 
–!A copy of the information required to be provided 

with the SR’s federal tax return 

Notice and Reporting Requirements 
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!For failures not corrected in the same taxable 
year, SR must: 
–!Provide the information described above to each 

SP not later than the deadline for providing Form 
W-2 or 1099, and 

–! Inform each SP that he/she must attach a copy of 
the statement to his/her federal tax return 

Notice and Reporting Requirements 
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!For failures not eligible for relief under Notice 
2007-100 because the amount involved 
exceeds the Section 402(g) limit or because 
the failure occurred after December 31, 2009 

!IRS requests comments on permanent 
program by March 3, 2008 

Potential Permanent Corrections 
Program 



Nonqualified Deferred Compensation 
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!Legally binding right during tax year to receive 
compensation in a later year 

!Legally binding right may exist even where the right 
is subject to vesting or other condition 

!Negative discretion 
!All service providers 

–! Employees 
–! Directors 
–! Independent Contractors 

General Rules 
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! SERPs 
! Excess benefit plans 
! 401(k) “mirror” plans 
! Directors’ fee deferral plans 
! Employment agreements 
! Consulting agreements 
! Severance arrangements 
! Bonus plans 
! Change in control agreements 
! 457(f) plans 
! Discounted stock options 
! Restricted stock units and performance units 

Types of Arrangements That May Be 
Covered 
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!Tax-qualified retirement plans 
!SEPs and SIMPLEs 
!Bona fide vacation leave 
!Sick leave 
!Compensatory time 
!Disability or death benefits 
!Restricted stock 

Excluded Arrangements 
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!Exemption for arrangements that pay within 
2-1/2 months after end of tax year in which 
the right to the payment becomes vested 

!Extension for certain unforeseeable events 
that make payment by 2-1/2 month deadline 
impracticable 

!2-1/2 month deadline is operational deadline 
and need not be written into plan document 
(but specified date extensions not available) 

Also Excluded: Short-Term Deferrals 
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!Must be involuntary separation from service 
!Limited to lesser of 2 times annual 

compensation or 401(a)(17) dollar limit 
!Payable no later than end of second year 

following separation from service 

Also Excluded: Separation Pay 
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! Incentive Stock Options excluded 
!Nonqualified options and SARs excluded if: 

–! FMV exercise price (i.e., not “discounted”) 
–!  No deferral features 

!Underlying stock may be for stock of any affiliated 
company 
–! 50% ownership threshold 
–! 20% ownership threshold (if for legitimate business 

reasons) 
!Highest valued common stock only (no liquidation or 

dividend preferences) 

Stock Options and SARs 
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!Replace option with FMV exercise price 
!Cash payment to optionee equal to increase 

in exercise price 
!Exercise below-market option 
!Provide fixed exercise periods 
!No relief for certain back-dated options of 

public companies 

Options/SARs--Transitional Relief 
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!NQDC plan payments linked to qualified plan 
payments allowed through December 31, 
2008 if payment is made according to NQDC 
plan terms in effect on October 3, 2004 

!Changes in level of benefits due to Code 
limitation changes will continue to be allowed 
provided time and form of distribution do not 
change 

Linked Plans 
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!SERP benefits earned and vested before 
December 31, 2004 may continue to be 
linked to a qualified plan provided NQDC is 
not materially modified after October 31, 
2004 

Linked Plans 
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!Exemption for certain reimbursements within 2 years 
of termination of service 

!Covered Reimbursements: 
–! Nontaxable reimbursements 
–! Deductible business expenses 
–! Outplacement services 
–! Moving expenses 
–! Medical expenses 
–! $5,000 of any other expenses 

Reimbursement Arrangements 



Deferral Election Rules 
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!Prior year elections 
–! Calendar year 
–! Fiscal year if compensation is based on fiscal year (e.g., a 

bonus) 
!Evergreen elections are permissible 
!Exceptions for: 

–! Performance-based compensation 
–! First year of eligibility 
–! Short-term deferrals 
–! Mid-year grants 

General Rules 
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!Election to defer performance-based 
compensation may be made up to six months 
before end of performance period 

!Minimum 12-month performance period 

Performance-Based 
Compensation 



56 

!Performance goals: 
–!Preestablished (within 90 days after 

commencement of performance period) 
–!Organization or individual 
–!Objective or subjective (but no conflicted 

determinations of whether goals satisfied) 
–!Amount of compensation or right to compensation 

must not be reasonably ascertainable at time of 
deferral 

Performance-Based 
Compensation 
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!Performance goals (continued) 
–!Payment must be contingent on achieving 

performance goals (amount cannot be paid if goal 
not met) 

–!Performance goals may not be substantially 
certain to be met at the time goals established 

–!Value or appreciation in value of company or 
company stock may be used 

Performance-Based 
Compensation 



Payment Triggers and Elections 
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!Specified date or fixed schedule 
!Specified date or year following one of these 

events: 
–!Separation from Service 
–!Death 
–!Disability 
–!Change in Control 
–!Unforeseeable Emergency 

Payment Triggers 
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!May specify: 
–!Calendar year(s) (payment deemed scheduled 

January 1 of such year) 
–!Particular date(s) 

!May not be event driven, BUT 
!May be based on uncertain vesting event 
!Objectively determinable amount 

Specified Date or Fixed Schedule 
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!Employees: 
–! Any termination of employment 
–! Employment continues for six months during leave of 

absence or for any longer period during which employee 
has statutory or contractual reemployment rights 

–! Bona fide insignificant continuing services permitted (20% 
and 50% rules) 

–! Six-month delay for public company key employees 

Separation from Service 
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!Independent Contractors: 
–!Termination of contract(s) 
–!Good faith complete termination of services (no 

anticipated renewal or transition to employment) 
–!12-month safe harbor 

Separation from Service 
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! By reason of a medically determinable physical or mental 
impairment which can be expected to result in death or last for 
a continuous period of at least 12 months: 

–! Participant is unable to engage in any substantial gainful activity 

–! Participant is receiving income replacement benefits for a period of 
at least 3 months under the employer’s accident and health plan 

! Permissible reliance on Social Security determination 

Disability 
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–!Sale of company stock causing acquiror’s 
ownership to exceed 50% 

–!Sale of 30% or more of company stock during 12-
month period 

–!Hostile change in majority of board during 12-
month period 

–!Sale of more than 40% of company assets during 
12-month period 

Change in Ownership or Effective 
Control 
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!An “unforeseeable emergency” is a severe financial 
hardship to the participant resulting from: 
–! An illness or accident of the participant, his or her spouse, 

or dependent 
–! Loss of the participant’s property due to casualty; or 
–! Similar extraordinary unforeseen circumstances arising from 

events beyond the control of the participant 

!Limited to amount needed plus taxes 
!Other resources must be taken into account 

Unforeseeable Emergency 
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!Plan may provide that deferral election 
terminates if employee obtains payment 
triggered by unforeseeable emergency 

!Deferral election may be terminated even 
without unforeseeable emergency payment if 
necessary to obtain 401(k) hardship 
distribution 

Unforeseeable Emergency 
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!Short-term delays 

!Administrative impracticability 
!Employer’s insolvency 
!Disputed amounts/employer’s refusal to pay 
!162(m) deductibility* 
!Loan covenants & other arrangements* 
!Federal securities and other laws* 
--------------- 
* Plan must provide for delay; amendments effective after 12 months 

Payment Delays 
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!Acceleration generally prohibited (no haircuts) 
!Exceptions 

–! Domestic Relations Orders 
–! Conflicts of Interest 
–! Violation of 409A 
–! Cashouts up to $10,000 
–! Payroll taxes 
–! Plan Terminations 

Acceleration of Payment 
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!Permitted plan terminations: 

–! All similar type plans are terminated for all participants, all 
benefits are paid 12-24 months following termination and no 
new plan of same  type adopted for 3 years 

–! 30 days before or 12 months following change of control 

–! Corporation dissolution 

Acceleration of Payment 
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!Election as to form and timing of payment 
must be made at the time of initial deferral 

!Any change must be made at least 12 
months prior to the date payment would 
otherwise be made 

!Except in the case of death, disability or 
unforeseeable emergency, payment must be 
postponed at least five years 

Payment ElectionsÑGeneral Rules 
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!Life annuities—single payment 

! Installments—single payment unless plan identifies 
as series of separate payments 
–! December 31, 2008 transition rule 

!Change between actuarially equivalent life annuities 
is not subject to one-year/five-year rule 

Payment ElectionsÑSpecial Rules 
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Questions? 


