
C
ongress enacted Internal Rev-
enue Code sect ion 409A in
2 0 0 4  to  add re s s  p e rce ive d
abusive arrangements involv-
i n g n on qu a l i f i e d  d e fe r re d

compensation plans (“NQDC”). Employ-
ees and independent contractors (col-
l e c t i ve l y  re fe r re d  t o  a s  “S e r v i c e
Prov iders”)  are  exposed to severe tax
consequences if the plan fai ls  to comply
w ith 409A.

Specifically, an NQDC plan’s failure to
comply with 409A will result in an accel-
eration of deferred compensation into tax-
able income upon vesting, a 20% penalty
on the deferred compensation and a pos-
sible interest charge on any tax deferred
from the year of vesting to the year in which
reported in taxable income. For exam-
ple , defer red compensat ion vested  in
2008 of $50,000 and paid and included
in taxable income in 2010 would be sub-
ject to a $10,000 penalt y and an inter-
e s t  ch a rge  on  t h e  t a x  de fe r re d  i f t h e
NQDC plan fai ls  to comply w ith 409A.
Given the complexity and scope of 409A,
a fai lure to comply is  a ver y real  possi-
bilit y unless employers careful ly rev iew
all plans that may be covered under these

provisions. A simple bonus declared in
2008 and paid after March 15, 2009, could
tr igger the 409A penalt ies.

Basic requirements
There are three basic requirements under
4 0 9 A . Fi r s t , d i s t r i b u t i o n s  u n d e r  t h e
NQDC plan may be made only upon spe-
cific events. Second, distr ibutions may
not be accelerated from the time or sched-
ule of any pay ments under the plan w ith
cer tain except ions including required
pay ments  to an indiv idual  other than
the service provider under a domestic rela-
tions order and plan terminations and liq-
uidat ions. Third, subject to exceptions,
the election to defer compensation must
be made by the close of the taxable year
preceding the year in which the ser vices
are performed. Exceptions to this gen-
eral t iming of the elect ion to defer com-
pensation are provided for in the case of
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Caution—your deferred compensation may be subject

to a 20% haircut cour tesy of 409A.

 



the first year in which the service provider
is eligible to part icipate in the plan and
in the case of certain performance-based
compensat ion plans.

Sec t ion 409A requires  b oth  oper a-
t ional  and contractual  compliance. In
other  words, in addit ion to operat ing
the plan in compliance w ith the rules
under 409A, these rules must be reflected
in written documents. Although 409A is
general ly effect ive in 2005, the w ritten
documentation requirement was deferred
to December 31, 2007, through interim
guidance provided by the IRS and Trea-
sur y (collectively, “Treasur y”) such that
taxpayers could avoid violat ing 409A by
operating in good faith with such interim
guidance. 1

Tr e a s u r y  i s s u e d  f i n a l  r e g u l a t i o n s
under  409A on Apr i l  10, 2007. These
re g u l at i on s  re t a i n  t h e  D e ce mb e r  3 1 ,
2007, effect ive date  for  w r itten docu-
ment at ion. However, as  a  bit  of good
news, Treasury issued Notice 2007-78 that,
in general , delayed the w r it ten docu-
mentation requirement to December 31,
2008. This means that taxpayers must iden-
t if y al l  of their  plans that  meet  the def-
i n i t ion  of a n  NQ D C  pl a n  a nd  e i t he r
amend exist ing plans or draft new plans
that  comply w ith these regulat ions by
D e ce mb e r  3 1 , 2 0 0 8 . C ons ide r i ng  t he
scope and complexit y  of 409A and the
regulations, this will be a lengthy process
in many cases.

It should be noted that, although Notice
2007-78 does provide some relief, it does
require that the plan designate in w rit-
ing before Januar y 1, 2008, a compliant
t ime and form of pay ment of the non-
qual i f ied defer red compensat ion. For
example, the plan may provide that an
amount deferred under the plan w il l  be
paid in the form of a l ife annuit y com-
m e n c i n g  o n  t h e  l at e r  of t h e  s e r v i c e
prov ider’s  separat ion f rom ser v ice  or
attaining age 65. However, a plan may
not  prov ide  t hat  an  amount  defer red
under the plan w il l  be paid during the
t h re e  ye a r s  fo l l ow i n g  t h e  s e r v i c e
provider’s separation from service. Care-
ful attention to this written compliant time
and form of pay ment provision under
the Notice is important by December 31,
2007.

The regulations are set up in four parts
consisting of provisions defining NQDC
plans and the var ious  except ions and
e xc lu s i on s  to  s u c h  p l a n s , prov i s i on s
describing the form and timing of defer-
ral elections, special rules related to per-
missible payments under NQDC plans and
certain transit ional rules.

NQDCs; the basics
The regulations begin by defining a non-
qualified deferred compensation plan as
any plan that provides for the deferral of
compensation.2 This is a ver y broad def-
inition3 in that the reference to “any plan”
could encompass plans not thought of as
a deferred compensation plan in the tra-
ditional sense. For example, certain tax-
able medical reimbursement plans would
fit this definition. The point here is that
it is imperative to review all employee ben-
efit plans for possible exposure to 409A.

Compensat ion is  defer red if , under
the terms of the plan, the service provider
has a legal ly binding r ight to compen-
sat ion during a taxable year (general ly
the year in which the underly ing ser-
v ice s  are  p er for me d )  t hat , u nder  t he
plan, is or may be payable to the ser vice
provider in a later taxable year. 4

Note the subt let y  w ith reference to
“may be payable” in a later year. Accord-
ing to the preamble to the regulations,
compensation that is deferred to a future
year but is paid in the earlier year in which
the compensation is earned will consti-
tute deferred compensation, even though
the payment was not in fact deferred. To
make matters worse, such payment may
constitute a violation of the prohibited accel-
eration payment rules and therefore will
be subject to the 409A penalties.

For example, employee Bob elects in
2008 to defer $30,000 salar y earned in
2009 to 2011. B ob’s  employer  instead
pays this amount to Bob in 2009. Although
Bob has not in fact deferred the com-
pensat ion as it  is  paid in the same year
in which he earns it , such compensation
w il l  const itute deferred compensat ion
because it  “may be payable” in 2011. The
consequence of this is  that the plan is in
violat ion of the accelerat ion provisions
under 409A and, therefore, Bob is sub-
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EXTEND TRANSITIONAL RELIEF IN APPLICATION OF 409A TO NON QUALIFIED DEFERRED
COMPENSATION PLANS

As this article was going to press, the IRS issued a notice providing additional transitional relief

in the application of 409A to certain plans.

The IRS recently issued Notice 2007-86. This notice provides additional transition relief regard-

ing the application of 409A to NQDC plans by extending to December 31, 2008, the transition relief

that was scheduled to expire on December 31, 2007, as provided in Notice 2006-79 and the pre-

amble to the final regulations. Such transition relief includes changes to the form of payment elec-

tions and the time of the payment of NQDC such that changes may be made until  December 31,

2008, without the changes being treated as an acceleration of a payment or being subject to 409A’s

restrictions on subsequent deferrals. This provision retains the restriction where elections to

change the time and form of payment cannot delay receipt to a later year of amounts otherwise

payable in 2008 or accelerate to 2008 amounts otherwise not payable in 2008.

For example, amounts otherwise payable in 2009 may be deferred to 2010 but not accelerated

to 2008 where the election is made in 2008. This is an extremely important transition rule that

should be considered carefully. The Notice also extends to December 31, 2008, the ability to replace

discounted stock rights (as discussed earlier, generally problematic) with new undiscounted stock

rights that comply with 409A. Importantly, compliance with the final regulations is not required

before January 1, 2009, a one-year delay. Instead, NQDC plans may be operated through Decem-

ber 31, 2008, in compliance with the provisions of 409A and applicable provisions in other tran-

sition guidance, including Notice 2005-1 and any other generally applicable guidance published

with an effective date prior to January 1, 2008. The plan must be amended on or before December

31, 2008, to conform to the provisions of 409A and the final regulations.

ject to a $6,000 penalt y. 5 Will Bob ever
be surprised!!

What’s excluded?
The regulations specifically exempt from
409A qualified employer plans such as
pension and profit  sharing plans, SEPs,
Si mpl e  p l a n s  a n d  4 5 7 ( b )  p l a n s . A l s o
excluded are certain welfare benefit plans
including vacation leave, sick leave, com-
pensator y t ime, disability pay and death
b enef it  plans , as  wel l  as  hea lth  re im-
bursement arrangements providing ben-
e f i t s  or  re i mbu rs e m e nt s  t h at  a re  not
includible in taxable income and Archer
Medica l  Sav ings  Accounts  and health
Savings Accounts. 6

Short-term deferrals; basic rule
As def ined, a  plan must  prov ide for  the
defer r a l  of compensat ion in  order  to
be subject to 409A. The regulations pro-
v ide a  ver y  impor tant  except ion in  the
case  of “shor t-ter m defer ra ls” in  that
shor t- ter m defer r a ls  do not  result  in
the defer ral  of compensat ion. 7 Accord-
ingly, shor t-term deferrals  are not sub-
jec t  to  409A.

A shor t-term deferral  occurs where
the compensation is paid on or before
the 15th day of the third month (referred
to as the applicable 2 1⁄2 month period) fol-
lowing the later of the ser vice recipient’s
(i.e., the employer) or ser vice provider’s
year in which the right to the payment is
no longer subject to a substantial risk of
forfeiture. If such compensation is never
subject to a substantial risk of forfeiture,
it is considered to be no longer subject
to a substantial risk of forfeiture on the
first date the service provider has a legally
binding right to the payment.8

For example, ABC Construction Com-
pany awards a bonus to employee Jane
on December 1, 2008. The bonus is not
subject to a substantial risk of forfeiture.
ABC is a calendar year taxpayer. If ABC
pays Jane on or before March 15, 2009,
the bonus plan will not be considered to
provide for the deferral of compensation
and 409A will not apply as the bonus was
paid on or before 2 1⁄2 months following
the end of the year in which the bonus is
(deemed) no longer  subjec t  to  a  sub-
stantial risk of forfeiture.

If, instead, ABC is a November fiscal
year end and the bonus is awarded to Jane
on December 1, 2008, the payment dead-
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line to constitute a short-term deferral is
February 15, 2010, the 15th day of the third
month following the later of the service recip-
ient’s year (November 30, 2009) or the ser-
vice provider’s year (December 31, 2008)
in which the payment is no longer subject
to a substantial risk of forfeiture. In this
case, Jane can defer tax on this compen-
sat ion for an addit ional year (2010 vs.
2009) because of her employer’s fiscal year.

Assume that calendar year ABC awards
a bonus to Jane on December 1, 2008, where
Jane w i l l  for feit  the  bonus unless  she
continues to perform ser vices through
D e cemb e r  3 1 , 2 0 1 0 . In  t hat  c a s e , t he
bonus is  subject to a substantial  r isk of
forfeiture through 2010, at which t ime
the bonus is  no longer subject to a sub-
stantial  r isk of forfeiture. The applica-
ble 2 1⁄2 month period is w ith reference
to December 31, 2010, such that the bonus
must be paid to Jane by March 15, 2011.9

A subtle exception
There is a subtle exception to the short-
term deferral rule: The rule provides that,
if the plan provides for any payment that
will or may be made later than the end of
the applicable 2 1⁄2 month period, such as
a separation from service, the plan pro-
vides for a deferred payment and the short-
term deferral rule does not apply.10 This
would be the case even if the particular
event, such as a separation from service,
occurred within the 2 1⁄2 month period
because the event and, therefore, the pay-
ment, could have been made on a date
subsequent to the 2 1⁄2 month date.

It may be advisable to document the
bonus and payment date in writing even
though it is anticipated that the bonus
will be paid within the 2 1⁄2 month period
and, therefore, excluded from 409A. In
the event the employer is unable to pay the
bonus by the short-term deferral deadline,
a special rule exists that will treat the pay-
ment as having been made on the sched-
uled date as long as it is paid within the
same taxable year of the service provider.11

Substantial risk of forfeiture
The determination of whether there is  a
substantial  r isk that the deferred com-

pensation may be forfeited and, if it does,
the period of the r isk is  ver y important
under 409A. For example, as discussed
earlier, the short-term deferral rules are
based on the year in which the r ight to
pay ment is  no longer subject to a sub-
st ant ia l  r isk  of for feiture. If a  lega l ly
binding r ight to compensat ion occurs
in 2009 and pay ment is  made by March
15, 2011, under the assumption that a
substantial  r isk of forfeiture runs from
2009 through 2010, it  would be impor-
tant that the condition qualifies as a sub-
stantial risk of forfeiture. If it did not (e.g.,
the condit ion is a covenant not to com-
pete that does not qualif y as a substan-
t ial  r isk of forfeiture under 409A), the
payment would not qualify for the short-
term deferral  and, as a result, could be
in violat ion of 409A.

Section 409A(d)(4) provides that sub-
stantial risk of forfeiture exists where an
individual’s rights to compensation are
conditioned upon the future performance
of substantial services by the individual.
The regulations expand on this definition
by providing that compensation is subject
to a substantial risk of forfeiture if the
amount is conditioned on the performance
of substantial future services or the occur-
rence of a condition related to a purpose
of the compensation such as attaining a
certain level of earnings or completing
an initial public offering, and the possi-
bility of forfeiture is substantial.

Separation from service without cause.

An involuntary separation from service with-
out cause (e.g., a layoff ) is included in the
definit ion of substantial r isk of forfei-
ture.12 For example, a separation pay plan
that is payable in the event the separation
is involuntary and without cause from the
employee would come under this if the
possibility of a forfeiture is substantial. In
other words, in the event such an invol-
untar y separation does not occur, then
the deferred compensation is forfeited.

Good reason voluntary separation from

service. As discussed above, an invol-
untar y separat ion from ser vice w ithout
cause is specifically included as a r isk of
forfeiture if the possibilit y of forfeiture
(i.e., separat ion from ser vice does not
occur) is  substantial. What about a sit-
uat ion where an employee voluntar i ly
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leaves because of certain negative changes
in his employ ment relat ionship?

As one of the favorable modifications
to the proposed regulat ions, the f inal
regulat ions include a voluntar y separa-
tion from ser vice with good reason as an
involu nt ar y  s ep ar at ion  f rom  s er v ice .
Good reason is general ly based on facts
a nd  c irc u ms t a nces  w here  t he  s er v ice
recipient has taken act ions that result
in a material  negat ive change to the ser-
v ice  prov ider’s  ser v ice  relat ionship. 13

For  example , chang ing cof fee  ser v ice
would not l ikely const itute a  mater ial
negat ive change but a mater ial  reduc-
t ion in the ser v ice provider’s compen-
s at ion  wou ld . O t he r  i nd ic at ions  of a
material  negat ive change would include
the ser vice provider’s duties to be per-
formed, or the condit ions under which
such duties are to be performed.

The regulations provide a ver y struc-
tured, time-sensitive safe harbor system
under which a voluntar y separation from
ser vice with good reason is deemed to
exist and, therefore, included as an invol-
untar y separation from service. Specifi-
cally, the safe harbor refers to five specific
conditions as well as any other action or
inaction that constitutes a material breach
by the service recipient of the agreement
under which the ser vice provider pro-
vides services any one of which constitutes
a material negative change. These condi-
t ions include a material  diminution of
pay, duties, authority, or responsibilities
as well as a material change in the geographic
locat ion at which the ser v ice provider
must perform services.14

The safe harbor also requires that cer-
tain t ime-sensit ive act ions must occur
on the part of the ser vice provider. First,
the ser vice provider must separate from
service within two years following the ini-
t ial  existence of one or more of these 6
conditions. Second, the ser vice provider
must provide notice to the ser vice recip-
ient within 90 days of the initial existence
of t he  cond it ion . Fi na l ly, t he  s er v ice
recipient must have at least 30 days to rem-
edy the condit ion. 15

As these safe-harbor condit ions are
ver y structured and time sensitive, there
will be some practical problems in adher-
ing to these safe-harbor rules. Employee

documentation is ver y important to sup-
port adherence to these t ime lines (e.g.,
the date the condit ion f irst  came into
existence, the date the notice was pro-
vided to the ser v ice recipient, etc.).

So, what does all of this mean? First,
the voluntar y separation from service for
good reason constitutes a substantial risk
of forfeiture. This means the pay ment
may be deferred to a year following the
year in which the substantial risk of for-
feiture lapses (i.e., the year of separa-
tion). At that point, the ser vice provider
vests in the separation pay.16 If the sepa-
ration pay is payable and paid within the
short-term deferral period following the
year of separation and the other short-
term deferral rules are met (e.g., the plan
does not provide for a payment date that
“may” occur after the 2 1⁄2 month period),
the plan is exempted from 409A, as dis-
cussed earlier. If, on the other hand, the
voluntary separation from service plan were
without good reason, entering into the
agreement would constitute a deferral of
compensat ion w ith immediate vest ing
and, likely, in violation of 409A.

Second, as a voluntary separation from
service for good reason, the plan is treated
as an involuntar y separat ion from ser-
vice plan.17 The regulations exclude from
409A separat ion pay due to an involun-
t a r y s e p a r at i on  f rom  s e r v i c e  “to  t h e
extent” that the separat ion pay does not
exceed two t imes the lesser of the annu-
alized compensat ion for the year prior
to the year of separation or the qualified
p l a n  l i m i t at i o n  u n d e r  4 0 1 ( a ) ( 1 7 )
($225,000 for 2007) and the plan provides
that the separat ion pay must be paid no
later than the last day of the second year
of the service provider following the tax-
able year of the service provider in which
occurs the separation from service.18 The
“to the extent” quotat ion is to highlight
the effect that this is  not an al l-or-none
provision. In other words, if the limita-
t ion is  2 t imes the 401(a)(17) amount
of $225,000, or $450,000, and the sepa-
rat ion pay totals  $500,000, 409A only
applies to the excess, or $50,000.

Aside from the favorable tax results in
the exclusion from 409A, separation pay
plans for good reason may be of inter-
est as a protective measure to a prospec-
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t ive employee in negotiat ing his or her
employ ment agreement.

Stock rights
The regulations and their preamble pro-
v i d e  con s i d e r a b l e  at te nt i on  to  s to c k
r i g hts . Sto ck  r i g hts  are  compr ised  of
nonqual i f ied stock opt ions and stock
appreciat ion r ights. Stock options w ith
an exercise  pr ice  at  or  ab ove  the  fa ir
market value of the underly ing stock on
date of grant general ly do not const i-
tute deferred compensat ion and 409A
does not apply. 19 A stock option that is
issued w ith an exercise price lower than
the fair market value of the underly ing
stock on the date the option is granted
general ly has a  problem in comply ing
with 409A where the option may be exer-
cised beyond the tax year of the recipi-
ent in which it is issued. Similar rules apply
to stock appreciat ion r ights.

This makes the determination of the
stock’s fair  market value cr it ical. This
determination is relat ively simple in the
case of publicly traded stock but more
dif f icult  and uncer t ain  in  the  case  of
non-publicly traded stock. The regula-
tions provide considerable guidance and
s a fe h a r b o r s , s u c h  a s  t h i rd - p a r t y
appraisals, in valuing non-publicly traded
stock. The risk upon examination is that
the IRS values the stock on date of grant
at an amount greater than the exercise
price. This, in turn, can easi ly tr igger
penalt ies under 409A.

Deferral elections
In the case of a service provider, an elec-
tion to defer compensation must be made
by the end of the service provider’s tax-
able year preceding the year in which the
underly ing ser vices are performed. For
example, a service provider must elect by
December 31, 2007, to defer compensation
to be earned in 2008. There is an excep-
tion where the service provider is required
to perform services for at least 12 months
subsequent to the date he obtains a legally
binding right to the compensation. In that
case, the election may be made on or before
the thir t ieth day fol low ing the date he
obtains the legally binding right as long

as the election is made at least 12 months
before the earliest date the forfeiture con-
dition could lapse.

Initial deferral elections. In the case of
the first year in which the service provider
is eligible to part icipate in the deferred
compensat ion plan, the elect ion may be
made w ithin 30 days af ter  the ser v ice
provider becomes eligible to participate
in the plan. In addition, in the case of per-
formance-based deferred compensation
plans, the election to defer compensation
under such plans may be made within six
months  before  the  end of the  per for-
mance period.20 The performance period
mu s t  b e  fo r  a  p e r i o d  of at  l e a s t  1 2
months . 21 In  b oth  cases , the  defer red
compensat ion do es  not  include  com-
pensation earned prior to the election date.

Subsequent deferral elections. There
may be cases where the ser vice provider
would like to extend the deferral period.
The regulations allow for this under cer-
tain rules. In general, the scheduled pay-
m e nt mu s t  b e  at  l e a s t  1 2  m o nt h s
subsequent to the date of the deferral
e le c t ion  a nd  t he  sub s e quent  defer r a l
period must be at least 5 years except in
the case of death, disability, or the occur-
rence of an unforeseeable emergency. 22

Permissible payments
Section 409A limits payments under non-
qualified deferred compensation plans
to the fol low ing events:
1. Separat ion from ser vice
2. Disabilit y
3. Death
4. A specified t ime or fixed schedule
5. Change in corporate ow nership or

control or ow nership of a substan-
t ial por t ion of the corporate assets

6. Occurrence of an unforeseeable
emergency 23

Separation from service. In def ining
“separat ion f rom ser v ice,” the regula-
t i o n s  prov i d e  t h at  a  t e r m i n at i o n  of
employ ment  const i t utes  a  sep ar at ion
from ser vice. A termination of employ-
ment does not include military leaves, sick
l e ave s  or  o t h e r  b o n a  f i d e  l e ave s  n o t
exceeding 6 months. In addit ion, leaves
exceeding 6 months do not const itute
employ ment termination if the individ-
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ual retains statutory or contractual rights
to reemploy ment. In general, a  termi-
nat ion of employ ment is  based on facts
and circumstances with safe harbors such
as a  reduct ion in ser v ices  to no more
than 20 percent of the average level of
ser v ices  per for med over  the  pr ior  36
months.24 Again, the regulations provide
extensive guidance as  to what  const i-
tutes a termination of employ ment and,
t herefore , a  s ep ar at ion  f rom  s er v ice ,
because of Treasur y’s concern that this
is an event that can be easily manipulated.

Specified time or fixed schedule. A spec-
ified time or fixed schedule exists where,
at the t ime the amount is  deferred, the
t i me  or  f i xe d  s che du le  i s  obj e c t ive ly
determinable. For example, a payment date
in the year following the year the ser vice
provider’s child graduates from college
is  not object ively determinable. How-
ever, a pay ment date upon the employee
attaining the age of 55 would be objec-
t ively determinable. Again, the regula-
tions give considerable attention to when
a s p e c i f ie d  t i me  or  f i xe d  s che du l e  i s
object ively determinable.

Flexibility is provided in allowing for
an alternative payment date in the case of
the service provider’s death, disability, a
change in cor porate ow nership or the
occurrence of an unforeseeable emergency.
In addition, a plan may allow for an alter-
native payment schedule if the event occurs
on or before one specified date. An exam-
ple is provided where a plan may provide
that a service provider will receive a lump
sum payment of his entire benefit on the
first day of the month following a change
in control  event that  occurs before he
attains age 55, but will receive 5 substan-
tially equal annual payments commenc-
ing on the first day of the month following
a change in control event that occurs on
or after he attains the age of 55.25

Other events
The regulations provide extensive guid-
ance and definit ions regarding disabil-
i t y, c h a n g e  i n  ow n e r s h i p  a n d  t h e
occurrence of an unforeseeable emer-
genc y. Disabi l it y  is  defined in par t  as
the inabilit y of the ser v ice provider to
engage in any substantial  gainful act iv-

it y  by  reas on of a  phys ica l  or  ment a l
impairment that can be expected to result
in death or last  for at least 12 months.
The determination of disabilit y can be
w ith reference to, and in in accordance
w ith, a disabilit y insurance program.

A change in corporate ownership con-
sists of a change in the ownership of the
corporation, a change in effective con-
trol of the corporation or a change in the
ownership of a substantial portion of the
assets of the corporation. In general, a
change in the ownership of the corpora-
tion occurs from an acquisition of stock
constituting more than 50 percent of the
total  fair  market  value or total  vot ing
power of the stock of the corporation. A
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change in the effective control of the cor-
poration occurs from an acquisition by any
one person, or more than one person act-
ing as a group, of stock of the corpora-
tion possessing 30 percent or more of the
total voting power of the stock of the cor-
poration during the 12-month period end-
ing  on  t he  d ate  of t he  most  re cent
acquis it ion by such pers on. Final ly, a
change in ownership of the corporation
occurs from the acquisition of 40 percent
of the fair market value of all the assets
of the corporation over a 12-month period.

Final ly, an unforeseeable emergency
is a severe financial  hardship to the ser-
v ice provider result ing from an i l lness
or accident of the ser v ice provider, the
ser v ice  prov ider’s  spouse, the ser v ice
provider’s beneficiar y or dependent and
as a result of the service provider’s prop-
erty loss, due to casualty, or similar extra-
ord i n a r y  a n d  u n fore s e e a b l e  c i rc u m -
stances arising as a result of events beyond
the control of the ser vice provider.

The regulat ions prov ide substant ial
guidance in further defining these events.26

Conclusion
The regulations and preamble are exten-
sive, with over 300 pages including numer-
ous examples i l lustrat ing many of the
complex rules under 409A. The downside
risk of not complying can best be described
as a parade of “horribles” inflicted on the
employee. Careful attention must be given
to these rules and, although the contrac-
tual requirements are deferred for a year
under Notice 2007-78, there is a sense of
urgency in attending to certain favorable
transition rules that will be expiring at the
end of 2007 and cer tain elect ions that
must be made by the end of this year. The
unsuspecting employee may well describe
the 409A “experience” as a root canal—
without the Novocain!  n

NOTES
1 See, e.g .,  Notice 2005-1, IRB 2005-2, 274, 2005-1

CB 274 and proposed regulat ions issued Septem-
ber 2005.

2 Treas. Reg. Sec. 1.409A-1(a) (“Section”).

3 See Section 1.409A-1(c)(1) defining “plan” to include
any agreement, method, program, or other arrange-
ment that may be adopted uni lateral ly by the ser-
vice recipient or negotiated between the service
recipient and one or more service providers.

4 Section 1.409A-1(a). The preamble to the regulations
def ines “ legal ly  b inding” to inc lude contractua l
r ights that are enforceable under appl icable laws
governing the contract.  Sec. 1.409A-1(b) excludes
f rom th is  def in i t ion  compensat ion  that  may be
reduced unilaterally or eliminated by the service recip-
ient or other person after the services creating the
right to the compensation have been performed. Such
discretion is based on the part icular facts and cir -
cumstances. The regulat ion elaborates on whether
such discretion in substance exists (e.g .,  the ser-
v ice provider  may have contro l  over the person
retaining such discretion).

5 Preamble TD 9321, I I I  A; see 409A(a)(3) and Sec-
t ion 1.409A-3( j ) .

6 Sections 1.409A-1(a)(2) and 1.409A-1(a)(5).
7 Sec. 1.409A-1(b)(4).
8 Id.
9 See Section 1.409A-1(b)(4)(i i i) for examples of short-

term deferral  rule.
10 Sec. 1.409A-1(b)(4)( i ) (D).
11 Section 1.409A-3(d). This regulation is actually more

expansive in that it  permits a payment date beyond
the service provider ’s taxable year.  Specif ica l ly,
payment may be made by the f i fteenth day of the
third calendar month fol lowing the date specif ied
in the plan where the ser vice provider is not per-
mitted direct ly or indirect ly,  to designate the tax-
ab le  yea r  o f  the  payment .  Fo r  examp le ,  i f  the
designated payment date were November 1, 2009,
payment wil l  be deemed made on such designated
dated if  made by the later of December 31, 2009
(i .e.,  within the service provider ’s taxable year)  or
Februar y 15,  2010 ( i .e. ,  the f i fteenth day of  the
third calendar month fol lowing the date specif ied
in the plan),  as long as the service provider is not
permitted, direct ly or indirect ly,  to designate the
taxable year of the payment ( i .e. ,  2009 or 2010).  In
addit ion, payment wil l  be treated as made on the
designated payment date if it  is paid no earl ier than
30 days before the designated payment date and
the service provider is not permitted, directly or indi-
rectly, to designate the taxable year of the payment.

12 Section 1.409A-1(d)(1).
13 Section 1.409A-1(n)(2).
14 Id.
15 Id.
16 Without this, the substantial risk of forfeiture lapses

in the year the service provider obtains a legal ly
binding r ight to the compensation (general ly, in the
year i t  is earned).

17 Section 1.409A-1(n)(2).
18 Section 1.409A-1(b)(9)( i i i ) .
19 Section 1.409A-1(b)(5).  In addit ion, the number of

shares under the option must be f ixed at date of
grant,  the transfer of the option must be subject
to tax under IRC section 83 and the option must
not include any feature for  the deferra l  of  com-
pensation other than the deferral  upon the later of
exercise or vesting of the underlying stock.

20 Section 1.409A-2(a)(8).
21 Section 1.409A-1(e).
22 Section 1.409A-2(b).
23 Section 1.409A-3(a).
24 Section 1.409A-1(h).
25 Section 1.409A-3(c).
26 Sections 1.409A-3( i ) (3),  (4) and (5).
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