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JO N AT H A N  C H A P M A N ,  C PA

N
on qual i f ied  defer red com-
pensat ion  (“NQD C”)  plans
are fairly common. Typically,
the employer and employee
enter into an agreement where

the pay ment of compensation for ser vices
to be performed wil l  be deferred to some
point in the future. There is  considerable
flexibilit y with NQDC plans (tailoring the
plan to specific employees, amounts funded,
vest ing, etc.) as compared with their qual-
ified plan cousins such as pension and profit
s h a r i n g  p l a n s , 4 0 1 K  p l a n s  a n d  v a r i ou s
equity-based plans including ESOPs, stock
bonus and incentive stock option plans that
must  comply w ith cer tain statutor y and
regulator y restr ict ions.

Unlike qualif ied plans, the employer’s
deduction in the case of a NQDC plan is timed
to coincide with the employee’s inclusion
i n  t a x a b l e  i n c om e . S o, for  e x a mp l e , a n
employee with deferred compensation of
$100,000 would incur, in a properly struc-
tured NQD C plan, federal  income tax of
$30,000 upon distribution, assuming a 30%

federal tax rate, and the employer would
deduct $100,000. But wait, as they say in the
commercials, “there’s more!!” In addit ion
t o  t h e  $ 3 0 , 0 0 0  fe d e r a l  i n c om e  t a x , t h e
employee could be faced w ith a  $20,000
penalty. But wait . . . we’re not finished. The
employee could also be faced with an inter-
est charge on tax deficiency (at rates that
I def y anyone to achieve on his own).

Welcome to the new world of Internal
Revenue Code Sect ion 409A, a creature of
the American Jobs Creat ion Act of 2004.
This  ar t icle  w i l l  discuss  409A’s  require-
ments and its rather harsh economic penal-
t ies  for  fa i l ing  to  comply  w ith  them. In
addit ion, we wil l  explore the broad scope
of 409A and how it  may apply to situations
t hat  wou ld  nor m a l ly  not  b e  considere d
defer red  compensat ion. Final ly, we  w i l l
look at some of the exceptions to 409A and
some ver y important transit ion rules con-
cerning grandfathered deferred compen-
sat ion.

Of some urgency, certain act ions must
take place in 2005 in order to avoid these
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penalt ies, including a review of ever y pos-
sible arrangement, w ritten or other w ise,
that  could even remotely be v iewed as a
deferred compensation plan.

Definition and exclusions
S e c t i on  4 0 9 A  bro a d l y  d e f i n e s  a  N Q D C
p l a n  a s  a ny  p l a n  t h at  prov i d e s  for  t h e
deferral  of compensation, excluding qual-
i f i e d  e mp l oye r  p l a n s  su c h  a s  qu a l i f i e d
pension, prof i t  shar ing  and s to ck  b onus
p l a n s , a n d  c e r t a i n  v a c at i on  l e ave , s i c k
l e ave , comp e ns ator y  t i me , di s abi l i t y  p ay
or  death  b enef it  plans. 1 Compensat ion is
d e fe r re d  u n d e r  t h e  p l a n  i f t h e  s e r v i c e
prov ider  ( i .e . , an  employee  or  indepen-
d e nt  cont r a c t or )  h a s  a  l e g a l l y  b i n d i n g
r i g ht  to  comp ensat ion  that  has  not  b e en
ac t ua l ly  or  const r uc t ive ly  re ce ive d  dur -
i n g  t h e  ye a r  a n d  t h e  p ay m e nt  o f s u c h
compensat ion is  defer red to  a  later  year. 2

The scope of this  def init ion is  consid-
erably  bro ad and would encompass  ver-
ba l  as  wel l  as  w r it ten  ag reements . What
would normally not be considered deferred
compensat ion may wel l  b e  caug ht  up in
these rules. Consider, for example, a fairly
common executive perk, a personal finan-
cial  planning al lowance, where an unused
por t ion may b e  car r ied  over  to  a  subse-
quent year. The car r yover element would,
on a  l i tera l  bas is , const itute  compensa-
tion (i.e., the personal financial allowance)
t h a t  i s  d e f e r r e d  ( t h e  c a r r yov e r  o f t h e
unused amount), assuming that  the exec-
utive is vested at the end of the year. Think
of t h e  su r pr i s e  on  t h e  e xe c ut ive’s  f a c e
when he  f inds  that  he  is  subjec t  to  a  20%
penalty on the unused portion. This would
n o t  m a k e  f o r  a  p l e a s a n t  c o nv e r s a t i o n
between the execut ive  and his  employer’s
H.R. depar t ment.

Failure to Comply with 409A
requirements
As pointed out in the above example, 409A
imposes a significant penalt y and interest
as well  as accelerat ion of tax for failing to
comply with al l  of its requirements. There
are  speci f ic  consequences  for  fa i lure  to
comply with the 409A requirements.

I n come  Acce l e r a t i on . A l l  c omp e n -
s at i on  d e fe r re d  u n d e r  t h e  p l a n  for  t h e

t a x a b l e  ye a r  a n d  a l l  pre c e d i n g  t a x a b l e
ye a rs  i s  i nclude d  i n  g ross  i ncome  to  t he
extent  not  subjec t  to  a  substant ia l  r isk  of
forfeiture3 and not prev iously included in
g ross  i ncome. 4 For  ex ample , assume that
Mar y, a n  X Y Z  e mploye e , e l e c t s  i n
2 0 0 4  to  d e fe r  $ 5 0 , 0 0 0  comp e n s a -
t ion  e a r ne d  i n  2 0 0 5  u nt i l  her  s on
beg ins  col lege. Fur ther  assume that
Ma r y  h a s  e a r ne d  su ch  comp e ns a -
t ion  and i t  i s  not  ot her w ise  subjec t
to  a  sub s t a nt i a l  r i sk  of for fe i t u re
a s  of t h e  e n d  of 2 0 0 5 . Fi n a l l y, a s s u m e
t h at  her  s on  b e g i ns  col le ge  i n  2 0 0 9  a nd ,
in  accordance w ith  the  plan, the  defer red
c o m p e n s at i o n  i s  d i s t r i b u t e d  t o  h e r  i n
2 0 0 9 . As  w i l l  b e  d i s c u s s e d  shor t ly, t he
agreed upon timing of the distribution fails
one  of the  re quirement s  of 409A. There-
fore , Ma r y  wa s  re qu i re d  to  i n clude  t he
$ 5 0 , 0 0 0  i n  h e r  2 0 0 5  t a x  re t u r n , n ot  i n
2 0 0 9  w he n  she  re ce ive s  t he  comp e ns a -
t ion .

In te rest . I nt e r e s t  i s  c h a r g e d  a t  t h e
underpay ment rate plus 1% on the under-
pay ment  of tax  that  would  have  o ccur red
h a d  t h e  d e f e r r e d  c o m p e n s a t i o n  b e e n
includible in gross income for the taxable
ye ar  in  which  f i rs t  defer red  or, i f later,
t h e  f i r s t  t a x a b l e  y e a r  i n  w h i c h  s u c h
defer re d  comp e ns at ion  i s  not  subje c t  to
sub s t a nt i a l  r i sk  of for fe i t u re . 5 In  Mar y’s
c a s e , b ot h  t he  defer r a l  a nd  ves t i ng  ( i . e . ,
no substant ial  r isk of for feiture)  occur at
t h e  e n d  o f 2 0 0 5 , a s  m e nt i o n e d  a b ove .
Therefore, b ecause  the  plan fa i led  to  sat-
isf y al l  of the requirements of 409A, Mar y
should have included $50,000 in her 2005
t a x  ret u r n . As su m i ng  a  3 5 %  t a x  br a cket ,
Mar y  h a s  a n  u nder p ay ment  of t a x  tot a l -
i ng  $ 1 7 , 5 0 0  a s  of Apr i l  1 5 , 2 0 0 6 . She  w i l l
i nc u r  i nteres t  f rom  Apr i l  1 5 , 2 0 0 6  to  t he
d ate  such  t a x  i s  u lt i m ately  p a id .

Penalties. A 20% penalty is charged on
the compensat ion required to be included
in  taxable  income. 6 In  Mar y’s  case , she
would be  subjec t  to  a  $10,000 penalt y  for
2009. Not  a  g reat  day for  Mar y. However,
al l  of this unpleasantness could have been
avoided i f , instead of the  dist r ibut ion’s
being t ied to  her  son’s  beg inning col lege,
t he  dis t r ibut ion  were  t ie d  to  a  sp e c i f ic
d a t e  ( s ay, S e p t e m b e r  1 , 2 0 0 9 ) . T h i s , I
bel ieve, is  a  clear  i l lust rat ion of the  t rap
for  the  unwar y. A s imple  change  to  t he
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ADDITIONAL PROPOSED IRS AND TREASURY REGULATIONS: ADDENDUM-
OCTOBER 5, 2005

Subsequent to the writing of this article, the IRS and Treasury issued proposed reg-

ulations providing further guidance on the application of 409A to nonqualified deferred

compensation plans. This addendum modifies this article to take into account certain

provisions under these regulations.

Corrective action relief; deadline extended
Relief is provided as to the date by which corrective actions must be taken to bring

a plan into compliance with 409A. Notice 2005-1 imposed a December 31, 2005, dead-

line to amend a plan to bring it into compliance. The proposed regulation extends this

deadline to December 31, 2006. The regulations also extend to December 31, 2006 the

date through which the plan must be operated in good faith compliance with 409A

and Notice 2005-1.

Short-term exclusion rules
There was some question as to whether a written plan was required in order to exclude

benefits paid within 2
1/2 months after the end of the year of service. The government

dropped the written plan requirement for short-term deferrals. However, it is strongly

recommended that taxpayers adopt a written plan in case such short-term deferrals

are not paid within the 2
1/2 months after earned but are paid within the same cal-

endar year. A payment made within the same calendar year as the designated date is

treated as paid on the designated date. The written plan would allow for the position

that a date has been designated.

Stock appreciation rights
Notice 2005-1 imposed considerable complexity in the case of stock appreciation

rights, creating different rules for public and private companies. The regulations sim-

plif ied these rules, treating stock appreciation rights similar to stock options, regard-

less of  whether the stock appreciation right is  sett led in cash and regardless of

whether the stock appreciation right is based on service recipient stock that is not

readily tradable on an established securities market.

Severance
Severance, referred to as “Separation Pay Arrangements” in the regulations, is excluded

from the 409A rules in the case where separation pay is paid under an arrangement

that is a collectively bargained separation pay arrangement that provides for sepa-

ration pay upon an actual involuntary separation from service. In addition, the regu-

lations exclude separation pay due to involuntary separation that is not paid under

a collectively bargained arrangement where the separation pay does not exceed, in

general, two times the lesser of the service provider ’s annual compensation for the

year prior to the year of involuntary separation or the maximum amount of compen-

sation that may be taken into account for certain retirement plan contribution l imi-

tations, currently $210,000.

In addition to involuntary separation arrangements, the regulations also exclude

separation pay that is paid under what is referred to as “Window Programs.” The term

“Window Program” refers to a program established by the service recipient to pro-

vide for separation pay in connection with a separation from service, for a l imited

period of time, no greater than one year, to service providers who separate from ser-

vice during that period.
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plan would have avoided all of this unpleas-
ant ness.

Section 409A requirements
As il lustrated, the consequences for failing
to satisfy the 409A requirements are severe.
Needless to say, it  is  cr it ical  that both the
employer and employee understand these
requirements and ensure that their NQDC
plan is in compliance.

Under Sect ion 409A, NQD C plans are
subject to certain restrictions concerning
the timing of distributions from the plan  and
the t iming of elections to defer compensa-
tion, and are prohibited from any acceler-
ation of distributions. These requirements
must be both part of the plan and adhered
to operationally. In other words, it is not suf-
ficient for the plan to provide for the par-
ticular requirement; the plan must also be
operated in accordance with the requirement.7

A failure to sat isf y any of these require-
ments, either contractually or operationally,
w il l  t r igger the above penalt ies, interest
and income accelerat ion. These sanctions
are applied on an employee-by-employee
basis.8 To make matters worse, these con-
sequences are imposed at  the employee 9

level even if the v iolat ion is caused by the
employer. For  this  reason, the employee
should be especial ly diligent in providing
that the plan be reviewed by a competent
professional and insuring that it  is in com-
pliance with 409A or amended, as appro-
priate. In fact, it  has been suggested that
the more diligent employee may well  insist
that  the  plan prov ide that  the  employer
reimburse the employee for any penalt ies
result ing from a v iolat ion of 409A.

There are certain grandfathering provi-
s i on s  s u c h  t h at  a m ou nt s  d e fe r re d  a n d
vested10 before 2005 and related earnings
are not  subject  to these rules. As a  cau-
tionary note, if the NQDC plan that includes
compensation that has been grandfathered
is “material ly modified” after October 3,
2004, grandfathering wil l  be lost. In other
words, a modification to the plan can expose
substantial  amounts of deferred compen-
sat ion accumulated as  of Decemb er  31,
2004, to 409A and related penalt ies  and
interest. And, to make matters worse, the
employee may not even know about it  until
he is audited by the IRS and by then it  wil l

be too late. This will likely create a very expen-
sive t ime bomb for some unsuspect-
ing retired employees. (We will review
guidance provided by the IRS as to what
constitutes a material modification.)

Specific 409A requirements
With all of this discussion as a back-
drop, let’s take a look at some of the
specifics of 409A.

Requirement Number 1–Distributions. Under
Section 409A, distributions of previously
deferred compensation from NQDC plans
may not be made any earlier than (1) the
employee’s separation from service, (2) dis-
ability, (3) death, (4) a specified time or pur-
suant to a fixed schedule, (5) a change in the
ownership or effective control of the corpo-
ration or in the ownership of a substantial
portion of the corporation’s assets, or (6)
the occurrence of an unforeseeable emer-
gency.11 It should be noted that a “specified
time” does not include a specified “event”
such as an employee’s child beginning col-
lege, while it does include, for example, a
distribution upon the employee’s attaining
age 65.12 (Recall that this was the problem with
Mary’s plan.)

Disabilit y is  defined, in general, as the
inability to engage in any substantial gain-
f u l  a c t iv i t y  by  re a s on  of a ny  m e d i c a l ly
determinable physical  or mental  impair-
ment which can be expected to result  in
death or can be expected to last for a con-
t inuous period of at least 12 months.13

In the case of an unforeseen emergency
attributable to an accident or i l lness of the
employee , the  employee’s  spouse  or  the
employee’s dependent, a distr ibution may
b e made for  the  f inancial  consequences
incurred by the employee. Financial  hard-
ship is determined by taking into account
reimbursements, compensation by insurance
or by a limited liquidation of the employee’s
assets.14 In addit ion, distr ibutions to pay
taxes reasonably anticipated as a result  of
the distr ibution are permitted.

A common prov is ion  in  many NQD C
plans is an accelerat ion clause. An accel-
eration clause allows the employee to accel-
erate a distr ibution from the plan subject
t o  a  m on e t a r y  p e n a l t y  i mp o s e d  on  t h e
employee. Under the doctrine of constructive
receipt, the employee is subject to tax on
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deferred compensation if such compensa-
t ion is  avai lable  to  the  employee  at  any
t ime.15 Although the accelerat ion clause,
by itself, would render the compensation
available and, therefore, immediately tax-
able to the employee, the monetar y penalty
(sometimes referred to as a “haircut”) pro-
vision is  general ly relied upon as a sub-
stantial  limitat ion or restr ict ion such that
the compensat ion is  not available to the
employee and, therefore, the employee is not
in constructive receipt.16 The accelerat ion
clause brings us to the second requirement.

Requirement Number 2–Acceleration of

Benefits. As a general rule, a NQDC plan
may not permit accelerat ion of the t ime or
schedule of any pay ment under the plan,
except as provided by regulat ions issued
by the Secretar y. As of the date of this writ-
ing, no regulations have been issued. How-
ever, IRS Notice 2005-1 does al low for an
accelerated distr ibution of deferred com-
pensat ion under  cer tain  c ircumstances.
Specifically, a distribution may be accelerated
if such distr ibution is:
1. to someone other than the plan part ic-

ipant under a domestic relat ions order
(kind of a good news/bad news situa-
t ion);

2. in the case of a conflict of interest,
compliance with a cert ificate of
divest iture;

3. in the case of a sect ion 457(f ) plan
(i.e., a certain NQDC plan provided by
governmental and tax exempt organi-
zations), an amount sufficient to pay
income taxes upon the employee’s
vest ing;

4. in an amount not greater than $10,000
where the pay ment accompanies the
termination of the entirety of the
employee’s interest in the plan, the
pay ment is made on or before the later
of (a) December 31 of the calendar
year in which occurs the employee’s
separat ion from ser vice or (b) the date
2 1/ 2 months after the part icipant’s sep-
arat ion from ser vice, and

5. in an amount necessar y to pay the
FICA tax on compensation deferred
and related income tax on the distr ib-
ution to pay the FICA tax.17

R e q u i r e m e n t  N u m b e r  3 – D e f e r r a l  

E lect ions. In general, an election to defer
compensation (including bonuses) for ser-

vices rendered must be made by the close of
the taxable year prior to the year in which the
related services are rendered.18 For example,
a deferral election for compensation earned in
2006 must be made by December 31, 2005. An
exception is provided in the case of an employee’s
first year of eligibility to participate in the
plan, such that the employee may make an elec-
tion to defer compensation for services to be
performed subsequent to the election within
30 days after the employee becomes eligible to
participate.19 In the above example, an employee
who first becomes eligible to participate in the
plan on July 1, 2006, has until July 31, 2006, to
make the election to defer compensation for
services to be performed subsequent to the
election.

In the case of “performance-based” com-
pensation where compensation is based on
services performed over a period of at least
12 months, the election may be made no later
than 6 months before the end of the period.20

Again, in the above example, if 2006 com-
pensation is based on the employee’s per-
for m a n c e , s u c h  a s  a c h i e v i n g  c e r t a i n
production goals, the employee has until June
30, 2006, to make the elect ion.

Performance-based compensation is with
reference to satisfaction of organization or
indiv idual  perfor mance cr iter ia  and the
performance criteria are not substantial ly
certain to be met at the time a deferral elec-
t ion  i s  per mit te d. Per for mance  cr i te r ia
must relate to the performance of the par-
ticipant service provider, a group of service
providers that includes the participant ser-
vice provider, or a business unit (this may
include the entire organizat ion) for which
the part icipant ser vice provider provides
ser vices.21

Instead of accelerating distributions, an
employee may, for a variety of reasons, wish
to defer an upcoming distr ibution from a
NQDC plan. Section 409A al lows for this,
subject to certain limitations. Specifically,
an election is permitted to delay a payment
under a NQDC plan if the elect ion is made
at  least  12 months before the scheduled
pay ment and, except in the case of pay-
ments for death, disabilit y and unforeseen
emergencies, such pay ment is deferred for
at  least  5  years af ter  the scheduled pay-
ment date.22 For example, if the scheduled
pay ment is Januar y 1, 2007, an elect ion to
defer the payment must be made by Decem-
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b er  31, 2005, and the  defer red pay ment
cannot be made any earlier than Januar y 1,
2012.

So, once it is determined that an arrange-
ment constitutes a NQDC plan, the above
rules come into play. But, it  must first  be
deter mined whether  a  speci f ic  ar range-
ment  const itutes  a  NQD C plan to  beg in
w ith. If it  doesn’t , sec t ion 409A doesn’t
apply. The fol lowing are examples of cer-
tain arrangements that do not constitute
NQDC.

Short-term deferrals
N Q D C  d o e s  n o t  i n c lu d e  c omp e n s at i on
that  is  paid  or  const r uc t ively  received by
the  employee  by  the  later  of the  date  that
i s  2 1/ 2 m o n t h s  a f t e r  t h e  e n d  o f t h e
employee’s  f irst  tax year or the employer’s
f i rst  tax  year  in  which the  amount  is  no
longer subject  to a  substant ial  r isk of for-
fe i t u re . 23 For  ex a mpl e , i n  t he  c a s e  of a
c a l e n d a r  ye a r  e mp l oye r, comp e n s at i on
defer red and vested ( i .e . , not  subjec t  to
a  s u b s t a n t i a l  r i s k  o f f o r f e i t u r e )  a s  o f
D e c e m b e r  3 1 , 2 0 0 5 , a n d  p a i d  t o  t h e
e mp l oye e  by  Ma rc h  1 5 , 2 0 0 6 , d o e s  n ot
c o n s t i t u t e  N Q D C . I n  t h e  c a s e  o f a n
employer  w ith  a  f isca l  year  ending June
3 0 , 2 0 0 6 , c o m p e n s a t i o n  d e f e r r e d  a n d
vested as  of Decemb er  31, 2005, and paid
to  the  employee  by  S eptemb er  15, 2006,
does not const itute NQD C. Note that  w ith
a f iscal  year employer, the 2 1/2 month rule
a l l ows  for  a  f u r t her  t a x  defer r a l  to  t he
employee w ithout the plan becoming sub-
jec t  to  409A.

Nonqualified stock option plans
A di scounted  nonqual i f ied  s to ck  opt ion
plan where  the  exercise  pr ice  i s  less  than
the  under ly i ng  s to ck’s  fa i r  market  va lue
at  the  date  the  s to ck  opt ion  i s  g r ante d  i s
subje c t  to  s e c t ion  4 0 9 A . 24 Given  t hat , i n
m o s t  n on qu a l i f i e d  s to c k  op t i on  p l a n s ,
t h e  e mp l oye e  i s  g i ve n  d i s c re t i on  a s  t o
w he n  to  exe rc i s e  t he  opt ion , such  pla ns
w i l l  not  sat is f y  the  d is t r ibut ion  t i ming
re qui rements  and w i l l  b e  in  v iolat ion  of
4 0 9 A . Howe ver, a n  “at - t he - mone y” sto ck
option where the exercise price may never
b e  less  than  the  s to ck’s  fa i r  market  va lue
at  t he  g r a nt  d ate  i s  gener a l ly  not  t re ate d

as  NQ D C  and, t herefore , not  subjec t  to
4 0 9 A . 25

Stock appreciation rights
T h i n g s  b e c o m e  a  b i t  m o r e  c o m p l i c a t e d
i n  t h e  c a s e  o f s t o c k  a pp re c i at i o n  r i g ht s
o r  “S A R S .” T h e  r u l e s  a r e  d i f f e r e nt
f o r  p u b l i c  a n d  p r i v a t e  c o m p a n i e s
i n  de te r m i n i ng  w he t he r  t he  S A R  i s
s u b j e c t  t o  4 0 9 A .

In  the  case  of a  publ icly  t raded
c omp a ny, S A R s  d o  n o t  c on s t i t u t e
NQDC and, therefore, are not subject
to 409A if the fol lowing requirements are
met:
1. the SAR’s exercise price may never be

less than the underly ing stock’s fair
market value on the grant date;

2. the employer’s stock that is  subject to
the SAR is traded on an established
securit ies market;

3. upon exercise, the SAR must be settled
by deliver y of this traded stock;

4. the SAR does not include any deferral
feature, other than the deferral  of
income recognit ion unti l  the exercise
of the r ight.

In the case of a non–publicly traded com-
pany, the SAR must have been granted on
or before October 3, 2004 and, as above:
• the SAR’s exercise price may never be

less than the underly ing stock’s fair
market value on the grant date;

• the SAR does not include any deferral
feature, other than the deferral  of
income recognit ion unti l  the exercise
of the r ight.

Stated another way, non–publicly traded
company SARs g ranted af ter  Oc tober  3,
2004, are automatical ly subject to 409A.26

Severance
Care must be taken in reviewing the spe-
cif ic  ter ms of any severance ag reement.
The typical severance agreement where the
severance is tr iggered upon an employee’s
involuntary termination and is paid in a lump
sum or within the 2 1/ 2 month period dis-
c u s s e d  e a r l ier  shou ld  not  b e  subj e c t  to
409A. However, the severance agreement
should provide for a definite pay ment date
or schedule in cases where severance for invol-
untar y termination is not paid in a lump
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sum or within the 2 1/ 2  month period. Oth-
e r w i s e , t h e  u n s u s p e c t i n g  t e r m i n at e d
employee could have another shock by way
of interest and the 20% penalty upon exam-
ination.

Care must be especially taken in the case
of a severance agreement that provides sev-
e r a nce  to  a n  e mploye e  w ho  volu nt a r i ly
leaves . Such a  plan may create  a  legal ly
binding and vested r ight to the employee
and, with no specific pay ment date, could
expose the employee to the 409A penalt y
and interest.

Effective dates
Section 409A is effective for compensation
deferred after 2004.27 Amounts deferred as
of December 31, 2004, and earnings related
to such amounts, where the employee has
a legal ly binding r ight to such compensa-
tion and is vested (i.e., the amount deferred
is not subject to a substantial  r isk of for-
feiture) are not subject to 409A.28 As dis-
c u s s e d  e a r l i e r, c a re  mu s t  b e  t a ke n  i n
modif y ing plans that include such grand-
fathered deferred compensation. A “mate-
rial  modificat ion” of a plan after October
3, 2004, wil l  result  in amounts other wise
grandfathered as of December 31, 2004, to
become subject  to 409A. 29 This could be
catastrophic for affected employees.

For example, assume that an employee
who has accrued and vested deferred com-
pensation of $200,000 as of December 31,
2004, under a plan that permits acceler-
ated distr ibut ions, receives  his  defer red
compensation in 2006. Because of grand-
f at he r i ng , he  i s  n ot  subj e c t  to  t he  2 0 %
penalt y  and interest  upon receipt , even
though the plan itself is not in compliance
with 409A because of the acceleration clause.
Now  a s s u m e  t h at , u n b e k n ow n s t  t o  t h e
employee, the employer amends the plan in
such a way that a material modification has
occurred. Now the employee is subject to
a $40,000 penalt y plus interest, causing a
rather  unpleasant  conversat ion between
the employer and employee.

Material modification
Needless to say, understanding what con-
s t i t u t e s  a  “m at e r i a l  m o d i f i c at i on” i s
extremely important. Although the IRS has

provided guidance in this area, the rules are
tr icky and can easi ly  t r ip up a  taxpayer
who, in good faith (by the way, there is no
relief for act ing in good faith), attempts to
amend the plan.

In general, IRS Notice 2005-1 provides
that a material  modificat ion occurs where
a benefit  or r ight exist ing as of October 3,
2004, is enhanced or a new benefit  or r ight
is added. This is  the case even where the
employer exercises  discret ion under the
terms of the plan. However, a material mod-
ificat ion does not include an employer’s
exercise of discret ion over the t ime and
manner of payment of a benefit to the extent
that such discret ion is provided under the
terms of the plan as of October 3, 2004. In
addition, an amendment to the plan to bring
it  into compliance with the provisions of
409A will not be treated as a material mod-
ificat ion unless the amendment enhances
an exist ing benefit  or r ight or adds a new
benefit  or r ight, in which case, a material
modification wil l  have occurred. This is so
even where the benefit  or r ight is  permit-
ted under 409A. For example, adding a dis-
tr ibut ion event  for  disabi l it y, per mitted
under 409A, would const itute a material
modificat ion.30

Confused yet? Given the material down-
side in making a mistake here, it  has been
sug gested that  i t  may be  a  good idea to
avoid amending plans with grandfathered
deferred compensation and, instead, adopt-
ing a new plan and freezing the exist ing
one.

Corrective actions
A corrective period is allowed to bring a plan
into compliance with 409A in the case of a
plan adopted before December 31, 2005.
This relief is  provided where the plan is
operated in  good faith  compliance w ith
409A and IRS Notice 2005-1 during 2005
and is amended on or before December 31,
2005, to conform to the provisions of 409A.
In addit ion, the plan may be amended to
prov ide for  new pay ment elect ions w ith
respect to amounts deferred prior to the elec-
t ion provided that the plan is so amended
and the employee makes the elect ion on or
before December 31, 2005.31

A  pla n  adopte d  b efore  D e cemb e r  3 1 ,
2005, may be amended to al low a part ici-
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pant to terminate participation in the plan

or cancel a deferral  elect ion provided that

the amendment is made on or before Decem-

ber 31, 2005, and the amounts subject to ter-

mination or cancellat ion are includible in

income of the employee in the calendar

year 2005 or, if later, in the taxable year

such amounts are earned and vested.32

Conclusion
As I mentioned at the outset, the severit y

of the penalties for violating 409A are such

that it  is imperative that all  plans that even

remotely may be v iewed as NQD C plans

should be reviewed. In many cases, exist-

ing plans are not in compliance with these

rules and the unexpected trap for the unwary

waits to be sprung. ■
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3 A substant ia l  r isk of forfei ture exists where the
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have drawn upon it during the taxable year if  notice
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example in the regulat ions i l lustrat ing this excep-
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This provision has been rel ied upon in viewing the
haircut for accelerated distributions as providing an
exception to constructive receipt.    

17 IRS Notice 2005-1, Q&A 15.  
18 IRC Section 409A(a)(4)(B)( i ) .
19 IRC Section 409A(a)(4)(B)( i i ) .
20 IRC Section 409A(a)(4)(B)( i i i ) .
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22 IRC Section 409A(a)(4)(C).
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forfeiture exists where entit lement to the amount
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services by any person or the occurrence of a con-
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24 Although discounted stock options are not expl ic-
i t ly treated as NQDC plans under the statute, the
Conference Report as wel l  as Notice 2005-1, Q&A
4(d)( i i )  strongly imply that they are. 

25 Id.
26 IRS Notice 2005-1, Q&A 4.
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