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Overview: Highlights of the 
Final Section 409A Regulations
As discussed in a prior Client Advisory, Treasury and the IRS have issued final regulations interpreting how Internal Revenue Code Section 409A (“Section 409A”) applies to “nonqualified deferred compensation” programs and describing which arrangements are or are not subject to Section 409A. 
Background. Section 409A imposes restrictions on nonqualified deferred compensation arrangements. Compensation is deferred if an employee or independent contractor has a legally binding right to compensation that is or may be payable in a future year. Section 409A affects the timing of deferral elections, as well as the timing and form of distributions from nonqualified deferred compensation plans. For example, key executives of publicly-traded companies generally must wait six months before receiving distributions from a nonqualified deferred compensation plan triggered by a separation from service. The restrictions apply to any amounts that were deferred or became vested on or after January 1, 2005. Section 409A applies to a broad range of plans, programs, and arrangements, including arrangements that historically might not have been considered deferred compensation arrangements, such as supplemental executive retirement plans, severance plans and policies, employment agreements, change in control agreements, stock options and other equity-based compensation programs, incentive and retention bonuses, expense reimbursement arrangements, and split dollar life insurance. 

The penalties for Section 409A violations are significant, and are imposed directly on the individual who receives the deferred compensation. Penalties include immediate taxation of all vested deferred compensation of the same type, an interest penalty based on underpayment of federal income tax, and a 20% additional tax on the amount included in income. Some states have enacted equivalent provisions at the state tax level. While employers are not directly subject to penalties for Section 409A violations, they may face associated tax reporting and withholding penalties.

Effective Dates and Compliance Deadlines. The final regulations do not extend the transition relief for Section 409A compliance. Thus, full documentary and operational compliance is required on and after January 1, 2008. From January 1, 2005 through December 31, 2007, reasonable, good faith compliance with Section 409A and certain IRS Notices is required.  Compliance with the proposed or final regulations is not required for good faith compliance prior to 2008, but compliance with the proposed or final regulations during that period will be deemed good faith compliance with Section 409A.

Some of the more significant highlights of the new rules are summarized below: 
Written Plan Documents. The final regulations require that each nonqualified deferred compensation plan have a written document reflecting the requirements of Section 409A. At a minimum, the written plan must specify the amount to be paid (or the terms of a formula used to determine payments), the payment schedule, any events that trigger payments, and the conditions for any elections under the plan. A plan may be a single, comprehensive document, or may consist of multiple written documents (or may incorporate provisions from various other plans, policies or agreements).  If the sponsoring employer is a publicly-traded company, the plan must expressly provide that benefits owed to key executives upon separation from service must be delayed at least six months. Neither the Treasury Department nor the IRS intends to issue model amendments for purposes of the written plan document requirement, and it is not sufficient to incorporate provisions of Section 409A by reference or to rely on a “savings” clause which states that Section 409A controls notwithstanding any contrary provision of the plan or other agreement.  

All plans must be amended by December 31, 2007 to comply with Section 409A. Due to constructive receipt concerns arising with respect to elections made close in time to related payments, employers should not wait until the end of 2007 to amend their plans.

Short-Term Deferrals.   Under the “short-term deferral rule”, a payment made pursuant to an arrangement under which there is no provision for a deferral of the payment and under which the payment is actually made not later than 2-1/2 months following the later of the year in which the legally binding right to the payment arises or the end of the year in which that right first ceases to be subject to a substantial risk of forfeiture is not deemed to be a deferral subject to Section 409A.  The final regulations liberalize the standard under which a payment can be a short-term deferral even if it is delayed beyond the 2-1/2 months due to unforeseeable events, for example where the payment would jeopardize the ability of the service recipient to continue as a going concern.

The final regulations provide that the short-term deferral rule applies separately to each payment, provided that the entire payment is made during the short-term deferral period.  Where a payment has been designated as a separate payment, it may qualify as a short-term deferral (and thus not deferred compensation) even where the service provider has a right to subsequent payments under the same arrangement.  In contrast, where a payment has not been designated as a separate payment (such as, for example, a life annuity payment or a series of installment payments treated as a single payment), any initial payments in the series will not be treated as a short-term deferral even if paid within the short-term deferral period.  

Stock Option Exercise Periods and Other Stock Rights. Under the proposed regulations, stock options and stock appreciation rights (SARs) issued with an exercise or base price equal to the fair market value of the underlying stock on the date of grant were deemed to be exempt from Section 409A. However, the options and SARs had to be issued with respect to a class of common stock of the employer (or a parent or subsidiary) with the highest aggregate value of any class of stock outstanding, or a class substantially similar to such stock. If the employer had a publicly-traded affiliate, the common stock of the affiliate had to be used. The final regulations provide that any class of common stock of the employer (or a parent or subsidiary) may be used, even if that class of stock is not publicly-traded or is subject to transferability restrictions. However, the common stock used cannot have any dividend or other preferences, other than a liquidation preference.

Even if an option or SAR is issued at full fair market value, it can become retroactively subject to Section 409A if the exercise period is subsequently extended. The proposed regulations had provided an exception for extensions through the end of the year in which the option or SAR would expire (or, if later, 2-1/2 months after expiration). The final regulations expand this exception so that option and SAR exercise periods which are cut short due to separation from service or some other event may be extended to a period not longer than the original exercise period (or not longer than 10 years from the date of grant, if earlier). Also, if the option or SAR is underwater, the exercise period may be extended to any date without implicating Section 409A.

Severance Arrangements. The final regulations expand the “separation pay exclusion” from Section 409A in a number of significant ways. Where all payments under a separation pay arrangement are made by the end of the second calendar year following the year of involuntary separation, any amounts paid up to two times annual compensation (capped at two times the Section 401(a)(17) limit, or a total of $450,000 for 2007) are exempt from Section 409A, even if the total amount of separation pay exceeds the two-times compensation limit. Amounts in excess of the two-times compensation limit would be subject to Section 409A.

The final regulations also provide that certain executive-initiated separations for “good reason” can qualify for the involuntary separation pay exclusion, and thus may be eligible for either the two-times pay or short-term deferral exception. The separation must result from a material negative change in the employment arrangement, and is determined based on all the facts and circumstances.  Any characterization of the separation from service as voluntary or involuntary in the documents relating to the separation is rebuttably presumed to properly characterize the nature of the separation.  

The final regulations include a safe harbor as to what will constitute sufficient “good reason”. The good reason safe harbor should be considered for all employment agreements where separation pay could become subject to Section 409A.  The good reason safe harbor requires that the amount be payable only if the executive separates from service within a predetermined limited period of time not to exceed two years following the initial existence of the good reason condition, and that the amount, time and form of payment upon a voluntary separation from service for good reason be substantially identical to the amount, time and form of payment upon an involuntary separation from service.  In addition, the executive must be required to provide notice of the existence of the good reason safe harbor condition within a period not to exceed 90 days of its initial existence, and the employer must be provided a period of at least 30 days during which it may remedy the good reason condition.  For these purposes, a good reason condition must consist of one or more of the following conditions arising without the consent of the service provider:  (1) a material diminution in the service provider’s base compensation; (2) a material diminution in the service provider’s authority, duties, or responsibilities; (3) a material diminution in the authority, duties, or responsibilities of the supervisor to whom the service provider is required to report, including a requirement that a service provider report to a corporate officer or employee instead of reporting directly to the board of directors of a corporation (or similar governing body with respect to an entity other than a corporation); (4) a material diminution in the budget over which the service provider retains authority; (5) a material change in geographic location at which the service provider must perform the services; or (6) any other action or inaction that constitutes a material breach of the terms of an applicable employment agreement.  

The final regulations include a series of miscellaneous rules exempting de minimis separation payments and certain expense reimbursement arrangements. 

Separation From Service.  The final regulations adopt a simpler standard for determining whether a separation from service, one of the permitted Section 409A payment trigger events, has occurred. Under the final rules, a separation from service occurs when the employer and an employee reasonably anticipate that either the employee will provide no future services after the separation date, or the level of services to be provided after the separation date will permanently decrease to a level that is 20% or less of the services provided by such individual over the preceding 36-month period. There is a presumption of separation if the post-separation services are actually 20% or less, and a presumption of no separation if the post-separation services are actually 50% or more.  In addition, the final regulations permit a plan to define a separation from service as a permanent reduction in services to a level that is 20% - 50% of the services provided over the last 36 months of service. This provision allows a plan to adopt a “phased retirement” policy for its employees.

Expense Reimbursements.  The final regulations provide some additional flexibility with regard to structuring reimbursement arrangements to meet the requirements of Section 409A.

The final regulations extend the limited period during which taxable reimbursements of medical expenses may be provided, to cover the period during which the employee would have been entitled to continuation coverage under a group health plan of the employer under Internal Revenue Code Section 4980B (“COBRA”) if the service provider elected such coverage and paid the applicable premiums.  In addition, the final regulations contain several provisions governing reimbursement plans (including plans providing in-kind benefits and payments of tax gross-ups) that constitute nonqualified deferred compensation plans for purposes of Section 409A, so that employers will be able to design such arrangements to comply with the payment timing requirements of Section 409A.  

The final regulations continue to exclude from coverage under Section 409A the reimbursement of certain expenses such as reasonable outplacement expenses and reasonable moving expenses for a limited period of time due to a separation from service, whether the separation from service is voluntary or involuntary.  The final regulations also require that the eligible expense must be incurred by the service provider no later than the end of the second year following the year in which the separation from service occurs.  However, the final regulations extend the period during which an executive can receive a reimbursement payment by providing that such payments must be made not later than the end of the third year following the separation from service (as long as the expense was incurred within the two-year period).

The final regulations provide an exemption for certain indemnification arrangements.

30-Day Rule for New Participants.   The regulations improve the exception to the general deferral rule under which a newly eligible participant may make an initial deferral election within 30 days after the employee first becomes eligible to participate in the plan. In the case of a nonelective excess benefit plan, an employee may be treated as newly eligible to participate as of the first day of the year after the first year the employee accrues a benefit under the plan (and to apply the election even to benefits for services before the election).

Deferral of RSUs and Similar Awards.  The proposed regulations included a special deferral election rule under which, in the case of certain compensation subject to a forfeiture condition requiring services for a period of at least 12 months (e.g., restricted stock units), an initial election may be made no later than 30 days after the date of grant.  Under the final regulations, this rule is available even if the right to the compensation may vest earlier than 12 months following the election due to death, disability or a change in control, provided that if one of these events occurs before the end of the 12- month period, the deferral election may be given effect only if it is otherwise permissible.

“Key Employee” Determinations.  Payments to key employees of public companies on account of a “separation from service” must be delayed for at least six months after separation. The final regulations include more flexible rules regarding identifying key employees to whom the six-month-delay applies, including allowing employers to apply the delay to all employees or an objectively determined group of up to 200 employees – even though no more than 50 employees may be treated as “key employees” under the “officer” component of the definition. The final regulations also include significant changes to the rules for determining key employees after a spin-off, merger or other corporate transaction, including a rule that no more than a total of 50 employees of the post-transaction entity/entities are required to be treated as key employees.

Aggregation of Plans.  The proposed regulations generally provided that all amounts deferred with respect to a service provider under all plans of a service recipient falling within a particular category would be treated as deferred under a single plan.  The enumerated categories included amounts deferred under account balance plans, amounts deferred under nonaccount balance plans, amounts deferred under separation pay plans providing payments due solely due to an involuntary termination or participation in a window program, and amounts deferred under any other plan.  

The final regulations provide that the bifurcation rules applicable to plans under Internal Revenue Code Section 31.3121(v)(2)-1(c)(1)(iii)(B), which are permissive for purposes of the application of Section 3121(v)(2), must be applied for purposes of the plan aggregation rules under Section 409A.  Accordingly, a portion of a nonqualified deferred compensation plan is a separate account balance plan if that portion otherwise qualifies as an account balance plan and the amount payable to service providers under that portion is determined independently of the amount payable under the other portion of the plan.

The final regulations also provide additional categories of plans for purposes of the aggregation rules.  One category covers split-dollar life insurance arrangements.  Another category is comprised of reimbursement plans, providing for the reimbursement of expenses incurred or the provision of in-kind benefits (as defined in the regulations), to the extent the right to such benefits or reimbursements, separately or in the aggregate, does not constitute a substantial portion of the overall compensation earned by the service provider for performing services for the service recipient, or the overall compensation received due to a separation from service.  Stock rights that constitute nonqualified deferred compensation for purposes of Section 409A also comprise a separate category.

The final regulations further provide for account balance plans to be subdivided into a category for elective plans and a category for nonelective plans.  Plans will only be subdivided in this manner to the extent the amounts deferred under an elective deferral arrangement (and earnings on such amounts) may be separately identified.  For this purpose, a right to a match on an elective deferral will not be treated as an elective deferral arrangement.

In an additional category, any amounts deferred under a foreign plan may be treated as deferred under a separate plan from any amounts deferred under a domestic plan, provided that the deferrals under the plan are deferrals of amounts that would be treated as modified foreign earned income.

Stock Valuation Issues. The final regulations generally reflect the proposed rules for determining the fair market value of the stock underlying options and SARs. For stock that is readily tradable on an established securities market, the final regulations indicate that a stock price based on a 30-day average may be used, provided that the commitment to grant the stock right on a particular day is irrevocable before the 30-day period begins. For privately-held stock, the final regulations reiterate that there must be a reasonable application of a reasonable valuation method, and reflect the three valuation safe harbors set forth in the proposed regulations—an independent appraisal, a non-lapse repurchase formula and the illiquid start-up method. In the case of an illiquid start-up corporation, the employer may rely on a valuation by a qualified individual when no change in control is anticipated within the next 90 days, and no public offering is anticipated in the next 180 days.

Plan Termination and Liquidation. The proposed regulations concluded that the termination and immediate liquidation of a nonqualified deferred compensation plan would constitute a prohibited acceleration of payments under Section 409A. However, the proposed regulations also provided an exception if all plans of the same type were terminated, benefits were paid out 12-24 months after termination, and no new nonqualified deferred compensation plans of the same type were adopted by the employer for a period of five years. The final regulations adopt the same rule, except that the period after which an employer can adopt a new nonqualified deferred compensation plan of the same type is reduced from five to three years.

Nonqualified Plans Linked to Qualified Plans. Nonqualified deferred compensation plans that are linked to qualified plans (depending on the specific design, sometimes referred to as mirror, restoration or excess plans) are subject to the Section 409A requirements. Nonqualified mirror plans generally must continue to provide for elections independent of the underlying qualified plan. The proposed regulations provided certain limited relief which allowed for changes in deferrals to the nonqualified plan based on developments in the qualified plan. The final regulations essentially adopt the same relief as provided in the proposed regulations, but clarify that the linked plan relief provided for elective deferrals in the nonqualified plan (up to the Section 402(g) annual deferral limit) also applies separately to matching contributions in the nonqualified plan.

Split-Dollar Life Insurance. In conjunction with the final Section 409A regulations, the IRS published Notice 2007-34, which generally provides that split dollar life insurance arrangements which are subject to Section 409A may be modified to comply with Section 409A (or to become exempt from Section 409A), and such modification will not be treated as a “material modification” which would cause the final split dollar regulations to apply to arrangements entered into on or prior to September 17, 2003. Notice 2007-34 provides guidance as to which portions of a split dollar life insurance arrangement may be subject to Section 409A.

Partnerships and Other Non-Corporate Entities. The final regulations provide no further guidance as to how Section 409A applies to equity interests in non-corporate entities such as partnerships. Existing guidance indicates that such interests should be treated in the same manner as equity interests issued by corporate entities, and may be eligible for the Section 409A exclusions for options and SARs.

With less than nine months to go before the deadline for fully complying with Section 409A, employers should act now to review and, to the extent required, amend their existing compensation plans, programs, and arrangements to comply with Section 409A.  Employers should also seek advice from legal counsel with respect to the design and documentation of any new plans or arrangements which may be subject to Section 409A. 

Directors and Other Independent Contractors.  Generally, the provisions of Section 409A apply to directors and other independent contractors, as well as employees.

Further Guidance.  Guidance regarding other Section 409A issues, such as valuation of deferred compensation that is subject to tax under Section 409A and reporting of such amounts on W-2’s, is not in the final regulations and will be forthcoming in the future. 
Action Steps.  Employers should act now to review and, to the extent required, amend their existing compensation plans, programs, and arrangements to comply with Section 409A.  Employers should also seek advice from legal counsel with respect to the design and documentation of any new plans or arrangements which may be subject to Section 409A. A list of suggested action steps follows:

1. 
Identify Potentially Affected Plans and Arrangements – In addition to typical nonqualified retirement plans like elective deferral and SERP plans, Section 409A may apply to:
•
stock options, restricted stock units, and other equity-based compensation awards

•
severance plans, policies and arrangements
•
employment and service agreements
•
change in control agreements
•
post-employment reimbursements/in-kind benefits

•
annual and long-term incentive and retention bonus plans

•
long-term incentive plans
•
split dollar life insurance

2. Identify Key Employees -  Public companies should identify those individuals who are “key employees” in order to ensure compliance with the provisions of Section 409A requiring a six-month delay in paying deferred compensation following a termination of employment. 

3. 
Determine Which Plans May Be Exempt – The final regulations provide several exemptions that could remove the items listed above from Section 409A coverage.  Employers should determine which of their arrangements already fit within these exemptions and which could fit with limited modifications. The exemptions for short-term deferrals, severance arrangements, and equity compensation awards should be particularly useful. For example, certain discounted options can still be revised in 2007 and made exempt from Section 409A.
4. 
Determine Required Changes for Covered Plans, Forms and Communications – An employer will need to determine what changes are required to be made to plans, and arrangements that are covered by Section 409A.  Amendments to election and other forms and related communications may also be required.

Arrangements of the types described above covering non-employee directors and other independent contractors also should be analyzed, as the reach of Section 409A is not limited to plans for employees.
Among other matters, it will be necessary to amend the deferral election and distribution rules that the regulations require for existing plans, and to consider whether to amend plans so that they may qualify for the short-term deferral exception or other exceptions from coverage under Section 409A.

It will be necessary to consider the impact of Section 409A on equity compensation practices.  Revisions may be necessary to equity awards to ensure that they are exempt from Section 409A.  Provisions that allow deferral of equity awards, or which permit participants to elect to receive equity in lieu of cash payments, will need to be carefully analyzed.  Any modifications of equity grants, including provisions in employment agreements or otherwise, may result in equity grants which are subject to Section 409A.
5.
Amend Plan Documents -  All required amendments to existing plan and other documents must be made not later than December 31, 2007.  Previously undocumented plans and other arrangements must be documented by December 31, 2007.

6. 
Preserve Grandfathered Benefits – Most employers have already decided whether to “grandfather” benefits that were earned and vested at the end of 2004. Grandfathered benefits remain exempt from the Section 409A rules provided they are not “materially modified.”  Employers who wish to preserve grandfathered treatment should make sure plan amendments, if any, do not result in a material modification.

7. 
Consider Contractual Restraints on Amendments – Because nonqualified retirement plans are typically exempt from most substantive requirements of ERISA, they are analyzed as contracts between the employer and plan participants. Thus, an employer should consider contractual restraints on its ability to amend an existing plan (e.g., to remove distribution rights), particularly with respect to vested amounts.

8. 
Approve Necessary Amendments – Employers will need to have amendments required for Section 409A compliance approved (typically by their Board of Directors or a Board committee) by the end of 2007.

9. 
Draft Administrative Procedures and Participant Communications – Once plan design changes have been developed, these materials should be prepared.

10. 
Consider Securities Law Issues for Public Companies – The establishment or material amendment of an executive compensation arrangement by a public company will generally need to be reported to the SEC on a Form 8-K within four business days of the event. The new plan or amendment will typically need to be included with the next Form 10-Q or Form 10-K filed by the employer. The corporate governance rules and shareholder approval requirements of the NYSE and other exchanges should also be considered.
11. 
Review Service Provider Agreements – An employer should review service provider agreements, such as rabbi trust agreements, for any changes required for Section 409A compliance by the end of 2007 or otherwise desirable (e.g., responsibility for new Form W-2 reporting requirements).

12.
Prepare to Comply with New Reporting Rules -  Employers will be required to value deferred compensation subject to Section 409A, and to report that compensation annually on Form W-2.  Although Treasury and the IRS have not yet released any guidance describing the details of the new valuation and reporting rules, employers should ensure that relevant data is maintained and readily available once that guidance is released.  It will also be necessary for employers to utilize the new valuation rules to determine the amounts, if any, of deferred compensation which are grandfathered and not subject to Section 409A.
If you have any questions about how the new Section 409A rules may apply to your nonqualified deferred compensation plans and programs, or if we can assist you in complying with Section 409A, please contact one of the following attorneys in our Benefits and Compensation Group: 
Michael E. Pietzsch
602-604-6250
pietzsch@ppwn.com
Nancy Williams Bonnett
602-604-6200
williams@ppwn.com
Lisa A. Womack

602-604-6200
womack@ppwn.com
Patrick J. Waltz

602-604-6205
waltz@ppwn.com


