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Deferred Compensation Paid by Offshore Funds 
Limited by the Emergency Economic Stabilization Act  
BY ANDREW M. SHORT AND DAVID M. RITCHIE 

On October 3, 2008, Congress enacted the 
Emergency Economic Stabilization Act of 2008, 
P.L. 110-343 (the “Act”).  In addition to its 
many other provisions, Section 801 of the Act 
adds Section 457A to the Internal Revenue 
Code which is intended to generally curtail the 
ability of investment fund managers to defer 
income recognition of management and 
incentive fees due from offshore funds 
organized in tax havens.  The measure was 
included as a revenue-offset for the extension 
of a package of various tax incentives and tax 
credits, and is effective for fees for services 
performed after December 31, 2008.  Existing 
deferrals for services provided before January 
1, 2009 may continue to be deferred but must 
generally be included in gross income before 
2018. 

Specifically, under the new law any 
compensation that is deferred under a 
“nonqualified deferred compensation plan” with 
a “nonqualified entity” must be included in 
income by the service provider (e.g. the fund 
manager) when there is no longer a substantial 
risk of forfeiture (generally when there is no 
longer a requirement to perform future 
services).  Previously the recognition of such 
compensation could be deferred until it was 
actually or constructively received. 

 

A nonqualified deferred compensation plan is 
defined as in existing Section 409A, the 2004 
legislation that imposed significant additional 
restrictions on deferred compensation plans 
generally.  However, Section 457A also applies 
to rights to compensation based on the 
appreciation in value of a specified number of 
equity units of the service recipient (e.g. the 
investment fund).  The scope of this provision is 
potentially broad and likely will cover forms of 
compensation such as stock appreciation rights 
and phantom carry plans, but it does not 
appear that the definition was intended to 
include a typical carried interest or profits 
interest plan. 

Compensation will not be considered deferred 
for purposes of Section 457A if the service 
provider receives payment within 12 months 
after the end of the service recipient’s taxable 
year.     

Nonqualified entities for this purpose include 
foreign corporations unless substantially all the 
corporation’s income is: (a) effectively 
connected with a U.S. trade or business or (b) 
subject to a comprehensive foreign income tax.  
A comprehensive foreign income tax for this 
purpose includes the tax of a foreign country 
which has a comprehensive income tax treaty 
with the United States.  Since the typical 
offshore fund is treated as a corporation, is 
organized in a no-tax jurisdiction, and seeks to 
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avoid any effectively connected income, it will 
likely be such a nonqualified entity. 

Nonqualified entities also include partnerships 
unless substantially all of the partnership’s 
income is allocated to persons other than: (a) 
foreign persons not subject to a comprehensive 
foreign income tax, and (b) U.S. tax-exempt 
organizations.  Thus substantially all of the 
income of a partnership must be taxed in the 
hands of the partners under the U.S. income 
tax, or be subject to a comprehensive foreign 
income tax, for the partnership not to be 
treated as a nonqualified entity. 

The statute provides that if the amount of 
income is not determinable at the time it should 
otherwise be included in income, the income 
will not need to be included until the amount is 
determinable, but subject to an interest charge 
and a 20% penalty.  There is an exception to be 
provided in regulations for compensation that is 
determined solely by reference to the gain on 
disposition of a single investment asset.  Such 
compensation may be deferred until the date of 
the asset’s disposition. 

Section 457A is effective for amounts deferred 
that are attributable to services performed after 
December 31, 2008.  However, for existing 
deferrals, Section 457A provides that the 
compensation must be included in income prior 
to 2018 (unless the compensation will not vest 
until a later year).  For any plans that have 
previously deferred compensation into 2018 or 
beyond, the legislation instructs the Treasury to 
issue guidance allowing plans to distribute 

existing deferrals that would become taxable 
prior to 2018 under the new legislation, without 
violating the existing requirements for a 
nonqualified deferred compensation plan under 
Section 409A.  This guidance is also to cover 
the payment of related deferrals under a back-
to-back plan. 

The statute provides for the Treasury to issue 
regulations or guidance to address a number of 
issues and the precise effects of this legislation 
await such clarification from the Treasury.  In 
the interim, fund mangers should consider the 
following: 

• Fund managers who are currently 
taking their compensation in the form of 
deferred fees from an offshore fund 
should consider restructuring the 
manner in which they receive their 
incentive and/or management fees.   

• Fund managers who have deferred fees 
into 2018 and beyond should plan to 
revise those deferrals by December 31, 
2008, pending the guidance to be 
issued by the Treasury.   

• Although the legislation will not 
otherwise affect existing deferral 
amounts, fund managers should keep in 
mind that the provisions of their 
deferral agreements should otherwise 
be brought into conformance with the 
provisions of Section 409A and the 
regulations thereunder by December 
31, 2008. 
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If you have any questions concerning these developing issues, please do not hesitate to contact any of 
the following Paul Hastings lawyers: 

New York 
Andrew M. Short 
212-318-6018  
andrewshort@paulhastings.com 
 

Palo Alto 
Thomas S. Wisialowski 
650-320-1820  
thomaswisialowski@paulhastings.com  

Los Angeles 
David M. Ritchie 
213-683-6143 
davidritchie@paulhastings.com 
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