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Recently enacted Section 409A (Section 409A) of the U.S. 
Internal Revenue Code (the “Code”) dramatically alters the 
U.S. federal income tax treatment of “nonqualified deferred 
compensation plans.”  Section 409A imposes a 20% tax, 
which is in addition to ordinary income tax, on executives 
who collect under plans and other arrangements that fail 
to conform with the strict terms of Section 409A. The term 
“nonqualified deferred compensation plan” is extremely broad 
and includes a wide range of employment, compensation, 
benefit and severance arrangements.1  The sweeping nature of 
this new section will require that multinational and non-U.S. 
companies review their benefit plans and other compensatory 
arrangements if they relate to any employees (U.S. or 
otherwise) who are subject to U.S. income taxation.

Although the impact of Section 409A on multinational and 
non-U.S. companies initially was uncertain, the U.S. Internal 
Revenue Service (the “IRS”) recently published proposed 
regulations interpreting Section 409A (the “Proposed 
Regulations”).  These proposed regulations confirm that 
Section 409A may have a potentially significant impact.2   
Most notably, the Proposed Regulations provide significant 
relief for multinational and non-U.S. companies by carving 
out certain non-U.S. plans and expatriate arrangements 
from the definition of “nonqualified deferred compensation 
plan.”  Otherwise, any arrangement deemed to provide for 
nonqualified deferred compensation would be subject to strict 
rules on off-shore funding, deferral elections, and benefit 
distributions.  A violation of any of the applicable Section 
409A requirements would result in tax penalties for service 
providers who are or may become subject to U.S. income 
taxation.  

This client alert highlights some of the key elements of the 
proposed Section 409A regulations.  While they will not go 
into effect until the first taxable year beginning on or after 
January 1, 2007, companies already are required to operate 
their nonqualified deferred compensation plans in “good 
faith” compliance with Section 409A, and may need to take 
certain actions by as early as December 31, 2005.  Thus, it 
is important for multinational and non-U.S. companies to 
reevaluate as soon as possible any arrangement that may be 
subject to Section 409A, including non-U.S. plans, stock-
based plans and global employee mobility programs, in order 
to identify any need for change. 

Compensation Not Subject to U.S. Federal 
Income Taxation

In general, Section 409A does not extend taxation to persons 
not otherwise subject to U.S. federal income taxation.  Thus, 
compensation that was not subject to U.S. federal income 
taxation prior to Section 409A generally will not become 
subject to U.S. federal income taxation simply because of 
Section 409A.  Accordingly, the proposed regulations confirm 
the following:  

• Section 409A does not impact compensation that would 
not be subject to U.S. federal income taxation under a tax 
convention or other bilateral or multilateral agreement 
to which the U.S. is a party if the individual actually 
had been paid the compensation at later of the time (i) 
the individual had a legally binding right to it; or (ii) the 
legally binding right was not subject to a substantial risk 
of forfeiture. 

• Section 409A does not apply to any scheme, trust or 
arrangement maintained with respect to an individual, 
if contributions made by or on behalf of such individual 
to such scheme, trust or arrangement are excludable by 
such individual for U.S. federal income tax purposes 
pursuant to any bilateral income tax convention to 
which the U.S. is a party.

• Compensation that would not be subject to U.S. federal 
income taxation (if it were paid to the individual at the 
later of the times described in the first bulleted paragraph 
above) under one of the following Code Sections is not 
subject to Section 409A:  (i) Section 893 (relating to non-
U.S. workers of a non-U.S. government or international 
organization working in the United States), (ii) Section 
872 (relating to certain nonresident aliens, such as those 
who derive income from international operations of 
ships or aircraft or participate in certain exchange or 
training programs), and (iii) Section 931 or 933 (relating 
to residents of Guam, American Samoa, the Northern 
Mariana Islands, and Puerto Rico).

• Section 409A does not apply to compensation that 
would be exempt from U.S. federal income taxation 
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(if it were paid to the individual at the later of the times 
described in the first bulleted paragraph above) because it 
would constitute foreign earned income (within the meaning of 
Code Section 911(b)(1)) of a qualified individual (as defined in 
Code Section 911(d)(1)), provided that the amount exempted 
from 409A is limited to the difference between the maximum 
exclusion under Code Section 911(b)(2)(D) (which is $80,000, 
as adjusted for inflation after 2007) and the amount actually 
excludible from gross income by the qualified individual for 
the relevant taxable year.3  

Compensation Subject to U.S. Federal Income Taxation

Compensation subject to U.S. federal income taxation, on the other 
hand, is potentially subject to Section 409A.  With respect to such 
compensation, the Proposed Regulations provide the following 
relief:

Non-U.S. Plans4 

Broad-based Retirement Plans.  Certain exemptions are available 
for non-U.S. plans that qualify as “broad-based retirement plans” 
maintained by a non-U.S. person.  A broad-based retirement plan 
maintained by a non-U.S. person must be written and, with respect 
to each participant, provide for payment of a reasonable level of 
benefits at death, a stated age, or an event related to work status 
(and any minimum distribution to the participant’s survivors upon 
the participant’s death must be merely incidental to the participant’s 
retirement benefits).  In addition, if the plan is maintained by 
an employer, it must (i) be nondiscriminatory in its coverage of 
employees, substantially all of whom must be nonresident aliens 
or aliens deemed to be resident only because of their substantial 
presence in the United States (under Code Section 7701(b)(1)(A)); 
(ii) contain provisions that generally limit each participant’s ability 
to use plan benefits for purposes other than retirement or restrict 
access to plan benefits prior to a separation from service; (iii) be 
subject to tax or plan provisions that discourage participants from 
using plan assets for purposes other than retirement; and (iv) provide 
for payment of a reasonable level of benefits at death, a stated age, 
or an event related to work status and minimum distribution rules 
that cause death benefits to be incidental.

A broad-based retirement plan maintained by a non-U.S. person will 
be exempt from Section 409A  (and not treated as a “nonqualified 
deferred compensation plan”) with respect to:

• any nonresident alien or alien deemed to be resident under 
Section 7701(b)(1)(A)(ii) of the Code only because of his or her 
substantial presence in the United States; or

• any U.S. citizen or lawful permanent resident if all of the 
following requirements are met:  (i) he or she is not eligible 
to participate in a U.S. tax-qualified employer-sponsored 
plan, (ii) his or her participation in the plan is non-elective, 
(iii) only “foreign earned income” (as defined in Section 911 
of the Code) is deferred, and (iv) the deferred amount does 
not exceed the annual benefit limit if the plan were a U.S. tax 
qualified plan.5

De Minimis Exemption.  The Proposed Regulations provide a de 
minimis exemption for certain deferred compensation payable 
to nonresident aliens for services performed in the United States.  
Under this exemption, if the amount deferred under a non-U.S. 
plan, agreement or arrangement maintained by a non-U.S. person 
that is attributable to services a nonresident alien performed in 
the United States does not exceed $10,000 for any given taxable 
year, the deferred amount is not treated as nonqualified deferred 
compensation and is, therefore, exempt from Section 409A.  

Stock-based Plans

The Proposed Regulations confirm that a non-discounted stock 
option to purchase parent company common stock that has no 
other deferral feature generally is exempt from Section 409A.  
In addition, the Proposed Regulations include two clarifications 
regarding stock options that affect multinational and non-U.S. 
companies:  

• Stock Options for American Depositary Receipts or American 
Depositary Shares.  The Proposed Regulations provide that 
American Depositary Receipts or American Depositary Shares 
representing parent company common stock generally may be 
used as the underlying stock for a stock option without adverse 
Section 409A consequences to the participants.  American 
Depositary Receipts and American Depositary Shares are 
popular instruments used by non-U.S. companies that list 
their stock on U.S. exchanges or conduct stock offerings in the 
United States.  

• Valuation for the Purpose of Issuing Non-discounted Stock 
Options.  To avoid the application of Section 409A, a stock 
option granted with respect to parent company common stock 
that is readily tradable on an established securities market6  must 
have a strike price at least equal to the fair market value of the 
underlying stock on the date of grant.  Prior to the Proposed 
Regulations, uncertainty existed as to whether valuation based 
on an average price over a period of time – which is required 
by law in certain non-U.S. jurisdictions – would be treated as 
a “reasonable valuation method.”  The Proposed Regulations 
eliminate this uncertainty and provide that companies may set 
the exercise price of a stock option based on an average price 
of the underlying stock over a specified period if (i) the period 
begins and ends within 30 days before and after the grant 
date and (ii) the terms of the grant are irrevocably established 
before the beginning of the period.  To the extent that any 
company is subject to non-U.S. laws that require pricing of its 
stock options based on an average over a period of time, this 
is important relief.  The fair market value of a stock option 
granted with respect to parent company common stock that 
is not readily tradable on an established securities market may 
be determined by the reasonable application of any reasonable 
valuation method. 

Expatriate Arrangements

It is common for multinational and non-U.S. companies to 
structure expatriate arrangements to take advantage of applicable 
totalization agreements7 or, in the absence of such agreements, 
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otherwise address social security tax issues.  These entities also 
often provide tax equalization payments to expatriates that are 
designed to put them in the same economic positions as if they had 
continued to work in their home countries by paying the excess 
taxes the expatriates incur as a result of their non-U.S. assignments.   
The Proposed Regulations provide the following relief with respect 
to such expatriate arrangements:

• Social Security Systems.  In general, Section 409A will not 
apply to a non-U.S. social security benefit that (i) is subject to 
a totalization agreement or (ii) is government-mandated.  At 
this point, it is unclear if benefits attributable to an individual’s 
voluntary contributions to a non-government-mandated social 
security system that is not subject to a totalization agreement 
would be covered by Section 409A.

• Tax Equalization Arrangements.  Tax equalization payments 
often would provide for deferred compensation, because they 
cannot always be paid immediately after the end of the year 
to which such payments relate.  The delay in the payments 
generally is due to the time it takes to (i) calculate U.S. and 
non-U.S. tax liability, while taking into consideration the 
impact of any tax gross-up payments, and (ii) reconcile any 
differences between tax equalization payments that often are 
provided in advance based on estimated taxes and actually 
assessed taxes.  In order to provide a meaningful exemption 
for these types of payments, the Proposed Regulations exempt 
compensation paid under a tax equalization arrangement if 
it is paid no later than the end of the second calendar year 
beginning after the calendar year in which the employee’s U.S. 
federal income tax return must be filed for the year in which the 
tax equalization payments relate (including any extensions).8  
Thus, for example, if an expatriate works abroad during 2006, 
his or her employer may make a tax equalization payment as 
late as December 31, 2009.  Tax equalization arrangements for 
any given tax year will be exempt from Section 409A if they 
are intended not to and do not exceed the amount needed, 
after the payment of taxes on the equalization payment, to 
compensate the employee for the amount by which U.S. and 
non-U.S. taxes on the employee’s compensation exceed the 
U.S. taxes he or she would have paid if not subject to non-
U.S. taxation.  It is unclear whether payments above this 
permissible threshold would subject the entire arrangement to 
Section 409A or whether Section 409A only would apply to 
the excess payments.

• Changing Residence Status.  A plan, agreement or arrangement 
that is subject to Section 409A is deemed to comply with 
the Proposed Regulations with respect to any amount paid 
to an individual during the first calendar year in which such 
individual becomes a resident alien.  Furthermore, any amount 
payable in a subsequent calendar year is deemed to comply 
with Section 409A, if the relevant arrangement under which 
such payments are made is amended no later than December 
31 of that first calendar year to ensure that the time and form 
of payments comply with Section 409A.  Thus, if a company 
intends to send a nonresident alien employee to the United 
States and believes that such employee will become a resident 
alien as a result of the assignment, the company should 
ensure that the necessary changes can be made to the relevant 
compensation arrangements prior to the end of the first year of 

the assignment in order to avoid any Section 409A compliance 
issues.

Similar relief is provided for deferral elections that occur during the 
first calendar year in which an individual becomes a resident alien: 
The individual may make an initial deferral election at any time 
during that first calendar year with respect to compensation payable 
for services performed during that first calendar year or with respect 
to compensation the right to which is subject to a substantial risk of 
forfeiture as of January 1 of that first calendar year.  The election, 
however, may not apply to amounts paid or first payable on or 
before the date the individual makes the deferral election.  This 
exemption to the general rule that a deferral election must be made 
in the year prior to the year in which the compensation is earned 
does not apply to subsequent calendar years, except when it is again 
available to an individual who becomes a resident alien again after 
not being a resident alien for at least five consecutive years before 
the year in which the individual again becomes a resident alien.

Transition Relief 

All of the Section 409A transition relief is equally applicable to non-
U.S. plans, arrangements, and agreements.  For a full discussion of 
this relief, please see our client alert titled “Proposed Section 409A 
Regulations Provide Relief and Planning Opportunities for 2005” 
(10/12/05).

Action Items

Below is a list of action items we would recommend to every non-
U.S. or multinational company that must address the international 
aspects of Section 409A:

Items Relating to U.S. Citizens/Permanent Residents Working Outside 
the United States

• Consider amending plans, arrangements or agreements 
that cover qualified individuals (as defined in Code Section 
911(d)(1)) in order to –

(i) limit deferrals to the difference between the maximum foreign 
earned income exclusion under Code Section 911(b)(2)(D) and 
the amount actually excludible form the qualified individual’s 
gross income; or 

(ii) comply with Section 409A.

• Identify any totalization agreements that may exist that will 
exempt non-U.S. social security benefits from Section 409A.  
Alternatively, identify any jurisdiction that is not covered by 
a totalization agreement but where the social security system 
requires employees to contribute to government-mandated 
plans.  Benefits attributable to such contributions will be 
exempted from Section 409A.

• Review expatriate agreements to determine if the company 
may be responsible for any Section 409A taxes arising from a 
tax equalization arrangement that does not conform with the 
Proposed Regulations and make appropriate changes to the 
arrangement to avoid or minimize this consequence.
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FOLLOW-UP ALERTS AND TELECONFERENCES 

We will issue one more special client alert and hold two more teleconferences on specific Section 409A issues. The schedule for the teleconferences 
(all to be held from 1:00 P.M. to 2:30 P.M. Eastern Time*) follows: 

November 10: International Issues
November 17: Severance Pay 
   
To register for any teleconference, or if you have any questions, please contact 409AForum@paulhastings.com. 

CONTACT ATTORNEYS

Mark Poerio (202) 551-1780 markpoerio@paulhastings.com 
 
Erika Collins (212) 318-6789 erikacollins@paulhastings.com 
 
Kenji Hosokawa (212) 318-6874 kenjihosokawa@paulhastings.com 
 
Lynda Noggle (202) 551-1777 lyndanoggle@paulhastings.com

Items Relating to Non-U.S. Citizens/Permanent Residents Working 
in the United States

• Identify any plans, arrangements, or agreements that may be 
subject to Section 409A in order to amend them to comply 
with Section 409A, if necessary. Ideally, take action before 
2006 in order to assure the broadest range of alternatives and 
the best informed choices by affected individuals.

• Review retirement plans maintained by non-U.S. persons that 
cover individuals who are working in the United States but 
who are neither U.S. citizens nor U.S. permanent residents to 
ensure they qualify as “broad-based retirement plans” under 
the Proposed Regulations.  

• Review stock option plans (and other stock-based plans, 
where relevant) to ensure that –

(i) fair market value determinations are made in accordance 
with the Proposed Regulations; and 

(ii) the stock underlying the awards qualifies as “service 
recipient stock,” because a failure to qualify will trigger 
application of Section 409A and its potential penalties.  The 
term “service recipient stock” is explored in more detail 
in our client alert titled “Code Section 409A Coverage 
and Exemptions After the Release of the Proposed 409A 
Regulations” (10/19/05).

• Monitor expatriate employees and global mobility programs to 
ensure that any change in the residence status of a nonresident 
alien who moves to the United States does not result in Section 
409A noncompliance.

1.  For a more detailed explanation of Code Section 409A and the Proposed Regulations, 
please see our previously published client alerts, namely: “Proposed Section 409A Regulations 
Provide Relief and Planning Opportunities for 2005” (10/12/05), “Code Section 409A Coverage 
and Exemptions After the Release of the Proposed 409A Regulations” (10/19/05), “Deferred 
Compensation: Elections and Distributions Under the Proposed 409A Regulations” (10/27/05), 
and “409A Issues Relating to Stock-based Compensation” (11/2/05).
2. See Proposed Treasury Regulations §§ 1.409A-1 through 1.409A-6.
3. Earnings on any contributions or compensation that is exempt from Section 409A because it 
is exempt from U.S. federal income taxation are also exempt from Section 409A except to the 
extent recharacterized as deferrals under Treas. Reg. § 31.3121(v)(2)-1(d)(2)(iii)(B) (for non-
account-based plans), Treas. Reg. § 31.3121(v)(2)-1(d)(2)(iii)(A) (for account-based plans), or 
similar principles (for other types of plans).
4. A minor, but nonetheless important exemption exists with respect to non-U.S. plans that 
hold contributions in trust.  The preamble to Proposed Regulations notes that, because such 
contributions are subject to U.S. federal income taxation under Code Section 402(b), they are 
exempt from 409A.

5. The annual limit generally is (i) the lesser of $170,000 (in 2005, and $175,000 in 2006) or 
the participant’s average compensation for the last three years in the case of a defined benefit 
plan, or (ii) the lesser of $42,000 (in 2005, and $44,000 in 2006) or the participant’s compen-
sation in the case of a defined contribution plan.
6. An established securities market for this purpose includes a “foreign national securities 
exchange which is officially recognized, sanctioned, or supervised by governmental authority.”  
See Treas. Reg. § 1.897-1(m)(2).
7. A totalization agreement is a bilateral agreement between the U.S. and a non-U.S. govern-
ment without which expatriate employees would be subject to social security taxes in both the 
United States and the jurisdiction of the counterparty.
8. Earnings on any compensation that is exempt from 409A pursuant to the exemption for tax 
equalization arrangements are also exempt from 409A except to the extent recharacterized 
as deferrals under Treas. Reg. § 31.3121(v)(2)-1(d)(2)(iii)(B) (for nonaccount-based plans), 
Treas. Reg. § 31.3121(v)(2)-1(d)(2)(iii)(A) (for account-based plans), or similar principles (for 
other types of plans).


