
Employers Should Act ASAP 
Congress Tightens Deferred Compensation Tax Laws 
By Mark Poerio

Buried in the corporate tax legislation that 
Congress passed yesterday is a provision add-
ing Section 409A to the Internal Revenue 
Code(Code). An IRS spokesman was not exag-
gerating when he described Section 409A as  a 
“sea change” in deferred compensation taxation. 
President Bush is expected to sign the legislation.1 

Because Section 409A applies to compensation 
that is deferred or vests after 2004, public and 
private employers must come into compliance 
with it not later than December 31, 2004. We sug-
gest that employers take the following steps:

1. Right now, identify all arrangements that are 
subject to Code Section 409A.

2. By early December, 2004, make necessary 
changes to arrangements, and give affected 
executives any necessary election forms.

3. Before December 31, 2004, finalize all documen-
tation and obtain all necessary elections.

Here are answers to the practical questions you 
should be  considering over the next few weeks. 

Q-1. What arrangements are subject to Section 
409A?

It applies to “nonqualified deferred compensation 
plans,” which Section 409A(d) defines broadly 
as any plan, agreement, or arrangement “that 
provides for the deferral of compensation.”  The 
discussion that follows refers to these collectively 
as “Nonqualified Plans.”

Nonqualified Plans include traditional executive-
level plans that provide for deferred compensation 
and supplemental executive retirement benefits 
(SERPs). Nonqualified Plans also include “any 
agreement or arrangement, including an agree-
ment or arrangement that includes one person”2  
that provided for the deferral of Compensation, 

such as employment agreements, severance agree-
ments, and any other agreements under which 
current or retired executives hold a contract right 
to collect compensation in the future. In addition, 
rabbi trusts are subject to Section 409A (see Q-5 
below). 

Q-2. Are stock-related plans subject to Section 
409A?

Yes, but not typical stock option grants. The new 
law’s Conference Report states that Section 409A 
is not intended to apply to stock options with 
an exercise price that equals or exceeds “the fair 
market value of the underlying stock on the date 
of the grant, if such arrangement does not include 
a deferral feature.”3 The Conference Agreement 
further provides that Section 409A does not apply 
to Code Section 422 incentive stock options Code 
Section 423 employee stock purchase plans.

Section 409A will apply to stock options having 
a below-market exercise price, stock apprecia-
tion rights (especially those settled only in cash), 
restricted stock, phantom stock, and deferred 
shares. 

Q-3. What deferred compensation arrangements 
are exempt from Section 409A?

Section 409A does not apply to broad-based 
retirement and welfare plans, such as tax-quali-
fied retirement plans, eligible Code section 457(b) 
plans, and bona fide vacation leave, sick leave, 
compensatory time, disability pay, or death ben-
efit plans. 

Q-4. What penalties apply to non-conforming 
plans and agreements?

If a Nonqualified Plan violates Section 409A at 
any time during a taxable year, “all compensation 
deferred under the plan for the taxable year and 
all preceding taxable years shall be includible in 
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income to the extent not subject to a substantial 
risk of forfeiture.”4 The term “substantial risk of 
forfeiture” refers to rights conditioned on an indi-
vidual’s future performance of services, a standard 
for which the Conference Report expressly refers 
to extant law under Code section 83.5 

In addition to immediate taxation, Section 409A 
imposes–

o   a 20% income additional income tax on the 
compensation includible in income, and

o   interest on that compensation (but not on the 
additional income tax), at the underpayment 
rate plus 1% from the date income taxation 
should have occurred.6 

Q-5. What are the key Section 409A provisions 
that will cause post-2004 problems?

Code Section 409A tightens the deferred com-
pensation rules that apply to deferral elections, 
distribution elections, and accelerated payment or 
vesting. Nonqualified Plans generally will violate 
Code section 409A if they apply any of the fol-
lowing provisions to compensation deferred or 
that vests after 2004:

o  Deferral elections for non-performance-based 
compensation that occur after the beginning 
of the taxable year in which services are per-
formed (or, if later, more than 30 days after an 
individual first becomes a participant).

o  Deferral elections for performance-based com-
pensation that occur later than six months after 
the beginning of a performance period of at 
least 12 months.

o  Foreign rabbi trusts.

o  Nonqualified Plan funding triggered by a 
change in the employer’s financial health that 
secures Nonqualified Plan benefits.

o  Distribution elections that take effect on a 
change in corporate control, except to the 
extent allowed under Treasury regulations.

o  With respect only to publicly-traded companies, 
distribution elections that take effect for “key 
employees” within the meaning of Code section 
416(i) less than six months after separation 
from service.

o  Distribution elections that take effect earlier 
than the following:

1.  separation from service
2.  individual’s death 
3.  disability(within the meaning of Code sec   

tion 409A(a)(2)(C))

4.  a specified time or pursuant to a specified 
schedule 

5.  an unforeseeable financial emergency

o  A subsequent election that applies to previously 
deferred amounts  unless it  (i) is made at least 
12 months before it become effective, (ii) defers 
the first payment under the second election 
for at least an additional five years, and (iii) is 
made at least 12 months before the first sched-
uled payment if it changes scheduled payments.

o  Acceleration of the time or schedule for any 
benefit payments, except to the extent allowed 
under Treasury Regulations.

Q-6. How does Section 409A affect compensation 
deferred before 2005? 

Section 409A does not apply to pre-2005 defer-
rals, unless the plan under which deferral occurred 
is materially modified after October 3, 2004.7 The 
Conference Report explains that the “addition of 
any benefit, right or feature is a material modifi-
cation,” and cites addition of a “haircut” provi-
sion or an acceleration of vesting as two examples 
of this.8 

The Conference Report explains further that the 
“exercise or reduction of an existing benefit, right, 
or feature is not a material modification.”  The 
Conference Report makes it clear that current tax 
law, not Section 409A, will apply to subsequent 
deferrals of amounts deferred before 2005 under a 
plan that is not materially modified after October 
3, 2004.9 

Q-7. What are pre-2005 deferrals?

The Conference Report states that “an amount is 
considered deferred before January 1, 2005, if the 
amount is deferred and vested before such date” 
(emphasis added).10 Vesting cannot be accelerated 
into 2004 to make amounts qualify as pre-2005 
deferrals.

SUGGESTED NEXT STEPS

This Client Alert is intended to alert employers to 
the importance of responding promptly to Code 
Section 409A. As noted above, employers should 
be prepare to contact affected executives by early 
December 2004, in order to assure that all neces-
sary actions occur before year-end.

Because material modifications to a Nonqualified 
Plan will trigger ordinary income taxation and tax 
penalties that could jeopardize pre-2005 grand-
fathering protection, employers should strongly 
consider freezing their existing Nonqualified Plans 
effective December 31, 2004 and adopting new 
plans that comply with Code Section 409A for 
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deferred compensation that accrues or vests after 
2004.

No one should expect immediate, easy answers 
to all issues arising under Code section 409A. 
Employers should proceed in a conservative man-
ner that minimizes the risk of triggering premature 
income recognition and the significant additional 
tax penalties Section 409A.

Please feel welcome to contact Ethan Lipsig, Mark 
Poerio, or Eric Keller with any questions about 
Code Section 409A and its affect on your nonquali-
fied plans, arrangements and individual agree-
ments.

Ethan Lipsig 213-683-6304
ethanlipsig@paulhastings.com 

Mark Poerio 202-508-9582 
markpoerio@paulhastings.com 
 
Eric Keller 202-508-9524 
erickeller@paulhastings.com

Notes 

1. “Senate nears vote on tax relief,” CBSMarketWatch, 
2:45PM ET Oct. 10, 2004.
2. See Code section 409A(d).
3. Conference Report (“Conf. Report”)for the American Jobs 
Creation Act of 2004 (the “Act”), at page 524.
4. See Code section 409A(a)(1)(A).
5. See Code section 409A(d)(4), and Conf. Report footnote 
808.
6. See Code section 409A(a)(1)(A).
7. See Section 885(d) of the Act.
8. Conf. Report page 526, second paragraph under “Effective 
Date.”
9. Conf. Report page 526, third paragraph under “Effective 
Date.”
10. Conf. Report page 527, fourth paragraph under “Effective 
Date.”
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