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Final Code Section 409A Regulations:
What's New, What’s Not Covered and
What Do You Do Now?

DrinkerBiddle

On April 10, 2007, the Internal Revenue Service (the “IRS”) fi-
nally issued the long-awaited final regulations under Internal
Revenue Code (“Code”) section 409A. The regulations were
originally proposed in 2005 and were the subject of consid-
erable comments by employers and practitioners. Originally
proposed to be effective January 1, 2007, the IRS was forced to
delay the effective date (see IRS Notice 2006-79) when it be-
came clear the final regulations would not be released in time
to give employers and other service recipients time to comply
with the regulations by the proposed effective date. The final
regulations are generally applicable January 1, 2008, with de-
layed compliance dates for certain collectively bargained plans
or arrangements. As discussed in detail below, plans must be
amended for compliance with the final regulations on or be-
fore December 31, 2007.

BACKGROUND

Code section 409A, which was enacted as part of the American
Jobs Creation Act of 2004, imposes a variety of rules and re-
quirements on nonqualified deferred compensation arrange-
ments. Generally, the rules relate to the timing of deferral
elections, distribution requirements and changes in distribu-
tion elections. Code section 409A also contains prohibitions
on certain funding arrangements and contains reporting re-
quirements.

This Alert focuses on changes and clarifications in the final
regulations, as well as areas where guidance is still needed.
We recommend a list of action steps that
all sponsors of nonqualified deferred
compensation plans and arrangements
should be taking now to ensure compli-
ance with the final regulations by De-
cember 31, 2007.

WHAT’'S NEW

Exceptions and Exclusions

Separation Pay

The final regulations clarify that sepa-
ration pay is compensation to which an
employee’s right is conditioned upon a

separation from service (including sepa-
tional period.
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ration from service due to death or disability) and not com-
pensation an employee could receive without separating from
service (e.g., an amount payable upon a change in control or un-
foreseeable emergency) or could have elected to receive under
other circumstances. Additionally, the final regulations state
that compensation provided under an involuntary separation
pay arrangement, which is payable no later than the end of the
second taxable year following an employee’s separation from
service, is excluded from Code section 409A up to an amount
equal to the lesser of (i) two times the employee’s annualized
compensation based on his or her rate(s) of pay for the year
before the year of the separation from service, or (ii) two times
the limit on compensation under Code section 401(a)(17) for
the year of the separation from service ($225,000 for 2007).
This exclusion applies even if the total amount of the com-
pensation exceeds these limits, but amounts that exceed the
duration limit or the monetary limit are subject to Code sec-
tion 409A. Accordingly, a “specified employee” (see “Speci-
fied Employees” in “Payment Provisions,” below) may receive
separation pay up to this monetary limit subsequent to a sepa-
ration from service without having to wait for a six-month pe-
riod to expire.

“Good Reason” Terminations

The final regulations apply a facts and circumstances test for
determining whether a voluntary termination for “good rea-
son” is considered an involuntary termination and they pro-
vide a safe harbor for making this determination. The safe
harbor requirements include:

® the amount payable in connection
with a good reason termination must be
payable only if the employee separates
from service within two years following
the initial existence of the condition that
constitutes good reason;

= the amount, time and form of pay-
ment upon a termination for good rea-
son must be substantially identical to
the amount, time and form of payment
upon an involuntary termination; and

= the employee must be required to
provide notice of the existence of the
good reason condition within 9o days
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following the initial existence of such condition and the
employer must be provided at least 30 days to remedy
the good reason condition.

For these purposes, a good reason condition may consist of
one or more of the following conditions which arise without
the consent of the employee:

® a material diminution in the employee’s base compen-
sation;

® a material diminution in the employee’s authority, du-
ties or responsibilities;

® a material diminution in the authority, duties or re-
sponsibilities of the supervisor to whom the employee
is required to report, including a requirement that an
employee report to a corporate officer or employee in-
stead of reporting directly to the board of directors of a
corporation (or similar governing body);

= amaterial diminution in the budget over which the em-
ployee has authority;

= a material change in geographic location at which the
employee must perform services; or

® any other action or inaction that constitutes a mate-
rial breach of the terms of an employee’s employment
agreement.

If there is good reason for an employee’s termination, the em-
ployee’s termination will be considered “involuntary” for pur-
poses of applying the separation pay exception to Code section
409A. Additionally, if there is good reason for an employee’s
termination, amounts paid in connection with such termina-
tion are considered to have been subject to a substantial risk
of forfeiture for purposes of applying the short-term deferral
exception under Code section 409A (see “Short-Term Defer-
rals,” below).

Equity Compensation Arrangements

The final regulations contain several additions and clarifica-
tions to the provisions exempting options and stock apprecia-
tion rights (“SARs”) from the provisions of Code section 409A,
including the following:

® The definition of “service recipient stock” has been ex-
panded so that the option or SAR may be granted with
respect to any common stock of the employer or certain
corporations that have a direct or indirect “controlling
interest” in the employer. (The proposed regulations
required that the option or SAR be granted on common
stock that was readily tradable on an established securi-
ties market or, if there was no such common stock in the
employer’s group, the common stock having the highest
aggregate value.)

= Generally, the extension of the term of an option or SAR
causes the option or SAR to be retroactively subject to
Code section 409A, unless the extension does not go be-

yond the original term of the option or SAR or, if earlier,
10 years after the date of grant. (In most cases, thisis a
much longer period than permitted under the proposed
regulations.) For an “underwater” option or SAR, how-
ever, this limit on the extension period is not applicable,
and the extension is treated as a new grant.

®  The final regulations contain a number of clarifications
regarding valuation applicable to nonqualified (non-
statutory) stock options and SARs. The regulations
also provide additional guidance on valuations that are
based on an average selling price over a period that is
within 30 days of the date of grant.

We will be issuing a more detailed alert discussing the equity
compensation provisions of the final regulations in the next
few weeks.

Short-Term Deferrals

Generally, to be eligible for the short-term deferral excep-
tion, the regulations require payment to be made within 2142
months after the end of the year in which the compensation is
no longer subject to a substantial risk of forfeiture. The pro-
posed regulations contained limited exceptions to this rule
when payments were delayed due to unforeseeable events or
when the payment would jeopardize the employer’s solvency.
The final regulations no longer follow the employer’s solvency
or insolvency standard. Instead, if the payment would jeop-
ardize the ability of the employer to continue as a going con-
cern, such payment may be delayed. Additionally, if payment
is made in a series of installments that is not an annuity, the
short-term deferral rule has been expanded so that it may ap-
ply to installments paid before the end of the 2Y2-month pe-
riod, even though the installments continue beyond the 2%/2-
month period. A plan that provides for payments on a date
that may be, or an event that may occur, later than the end
of the 2¥2-month period does not fall within the short-term
deferral exception even if payments are actually made within
the 2Y2-month period.

Application of Code Section 409A to 457 Plans

Code section 409A is not applicable to an eligible deferred
compensation plan under Code section 457(b) but may be
applicable to a deferred compensation plan that is subject to
Code section 457(f). The final regulations provide generally
that amounts deferred under Code section 457(f) and earn-
ings thereon are exempt from Code section 409A under the
short-term deferral exception provided that such amounts are
distributed no later than the 15th day of the third month fol-
lowing the later of the end of the employee’s taxable year or
the end of the employer’s taxable year in which the amounts
deferred (including earnings) are no longer subject to a sub-
stantial risk of forfeiture.
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Reimbursement and Fringe Benefit Plans

Following an employee’s separation from service, certain plans
under which an employer reimburses certain types of expens-
es incurred by an employee are not subject to Code section
409A if such reimbursements are available only for expenses
incurred within a limited period of time. Under the final regu-
lations, the reimbursement period is extended for certain ex-
penses (e.g., outplacement services, moving expenses) to the
end of the third year following the employee’s separation from
service, as long as the expenses are incurred no later than the
end of the second year following the employee’s separation
from service. The final regulations also clarify that a right to a
benefit that is excludable from income, such as an arrangement
to provide health coverage excludable under Code section 105,
is not a deferral of compensation under Code section 409A.
The final regulations also state that taxable reimbursements
of medical expenses may be provided without being subject to
Code section 409A during the entire period that the employee
would be entitled to “COBRA” coverage under a group health
plan of the employer if the employee elected such coverage
and paid the applicable premiums.

Indemnification Arrangements

The final regulations clarify that an employee’s right to the
payment of contingent amounts pursuant to an employer’s
indemnification for expenses incurred or damages paid as a
result of a legal claim related to the employee’s performance
will not be treated as the right to deferred compensation for
purposes of Code section 409A. A similar rule applies with
respect to an employee’s right to liability insurance coverage
providing for such payments in the event of a law suit.

Independent Contractors

Generally, Code section 409A does not apply to independent
contractors if in the year the independent contractor obtains
a legally binding right to the deferred amount, the indepen-
dent contractor is providing significant services to two or more
companies which are unrelated to the independent contractor
or to one another. The final regulations retain the 70% safe
harbor in the proposed regulations to define significant servic-
es. However, they have added a three-year look-back period.
An independent contractor who has actually met the 70% safe
harbor in the three immediately previous years will be deemed
to meet the 70% safe harbor for the year of deferral, but only if
at the time the amount is deferred, the independent contractor
does not reasonably anticipate that he or she cannot meet the
safe harbor in that year. This exception to Code section 409A
does not apply to deferred amounts attributable to services as
a member of a board or to management services (financial or
operational direction or control; investment management or
advisory services).

Payment Provisions

Specified Payment Date

The final regulations provide that a payment made within the
30 days before the scheduled date of payment will be deemed
made on the scheduled date, as long as the participant is not
permitted to designate the taxable year of the payment. The
plan or arrangement may also specify a period (e.g., January
1 through July 1 of a specific year) during which payment is
to be made. However, the period may not be stated as “not
later than July 1,” because that would permit payment before
January 1. Where payment is to be made upon an event (such
as separation from service), the plan or arrangement may pro-
vide that payment will occur either within a period in a speci-
fied tax year of the participant or within a period of not more
than 9o days (as long as the participant cannot elect the tax
year of the payment).

Different Times and Forms of Payment under
Different Circumstances

Under the regulations, a time and form of payment must be
specified with respect to each permissible payment event. The
proposed regulations permitted a second time and form of
payment to be specified where the distinction was based upon
the event occurring before or after a certain age such as a lump
sum payment if the employee terminated before age 55 and
installment payments if the employee terminated on or after
age 55. The final regulations provide that the time and form
of payment following a separation from service may vary de-
pending upon one or both of the following: (i) whether the
separation occurs during a period of time not to exceed two
years following a change in control event; and (ii) whether the
separation occurs before or after a specified date, or a com-
bination of a specified date and a specified period of service
(such as a retirement date based on age alone, or based on a
combination of age and service). Although requested by com-
mentators, the final regulations do not permit a different time
or form of payment to be specified based on whether the sepa-
ration from service is voluntary or involuntary.

Subsequent Changes to Time and Form of Payment

The proposed regulations permitted taxpayers to treat actuari-
ally equivalent life annuities as one form of payment, thereby
permitting elections among such annuity forms at any time
before the initial annuity payment, without regard to the rules
on subsequent deferral elections. The final regulations clarify
the circumstances when two actuarially equivalent life an-
nuities are treated as one form of payment. Under the final
regulations, certain features will be ignored when determining
whether a particular annuity is treated as a life annuity. Some
of these features include: (i) term certain features; (ii) pop-up
provisions (under which the payments increase following the
death of the beneficiary or another event that eliminates the
right to a survivor annuity); (iii) certain cash refund features;
(iv) Social Security or Railroad Retirement leveling features;
and (v) features applying a permissible cost-of-living index.
Additionally, the final regulations provide that in determin-

www.drinkerbiddle.com | 3




ing whether two life annuities are actuarially equivalent, the
same assumptions and methods must be used for valuing each
one. Finally, a subsidized joint and survivor annuity and a
single life annuity may be treated as a single form of payment,
provided that each of the annual lifetime and survivor benefit
under the subsidized joint and survivor annuity is not greater
than the annual lifetime annuity benefit available under the
single life annuity.

Multiple Payment Events

Under the final regulations, a plan may provide for a payment
based upon the earlier of, or the later of, a series of events,
provided that each payment event would otherwise satisfy the
requirements of Code section 409A. For example, a plan may
provide that a payment will occur as of the earlier of a partici-
pant’s separation from service or the occurrence of a change in
control. The final regulations also clarify that the rules regard-
ing subsequent changes in time and form of payment apply
separately to each payment event.

Cashout Rule

In accordance with the final regulations, any time a partici-
pant’s amount deferred under a plan is less than a specified
dollar amount, an employer may exercise discretion to cash
out the participant’s entire amount deferred under the plan,
even prior to the participant’s separation from service. The fi-
nal regulations increase the limit on the cashout amount to the
limit on elective deferrals under Code section 402(g) ($15,500
in 2007). The cashout must, however, end the participant’s
participation in the plan and all similar nonqualified deferred
compensation plans.

Specified Employees

Code section 409A requires that nonqualified deferred com-
pensation payments to “specified employees” of public com-
panies (or of any employer within the public company’s con-
trolled group of entities) that are made due to the employee’s
separation from service may not be made before the date
which is six months after the separation from service. An em-
ployee is a specified employee if the employee is a “key em-
ployee” within the meaning of Code section 416. Generally,
this includes certain 1% and 5% owners of the employer, and
officers of the employer. Only the top 50 officers, when ranked
by compensation, are included (or, if less, the greater of three
employees or 10% of the number of employees).

Because compensation varies each year, the key employee de-
termination can also vary from year to year. Under the pro-
posed regulations, the determination of who is a key employee
was made using compensation for a 12-month period ending
on the employee identification date (December 31, unless the
employer elected otherwise). The designation applied to dis-
tributions made for the 12-month period beginning on the first
day of the fourth month following the employee identification
date (April 1, for a December 31 employee identification date).

The final regulations include a number of additions and clari-
fications to the specified employee provisions, including the
following:

» The six-month delay for payment to specified employees
applies to employers whose stock (or the stock of any of
the employer’s controlled group members) is traded on
a foreign exchange.

" Any available definition of compensation under Code
section 415 may be used in the specified employee de-
termination.

® A plan can be overinclusive in identifying key employ-
ees. For example, a plan could either use an alternative,
objective method of identifying key employees, as long
as no more than 200 employees are identified as subject
to the six-month delay as of any date, or could provide
that all employees are subject to the six-month delay.

= An employer may elect an earlier date following the em-
ployee identification date for applying the determina-
tion of specified employees, as long as such date is not
later than the first day of the fourth calendar month fol-
lowing the employee identification date.

= Significantly more clarification is provided on deter-
mining specified employees following a corporate
transaction, including mergers and acquisitions of pub-
lic companies, public and private companies, spin-off
transactions and initial public offerings.

Change in Control

The change in control provisions are generally similar to those
in the proposed regulations, although the threshold for deter-
mining a change in the effective control of a corporation has
been lowered from 35% to 30%. We will be issuing a more
detailed alert discussing the change in control provisions of
the final regulations in the next few weeks.

Salary Continuation Arrangements

The final regulations provide that a salary continuation plan
does not delay the separation from service date. Typically, un-
der a salary continuation program, the employee continues to
receive salary and benefits, although he or she is not required
to perform any further meaningful services.

Rehired Employees

The final regulations address rehires of individuals who are
receiving nonqualified plan payments, and specifically pro-
vide that suspension of nonqualified plan payments being
made due to a prior separation of service is not permitted if
the individual is rehired. Although the IRS notes that many of
the desired results of a suspension of benefits may be obtained
through deferrals of future compensation after rehire, this
may not be the case if the individual is rehired into a position
that is not eligible for deferrals under a nonqualified plan.
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Documentation

Written Plan Requirement

A plan must be in writing to comply with Code section 409A.
The final regulations clarify that the document or documents
constituting the plan must specify, at the time an amount is
deferred, the amount to which the participant has a right to
be paid or the terms of the applicable formula and the pay-
ment schedule or payment triggering events that will result in
a payment of the amount. Additionally, the final regulations
state that a plan must provide for the six-month delay require-
ment applicable to payments to specified employees upon a
separation from service no later than the time the provision
may be applicable to a separation from service of the specified
employee (which may be significant in the event that a private
company goes public). Also, general Code section 409A com-
pliance provisions in a plan will be disregarded for purposes
of determining whether a plan is compliant with Code section
4009A (i.e., a “savings clause” will not bring a plan into compli-
ance if the plan contains non-compliant provisions).

Plan Amendment Requirements

In accordance with the final regulations, plans must be
amended to be compliant with Code section 409A on or before
December 31, 2007 to bring plan documents into compliance
effective January 1, 2008. Plan documents are not required
to reflect any amendments made or actions taken under the
transition rules to the extent such amendments or actions do
not affect the plan’s compliance with Code section 409A and
the final regulations for periods on and after January 1, 2008.
Additionally, plans do not need to be amended for compliance
with Code section 409A with respect to amounts deferred un-
der a plan that were paid on or before December 31, 2007 in
accordance with transition guidance; however, there must be
evidence that a plan was operated in accordance with the tran-
sition guidance.

Miscellaneous Provisions

Plan Aggregation Rules

Under the proposed regulations, nonqualified deferred com-
pensation plans were aggregated into four groups: account
balance plans, nonaccount balance plans, separation pay
plans due to involuntary termination of employment or par-
ticipation in a window program, and deferrals under all other
plans. The aggregation rules apply for a number of purposes,
including the plan termination, initial eligibility, and penalty
provisions. The final regulations add several new categories
of plans, including split-dollar life insurance arrangements,
reimbursement plans, and stock rights that constitute non-
qualified deferred compensation plans. In addition, the final
regulations provide that account balance plans can be subdi-
vided into separate categories for amounts deferred under an
elective deferral arrangement (and earnings on such amounts)
and nonelective deferrals, provided such amounts can be sep-
arately identified.

Initial Eligibility

Generally, deferral elections must be made prior to the begin-
ning of the year in which the services relating to the deferred
compensation will be performed. However, in the first year
in which the service provider becomes eligible to participate
in the plan, an initial deferral election may be made within 30
days of such initial eligibility. Because of the plan aggregation
rules, application of this rule under the proposed regulations
was unclear in instances where individuals were rehired or
transferred between eligible and ineligible positions. The final
regulations provide that the 30-day rule is available to service
providers who have not been an active participant in the plan
(applying the plan aggregation rules) for at least 24 months.
For this purpose, a service provider is an active participant in
the plan if the service provider is eligible to accrue benefits un-
der the plan (even if the individual elected not to participate),
other than earnings on amounts previously deferred.

Performance-Based Compensation

Code section 409A provides that in the case of any perfor-
mance-based compensation attributable to services performed
over a period of at least 12 months, a participant’s initial defer-
ral election may be made no later than six months before the
end of the period.

The final regulations have introduced the following clarifica-
tions and changes for purposes of determining whether com-
pensation is performance-based:

» If a portion of an award would qualify as performance-
based compensation if that portion were the sole amount
available under the plan, such portion will qualify as
performance-based if it is designated separately or oth-
erwise separately identifiable under the plan, and if the
performance-based and non-performance-based por-
tions are determined independently of one another;

® The participant is only required to perform services
from the later of (i) the date the performance period
starts, or (ii) the date the performance criteria are es-
tablished, through the date of the initial deferral; and

= The deferral election must be made before the amount
is readily ascertainable.

Tax Gross-Up Payments

The final regulations clarify how Code section 409A applies to
tax gross-up payments. Under the final regulations, the right
to a tax gross-up payment is nonqualified deferred compensa-
tion that satisfies Code section 409A if the plan provides that
the tax gross-up payment will be made (and payment is actu-
ally made) by the end of the service provider’s taxable year in
which the related taxes are remitted to the IRS or other taxing
authority.

www.drinkerbiddle.com | 5




The final regulations also address reimbursements of expenses
related to a tax audit or litigation. In that case, the arrange-
ment must provide (and reimbursement must be made) by
the later of (i) the end of the year in which the taxes that are
the subject of the audit or litigation are remitted to the taxing
authority, or (ii) if no taxes are to be remitted, the end of the
service provider’s taxable year next following the year in which
the audit or litigation is completed.

Nonqualified Deferred Compensation Plans

Linked to Tax-Qualified Plans

In general, a nonqualified deferred compensation plan may
be linked to a tax-qualified plan without violating the tim-
ing rules for deferral elections or the anti-acceleration rules
of Code section 409A only under limited circumstances. In
regard to this issue, the final regulations extend relief to ben-
efit formulas that include a reduction for amounts credited to
the participant’s account under a tax-qualified plan (which
may include matching contributions). Additionally, the final
regulations clarify that the linked plan relief provided for elec-
tive deferrals (including designated Roth contributions) and
matching contributions, each up to the Code section 402(g)
limit on elective deferrals, are separate, additive limits, not a
single coordinated limit. For this purpose, the Code section
402(g) limit is increased by the limit on catch-up contribu-
tions under Code section 414(v) for any year in which the par-
ticipant qualifies for such increase.

Plan Termination and Liquidation

The final regulations change the period during which an em-
ployer may not commence a new plan after terminating and
liquidating an existing plan by reducing the five years provid-
ed in the proposed regulations to three years. Additionally,
the rules for termination and liquidation of a plan following a
change in control have been clarified to provide that the em-
ployer must, within the 30 days before or the 12 months after
the change in control, take all necessary steps to irrevocably
terminate the plan.

GUIDANCE STILL NEEDED

The final regulations do not address every area of concern with
respect to Code section 409A. A number of significant areas
still need to be addressed, for example: (i) treatment of equity
interests in certain noncorporate entities; (ii) treatment of ar-
rangements between partnerships and partners; (iii) calcula-
tion and timing of income inclusion amounts; and (iv) report-
ing and withholding.

WHAT TO DO NOW

= Identify All Nonqualified Arrangements. Iden-
tify all nonqualified deferred compensation plans and
arrangements that are subject to the final regulations.
Note that these may not always be traditional nonquali-
fied plans, but could be contained in employment agree-
ments and other documents. Many employers have al-
ready taken this step under the proposed regulations,
but the plans and arrangements identified should be
reconsidered.

= Review All Plans and Arrangements for Com-
pliance with Final Regulations. All nonqualified
deferred compensation plans and arrangements should
be reviewed for compliance with the final regulations,
even if they were previously reviewed for compliance
with the proposed regulations. As noted above, there
are a number of differences between the proposed and
final regulations, including more specific guidance with
respect to what needs to be in the written document.

= Prepare Needed Amendments. Revise all nonqual-
ified deferred compensation plans and arrangements to
incorporate all applicable changes noted above.

= Execute Revised Documents by December 31,
2007. Determine who has the authority to adopt the re-
vised documents. In some cases, this may be the board
of directors or compensation committee, in which case
it will be necessary to determine the schedule of upcom-
ing board or committee meetings and the deadlines for
submitting documents and proposals at those meetings.
In other cases, the authority for adoption may have been
delegated to an officer of the company. If revised docu-
ments will be executed by an officer, make sure that the
individuals responsible for Securities and Exchange
Commission (“SEC”) reporting are advised when the
document is executed, so it can be filed with the SEC, if
necessary.

= Review Enrollment Materials and Other Partici-
pant Communications. Review enrollment materi-
als for 2008 deferrals and other participant commu-
nications to ensure they are consistent with the final
regulations and revised plan documents.
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