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I. Introduction
A. Statute.  Code Section 409A was added by the American Jobs Creation Act of 2004 (“Act”), P.L. No. 1098-137, 118 Stat. 1418, generally effective for “amounts deferred after December 31, 2004.”  Act § 885(d).  Amendments adopted on December 6, 2005 made the funding provisions of Section 409A(b) effective retroactively with respect to otherwise grandfathered accruals, subject to a transition period for compliance.

B. Non-Abuse Rule.  Reg. § 1.409A-1(a) ends its definition of “nonqualified deferred compensation plan” as follows: 

If a principal purpose of a plan is to achieve a result with respect to a deferral of compensation that is inconsistent with the purposes of section 409A, the Commissioner may treat the plan as a nonqualified deferred compensation plan for purposes of section 409A and the regulations thereunder.

Consistent with the “purpose” driven concept, all relevant facts and circumstances may be subject to scrutiny in determining what is deferred compensation, and when and on what terms an election was offered.
C. Service Providers and Recipients.  Section 409A may apply not only to employees and directors, but also to certain independent contractors with essentially exclusive relationships.  For the definition of covered service provider, see Reg. § 1.409A-1(f).  The employer or other service recipient (in the case of an independent contractor) for this purpose includes any other entities that are members of a parent-subsidiary or brother-sister controlled group with the employer (or other service recipient) within the meaning of section 414(b) and (c).  Section 409A applies to a deferred compensation plan even though payment is not made by the person for whom the services are performed.  See Reg. § 409A-1(g).  

D. Scope of Discussion.  This outline will focus on (i) the definition of deferred compensation, including its application to severance and employment agreements, and (ii) traditional private sector deferred compensation plans, such as SERPs, excess plans and elective deferral plans (under a plan as such, or an employment agreement or similar arrangement).  Other panelists will discuss in detail the implications for severance pay plans and employment agreements, and stock option and other equity compensation plans.

Unless otherwise specified, citations beginning with “Reg. §” are to Final Treasury Regulations; to “Preamble” are to the  Preamble to the Final Regulations; and to “section” are to sections of the Internal Revenue Code of 1986, as amended.  

For simplicity, this outline uses the term “employee” to refer to any service provider subject to Section 409A, including directors or independent contractors, and “employer” to refer to the service recipient.  In addition, the employer’s taxable year will be presumed to be the calendar year.
II. Compliance Agenda
A. Final Regulations Effective Date.  Final regulations under Section 409A were issued April 10, 2007 and require –

(i) a compliant written plan document by December 31, 2007, and 

(ii) operational compliance with the final regulations from January 1, 2008 forward. 

Later dates may apply for plans maintained under collective bargaining agreements in effect on October 3, 2004 until all such agreements expire (or December 31, 2009). Reg. § 1.409A-6(a).

B. Written Plan Document  

1. Must contain the “material terms.”  The material terms of the deferred compensation arrangements must be in writing, including the amount or method of determining the amount deferred and the time and form of payment.  However, rules that permit acceleration allowable under Reg. § 1.409A-3(j)(4) need not be contained in the plan document unless the regulations expressly so require.  Of course, specificity on all terms is generally desirable for clarity and to ensure enforceability and avoid disputes.  

2. Deadlines.  For existing plans, the written plan document must be in existence by December 31, 2007.  Otherwise, the written plan document must generally be provided by the end of the calendar year in which the legally binding right to the deferred compensation arises.  However, if amounts are not paid before the second year next following, the documentation may be put in place at any time up to March 15 of the second year.  The conditions under which initial or subsequent deferral elections may be made must be in writing by the date the election is required to be irrevocable.  

3. Six-month delay for specified employees.  The plan document must expressly require a six-month delay in separation-based payments to specified employees of public corporations by the time the requirement becomes applicable to the employee, in a form legally binding on the employee.  Thus, either directly or through incorporation by reference of a master plan document component, the requirement must be present in employment or severance agreements with such employees by the time they become specified employees.  If the employee is not a specified employee at the inception of the contract but may become such, inclusion of such a provision in anticipation of that possibility may be advisable in order to avoid an inadvertent violation.  If a non-public corporation becomes public, the provision must be added at that time if not previously provided for.  Again, however, it may be desirable to include such a provision at the inception in anticipation of that possibility.  

4. Incorporation by reference/failsafe.  Failsafe clauses that purport to invalidate plan provisions inconsistent with Section 409A will not be honored where they plan contains invalid provisions, or fails to contain required provisions (such as the six-month delay rule for specified employees).  However, when written as rules of incorporation, such provisions may be valuable in specifying the interpretation to be given plan provisions that do not contain all the rules of the regulations and in defending against any possible charge that required language was not included with sufficient specificity.  

5. Multiple documents/“writing” alternatives.  The term “written” may include alternative forms approved by the Commissioner.  Reg. § 1.409A-1(c)(3).  The written plan requirement can be met by a combination of documents.  For example, election forms and related explanations regarding the time for electing to defer compensation may be used to meet requirements that the election rules be set forth in the plan document no later than the time that the election is required to be irrevocable.  

6. Documentation not required for pre-2008 rules.  The December 31, 2007 plan document must cover material plan terms applicable from January 1, 2008 forward, but need not include rules followed during the 2005-2007 good faith compliance period.  If not reflected in the document, however, the parties must remain prepared to demonstrate that the rules followed in that transition period met the good faith standard.  Similarly, amendments adopted in the transition period in order to take advantage of transition relief may be retained as such and need not be incorporated into the final compliant document.  
7. No plan aggregation.  Failure to have the required written document for a particular plan will result in Section 409A penalties for deferrals under that plan but not for other plans of the same type (as described in XIII C below).
C. Transition Issues  
1. Prior good faith compliance standard.  Good faith operational compliance remains the standard for the period January 1, 2005-December 31, 2007.  “Good faith” requires a reasonable interpretation of the statutory language and its purpose, the guidance previously given in IRS Notice 2005-1, and consideration of the legislative history, but does not include anticipation of exceptions in regulations.  Employers may rely on any of Notice 2005-1, the proposed regulations or the final regulations in determining what is good faith compliance.  

2. Fall 2007 election solicitations, etc.  Review all plan provisions affecting  the time and form of payment for compliance with final regulations, including (i) whether they have the necessary specificity and (ii) whether post-deferral contingencies can affect the time or form of payment in ways not authorized under the regulations (e.g., can result in prohibited changes or accelerations).  Where (a) prior elections (or plan default rules) are valid under the good faith standard or because of prior transition relief (such as that for linked plans), but will not be compliant as of January 1, 2008 and (b) are not saved by the limited grandfathering for amounts in pay status or for which all events required for a payment entitlement had occurred (see 3(c) below), take advantage of the transition rule allowing required election changes prior to January 1, 2008, described in 3(b) below.  Alternatively or in addition, where permitted and appropriate under the prior plan terms, amend the plan default or other payment rules to eliminate the noncompliant forms.  
3. Prior transition relief
(a) Remains uncurtailed.  Nothing in the final regulations restricts the availability of prior transition relief, as most recently summarized and extended in Notice 2006-79 and otherwise (e.g., Notice 2006-33, with respect to the retroactively applicable funding rules of Section 409A(b)).  

(b) Changing time and form of payment.  As a result of successive extensions of relief initially provided by Notice 2005-1, existing elections of time or form of payment can be changed prior to December 31, 2007 free of the rules prohibiting acceleration and otherwise limiting the freedom to make such changes.  To take advantage of this relief, the plan must be amended to provide therefor no later than December 31, 2007.  Except for elections made in 2005, this relief cannot be used to defer amounts otherwise payable in the year of the election change, or result in a current payment of amounts previously payable after the change year.  The transition rule thus cannot be used during 2007 to defer amounts otherwise payable in 2007, or to accelerate into 2007 amounts otherwise payable in later years.  

(c) Utilization may be necessary to ensure future compliance.  If the time or form of payment previously in effect under the good faith standard or expiring transition relief would not be permitted under the final regulations, resort to the foregoing transition rule may be necessary in order to change to a compliant time/form by the December 31, 2007 deadline.  However, resort to the transition rule will not be necessary for payments in progress, or for which all events creating the entitlement, occurred prior to January 1, 2008:

(i) Payments in progress at January 1, 2008.  If payment began prior to January 1, 2008 in a form meeting the good faith standard, such payments may continue in a manner consistent with the plan terms at the time they began and need not be changed to comply with the final regulations.  However, if the employee agrees (as may be necessary from a contractual standpoint), a change to conform to the regulations prospectively is permitted.  

(ii) Entitlements (under “all events” standard) to payments starting after December 31, 2007.  If all events entitling the employee to payment under the pre-December 31, 2007 plan terms occur prior to January 1, 2008, the plan may similarly make payment in accordance with such terms without regard to the final regulations (or if the employee agrees, the employer may revise the payment terms to conform to the regulations).  

Preamble XII F.  
(d) Initial deferral elections.  Initial deferral elections made prior to January 1, 2008 and meeting the good faith standard may be honored regardless of whether the deferral period extends beyond December 31, 2007.  Preamble XII D.  

(e) Performance-based exception.  Elections expected to be permitted after December 31, 2007 based on a good faith interpretation of the performance-based standard as understood prior to April 10, 2007 may be made at any time up to December 31, 2008, to the extent consistent with the special six-month advance election requirement for such compensation.  However, any concurrent initial election with respect to time and form of payment must be brought into compliance with Section 409A by January 1, 2008 by use of the transition relief allowing changes in such elections up to December 31, 2007.  Preamble XII D.  

Example: A bonus grant is made on February 1, 2007 of an amount to be determined on January 31, 2010, based on standards reasonably believed to be performance-based but which would not so qualify under the final regulations.  The deferral election previously believed to be available up to July 31, 2009 (six months prior to the end of the performance measurement period) may be made at any time up to December 31, 2008, but not thereafter.  

4. Failure to pay.  If payment did not begin prior to January 1, 2008 based on a good faith conclusion that the requirements for payment (such as separation from service) had not been met, and such requirements were in fact met under the standard of the final regulations, the employer may treat the employee as terminated for plan purposes at any date between April 10th and December 31, 2007, inclusive.  In choosing the termination date the employer should avoid giving discretion to the employee, which could result in constructive receipt in a year earlier than the date of actual payment.  Preamble XII D.  
III. “Nonqualified Deferred Compensation Plan”  

A. “May be” Standard.  A plan is a deferred compensation plan if, under the terms of the plan and the relevant circumstances, payment “may be” made or completed later than 2-1/2 months after the close of the taxable year in which the employee acquires a legally binding right to the compensation.  Reg. § 1.409A-1(b)(1) and (b)(4).  As a result of the “may be” (new in the final regulations), an arrangement for payments contingent upon an event (such as separation from service, death, or disability) that might occur after the 2-1/2 month short-term deferral deadline will (absent an exception under the regulations) be a deferred compensation plan subject to Section 409A, even if the event occurs within that period.  The arrangement must therefore meet both the written plan document and substantive requirements of Section 409A (so that, for example, a specified employee entitled to payment as a result of separation from service will be subject to the six-month payment delay even if the separation occurs and payment would otherwise be made within the applicable 2-1/2 month period).  See Reg. § 1.409A-2(b)(4)(D).  

1. Effect of available election.  If the plan terms require payment prior to expiration of the applicable 2-1/2 month period absent an election to defer, the plan must comply with Section 409A in its provisions allowing such elections and defining the time and form of payment deferred under such elections.  However, compensation not deferred by such an election is not deferred compensation subject to Section 409A.  

2. Dangers of silence or imprecision as to time of payment.  If a bonus or similar arrangement is silent on time of payment and payment is in fact made prior to expiration of the applicable 2-1/2 month short-term deferral period (see III C below), the payment will not constitute deferred compensation.  The short-term deferral rules will similarly avoid deferred compensation if the arrangement requires employment through the date of payment in order to qualify (assuming that the requirement would be enforced in fact).  Where, however, the employee may become vested in the service year, payment within the 2-1/2 month period is  essential to avoid deferred compensation where the plan is silent as to payment date.

(a) Specifying a bonus payment date.  Where the bonus is no longer subject to a substantial risk of forfeiture after the end of the service year, the plan should specify a short-term deferral payment date to prevent payment delays from creating noncompliant deferred compensation -- noncompliant because the resulting deferred compensation plan would otherwise lack the required predetermined payment date.  See Preamble II B.  Provision for a specific date without qualification, such as March 15 in calendar year situations, will work for the purpose. If payment is made later for reasons not within permitted exceptions (see III C 3 below), the plan may then utilize a rule treating payment at any time up to the end of the calendar year as complying with the requirement for a specified payment date; or if desired, payment may be made up to 30 days earlier, using a grace period for early payment under the final regulations.  See Reg. § 1.409A-3(d).

(b) “On or before” or “as soon as practicable”?  If, instead of a simple “March 15” payment date, the plan provides for payment “on or before” March 15, and the language can be read to authorize payment in the prior calendar year in which the bonus became earned and vested, the employer may not be protected in paying after March 15 of the following calendar year; for in that case, the earlier service year, rather than the calendar year in which March 15 occurs, will become the calendar year in which payment may be made at any later time up to year-end. However, provision for payment at any time between January 1 and March 15 following the service (vesting) year will be fully compliant, in accordance with a rule allowing a payment period to be specified so long as it does not go beyond 90 days. See V C3(a) below, discussing similar problems with an unqualified “as soon as practicable”.

3. “Legally binding right.”  A legally binding right exists when the employee has the equivalent of a contractual entitlement, whether or not the right to payment requires the satisfaction of future objectively determinable conditions.  However, such a right does not exist if the payment can be reduced or eliminated by the exercise of negative discretion not dependent on objective conditions and having substantive significance (and exercisable by persons not subject to control by the employee or whose compensation is subject to such control, or family members).  See Reg. § 1.409A-1(b)(1).  Thus, for example, a bonus that an independent bonus committee has meaningful discretion to grant or not after the end of the year for which the bonus is payable (e.g., the committee meets in January to decide on bonuses for the prior year to be paid in February and which is paid in the year of deferral) would not be deferred compensation.  

B. Short-Term Deferral.  Compensation received within 2-1/2 months following the end of the year in which it is no longer subject to a substantial risk of forfeiture  is not treated as deferred compensation, provided that the plan did not provide for the possibility of later payment by, for example including a payment trigger event (such as separation from service) that might occur later (see III A above).  

1. Fiscal year employer.  If the employer’s taxable year is not the calendar year, the deadline for coming within the short-term deferral rule is 2-1/2 months after the end of the employer taxable year in which the compensation is first nonforfeitable, if later.  Reg. § 1.409A-1(b)(4).  

2. Substantial risk of forfeiture.  Rather than adopt the section 83 definition, Reg. § 1.409A-1(d) contains its own definition, requiring that payment be conditioned either on (i) the performance of substantial future services or (ii) the occurrence of events related to the purpose of the compensation (e.g., the employee’s performance or the employer’s performance or activities, such as attainment of certain earnings levels or completion of an IPO).

(a) Termination without cause.  Payments contingent on involuntary separation without cause (including a good reason termination in appropriate circumstances, per Preamble V) will qualify if the possibility of such termination is substantial.

(b) Noncompete.  Unlike the case under section 83, a non-competition condition is never in itself treated as a substantial risk of forfeiture.

(c) Extensions, later-added conditions generally disregarded.  A new or extended forfeiture condition may be taken into account only in limited change of control situations, or where the amount subjected to potential forfeiture is materially increased on a present value basis.  

(d) Likelihood of enforcement.  A substantial forfeiture risk exists only if the circumstances indicate that the forfeiture condition is likely to be enforced, taking into account any family, or employment, stock ownership or business relationships between the employee and those charged with enforcing it. See Reg. § 1.409A-1(d)(3).  
3. Permitted delays.  Delays beyond the 2-1/2 month period for any of the following reasons will not prevent application of the short-term deferral rule:  

(a) Insolvency.  If payment would have jeopardized the ability of the employer to continue as a going concern, payment may be delayed until it would no longer have that effect.  

(b) Unforeseeable administrative delays.  If payment cannot be made by the short-term deferral deadline because of administrative problems outside the control of the employee (or persons under his control), the delay will not cause the payment to be deferred compensation, but only if the circumstances causing the delay were unforeseeable at the time the legally binding right to the compensation arose (subsequent awareness of the problem at the time of later vesting thus is not a problem here).  Delays resulting from failure of the employee or his agents to provide necessary information do not fall within this exception.  

(c) Unanticipated section 162(m) delays.  If a payment was not reasonably anticipated to be nondeductible under Code section 162(m) when the applicable legally binding right arose, but circumstances change so that the employer reasonably anticipates that payment within the short-term deferral period would be nondeductible under that provision, payment may be delayed until the employer reasonably determines that the payment will be deductible.  

C. Qualified and Other Exempt Plans.  Section 409A and Reg. § 1.409A-1(a) and (b) exclude a variety of arrangements from the deferred compensation plan rules of Section 409A, including:

1. Arrangements that pay only nontaxable benefits (such as insured or nondiscriminatory health benefit plans).  
2. "Fair market value" stock option or similar equity compensation plans meeting the requirements of the regulations (to be covered by the final speaker).  
3. A grant of restricted property taxable under section 83 of the Code, or transfer to or from a funded nonqualified benefits taxable under section 402(b). However, an agreement (i.e., anything creating a legally binding right) to make a future such grant or transfer to a trust or other funding medium may be deferred compensation, under the same rules applicable to agreements to pay cash.  
4. Qualified and similar plans: 

· Plans qualified under section 401(a) or 403(a).  

· Tax deferred annuity plans under section 403(b).  

· Simplified employee pensions or SIMPLE.  

· Eligible deferred compensation plans under section 457(b).  

· Excess plans under section 415(m).  

5. Bona fide vacation, sick leave, and compensatory time arrangements.  

6. Disability pay and death benefits that exceed lifetime benefits otherwise payable, and thus excluded from the FICA deferred compensation timing rules under Reg. § 31.3121(v)(2)-1(b)(iv)(C).  Provisions allowing the cash value of an insurance policy to be distributed to an employee on termination of employment may thus take the cash value component of the policy benefits outside of this exception.  

7. Certain broad-based foreign arrangements, or arrangements limited to nonresident aliens with no U.S. income.  
8. Certain separation pay arrangements described in XI below.  

9. Indemnification and liability insurance for action or inaction by the employee (or other service provider) in his/her capacity as such.  

10. Settlements of bona fide claims for wrongful termination, employment discretionary, the Fair Labor Standards Act or workers compensation.  

11. Taxable educational benefits described in Code 127(c) for education of the employee (as distinguished from his/her family members).  

12. Re split dollar arrangements, see Notice 2007-34.  

IV. Initial Deferral Elections

A. General Rule

1. Elections generally must be made before the taxable year for which the compensation is payable.  Section 409A(a)(4)(B).  
2. For “performance-based compensation” (described under IV B below), the election may be made up to six months before the close of the applicable service period.  See Reg. § 1.409A-2(a)(8).  
3. Newly eligible plan participants may make a prospective deferral election within 30 days of initial eligibility (see IV H below).

4. Availability of an election is determined based upon all the facts and circumstances surrounding the determination of the time and form of payment of the compensation.  If an election is available, the timing rules must be set forth in the plan document.  Since the written plan document requirement may be satisfied by multiple writings, rules and deadlines in the election forms and related explanations would suffice.  
B. Performance-Based Compensation.  In order to qualify for the later election deadline of six months prior to the end of the performance period:  
1. 12-month period/organizational or individual performance measurement.  The amount or entitlement to the compensation must be contingent on meeting preestablished organizational or individual performance criteria relating to a performance period of at least 12 months in which the employee performs services.  See Reg. § 1.409A-1(e).  
2. “Preestablished”.  “Preestablished” means that the criteria are set out in writing no later than 90 days after the start of the performance period.  The employee must remain continuously employed from that date to the date of election, but otherwise need not be employed throughout the entire 12-month period.  Reg. § 1.409A-2(a)(8).  The outcome must be “substantially uncertain at the time the criteria are established,” and no amount or portion of an amount will qualify if the level of performance required for that amount to be paid “is substantially certain to be met at the time the criteria is established.”  Amounts certain to be paid in all events, such as a minimum guaranteed bonus, cannot be performance-based.  

3. Subjective criteria.  Performance-based criteria may be subjective, provided they are bona fide and relate to performance of (i) the employee or a group including the employee, (ii) the employer or the employer’s controlled group, or (iii) the business unit in which the employee works.  However, the subjective determination must not be made by (i) the employee or a family member (a spouse, sibling, ancestor, or lineal descendant of the employee or his spouse) or (ii) a person supervised by (or whose compensation is controlled to any extent by) the employee or a family member.  The inclusion of subjective criteria permits pre-established standards to qualify even though they do not operate by formula and require the exercise of judgment (such as, for example, evaluations by the executive’s supervisor of the extent to which the employee met those standards).  
C. Bonus and Incentive Pay
1. General.  Unless performance-based, the deferral election deadline for bonuses is the same as for salary, i.e., before the beginning of the calendar year.  See Reg. § 1.409A-2(a)(1).  
2. Fiscal year bonus period.  If the bonus is measured by the employer fiscal year, the plan may provide for the election to be made before the beginning of the employer fiscal year in which the employee first performs any relevant service.  The fiscal year cannot be used for salary or bonus measured by any other period.  See Reg. § 1.409A-2(a)(6).  
3. Forfeitable compensation.  For compensation subject to a minimum earn-out period (and thus a substantial forfeiture condition) of at least 12 months, the election is timely if made at least 12 months before the forfeiture condition could lapse and no later 30 days after the employee obtains a legally binding right to the compensation.  For example:  Assume a bonus plan governed by objective conditions sufficient to give an employee a “legally binding right” on January 1 to a bonus if he/she remains employed until a payment date of March 1 of the following year.  The employee may make his/her deferral election at any time up to January 31 of the bonus year.  See Reg. § 1.409A-2(a)(5).  
4. “Second election” rule may allow later elections for short-term deferrals.  Amounts scheduled for payment within the first 2-1/2 months following the year of vesting (so-called “short-term deferrals”) may be deferred after the deadline applicable under the foregoing rules (e.g., after the start of the year in which earned) if the deferral election complies with the rule for “second elections.”  Such a deferral election is thus timely if made at least 12 months before the scheduled payment date and the deferral is for 5 or more years (but not any shorter period allowable upon a timely election under the general rule).  For example, if a bonus is scheduled to be paid March 1 following a two-year earnout period, payment may be deferred for 5 or more years by election made at any time prior to the March 1 of the year preceding the payment year.  However, the 5 year postponement is not required if the subsequent payment is made upon a change in control event as defined or (as under the general rule governing second elections) upon death, disability or unforeseeable emergency).  Reg. § 1.409A -2(b).  The premise seems to be that a deferred election for amounts scheduled to be paid after the 2-1/2 month short term deferral period should not be unavailable merely because the original scheduled payment date was within that period, if the election would have been permitted under the second election rules had the original scheduled payment date been later.  
D. Sales Commissions Contingent on Payment or Closing.  If -- 

(i) a “substantial portion” of an employee’s services is the direct sale of a product or service to unrelated customers, and 
(ii) he/she is compensated by amounts representing a portion of the price paid or based on the volume of sales, and

(iii) the payments are contingent either on payment or, if the arrangement so provides consistently for all similarly situated employees, closing of the sales transaction and such other requirements as the employer may specify before the closing,

the service year for deferral election timing purposes will be either (1) the year of payment (the rule of the proposed regulations) or (2) if the arrangement so provides consistently for all similarly situated employees, the year of sale (whether or not the sale involved is to an unrelated customer).  See Reg. § 1.409A-2(a)(12)(i).  Thus, for example, a commission insurance salesman may elect to defer premiums received on policies written in prior years at any time prior to the year of payment.  

E. Asset-Based Investment Commissions.  Special rules apply to commissions payable by financial service firms to employees selling or otherwise providing financial products or services to their customers based on customer assets under management.  Customer assets for this purpose are those that the customer may remove from the firm or liquidate on reasonable notice.  If the commission is calculated at least annually on a portion of the value of such customer assets (or a portion of the increase in such value), a deferral election may be timely if made more than twelve months prior to the asset measurement date.  See Reg. § 1.409A-2(a)(12)(ii).  

F. Annualization of Recurring Part-Year Compensation (Relief for the Teachers).  In a provision of special importance in the teaching profession, where pay for less than a 12-month work year may at the employee’s election be spread over a period of twelve months and thus constitute deferred compensation, elections to spread recurring part-time compensation over a full year are timely if made before the period for which the payments are made begins (e.g., the school year) and the deferral does not extend payment beyond the last day of the 13th month following the first day of the service period.  Reg. § 1.409A-2(a)(14).  
G. Evergreen Elections.  Evergreen elections are valid for each later year to which they apply because not revoked or changed, provided they become irrevocable for the year by the deadline for an initial election for the later year (i.e., for compensation not performance-based, by December 31 of the prior year).  See Reg. § 1.409A-2(a)(1).
H. First Year of Eligibility.  Employees becoming first eligible under the plan after the start of the service year may make their deferral election any time within 30 days of the date of initial eligibility.  See Reg. § 1.409A-2(a)(7).  
1. Plan aggregation rule.  Initial eligibility is determined by reference to all plans of the same type, including plans previously discontinued.  

2. Non-elective deferrals disregarded.  Since elective and non-elective account balance plans are no longer aggregated under the final regulations, prior participation in a non-elective plan will not preclude use of the 30-day rule when an employee first becomes eligible for an elective deferral.  
3. Rehires (and other returns to eligibility).  If an employee who has received all plan benefits (if any) ceased to be eligible to accrue future deferred compensation on or before the last such payment (such as on termination of employment), the 30-day election rule will be available commencing on the first day he/she again is eligible to accrue compensation covered by a deferral election.  An employee whose prior benefits have not been paid out but who ceased to be eligible for future deferrals may utilize the 30-day rule if he resumes eligibility after at least 24 months have elapsed, even if prior plan benefits have not been paid out.  
4. Prospective effect only.  The special election allowed new eligibles may apply only to compensation for service after the election date.  If compensation for the service year is based on a performance period beginning before the election date, the election may apply to the portion of that compensation attributable on a pro rata basis to the period after the election.  

I. Revocability
1. Last date permitted.  Deferral elections must generally become irrevocable as of the deadline for making the election, but may be changed before then if the plan permits.  See Reg. § 1.409A-2(a)(1).  

2. Subsequent changes in time or form of payment.  Subsequent elections (i.e., changes in the time and form of payment previously elected) must be irrevocable after the last day permitted, and are not considered made until they become irrevocable under the terms of the plan.  Accordingly, a participant who elected such a change prior to the change deadline may disavow the change, or make another change before the deadline, without subjecting his/her final choice to a further application of the second election rules as if it constituted a “third” election.  

3. Unforeseeable emergency/hardship.  An outstanding deferral election may be revoked in the case of an unforeseeable emergency qualifying as a permitted distribution event, or if required to obtain a hardship withdrawal under a section 401(k) plan (in which event the election must be terminated, rather than merely suspended).  In either case, resumption of deferrals after such a termination is permitted only under the rules for initial elections.  Accordingly, a hardship withdrawal on February 1, although requiring only a six-month suspension under the section 401(k) safe harbor rules, would prevent any salary deferrals for the entire balance of the year.  See Reg. § 1.409A-3(i)(3). 
J. Transfers to Ineligible Employment.  As a result of concern that transfers of employees between job categories might be used to circumvent restrictions on election revocations, such provisions will at a minimum be carefully scrutinized to make sure that they are not subterfuges designed to cancel prior deferral elections.  This is especially so when the deferral arrangement is embodied in an employment agreement.  On the other hand, bona fide job category conditions of broad applicability may pass muster, particularly if the transfer has independent significance (e.g., the employee is no longer eligible for the bonus program to which the deferral elections might apply).  However, deferrals cannot be cancelled on the ground that the employee has ceased to be a member of the "top-hat" group to which plan participation must generally be limited under ERISA: the top-hat standard is viewed as too vague a standard and thus too subject to potential manipulation.  See Preamble VIII F and I.  
K. Pay Period Spanning the Year-end.  All pay for the first regular pay date in a new year may deferred prior to the start of the year, even though some of the pay is for services in the portion of that pay period in the prior year.  See Reg. § 1.409A-2(a)(13).  
V. Designation of Time and Form of Payment
A. Elective Deferrals.  If not fixed by the terms of the plan, the time and form for payment of electively deferred amounts must be elected no later than the date for the deferral election (i.e., generally by the end of the prior year).  See Reg. § 1.409A-2(a)(1).  
B. Nonelective Deferrals.  If the deferral itself is nonelective, any employee election as to time and form of payment must be made no later than the date the employee has a legally binding right to the compensation.  If no employee election is made (or provided for under the plan), the plan or employer must designate the time and form of payment by the same deadline.  Since a right to payment subject to a substantial risk of forfeiture based on objective conditions (rather than negative discretion of substantive significance) is treated is a “legally binding right”, the designation of time and form of payment for nonelective deferrals of amounts subject to earnouts or similar contingencies must be made no later than the time the right arises, rather then before the vesting date (or if later, the date up to 30 days after the grant date, if a deferral election is then permitted under the rule for awards vesting at least 13 months after the grant date).  See Reg. § 1.409A-2(a)(2).  

C. Designated Payment Date or Event.  If compensation qualifies as “deferred compensation,” the plan must provide for payment only on a specified date or upon one of the five distribution events described at VIII below.  

1. Event-based payments.  If payment is based on an event rather than a specified time, the plan may provide for payment on the date of the event or at any later date (or during any later calendar year) that is objectively determinable and nondiscretionary at the date of the event (such as, for example, the first business day after the event or the 30th day thereafter, or the calendar year after the event occurs).  

2. Permitted differences in payment terms for each event.  The time and form of payment must be specified for each permitted payment trigger, and may differ from that applicable on other triggers.  

(a) Payment triggers other than separation.  For triggers other than separation from service, the time or form so specified may differ only based on whether the triggering event or date is before or after a date that is fixed and certain at the time of deferral, such as a certain age.  Furthermore, only one such shift in time or form is permitted, other than under the restrictive subsequent election rules.  

(b) Separation from service.  For the payment trigger of separation from service, service as well as age may be taken into account in determining the date the time/form of payment shifts.  If service is considered, the plan must either include a predetermined objective formula for determining service or provide for use of the definition under a qualified plan of the employer.  As with other payment triggers, only one such shift in payment terms is generally permitted.  However, a change in control event as defined in regulations may be made an additional basis for changing the time and form of payment, if the separation occurs within a limited period of time not to exceed two years after the change event.  

3. Periods allowed for payment at time specified.  If a date is specified as such, or a date is fixed for payment upon an event, payment may be made at any later time in the same calendar year or within 2-1/2 months after the specified date, provided that the employee cannot directly or indirectly designate the taxable year of payment.  Thus, distribution based on a separation on February 1 could be made at any time up to December 31 of the year.  Distribution scheduled for December 1 could be made up to February 15 in the following year.  See Reg. § 1.409A-3(d).  

(a) Period allowed for payment, etc.  Since payment based on an event can rarely as a practical matter be made on the date of the event, the question arises whether a provision stating the obvious fact that it will be made as soon as practicable will be sufficient, either with or without a deadline.  The regulations authorize provisions for payment to be made during a designated period that is objectively determinable and nondiscretionary at the date the event occurs, provided that (i) the designated period either falls entirely within the same calendar year (which may be the calendar year itself, or a shorter specified period therein), or (ii) does not extend beyond 90 days, and the employee does not have a right to designate the taxable year of payment (other than in compliance with the subsequent election rules).  For example, a plan will have a designated payment date if it provides for payment as soon as practicable but in any event within 90 (or any lower number) days after separation from service.  However, blessing is not given where no such deadline is included.  See Reg. § 1.409A-3(b) and (d). 
(b) Additional delays.  Payment may be delayed beyond the calendar-year end or above 2-1/2 month grace period if (i) the calculation has not been completed for reasons beyond the control of the employee (or his estate), or (ii) payment could jeopardize the employer's ability to continue as a going concern, provided that payment is made in the first taxable year in which the calculation is practicable or would not have such effect, as applicable.  As with the basic grace period itself, the plan need not expressly authorize delays for these particular reasons.  Since delays for administrative reasons are not allowable where the fault lies with the employee (or his executor), employees (or their spouses or beneficiaries) who are required to return specified information forms (such as direct bank deposit or similar information) as a prerequisite to payment should do so promptly.  

(c) Limitations to comply with loan covenants, etc.  The final regulations allowing a delay where the employer's ability to function as a going concern would otherwise be jeopardized supersede two provisions of the proposed regulations, one applicable where insolvency would otherwise result and the other permitting delay where payment would violate a loan of similar covenant and thereby cause material harm to the employer.  Under the final regulations, an employer therefore must pay notwithstanding a resulting breach of covenant unless the consequences of the breach are extreme enough to jeopardize its ability to continue in business.  However, where the covenant restrictions are in place prior to the deferral, they may be made additional conditions to payment without violating the requirement for a fixed payment date or schedule if they are implemented through plan provisions that qualify as a pre-specified objective, nondiscretionary formula related to the employer's business performance, and the formula goes on to specify the time for later payment.  Query whether stock exchange restrictions on payments that would impair maintenance of required capital can and need be implemented under this provision, or whether delay in such circumstances can be based on the regulations permitting delays to comply with laws and regulations.  

4. Payment within 30 days prior to applicable date.  Payment may be made within the 30-day period prior to the date otherwise applicable without becoming a prohibited acceleration, provided that the employee cannot directly or indirectly designate the taxable year of payment.  
5. Fixed schedule.  If payment could be made in a lump sum on a date determined above, payment may instead be made on a fixed schedule beginning on that date, if the schedule is fixed at the time the permitted payment event is designated.  For example, an employee may elect at the time of initial deferral to receive payment in ten annual installments beginning in the calendar year after separation from service, instead of a presumptive deferral option of a lump sum payable in such year.  

6. Amount limitations.  Fixed and objective limitations on the amount that may be paid in a particular period will not prevent the payment schedule from being “fixed,” provided the limitations arise under a fixed or nondiscretionary, objectively determinable formula under which (i) all relevant factors are beyond the control of the employee and not subject to employer discretion, and (ii) the plan specifies the time and form of payment of any amounts due in excess of the limitation.  Reg. § 1.409A-3(i)(1)(ii).  
7. Schedule based on third party payments/“back-to-back” arrangements.  A schedule based on when customers make payments in the ordinary course of business may be a fixed schedule under the conditions laid out in Reg. § 1.409A-3(i)(1)(iii).  In addition, the time and form of payment under a Section 409A plan may depend on the receipt of payments under another plan (a "back-to-back" arrangement) if the other plan rules also comply with Section 409A (whether or not the other plan is subject to Section 409A).  Reg. § 1.409A-3(i)(6); Preamble VII K.  
8. Calendar year designations.  If a calendar year rather than a designated date is adopted as the designated time of payment, the designated time will be treated as January 1 of the year for purposes of applying the timing rules for changing the time of payment described in VI below (e.g., the change election would have to be made at least 12 months prior to, and the new payment date be at least 5 years from, that January 1.  See Reg. § 1.409A-3(i)(1)(i).  

9. Six-month delay for key employees measured from actual separation date.  For key employees required to delay payment at least six months from separation from service (see IX below), the six-month period is measured from the date of separation and not from any other date (such as 30 days after separation, or January 1 of the calendar year) otherwise treated as the designated payment time under the above rules.  Where the six-month delay rule applies, the plan must specify how the delay will be implemented if the payment is not in lump sum form -- e.g., whether installment payments in the first six months will be accumulated (with whatever earnings or interest adjustment is applicable) and paid on the date the six-month period lapses, or whether the starting date for the first and all subsequent payments will be postponed six months.  The date provided for payment under the six-month rule becomes the objectively determinable payment date under the rules of the prior paragraph, so that payment at any later date within the same calendar year, or within 2-/12 months after the specified date if later, will comply with the specified payment date rule (but not payment days in advance).  In general, an amendment to change the method of applying the six-month delay must be made at least 12 months prior to the date it is to become effective.  However, if the six-month delay rule applies for the first time because the employer's stock was not previously readily tradable on an established securities market, the amendment may be made at any time prior to the date the stock becomes so tradable.  See Reg. § 1.409A-3(i)(2).  
10. Payment based on vesting.  The date an employee vests in contingent deferred compensation (i.e., compensation to which he has a legally binding but contingent right) by reason of occurrence of an objectively determinable event may be treated as a specified payment date and thus a permitted distribution event.  The example given is of payment contingent on consummation of an initial public offering.  See Reg. § 1.409A-3(i).  

11. Multiple payment events  
(a) Either or later of two events.  The plan may provide for payment on either the earlier or later of two permitted events.  See Reg. § 1.409A-3(b).  
(b) Different elections for different payment events.  Different times and form of payment may be elected for different payment events.  The commencement of payment upon one such event earlier than another is not a prohibited acceleration.  For example, if payment is scheduled to begin at a specified future time or upon earlier termination of employment, commencement of payment on termination is not a prohibited acceleration.  Similarly, an election may provide for installments to be made upon termination of employment (or beginning at a specified date), but for the unpaid balance remaining at death to be paid in a lump sum upon such event.  See Reg. § 1.409A-3(j)(i).  

(c) Election changes.  Changes in the time/form for one payment event may be made without regard to the rules governing changes for other payment events described in VI below.  Accordingly, since the requirement for an additional five-year deferral does not apply to payments on death, a participant may change the form of payment on death from a lump sum to installment payments without requiring that the installment payments begin five years after the lump sum would have been paid.  However, the restrictions on changes will apply if an alternative payment event is permitted for the first time.  Accordingly, if an election to receive payment at a fixed time is authorized by amendment of plan that defers payment until retirement and did not previously provide for payment at a fixed time, election of a fixed time for payment for amounts previously deferred would be subject to 12-month and 5-year delay rules generally applicable to changes in time and form of payment.  See Reg. § 1.409A-2(b)(6).  
12. Reimbursements and in-kind benefits.  Reimbursements of expenses, or in-kind benefits, may qualify as made on a fixed schedule of payments if (i) the reimbursement rights are defined by reference to expenses incurred during an objectively described period, (ii) the amount reimbursable (or provided as in-kind benefits) available for each taxable year is determined separately without regard to any similar amount in any other taxable year (except as may result from an aggregate limit on reimbursable medical expenses), (iii) reimbursement is made by the end of the calendar year following the year the expense was incurred, and (iv) the reimbursement/in-kind benefit rights are not subject to exchange for any other benefit (including a cash commutation).  See Reg. § 1.409A-3(i)(1)(iv).  
13. Tax gross-ups; tax litigation.  Reimbursements for taxes, including gross-up payments to cover additional taxes payable by reason of such reimbursements, meet the fixed time and form requirements for payment of deferred compensation if (i) the plan or applicable contract provides for the payment to be made by the end of the calendar year following the year the taxes are remitted to the taxing authority, and (ii) payment is in fact made within that time-frame.  Similarly, a plan/contract providing for reimbursement of the expenses of a tax audit or litigation with any taxing jurisdiction, U.S. or foreign, is compliant if (i) the plan or contract provides for the reimbursement to be made by the end of the calendar year following the year the taxes are remitted to the taxing authority (or the year the audit or litigation is completed without any additional taxes being remitted), and (ii) payment is in fact made within that time-frame.  See Reg. § 1.409A-3(i)(1)(v).  

D. Time/Form of Payment of Earnings.  Actual or notional earnings on prior deferrals are ordinarily treated as part of those deferrals and governed by the time and form elected (or otherwise prescribed by the plan) for payment of the underlying deferral amount.  However, the plan may provide for earnings to be treated separately, provided that the timing and other requirements of Section 409A are independently met and, if credited at least annually, may be subject to an independent election on that basis).  See Reg. § 1.409A-1(b)(2) and -3(e).  
E. Medium of Payment.  Elections as to medium of payment (e.g., cash or property) are not treated as elections of time or form of payment and may be made and changed without restriction by the election timing rules.  See Reg. § 1.409A-2(a)(1).  
VI. Subsequent Changes in Time and Form of Payment
A. General Rule.  The time or form of payment initially elected or otherwise specified under the plan may generally be changed (whether by the employee or employer) only if --

1. The change does not take effect for at least 12 months;
2. For payments based on (i) separation from service, or (ii) a change in control event, or (iii) a specified time or schedule, payment is deferred for at least 5 years from the date payment would otherwise have been made; 

3. Any election relating to payment at a specified time or pursuant to a fixed schedule must be made at least 12 months prior to the scheduled payment date; and 

4. Payment is not accelerated except as provided in regulations (see VII below).  See Reg. § 1.409A-2(b)(1).  
B. Life Annuities and Installments
1. Generally treated as a single payment.  A life annuity form is treated as a single payment for purposes of the election rules, and installment payments (i.e., payment of substantially equal periodic amounts over a fixed number of years) are generally also treated as a single payment.  Under the latter rule, an election twelve months in advance of the commencement of a 10-year installment payout to receive a lump sum instead is compliant if the lump sum is payable five years after the previously scheduled payment commencement date, even though installments due in later years would not be deferred for at least 5 years.  Ditto if the change was to a five-year installment payout beginning at least 5 years after the prior scheduled payment date.  See Reg. § 1.409A-2(b)(2)(ii) and (iii).  

2. Option to treat each installment payment as a separate payment.  A plan may provide instead for each installment to be treated as a separate payment.  See Reg. § 1.409A-2(b)(2)(iii).  Such a provision would prevent the election changes described in B1 above, since not all of the accelerated payments would be made at least 5 years after the previously scheduled payment commencement date.  However, the separate payment rule allows an employee effectively to postpone the start of a fixed number of payments for less than five years.  

Example:  If a five-year installment payout is treated as five separate payments, an election one year in advance of the first payment (e.g., an election in December 2007 to postpone the payment due January 1, 2009) could postpone that payment for five years to January 1, 2014 without requiring any postponement of the next four payments (which could thus be made January 1 on each of 2010, 2011, 2012 and 2013).  

If allowing a change from installment payments to a lump sum is a higher priority than a shorter postponement of a series of installment payments, even though the lump sum must be deferred five years from the prior payment start date, the plan should adopt the general rule treating the series of a payments as a single payment.  However, if flexibility to defer the start date of an installment payout a year or two (say) shortly before retirement is the primary objective, designation of each payment as separate for this purpose is preferable.  While determining the preferred approach may be difficult for a top-hat plan covering a group of executives, a negotiated arrangement in an individual employment agreement might effectively determine whether the general (single payment) or the separate payment rule should apply based on the preference of the executive.  

3. Actuarially equivalent life annuities, or lifetime installments.  Elections among actuarially equivalent life annuities are permitted free of the restrictions on change in time and form of payment, so long as the annuity commencement date is the same.  The term “life annuity" is defined for this purpose as "a series of substantially equal periodic payments, payable not less frequently than annually, for the life (or life expectancy) of the [employee] or the joint and last survivor life (or life expectancy) of the [employee] and [his] designated beneficiary."  The definition of annuity may be contrasted with that of ''installment payments," which similarly requires a series of substantially equal periodic amounts, but payable over a predetermined period of years rather than an actual life or lives, and with allowance for increases reflecting "reasonable earnings through the date the amount is paid.”  The definition of life annuity appears to include a payment for a predetermined period of years rather than an actual life or lives, so long as the period fixed is the life expectancy of the employee (or the joint life expectancy of the employee and his beneficiary), but not any other fixed period.  The final regulations clarify that the presence of the following features do not take the annuity out of the “life annuity” category so as to make the foregoing rule available:

(i) Payments are guaranteed for a minimum period certain (but not payments payable only for a period certain, unless the period is the life expectancy of the employee (or joint life and last survivor expectancy of the employee and his/her beneficiary).  

(ii) Pop-up features provide for an increase in the annuity upon death of the contingent annuitant (or other event eliminating the right to a survivor annuity).  

(iii) A cash refund feature ensures recovery after all annuity payments are made of all or a part of any excess of the present value of the annuity at its starting date over the total annuity payments made.  

(iv) A level income feature provides higher payments before Social Security benefits commence and lower payments thereafter.  

(v) Eligible cost of living adjustments as defined for purposes of the minimum required distribution rules.  

(vi) An actuarial subsidy for the survivor annuity benefit.  

Reg. § 1.409A-2(b)(2)(ii) and (iii).  
C. Replacement by Separation Pay Won't Work.  While qualifying separation pay arrangements considered independently may be excepted from the definition of deferred compensation plan (e.g., payments made on an actual involuntary separation or pursuant to a window program, which do not exceed employee's compensation for the prior calendar year or the section 401(a)(17) limit and do not extend beyond the second calendar year following the separation), those exceptions will not apply if the separation pay replaces (or is a substitute) for deferred compensation otherwise payable.  See Reg. § 1.409A-1(b)(9)(i) and (iii).  Similarly, if otherwise excepted expense reimbursements, including outplacement and moving expenses or tax-free medical benefits, payable within that limited period are provided in lieu of previously deferred compensation.  See Reg. § 1.409A-1(b)(9)(v).  

D. Payment Dispute/Denial/Illegality.  
1. Good faith disputes.  If the employer disputes in good faith the obligation to pay or the amount, payment may be delayed until the dispute is resolved by settlement, adjudication, or concession by the employer.  In that case, payment will remain compliant if made by the 15th day of the third month following such event or at any later date within the same calendar year.  Collusive disputes intended to allow further deferrals obviously do not come within this rule.  

2. Refusal to pay.  An employer cannot subject an employee to Section 409A penalties simply by an arbitrary refusal to pay.  In that event, the employee remains compliant so long as he/she makes reasonable good faith efforts to collect the amount.  See Reg. § 1.409A-3(g).  

3. Violation of law.  If the payment is reasonably anticipated to violate Federal securities or other applicable law (other than the Internal Revenue Code), payment may be deferred until it would not cause such a violation.  

E. Correlation with Social Security or Disability Benefits.  The regulations exhibit concern that provisions allowing other employer or governmental benefits to affect plan deferrals might be manipulated to give the employee or employer inappropriate discretion to change the time or form of payment. The "fixed" schedule requirement is not violated by a direct dollar-for-dollar reduction in plan payments by amounts received or receivable from Social Security.  However, a fixed schedule is not present if other changes in the time and form of benefit  may be based on the employee's eligibility for or elections related to Social Security benefits.  A similar direct reduction is permitted for amounts receivable under a pre-existing employer disability plan covering a substantial number of other employees.  See Preamble X Cii, Reg. § 1.409A-3(i)(1)(ii)(A).

VII. No Acceleration.  
Acceleration of deferred amounts is prohibited, whether under plan terms or otherwise, except as provided under regulations.  See Reg. § 1.409A-3(j).  

A. Intervening Events.  The time and form of payment applicable on the first to occur of two more permitted payment events may shift to that previously elected for the other event, even if payments are thereby made earlier.  For example, if an employee dies while payments are being made in installments following a previously elected fixed payment date (or following separation from service), the remaining balance may be made in a lump sum, or on an accelerated payment schedule, if the employee had initially so elected (or timely so elected in accordance with the rules governing subsequent elections).  See Reg. § 1.409A-3(j) (1).  

B. Addition or Deletion of Payment Events.  Action adding either a specified time (or schedule) or separation from service as a new payment event is prohibited if the new event could occur earlier than before.  However, death, or disability or unforeseeable emergency (each as defined under the regulations), may be added without violating the anti-acceleration prohibitions.  If a new event of any other type is added as a possible later payment event (e.g., the newly added event is a specified time or separation from service), the change must comply with the rules governing subsequent changes in manner of payment – i.e., not take effect for at least 12 months and require that payment not begin under any circumstances until at least five years had elapsed from the payment date previously applicable.  Deletion of a payment event must also comply with the change rules and not result in any possibility of acceleration.  See Reg. § 1.409A-3(j)(2).  

C. Waiver of Plan Conditions (Acceleration of Vesting) -- Care required in separation situations!  An employer’s waiver or acceleration of the satisfaction of a condition for payment is not as such a prohibited acceleration.  Thus, if a lump sum is payable under the plan terms when the participant vests and the employer reduces the vesting requirement from 10 years to 5, payment of a lump sum upon vesting at 5 years is not an acceleration.  See Reg. § 1.409A-3(j)(1).  However, a change in the time of payment previously applicable upon such event must comply with the rules governing subsequent changes in manner of payment.  Care must be taken in separation situations not to violate this rule when providing ostensibly new separation benefits to an employee forfeiting other benefits.  If the new benefits are viewed as a replacement for the forfeited benefits (as is presumptively the case in a voluntary separation), the new benefits must be paid at the same time and manner as the forfeited benefits would have been paid upon vesting in order to avoid a violation of the election change rules.  

D. Changes of or by, or Otherwise Affecting Beneficiaries.  Neither a beneficiary entitled to death benefits, nor the employee nor the employer by unilateral action (such as by a decision to commute), may elect a change in manner of payment upon death that would accelerate payment (other than by the addition of death as a permitted payment event, which is an authorized exception to the no-acceleration rule).  However, a change in the identity of the beneficiary may be made either before or after payments commence if the time and form of payment are unaffected.  In addition, the beneficiary of a life annuity form may be changed before payments commence if the only impact on payments results from the different life expectancy of the new beneficiary and the commencement date of the annuity is unaffected.  Reg. § 1.409A-3(j)(3).  

E. Plan Terminations.  Plan provisions permitting the employer to distribute existing deferrals on termination of the plan would ordinarily violate the prohibition against acceleration of payment.  However, Reg. § 1.409A-3(j)(4)(ix) provides exceptions for the following situations: 

1. Change in control event.  Termination and liquidation of the plan (and if applicable, plans aggregated therewith) within 30 days before or 12 months following a change in control event as defined in Reg. § 1.409A-3(i)(5).  

2. Bankruptcy or liquidation.  Termination and liquidation of the plan within 12 months of a corporate dissolution taxed under section 331 or with approval of the bankruptcy court under 11 U.S.C. § 503(b)(1)(A), provided that all deferrals thereunder are taxed to the recipients (i) in the calendar year of termination or (ii) if subject to a substantial risk of forfeiture, in the year the forfeiture restriction lapses, or (iii) if payment in such year is not administratively practicable, then in the first year practicable.  
3. Elimination of plan category.  If all deferred compensation plans of the same type are completely terminated with respect to all participants, other than proximate to an economic downturn, all deferrals not previously paid out may be distributed during the second twelve-month period following the termination.  During the first twelve months, payments may be made only in accordance with the terms of the plan in effect prior to termination.  This exception requires that the employer not adopt any new arrangement within the same plan category within the next three years.  
F. Domestic Relations Order.  Relief is given for payments to comply with a domestic relations order as defined in section 414(p)(i)(B), if the plan provides for the accelerated payments to the spouse or other alternate payee (which presumably facilitates the entry or orders providing for acceleration).  Even if the plan does not so provide, payment may be made if necessary to comply with an order entered despite the absence of such a provision.  Relief is not limited to QDROs, making it possible to honor orders issued by state courts that take the position that orders directed at nonqualified plans need not comply with the QDRO rules.  Reg. § 409A-3(j)(4)(ii).  In either case, relief is available only if the acceleration does not involve any exercise of discretion by the employee.  

G. Limited Total Cashouts.  A plan may provide for an involuntary cashout of a participant’s entire interest in a plan and all plans aggregated therewith in an amount not to exceed the section 401(k) regular dollar deferral limit in the year of cashout ($15,500 in 2007).  A plan not already so providing may be amended to require the cashout (either absolutely or at the employer’s discretion) so long as the amendment is executed and effective (and if applicable, the employer discretion exercised) prior to the election of payment.  Reg. § 409A-3(j)(4)(v).  

H. Conflicts of Interest.  Acceleration is permitted as necessary to comply with ethics agreements between Federal officers or employees and the Federal government, or as reasonably necessary to comply with conflict of interest or ethics laws of any U.S. or, for foreign source income, of an applicable foreign jurisdiction.  Reg. § 409A-3(j)(4)(iii).  
I. Withholding Taxes.  Payments may be accelerated to pay both FICA (or Railroad Retirement Act) taxes on deferred compensation that becomes payable on vesting (or when it becomes reasonably ascertainable), and Federal, state, local or foreign income tax withholding on the accelerated payments, including "gross-ups" to account for the pyramiding of withholding taxes.  Reg. § 409A-3(j)(4)(vi).  

J. Section 409A Penalties.  Distribution may be accelerated to the extent necessary to reimburse the employee for the taxes resulting from violation of Section 409A.  Reg. § 409A-3(j)(4)(vii).  

K. State, Local or Foreign Taxes.  Where state, local or foreign jurisdictions tax deferred compensation before it is taxable for Federal purposes (i.e., before it is paid or made available to the employee), the plan may provide for acceleration of payment to meet such tax obligations, including related withholding, and Federal income tax withholding on such payments.  However, the acceleration cannot exceed the total non-Federal taxes payable plus the Federal income tax withholding.  Reg. § 1.490A-3(j)(4)(xi).  

L. Disability.  A plan may provide for automatic cancellation, or an employee may elect to cancel, a prior deferral election if the employee becomes disabled (defined here as any medically determinable/physical or mental impairment rendering the employee unable to perform duties of his or her position or any substantially similar position, where such impairment can be expected to result in death or can be expected to last for a continuous period of not less than six months).  Reg. § 1.409A-3(j)(4)(xii).  

M. Offset of Small Routine Debts.  An employer may collect amounts due from the employee in the ordinary course of the participant’s employment at the time the amounts would ordinarily be paid directly by the employee, up to a total of $5,000 in any taxable year of the employee.  Reg. § 1.409A-3(j)(4)(xiii).  

N. Reduced Payments to Settle Bona Fide Dispute.  A bona fide dispute as to the right to a deferred amount may be settled by a current or other accelerated payment.  Bona fides are determined based on the relevant circumstances, but a reduction of less than 25% on a present value basis, or proximate to a downturn in the employer’s financial health, is presumed to be a subterfuge.  Reg. § 1.409A-3(j)(4)(xiv).  

O. Correlation with Cafeteria Plan Elections.  The compensation eligible for deferral may change solely because of a section 125 cafeteria plan election affecting such compensation without causing a prohibited acceleration.  Reg. § 1.409A-3(j)(6).  

VIII. Distribution Restrictions
A. General.  Distributions may not be earlier than the following:

· Separation from service, as defined in VIIIB below, subject to a required 6-month delay for “specified employees” of a public corporation (see IX below).  
· Disability, as defined in Reg. § 1.409A-3(i)(4).  

· A specified time or age or pursuant to a fixed schedule, specified at the date of deferral (which is the date of election for elective deferrals).  
· Death.  
· A change in control event described in VIII C below.  While Section 409A(a)(2)(v) only provides for such an event for corporations, Preamble VI E to the proposed regulations stated that it will ultimately to extend partnerships.  While this has not yet been done, Government spokesmen advise that the earlier Preamble can still be relied on for the purpose.  
· Unforeseeable emergency, as defined in Reg. § 1.409A-3(i)(3). 
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B. Separation from Service  

1. Anti-abuse definition.  The permitted payment event of “separation from service” is defined to prevent manipulation or abuse by continuing purported employment so as to delay payment, or terminating employment in form but allowing continuation of service as a “consultant” or independent contractor.  Identifying the separation date is easy where there is a clean break in the relationship – full time employment ends and no services are performed after that date.  In any other situation, however, the date of separation is determined --

based on whether the facts and circumstances indicate that the employer and employee reasonably anticipated that no further services would be performed after a certain date or that the level of bona fide services the employee would perform after such date (whether as an employee or as an independent contractor) would permanently decrease to no more than 20 percent of the average level of bona fide services performed (whether as an employee or an independent contractor) over the immediately preceding 36-month period (or the full period of services to the employer if the employee has been providing services to the employer less than 36 months).  

2. Relevant facts and circumstances.  The relevant “facts and circumstances” include:

whether the employee continues to be treated as an employee for other purposes (such as continuation of salary and participation in employee benefit programs), whether similarly situated service providers have been treated consistently, and whether the employee is permitted, and realistically available, to perform services for other service recipients in the same line of business.  

Under the “reasonably anticipated” standard, an unexpected return to employment, or increase in level of employment, do to a change in circumstances will not vitiate the bona fides of the termination.  A return to work caused by the termination of the employee’s replacement is given as an example of such a case.  Except where such a demonstrable change in circumstances occurs, the reasonably anticipated standard will be applied by reference to the service pattern that actually emerges, as follows:  

(a) 20% or more decrease in work schedule.  An actual decrease to 20% or less of the average level of services during the immediately preceding 36-month period is “presumed” to be a separation, but the presumption is rebuttable.  Accordingly, if the employee’s service level turn out to be reduced to 20% or less and payment was not made when separation upon commencement of the reduction would require, it will be necessary to demonstrate that the decrease to 20% or less was not reasonably anticipated, in order to avoid a Section 409A violation with the attendant penalties.  

(b) Decrease between 20% and 50%.  If an employee was treated as terminated upon a change to part-time status (or consultant work) but his work level exceeded 20%, there will be no adverse presumption to overcome, unless the employee’s work level continued at 50% or more of the average during the 36-month base period.  However, the parties should document the basis for concluding that a separation occurred in any case where a demonstration of “reasonable anticipation” may be called for, particularly where the benefit of the presumption available where services are below the 20% mark may be unavailable.  

(c) Decrease of less than 50%.  A rebuttable presumption of “no separation” will apply where services in fact continue at a level of 50% or more of the 36-month base period.  

If a reduction in work that would otherwise constitute a separation is not treated as such because the extent of the reduction was unexpected, the separation will occur when it becomes reasonably anticipated that the greater level of reduction will continue.  Preamble VII C2a.  
3. Design alternatives.  A plan may provide:

another level of reasonably anticipated permanent reduction in the level of bona fide services as a separation from service, provided that the level of reduction required must be designated in writing as a specific percentage, and the reasonably anticipated reduced level of bona fide services must be greater than 20 percent but less than 50 percent of the average level of bona fide services provided in the immediately preceding 12 months.  
Employers who anticipate a practice of continuing certain categories of plan participants in a significant paid consultant capacity after termination of employment may wish to consider this option in light of the payment date (or payment commencement date) they would want to apply in such cases.  

4. Bona fide leave of absence.  

(a) General rule.  Military leave, sick leave or other bona fide leave of absence will not result in a separation –

(i) if the leave does not exceed 6 months.  If a leave exceeds 6 months and no such reemployment right exists, employment is deemed to terminate on that day following such 6 month period; or

(ii) the leave does not exceed any longer period which the employee has reemployment rights under an applicable statute (as in most military leave cases) or by contract.  

(b) Disability.  A 29-month period of absence, which dovetails with the waiting period for Social Security disability benefits, may be substituted for the 6-month period where the leave is due to a medically determinable impairment expected to result in death or for the last 6 months, and the impairment prevents the employee from performing either his customary duties or duties of any “substantially similar position of employment.”  
(c) Terminal leave excluded.  Except in cases of sick leave or vacation, a leave is bona fide only if there is a reasonable expectation that the employee will return to the employer upon its expiration.  See Preamble VII C2c.  

5. Asset/stock sales.  The seller and buyer in a substantial sale or other disposition of assets (such as a plant or division or substantially all the assets of the trade or business) may specify in writing at any time up to the closing whether employees transferring from the seller to buyer will be treated as separated, so long as all such employees are treated consistently.  No such option is provided for stock sales as such, except as may arise under the rule for payments on a change of stock ownership.  

6. Dual status.  An individual providing services both as an employee and independent contractor to the same entity must separate from service in both capacities in order to have a separation from service.  For this purpose, service as a director is generally not taken into account.  Reg. §§1.409A-1(h)(5) and 1.409A-1(c)(2)(ii).  However, the definition of separation as including a reduction of the service level to 20% or less of that previously in effect, taking into account service in both capacities, should result in a separation to the same extent as where the same reduction occurred by a participant serving only as an employee.  

7. Affiliated entities.  Any of several alternative rules may be adopted in order to determine the group of affiliated entities that may be treated as the applicable employer in determining whether a separation from service has occurred, as follows:  

(a) Absent a plan provision specifying otherwise, the section 414(b) and (c) controlled group rules apply, with the modification that “50%” rather than “80%” ownership is used.  

(b) The plan may retain the 80% benchmark.  

(c) The plan may specify any percentage between 50% and 80%.  

(d) If justified by “legitimate business criteria,” the plan may adopt a lower percentage, but not less than 20%.  

Any alternate definition employed for the purpose must be designated in writing no later than the last date for electing the time and form of payment of the amount deferred.  Thereafter, any change in the definition will be allowable only to the extent permitted under the rules governing subsequent deferral elections and generally prohibiting the acceleration of payment.  
C. Change in Control Events

1. The definition of "change in control event" that is a permitted distribution trigger is generally derived from section 280G of the golden parachute regulations, but with a higher required threshold of ownership change.  The requisite change may occur with respect to any of the --

(i) the corporation for which the employee is working at the time of the event,

(ii) any or all corporations liable for the deferred compensation because it is attributable to of their employment of the employee, or 

(iii) any other corporation or corporation liable for the deferred compensation (e.g., a corporation assuming the obligation in an asset purchase), or 

(iv) a parent corporation of any of the foregoing, based on more than 50% ownership) or a chain of such corporations.  See Reg. § 1.409A-3(i)(5)(ii).  A variety of constructive ownership rules apply for the purpose.  

Where the entity affected by the change is not the current employer but is liable for the deferred compensation as described in (ii) and (iii), there must be a bona fide business purposes of the corporation having such liability, and no significant purpose for its liability can be the avoidance of Federal income tax.  

2. Change in ownership.  

(a) More than 50% change.  This change event generally comprises an acquisition resulting in a person (or group as defined) becoming owner of over 50% of the total fair market value or total voting power of stock in the corporation, whether in a single transaction or by combining the most recent acquisition with prior holdings (assuming the acquirer did not already own more than 50% or have effective control as described in C3 below).  The term “group” is narrowly defined to exclude purchases by the general public in an IPO or otherwise made at the same time, but includes stockholders of a corporate acquirer.  See Reg. § 1.409A-3(i)(5)(v).  

(b) Optional higher percentage.  The plan may substitute a higher percentage than 50% if that is done no later than the date by which the time and form of payment must be established.  Accordingly, for a plan with amounts previously deferred, a new stricter definition could not apply to prior deferrals until at least five years had elapsed, and those deferrals would be paid out under the original plan terms upon a change in control as there defined within that period.  

(c) Redemptions.  An increase in ownership resulting from a redemption from other stockholders may constitute an acquisition, provided that at least some stock remains outstanding.  

3. Change in effective control.  This can be either -- 

(a) an acquisition (generally defined under the same rules applicable to a change in ownership) of 30% or more of the voting power, counting only acquisitions within the most recent 12 months, but excluding an acquisition by a person or group already in effective control, or

(b) replacement of a majority of the board (or the board of the parent, i.e., a corporation itself having no majority shareholder, if the employee is employed by a subsidiary) within a 12-month-period by individuals not endorsed by a majority of the prior board.  

(c) The plan may substitute a higher percentage than 30% or a supermajority rather than mere majority of the board in the above, if that is done no later than the date by which the time and form of payment must be established. 

Reg. § 1.409A-3(g)(5) (vi).  

4. Change in ownership of a substantial portion of a corporation's assets.  This occurs when a person or group acquires, in a single transaction or a series of transactions within a 12 month period, assets with a total fair market value of at least 40% of the total fair market value of assets immediately prior to such acquisition or acquisitions.  See Reg. § 1.409A-3(i)(5)(vii).  

(a) Sales to unrelated purchasers not aggregated.  Sales by a corporation of assets of over 40% of its assets to unrelated purchasers will not fall within the definition if no single purchasing group (e.g., corporation and its stockholders) acquires at least 40%.  

(b) Sales to affiliates, etc. disregarded.  Also excluded is an acquisition by a majority shareholder (person or group) of the selling corporation, or a more than 50% owned subsidiary of the selling corporation or of its majority shareholder (i.e., a brother-sister affiliate).  A transfer of assets to stockholders in redemption of their stock will also be disregarded, whether or not they are controlling stockholders.  

(c) Optional higher percentage requirement.  The plan may substitute a higher percentage than 40% if that is done no later than the date by which the time and form of payment must be established. 

5. Plan may adopt more restrictive rules.  A plan is not required to make all (or even any) of the foregoing a distribution event, and beyond requiring the increased percentages as a condition for a change event (but never lower percentages), may define the permitted distribution events more narrowly.  
6. Extension of forfeitability period.  A forfeitability condition that would otherwise lapse on a change of ownership, or change in the ownership of assets, may be extended or modified before such event without resulting in a prohibited change in the schedule of payments to commence upon subsequent lapse of the forfeiture condition.  Reg.§ 1.409A-3(i)(5)(iv)(B).

7. Spinoffs not included.  Spinoffs leave the same stockholders in the same effective ownership position and do not qualify as a distribution event, because they cause neither a separation from service nor a change in control.
IX. Six-month Delay for Specified (Key) Employees.  

1. Required only if distribution event is a separation from service.  For key employees of a corporation whose stock is publicly traded, whether on an established securities market or otherwise, distributions based on a separation from service (but not other events, including a change in control event) must be postponed for at least six months from the separation date or until prior death.  See Reg. § 1.409A-3(i)(2).  

(a) “Two-trigger plans.”  The six-month delay is required in change in control situations if payment is not made solely by reason of the change but requires a separation from service in addition (a “two trigger” plan).  

(b) Intervening post-separation events disregarded (other than death).  If separation becomes the trigger, the full six-month delay is required even if an alternative trigger event occurs during the six-month period, such as a previously elected fixed date which did not apply because of the earlier separation, or disability.  However, distribution may be made upon an intervening death without any need for further delay.  

2. “Established securities market” includes trading on foreign exchanges or local trading of ADRs.  Reg. § 1.409A-1(k), cross-referencing Reg. §1.897-1(m).  
B. "Specified (Key) Employee."  “Key employee” is determined under the definition in section 416(i), dealing with top-hat plans, and for larger public companies means, as a practical matter, an “officer of the employer having an annual compensation greater than $130,000” subject to COLA increases (and thus $145,000 for 2007, up from $135,000 in 2005).  Officers of subsidiaries are included for this purpose, since the qualified plan rules that treat all members of a controlled group as a single employer also apply under Section 409A(d)(6).  However, no more than 50 employees in the aggregate will be treated as officers.  If there are more, officers qualify as such in order of highest pay.  For corporations with more concentrated ownership, the term “key employee” also includes a 5% stockholder, or a 1% stockholder having annual compensation over $150,000.  
C. Identifying Officers.  Reg. § 416-1, Q&A T-13 provides that (1) “officer” generally means “an administrative executive who is in regular and continued service,” and (2) determination of who is an officer is determined on the basis of all the facts, including the nature and extent of the duties, the source of the executive’s authority and the term for which elected or appointed.  An officer title will be disregarded if the authority doesn’t meet this test.  The regulations do not clarify how to apply the facts and circumstances test of the top-heavy plan regulations, but simply cross-reference the definition in those regulations.  

D. Qualified Plan Definition Controls (Non-Employee Directors Excluded).  Since specified employees are determined by reference to the rules defining key employees under section 416, an individual who is a key employee for section 416 purposes may so qualify, whether he/she is a common law employee or a partner or other self-employed individual treated as an employee for qualified plan purposes.  However, non-employee directors are not treated as employees under the qualified plans of the corporations on whose boards they sit, and should therefore not be treated as specified employees if covered by a Section 409A plan.  
E. Protective Over-Inclusive Alternative.  The regulations allow alternative, over-inclusive methods of identifying specified employees provided they are reasonably calculated to cover all those who would actually be specified employees under the applicable definition, provided they do not treat more than 200 employees as such (or treat all employees as such).  While the regulations uses a "reasonably calculated standard," the Preamble states that a plan meeting that standard will nevertheless violate Section 409A if the six-month delay is not imposed on separation of an employee who would be a specified employee under the precise definition.  
F. Date/Period for Identifying Specified Employees
1. Calendar year determinations, applied to the next succeeding April 1-March 31.  Unless the employer expressly provides otherwise for all covered plans, specified employees are separately identified for each successive 12-month period April 1-March 31, based on their officer status and compensation relative to others (or shareholder status) for the preceding calendar year.  If they so qualify for the particular April 1 – March 31, they will be subject to the six-month delay should they separate from service in that twelve-month period.  If they are not specified employees that basis, they will not be subject to the six-month delay even though their compensation and officer status for the calendar year of separation would render them such (for instance, because their compensation increased in the separation year to put them in the top 50 officer group and/or to an amount exceeding the applicable dollar threshold).  

(a) Under the presumptive calendar year scenario, “specified employee” status for an employee separation in the period January 1 –March 31 will be based on his officer status and compensation for the second calendar year preceding.  A change in that status during the immediately preceding calendar year will not apply unless the separation takes place on or after April 1 of the calendar year of separation year (including through March 31 of the following year).  
2. Employer option to use different determination dates.  An employer may specify a period other than a calendar year for identifying specified employees.  Alternatively or in addition an employer may treat those identified as specified employees, based either on a calendar year or another 12-month period so specified, as subject to the six-month delay for separations beginning (i) on a date earlier than April 1, in the presumptive calendar year case, (ii) or if the period other than a calendar year is adopted, for separation on any specified date no later than the first of the fourth month following the end of the specified twelve-month period.  

G. “Compensation”

1. Section 415 definition.  The compensation used to identify specified employees is presumptively determined under the general definition of compensation in Reg. § 1.415(c)-2(a), disregarding the timing and other special rules of Reg. § 1.415(c)-2(e) and (g) (which disregard may produce different compensation figures than those actually used for qualified plan purposes).  This definition comprises the items specifically enumerated in Reg. § 1.415(c)-2(b), generally meaning all pay for services in cash or property (including amounts currently taxable based on a section 83(b) election), before reduction for section 401(k deferrals, section 125 cafeteria plan pre-tax premiums or similar contributions, and section 132(f)(4) salary reduction pre-tax qualified transportation expenses.  Pay as so defined includes taxable welfare benefits (e.g., discriminatory benefits under a self-insured plan, or group term life insurance exceeding the exclusion limit or discriminatory), reimbursements of moving expenses other than those reasonably expected to be deductible by the employee (thus requiring a determination to that effect), and the value of a nonstatutory option taxable to the employee in the year granted (an unusual situation).  However, per Reg. § 1.415(c)-2(c), it excludes:

(a) Current distributions from a plan of deferred compensation (qualified or not) unless the employer expressly provides otherwise in the compensation definition applicable in the identification of key employees (which need not follow the definition used in the employer’s qualified plans);

(b) Amounts realized from exercise of a nonstatutory option or a disqualifying disposition of stock acquired upon exercise of a statutory option, or when restricted property becomes taxable under section 83 (other than because of a section 83(b) election to realize income currently); and 

(c) Items similar to the above.  
2. Section 415 safe harbor (e.g., W-2 based) alternatives.  Instead of the general definition set forth above, the employer may elect to use any other definition of compensation permitted under the section 415 regulations if consistently applied, including those in Reg.§1.415(c)-2(d) based on W-2 reporting or the like (with the required addbacks for section 401(k) deferrals, and cafeteria plan and qualified transportation expense pre-tax contributions).  
3. Nonresident aliens.  In general, compensation for specified employee identification purposes is determined without regard to the excludability from income based on the location of the services.  In the case of a nonresident alien employee, however, the employer may elect to apply an option under Reg. § 1.415(c)-2(g)(5)(ii) to exclude compensation that is excludible from gross income because of the location of the services or the identity of the employer that is not effectively connected with the conduct of a trade or business within the United States.  

H. Corporate transactions.  See Reg. § 1.409A-1(j)(6).  

I. Payments after delay period.  The employer may retain discretion to pay all amounts during the six-month period upon expiration of the period, or to delay all payments by six months.  However, the employee must have no direct or indirect discretion in the matter.  Reg. § 1.409A-3(a)(2)(ii).  
X. Linked Plans 
A. Benefit Shifts.  Relief from the deferral timing and nonacceleration rules is provided for  benefit shifts among linked plans arising from amendments or changes in statutory limits in the underlying “employer qualified plan” or certain employee elections thereunder.
1. Nonqualified plans covered.  The relief given in such linkage situations is available for the following nonqualified plans (“NQPs”):

(a) Excess or makeup plans.  The NQP benefit is based on the qualified plan formula, without regard to Code (or, for a broad-based foreign plan, foreign law) limitations on the amount of benefits permitted under the qualified employer plan.
(b) Offset plans.  The NQP plan benefit is offset by some or all of the qualified employer plan benefit. 

2. "Qualified employer plans" for this purpose include:

(a) Plans qualified under section 401(a) or 403(a),

(b) Tax-deferred annuities described in section 403(b),

(c) Eligible deferred compensation plans as defined in section 457(b), and

(d) Certain broad-based foreign retirement plans.  

B. Conditions and Scope of Relief.  Benefit shifts between such excess/makeup or offset NQP’s and “qualified employer plans” resulting from qualified plan amendments or changes in Code limits on qualified plan benefits do not create either a prohibited tardy deferral or a prohibited acceleration, provided they do not change the time or form of payment and the change in the amount deferred under the nonqualified plan does not exceed the change in the amounts deferred under the qualified plan.  See Reg. §§ 1.409A-2(a)(9) and 1.409A-3(j)(5). Subject to the same conditions, this rule also applies to shifts in benefits resulting from an employee's election as to whether to receive an ancillary or subsidized benefit under the qualified employer plan. 
C. Relief for defined contribution plan elections.  An employee’s election with respect to elective deferrals and other pre-tax contributions under a section 401(k) plan generally will not constitute a deferral under the linked nonqualified plan,  as long as the election does not result in an increase in amounts deferred under all nonqualified plans in which the employee participates. Similarly, the effect of such contributions and after-tax contributions on matching contributions will not result in an untimely deferral, provided that the total of such matching amounts never exceeds 100% of the match that would have been provided under the qualified plan absent any plan-based limits. Reg. § 1.409A-2(a)(9)(iii) and (iv).

D. Elections of Time and Form of Payment.  
1. Full linkage with qualified plan elections permitted only through December 31, 2007.  The transition rule under which changes in a qualified plan payment election may be given effect under a nonqualified plan referencing the qualified plan, free of the Section 409A restrictions on election changes, is available only through December 31, 2007.  See Preamble XI D to Proposed Regulations, as extended by Notice 2007-79, Section 3.03. The relief is available for all nonqualified plans tying the time and form of payment to a qualified plan, whether or not they constitute excess /makeup or offset plans described in X A above (although that will often be the case). The relief given is limited to Section 409A, and is not available for elections that would violate general constructive receipt principles.  

2. Time of payment.  Under the rules applicable to deferred compensation arrangements generally (see V above), the time of payment of an excess or makeup plan benefit must be initially elected or otherwise specified at the time of initial deferral, and may thereafter be changed only in accordance with the election change rules of VI above.  The deadline for the initial election is 30 days after the end of the calendar year in which the employee first accrues a benefit under the excess plan.  Reg.§ 1.409A-2(a)(7)(iii).  
3. Form of payment.  If the choices between form of payments under the excess/makeup/offset plan are between actuarially equivalent annuities (disregarding subsidized survivor benefits) exempted from the subsequent election rules (see VI B1 above), the form of payment need not be so specified in advance.  However, any other election between forms of payment must comply with the same rules that govern initial and subsequent elections of time of payment.  
4. Section 401(k) Wrap Plans.  Limited accommodation is made for nonqualified plans linked to section 401(k) or Roth 401(k) deferral elections, both for elective deferrals and matching contributions, in each case up to the amount of the section 402(g) exclusion limit (including the catch-up limit for those eligible).  The final regulations clarify that the section 402(g) limit applies separately to the matching contributions.  See Reg. § 1.409A-3(h)(3)(iii) and (iv).  

XI. Separation Pay

A. Involuntary (or Good Reason or Window Program) Terminations.  The final regulations clarify and expand the circumstances under which “deferred compensation” (and thus Section 409A) does not include payments made solely because of an involuntary separation or under a window program.  

1. “Involuntary separation”

The regulations define “involuntary separation from service” as --

“a separation from service due to the independent exercise of the unilateral authority of the [employer] to terminate the [employee’s] services, other than due to the [employee’s] implicit or explicit request, where the [employee] was willing and able to continue performing services.”  
(a) Nonrenewal.  An involuntary separation includes nonrenewal of a contract, where the employee was willing and able to renew on “substantially similar” terms and conditions.  Query to what extent salary or bonus provisions must be at increased levels if the prior contract, or practice thereunder, involved increases during the term of the contract and whether an offer to renew without an increase would meet the substantially similar test.  

(b) Documentation.  Characterization of the separation in the documentation will presumptively apply, but the presumption “may be rebutted where the facts and circumstances indicate otherwise.”  An ostensible “resignation” may be thus treated as involuntary where the facts show the employer would have terminated the employee’s services had he/she not resigned and the employee knew that was the case.  

2. Separation for “good reason”

(a) General definition.  The regulations allow separation for “good reason” (assuming a bona fide arrangement rather than a subterfuge to avoid Section 409A) to be treated as involuntary, and provide both a general definition of a good reason termination and a safe harbor.  The general definition provides as follows:

“Such a good reason (or a similar condition) must be defined to require actions taken by the employer resulting in a material negative change to the service provider in the service relationship, such as the duties to be performed, the conditions under which such duties are to be performed, or the compensation to be received for performing such services.  Other [relevant] factors include the extent to which the payments upon a separation from service for good reason are in the same amount and are to be made at the same time and in the same form as payments available upon an actual involuntary separation from service, and whether the service provider is required to give the employer notice of the existence of the condition that would result in treatment as a separation from service for good reason and a reasonable opportunity to remedy the condition.”

(b) Safe harbor definition.  Under the safe harbor definition, the separation from service must occur during a pre-determined limited period of time not to exceed two years following the initial existence of one or more of the following conditions arising without the employer’s consent of the service provider:

(i) A material diminution in any of (A) the employee’s base compensation, authority, duties, or responsibilities, or (B) in the authority, duties, or responsibilities of the supervisor to whom the employee reports, including a requirement that an employee report to a corporate officer or other employee instead of directly to the board of directors. 
(ii) A material diminution in the budget over which the employee retains authority.  
(iii) A material change in the geographic location at which the employee must perform the services.  
(iv) A material breach by the employer of the employment agreement.  
In addition, the amount, time, and form of payment upon separation must be substantially identical to that applicable on an actual involuntary separation, to the extent such a right exists.  Also, the employee must be required to provide notice to the employer of the existence of the alleged “good reason” for termination no later than 90 days after the triggering condition occurs, upon which the employer has a period of at least 30 days to remedy the condition (and thus not be required to pay the amount).  

Note that elimination or material reduction of bonus and incentive pay, stock option grants and the like is not included as such in the safe harbor definition.  Query whether a material reduction in such non-base compensation would constitute the required “good reason” if the employer agreed not to do so, so that the reduction arguably comes under the “material breach” branch, or whether the exclusion of such non-base pay reductions would preclude that approach.  
(c) Consequences of non-compliant good reason definition.  If an employment agreement provides compensation upon either an involuntary termination or noncompliant good reason termination, amounts payable in either case risk being viewed as nonforfeitable from the inception of the agreement, generally making unavailable the short-term deferral rule that might otherwise apply.  
3. “Window program”
A window program is a program providing separation pay to employees who separate under specified circumstances during a limited period of time, not to exceed 12 months, provided that no pattern exists of “repeatedly providing for similar separation pay in similar situations for substantially consecutive limited periods of time.” Separate programs in response to specific business events or conditions that are temporary or discrete should not constitute a pattern for this purpose.  
4. "Two times" exception

Separation pay meeting the following conditions is excluded from “deferred compensation” (and thus Section 409A), if paid solely by reason of an involuntary separation (including a good reason termination) or pursuant to a window program:

(a) The pay does not exceed twice the employee's total pay for the prior calendar year, adjusted for any salary increase expected to continue absent the separation, up to the section 401(a)(17) pay limit for the year of separation, and

(b) Payments are completed by last day of the second calendar year following the year of separation.  

In applying this exception, pay qualifying for other separation pay exclusions (such as for eligible reimbursements) may be disregarded.  If the remaining pay exceeds this limit, only the excess is treated as deferred compensation.  
Example:  An employee receives a payment of $450,000 on involuntary separation and for the prior calendar year received (a) a $40,000 bonus, and (b) salary at the annual rate of $150,000 for the first six months (i.e., $75,000) and, following a raise effective July 1, salary for the last six months at an annualized rate of $200,000 (i.e., $100,000).  After adjustment for the pay raise, the total pay for the preceding year is treated as $240,000 ($40,000 bonus plus $200,000 annualized salary), rather than the actual pay of $215,000 ($40,000 bonus plus $75,000 plus $100,000).  The separation payment is less than twice the prior year’s pay and also less than twice the current section 401(a)(17) limit ($225,000 in 2007), and is therefore entirely excludable.  

This exception is available for eligible payments up to the applicable dollar limit even though the total payments exceed the limit.  Thus, a specified employee can receive payments up to the limit without regard to the six-month delay otherwise required (so long as those payments are completed by the end of the second calendar year following the separation), and (assuming the requirements of Section 409A are otherwise met) receive the remaining payments after the requisite six-month period has elapsed.  

The exclusion will not apply where the plan also provides for payment upon a voluntary separation or other event.  (Preamble to III J2.)

5. Exclusion under the short-term deferral rule.  
Under the short-term deferral rule, payments are not deferred compensation if (assuming a calendar year employer) they are made no later than March 15th of the calendar year following the year in which they are no longer subject to a substantial risk of forfeiture.  Payments to be made only upon an involuntary (including good reason or window program) separation are subject to a substantial risk of forfeiture for this purpose.  Accordingly, using this calendar year scenario, if such payments are made before March 15th of the year following the separation, they will not constitute deferred compensation.  

6. Initial deferral elections for severance pay

If an employee had no prior legally binding right (e.g., employment contract entitlement, contingent or otherwise) to a payment on separation and such a payment is made solely because of an agreement resulting from bona fide arms-length negotiations at the time of separation, the initial deferral election may be made up to the time the employee obtains a legally binding right to the payment.  However, this rule will not apply to a payment to which the employee was previously entitled upon any separation other than for cause.  
B. Exceptions for Separation Pay on Either Voluntary or Involuntary Separation

The following payment or benefits are excludable from “deferred compensation” if paid solely by reason of separation from service, either voluntary or involuntary:
1. Deductible employee business expenses.  Expenses otherwise deductible by the employee under Code section 162 or 167 as business expenses connected with his/her performance of service (without regard to limitations based on AGI).  

2. Moving and outplacement expenses.  Reasonable outplacement expenses and reasonable moving expenses (including any loss incurred on sale of a primary residence) related to the termination, which are --

(a) incurred no later than the last day of the second calendar year following the year of separation, and 

(b) paid by the end of the third calendar year following (even if the rights extend thereafter).  

The exclusion available for expenses so qualifying even for the reimbursement rights or dates of payment extend to later periods for which the exclusion is unavailable.  

3. In-kind benefits and payments directly to third parties.  If payment of a benefit directly to the employee would be excludable, the exclusion remains available whether  the benefit is provided directly in kind and/or the employer directly reimburses the provider of the benefit.  In-kind benefits include financial planning services, the use of property such as aircraft or vehicles, but not a transfer of property (or related promise or option) governed by Code section 83.  The regulations also clarify how to comply with Section 409A restrictions on time and form of payment (and related elections) where the in-kind benefits remain subject to Section 409A.  See V C10 above.  

4. Medical benefits.  Nontaxable medical benefits, e.g., those reimbursed under an insured plan or a nondiscriminatory self-insured plan consistent with Code section 105(h), are excludible because Section 409A does not extend to nontaxable benefits.  Taxable medical benefits are excludible to the extent they would qualify as deductible medical expenses (disregarding the 7-½% of AGI floor) if not reimbursed, for a period extending throughout time during which COBRA coverage would be available.  Reg. § 1.409A-1(b)(9)(v)(B).  

5. De minimis payments.  Payments may be excluded to the extent they do not exceed the Code section 402(g)(1)(B) limit on section 401(k) plan deferrals for the year of separation ($15,500 in 2007).  Reg. § 1.409A-1(b)(9)(v)(D).

6. Indemnification and liability insurance for action or inaction by the employee (or other service provider) in his/her capacity as such may continue after separation without constituting deferred compensation.  

7. Collectively bargained separation pay plans resulting from bona fide arms' length bargaining described within Code Section 7701(a)(46) are outside of Section 409A.  
8. Separation pay required under foreign law.  Payments of foreign earned income (as defined) are excludable from deferred compensation to the extent required under applicable foreign law.  

C. Separation Pay to Employees Who Forfeit Benefits on Separation

Separation agreements may provide added benefits to an employee who forfeits other benefits by reason of the separation.  If the added benefits are a substitute for deferred compensation that is forfeited, they will not qualify for the separation pay exception.  However, if they are separate from the forfeited benefit, they may so qualify.  If the separation is involuntary, the determination of whether the payment is separate is made based on all the facts and circumstances.  If the separation is voluntary, however:

1. It is presumed that the payment made represents an acceleration in vesting of the benefits subject to forfeiture.  Consequently, a difference between the payment schedule of the benefits forfeited and the replacement benefits would be a change in time or form of payment that must comply with the Section 409A restrictions on such changes.  However, while an acceleration of deferred compensation is not permitted, an acceleration in vesting as such does not violate that prohibition, so long as the payment schedule of the newly vested benefits is the same as would apply had the payments vested under the original terms.  Accordingly, forfeitable benefits otherwise payable as a lump sum upon vesting may be paid as a lump sum on severance; and if otherwise payable in installments on vesting, may be paid on the same installment schedule on separation.  
2. The foregoing presumption may be rebutted by showing that the employee would have obtained the right to payment regardless of the forfeiture of the unvested right.  Such a showing may be made where the amount of payment is materially less than the portion of the unvested amount forfeited attributable on a pro rata basis to the portion of the vesting period elapsed at severance.  Another factor supporting treatment of the payment as separate from the forfeited payment is that it of a type customarily also made to departing employees who do not forfeit any benefits. 

D. Bifurcation to Use Short-Term Deferral Rule.  Since the rules of Section 409A may be applied separately to each individually identified payment in a stream of payments, payments to which no prior right existed may be divided into (i) payments within the short-term deferral period, thereby avoiding deferred compensation without the need to establish the termination was involuntary or met a good reason standard (and without regard to the “two times” or associated pay duration limit), and (ii) payments thereafter at times compliant with Section 409A, including the six-month delay for specified employees, thus giving employer the ability to forfeit payments for violation of non-compete restrictions or similar grounds arising after termination. See Reg. § 1.409A-2(b)(2)(i).
XII. “Grandfathered” Pre-2005 Deferrals.  

A. Exempt from Section 409A.  Section 409A applies to amounts “deferred after December 31, 2004.”  Thus, one of the important current exercises is to determine the amount deferred earlier which can avoid the constraints of Section 409A.  

1. Strict “earned and vested” standard.  Elective deferrals will be treated as deferred after December 31, 2004 -- i.e., as subject to Section 409A -- unless the amounts involved were both “earned and vested” on December 31, 2004, and the employee had a “legally binding right to be paid the amount.”  Reg. § 1.409A-6(a)(2).  To prevent employers from “stuffing” a maximum amount of deferrals into a pre-Section 409A universe, both quoted phrases are defined in rigorous terms, and require that the amount not be subject to a substantial risk of forfeiture (within the meaning of the section 83 regulations) or a requirement to perform further services.  

(a) Use of the section 83 definition of “substantial risk of forfeiture” means that amounts forfeitable upon breach of a non-compete obligation (or other obligation to refrain from the performance of services) will not be grandfathered if the risk of breach and consequent forfeiture is substantial (but may be grandfathered if this risk is not substantial).  

(b) Since insubstantial forfeiture conditions do not prevent an amount from being “earned and vested,” it seems they should not prevent grandfathering on any theory that they mean that the employee lacked the also-required “legally binding right to be paid” the amount deferred.  It seems, therefore, that amounts accrued and vested under SERPs (or other plans) as of December 31, 2004 should be grandfathered if they are forfeitable only for misconduct or violating noncompetes, where the section 83 presumption that the noncompete condition is not substantial is not rebutted.  

(c) Action taken after October 3, 2004 to accelerate the date on which a participant meets the “earned and vested standard” to a date on or before December 31, 2004 will be a material modification which will not only fail in its purpose, but render all prior deferrals subject to Section 409A.  See Reg. § 1.409A-6(a)(4)(i).  

2. Amount of grandfathered prior deferrals.  Earnings on grandfathered deferrals are equally grandfathered.  Accordingly: 

(a) Account balance plans.  The grandfathered benefit in an account balance plan is the balance earned and vested as of December 31, 2004 (including any right to future contributions then earned and vested), increased by any subsequent earnings, whether notional or actual, provided the right to such earnings was also vested on December 31, 2004 (i.e., not subject to a substantial risk of forfeiture or conditioned on the performance of future services).  Reg. § 1.409A-6(a)(1) and (3)(ii) and (iv).  

(b) Nonaccount balance plans (SERPs, etc.).  The portion of a SERP benefit that avoids Section 409A is initially the present value of the accrued benefit the employee would receive if he or she quit on December 31, 2004 and received his or her benefits at the earliest possible date in the form with the maximum value.  For participants who had not then met plan vesting requirements, this would be zero.  To the extent they were then vested, the portion of their benefit that will be grandfathered as of the date they terminate (and thus, for example, can be paid without the 6-month delay applicable to certain key employees or the need to conform to Section 409A restrictions as to form of payment) will be the increased present value (calculated using reasonable actuarial assumptions in effect on December 31, 2004 or currently) of the benefit then actually payable determined under terms in effect on October 3, 2004 (including any then applicable Code limits) without regard to any services or other further events after December 31, 2004.  Thus, for example, increases in the amount earned for service as of December 31, 2004 arising from future pay increases (or under any new other plan feature or event) will not be covered by the grandfather.  

3. Beware the “material modification.”
(a) Loss of grandfathering.  The grandfathering of amounts deferred prior to January 1, 2005 will be lost if there is a “material modification” of the plan as in effect on October 3, 2004.  Reg. § 1.409A-6(a)(4)(i).  For this purpose, the provision treating all similar plans as a single plan does not apply.  Reg. § 1.409A-6(a)(4)(vii).  

(b) Additional benefits or rights.  In general, any material enhancement of an existing benefit or right, or grant of a material new benefit or right, beyond those participants had as a matter of right as of October 3, 2004, will be a material modification if it affects amounts earned and vested before January 1, 2005.  This is so whether the grant or enhancement occurs through plan amendment or an exercise of employer discretion.  However, an employer’s exercise of discretion existing at October 3, 2004 over the time and manner of payment will not be treated as a material modification.  Reg. § 1.409A-6(a)(4)(i).  

(c) Investment changes.  A material modification will not result from a change in a notional investment used to measure account adjustments to different reasonable interest rate, or to change or add any other “predetermined actual investment,” within the meaning of the section 3121(v) regulations.  However, changes not linked to an actual available investment will result in a material modification.  See Reg. § 1.409A-6(a)(4)(iv).  

(d) Exercise of existing rights.  A participant’s exercise of a right already existing on October 3, 2004 is not a material modification.  For example, the right to elect a further deferral of amounts previously deferred seems to come under this exception if the October 3, 2004 plan gave an absolute right to make the further deferral election.  This also permits a participant to exercise any discretion over time and manner of payment already existing on October 3, 2004.  

(e) Compliance amendments.  Unsurprisingly, an amendment to bring the plan into compliance with Section 409A is not a material modification, as are amendments that reduce benefits and rights or discontinue future deferrals.  

(f) Other permitted amendments.  Amendments affecting only administration should also be permitted, and the Conference Report expressly blesses a “change in the plan administrator” (p. 737).  The final regulations provide that the following are not material modifications:

· Addition of a rabbi trust or similar arrangement compliant with rulings applicable thereto and Section 409A(b).  

· Allowing an election between an existing life annuity payment option and other actuarially equivalent life annuity forms that would exempt from the "subsequent election" timing rules if subject to Section 409A;

· Postponement of the date of a required cancellation of an current deferral election that would violate Section 409A to the first date at which the cancellation would not violate Section 409A (e.g., to the first taxable year beginning after the event requiring the cancellation);

· Compliance with a domestic relations order with respect to payments to an alternate payee, or a plan amendment requiring such compliance; and

· Addition of a limited total cashout feature in the amount permitted under Section 409A without causing a prohibited acceleration.  
Reg. § 1.409A-6(a)(4)(A)-(E).  
(g) New deferral opportunity can be limited in effect.  Addition of a new benefit consisting “solely of a deferral of additional compensation not otherwise provided under the plan as of October 3, 2004” may avoid tainting the otherwise grandfathered amounts -- i.e., be treated as a material modification only as to the additional compensation -- if the plan explicitly identifies the additional deferred compensation and makes it subject to Section 409A.  Reg. § 1.409A-6(a)(4)(ii).  

(h) Suspension or termination.  Termination of a plan or cessation of further deferrals in accordance with plan provisions is not a material modification.  However, amending a plan to allow participants to elect to discontinue participation is a material modification.  Reg. § 1.409A-6(a)(4)(iii).  
B. Compliance after Material Modification.  If the previously grandfathered deferrals are governed by (and operated in accordance with) a Section 409A compliant plan document from the date of the material modification forward, the modification will not result in any Section 409A violation by reason of actions taken before the modification that were based on the October 3, 2004 plan rules without regard to Section 409A.  Reg. § 1.409A-6(a)(i).  
C. Timely Rescission.  An inadvertent material modification will not destroy the grandfather if rescinded by the end of the year and, if it grants a discretionary right, before the right is exercised.  Reg. § 1.409A-6(a)-(4)(vi).  
XIII. Penalties – Aggregation of Plans of Same Type
A. Penalty Amount.  Under Section 409A(a)(1), the penalty for noncompliance with Section 409A is inclusion in income for the year of violation of all deferrals “under the plan” for that year and all prior years to the extent not subject to a substantial risk of forfeiture, plus:

1. interest at the underpayment rate plus 1%, for the period from each prior deferral year (or the year the deferral was no longer subject to a substantial risk of forfeiture ) to the current (violation) year, and

2. a 20% penalty.  
The penalty applies only to the particular participant affected, who is deemed to have a “separate plan” for this purpose.  Thus, an operational failure would ordinarily affect only the particular participants for whom it occurred.  However, a plan design or form defect could affect all participants.  
B. Earnings Added to Penalty Base.  Since Section 409A(d)(5) treats earnings on deferred amounts as part of those deferrals, the earnings are subject to the same interest and penalties upon a Section 409A violation as the underlying deferrals, with interest running from the year of the earnings increment.  
C. Similar Plans Aggregated.  All plans of the same type are treated as a single plan for penalty purposes as well as generally-except where the regulations specify otherwise.  Under Reg. § 1.409A-1(c)(2), the different plan types are:

1. Elective account balance plans;

2. Non-elective account balance plans (including matching contributions); 

3. Non-account balance plans;

4. Stock rights;

5. Involuntary severance (including good reason or window program) benefits other than those separately listed below;

6. Rights to in-kind benefits (other than stock rights) or reimbursements of expenses that separately or in the aggregate do not constitute a substantial part of the employee’s compensation or of his/her compensation received due to separation from service;

7. Deferrals of foreign income as defined; 

8. Split dollar life insurance; and

9. Other plans.  
D. No Aggregation with Director/Independent Contractor Arrangements.  A plan in which a common law employee participates is not aggregated with a plan in which he participates as a director, assuming that the director plan is substantially similar to the plan in which non-employee directors participate, nor with plans in which he participates (or previously participated in) as an independent contractor. However, director and independent contractor plans are subject to aggregation. Reg. § 1.409A-1(c)(2)(ii). 

XIV. Future Regulations

The regulations reserve for future issuance:  

Income inclusion calculations and other rules applicable upon a Section 409A violation

Partnership arrangements (including LLC’s taxed as such)

Offshore trusts and other funding arrangements.  
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