
Reproduced with permission from Pension & Benefits
Reporter, Vol. 05, No. 198, 10/14/2005. Copyright �
2005 by The Bureau of National Affairs, Inc. (800-372-
1033) http://www.bna.com

E x e c u t i v e C o m p e n s a t i o n

This is a revised version of an article that originally appeared in Pension & Benefits Daily

(113 PBD, 6/14/05), and BNA Pension & Benefits Reporter (32 BPR 1330, 6/14/05), that has

been updated to reflect Proposed Treasury Regulations §§ 1.409A-1 through 1.409A-6, pub-

lished by the Internal Revenue Service in the Federal Register on Oct. 4, 2005, at page

57,930 et seq., and reprinted in 189 PBD, 9/30/05.

How Does Section 409A Affect My Company? A Self-Diagnostic Guide for Employers

BY ETHAN LIPSIG

O ne of the most significant U.S. employee benefit
developments since the passage of the Employee
Retirement Income Security Act (ERISA) in 1974

was the enactment of Internal Revenue Code Section

409A in the fall of 2004.1 This deceptively simple sec-
tion revolutionizes nonqualified deferred compensatioņ
principally by establishing deadlines by which deferral
elections must be made and by regulating distribution
practices.

Section 409A applies to a great deal more than tradi-
tional nonqualified deferred compensation plans. Its
broad ambit reaches individual agreements, stock op-
tions, and other benefits (including severance pay) that
practitioners traditionally had not considered to be ‘‘de-
ferred compensation.’’

Every employer needs to analyze the impact of Sec-
tion 409A on its U.S.-taxable employees, directors, part-
ners, and independent contractors, and on the employer
itself. Few will be unaffected. Most employers need to
take proactive steps, some by the end of 2005, to pre-
clude the imposition of significant tax penalties—
income taxation in the later of the deferral or vesting
year, a 20 percent additional tax penalty, and interest
penalties. These amounts are levied not only with re-
spect to the noncompliant arrangement but on all simi-

1 Unless otherwise noted, all section references are to the Inter-
nal Revenue Code.
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lar arrangements in which the individual participates,
causing one noncompliant arrangement to taint them
all. Although these penalties are imposed on the recipi-
ents of deferred compensation, their unanticipated im-
position will create significant issues for employers,
such as demands for tax gross-ups, and tax reporting
and withholding issues.

Section 409A analysis is arcane because of its unex-
pectedly wide scope and the complex rules that its wide
scope made necessary. The Internal Revenue Service
has only issued two sets of guidance to date, IRS Notice
2005-1, 2005-2 I.R.B. 274 (Dec. 20, 2004), a long set of
Q&As that also provides transition relief, and Proposed
Treasury Regulations §§ 1.409A-1 through 1.409A-6,
Federal Register 57,930 et seq. (Oct. 4, 2005).

An earlier version of this article was published after
issuance of IRS Notice 2005-1 but before regulations
were proposed. The present version has been revised to
reflect the proposed regulations. Significant changes are
asterisked to help readers better understand their impact.
IRS Notice 2005-1 has not been rescinded and contin-
ues to be relevant as to certain issues, particularly tran-
sition rules.

The first section of this guide helps employers com-
pile a comprehensive list, using the ‘‘Section 409A Plan
Census Form’’ set forth at the end of this guide, of all
programs or arrangements to which Section 409A
might apply. Later sections help employers determine
the extent to which the programs or arrangements they
have listed on the form are exempt from Section 409A
or compliant with it.

I. Identify Programs or Arrangements to Which
Section 409A May Apply

Section 409A potentially applies to any program or
arrangement that promises an employee or other ser-
vice provider compensation payable in a later tax year
unless the compensation was taxable in the tax year in
which it was first promised.2 For example, it can apply
to an oral promise that may not even remotely resemble
a deferred compensation plan, to a promise made to a
single individual, or to a terminal leave of absence with
pay or benefits. This guide uses the term ‘‘plan’’ to refer
to any arrangement or program to which Section 409A
may apply. Compensation deferred unilaterally by an
employee (or other service provider) without the acqui-
escence or cooperation of his or her employer (or other
service recipient) almost certainly is not subject to Sec-
tion 409A.3 A good example of such ‘‘nonplan’’ deferred

compensation would be overtime hours that an em-
ployee does not report when worked, as his or her em-
ployer requires.

The core element that makes Section 409A poten-
tially applicable is the creation of a legally enforceable
right4 to receive deferred compensation.5 Legally en-
forceable rights can be created by contract or by opera-
tion of law. For example, an employee’s right to receive
payment for December services during a normal pay
period that ends in January is a plan to which Section
409A potentially applies (although it qualifies for the
‘‘payroll period’’ and ‘‘short-term deferral’’ exemptions
described later).

It is important to distinguish between legally enforce-
able rights and preconditions to payment, such as a
‘‘substantial risk of forfeiture.’’6 A legally enforceable
right generally is one that could be enforced in a court
of law if the preconditions to payment were satisfied.
Thus, for example, a scientist’s unconditional right to
receive a payment from his or her employer if the sci-
entist wins a Nobel Prize is a legally enforceable right
whether the scientist has won a Nobel Prize or not. In
contrast, a right to receive a payment if the payor elects

2 Prop. Treas. Reg. § 1.409A-1(a).
3 Prop. Treas. Reg. § 1.409A-1(c)(1); IRS Notice 2005-1 Q&A-9.

These provisions do not clearly state that nonqualified deferred
compensation that is provided other than under a ‘‘plan’’ is exempt
from I.R.C. § 409A; however, they define ‘‘plan’’ in a manner that
could be construed as recognizing such an exemption. They define
it as ‘‘any agreement, method, or arrangement’’ that is ‘‘adopted
unilaterally by the service recipient or . . . negotiated among or
agreed to by the service recipient and one or more service provid-
ers or service provider representatives.’’ This would seem to en-
compass all nonqualified deferred compensation arrangements ex-
cept those unilaterally adopted by a service provider without the
service recipient’s tacit agreement. For example, a nonexempt em-
ployee who unilaterally fails to report overtime hours until after
the end of the year in which the services are performed would have
a legal right to payment for those hours in a subsequent year that
could be subject to Section 409A (unless the employee were tax-
able on the overtime in the year in which the services were per-
formed on a constructive receipt theory). However, this right prob-

ably does not create a ‘‘plan’’ to which Section 409A applies be-
cause it was unilaterally created by the service provider.

4 Prop. Treas. Reg. § 1.409A-1(b)(1); IRS Notice 2005-1 Q&A-
4(a). This is an important exemption. It exempts all benefits or pay-
ments that truly are discretionary, such as unvested future taxable
post-employment benefits. The proposed regulations explain that
payments that the service recipient may unilaterally eliminate are
not considered legally enforceable unless the elimination power is
conditional or lacks substantive significance, or the service pro-
vider effectively controls, or is a I.R.C. Section 267(c)(4) family
member or spouse of, the person who has the elimination power.
Prop. Treas. Reg. § 1.409A-1(b)(1). *IRS Notice 2005-1 Q&A-4(a)
had mandated a tougher rule, requiring an elimination power to be
ignored if it were unlikely that the service recipient would exercise
the power, or only could do so after the occurrence of an unlikely-
to-occur event, and it did not have the effective control/family
member provision. However, objective plan features (i.e., features
other than grants of discretion) that may reduce rights do not make
rights unenforceable, such as vesting requirements or other sub-
stantial risks of forfeiture or adjustment of amounts on account of
investment gains or losses, changes in compensation, or offset fea-
tures. Prop. Treas. Reg. § 1.409A-1(b)(1); IRS Notice 2005-1 Q&A-
4(a).

5 *If earnings are promised on compensation when it is de-
ferred, the earnings are treated as deferred compensation as of the
date the compensation is deferred, but a plan may provide differ-
ent distribution rules or permit different distribution elections for
each. Prop. Treas. Reg. § 1.409A-1(b)(2).

6 A ‘‘substantial risk of forfeiture’’ is a precondition to benefit
entitlement that either requires ‘‘the performance of substantial fu-
ture services by any person or the occurrence of a condition related
to a purpose of the compensation,’’ but only if ‘‘the possibility of
forfeiture is substantial.’’ Prop. Treas. Reg. § 1.409A-1(d)(1); IRS
Notice 2005-1 Q&A-10(a). Extension of the at-risk period or condi-
tions added after the start of the service period for which the com-
pensation is payable are ignored. Id. A requirement to refrain from
performing services (e.g., a noncompetition agreement) is not by
itself a substantial risk of forfeiture. Id. Amounts a service recipi-
ent could have received without material reduction cannot thereaf-
ter be subjected to a substantial risk of forfeiture (e.g., salary de-
ferrals cannot be subjected to a substantial risk of forfeiture). A
stock right subject to Section 409A is not subject to a substantial
risk of forfeiture if it (or when it first) can be exercised for cash or
property that is substantially vested. Prop. Treas. Reg. § 1.409A-
1(d)(2). When the service recipient owns a significant amount of
the service recipient’s or its parent’s stock, the facts and circum-
stances must be considered in determining whether the possibility
of forfeiture is substantial. Prop. Treas. Reg. § 1.409A-1(d)(3); IRS
Notice 2005-1 Q&A-10(b).
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to make one normally would not constitute a legally en-
forceable right.

Section 409A applies to plans benefiting individuals,
such as employees, directors, partners, and proprietors,
as well as corporations, S corporations, partnerships,
I.R.C. Section 269A personal service corporations, or
similar noncorporate entities.7 However, the proposed
regulations, as did IRS Notice 2005-1, include a
‘‘plumber’’ exemption that exempts from Section 409A
payments or other rights extended to a nonemployee/
nondirector engaged in a trade or business that pro-
vides services to two or more unrelated recipients.8 Sec-
tion 409A does not apply to legally binding rights ex-
tended to service providers who then are using the
accrual method of accounting (which individuals al-
most never use).9 Both the proposed regulations and
IRS Notice 2005-1 refer to persons or entities poten-
tially subject to Section 409A as ‘‘service providers.’’10

and refer to the persons for whom they work as ‘‘ser-
vice recipients.’’11 This article uses the same terms.

Thus, to recap, an arrangement or plan potentially is
subject to Section 409A if it meets all these require-
ments:

s It defers compensation beyond the end of the ser-
vice provider’s tax year in which he or she first had a le-
gally enforceable right to the compensation.

s The compensation was not taxable in the tax year
in which the legally enforceable right to it accrued.

s The compensation is deferred by the service recipi-
ent or with its acquiescence or cooperation.

s The service provider was not an accrual taxpayer
when the right to the compensation accrued.

s The service provider does not qualify for the
‘‘plumber’’ exception (which is not available to persons
providing services as employees or directors).

With these basics in mind, the first step an employer
using this guide should take is to list each of its plans
that potentially are subject to Section 409A in the ‘‘Plan
Name’’ column of the Section 409A Plan Census Form
set forth at the end of this guide. It may be helpful to re-
view the rest of this guide (which explains how to com-
plete the 409A-Exempt and 409A-Compliant columns)
because that will enable the employer to omit plans that
are clearly exempted from Section 409A, such as tax-
qualified retirement plans.

In many cases, no single individual within an em-
ployer will be able to identify all of the employer’s
plans. Therefore, a representative group of knowledge-
able individuals drawn from each of the employer’s
units probably should complete Section 409A Plan Cen-
sus Forms and then aggregate them into a single com-
bined version of that form, which would serve as a start-
ing point for the employer’s efforts to comply with Sec-
tion 409A.

II. Determine Which Plans Are Exempt From
Section 409A

The following types of plans are exempt from Section
409A. In completing the Section 409A Plan Census

Form, designate whether a plan or plan feature is Sec-
tion 409A-exempt in the ‘‘409A-Exempt?’’ column by
identifying all applicable exemptions using the num-
bers set forth in the following list. If only part of a plan
is exempt, if it is uncertain that an exemption applies,
or if the exemption is only temporary (e.g., exemption
II.14.f, infra) put ‘‘See note x’’ in the ‘‘409A-Exempt?’’
column and attach an explanation.

1. Short-Term Deferrals: Section 409A does not apply
to amounts paid by the 15th day of the third calendar
month following the end of the later of the first taxable
year of the service recipient or service provider in
which the amounts are no longer (or not initially) sub-
ject to a substantial risk of forfeiture (i.e., ‘‘vested’’).12

*IRS Notice 2005-1 suggested that the short-term defer-
ral exemption might have been temporary. The pro-
posed regulations would make it permanent. The short-
term deferral exemption does not apply to payments
that were to be paid after the exemption’s deadline, but
are paid earlier; *this is a broader version of the IRS
Notice 2005-1 exception for amounts electively deferred
by the service provider, since it includes nonelective de-
ferrals as well.13

a. An oral plan that pays benefits before the short-
term deferral exemption deadline will qualify for it.
However, such a plan that pays benefits after that dead-
line (except for reasons noted in paragraph II.1.b, infra)
will automatically violate Section 409A.14 In addition,
the special delay provisions described in paragraphs
III.D.5. and III.E.1, infra, will not be available. For this
reason, the preamble to the proposed regulations rec-
ommends that an plans that intend to qualify for the
short-term deferral exemption be set forth in writing
and include a date or year for payment.15

b. *A payment that would have qualified for the
short-term deferral exemption but for the fact that it
was paid too late will qualify for the exemption if (i) it
was administratively impracticable to pay the amount
by the deadline or doing so would have jeopardized the
service recipient’s solvency; (ii) the conditions in (i)
were unforeseeable when the payment was promised;
and (iii) it is paid as soon as reasonably practicable.16

c. For example, the short-term deferral exemption
would exempt a contractual obligation to pay severance
benefits in the form of a lump sum to an executive upon
involuntary termination of employment.

d. Some plans that normally qualify for the short-
term deferral exemption will not qualify for it as to all
participants in all cases. A good example is a three-
year, long-term incentive program (LTIP) that requires
employment through the payment date, June 1 of year
four, which is also the vesting date, but provides for ac-
celerated vesting in the event of death or retirement,
but with payment remaining deferred to the normal
date; Section 409A generally will apply as to persons
who die or retire before the payment year.

7 Prop. Treas. Reg. § 1.409A-1(f).
8 Prop. Treas. Reg. § 1.409A-1(f)(3); IRS Notice 2005-1 Q&A-8
9 Prop. Treas. Reg. § 1.409A-1(f)(2).
10 Prop. Treas. Reg. § 1.409A-1(f).
11 Prop. Treas. Reg. § 1.409A-1(g) defines this term as meaning

the entity for whom a service provider provides services, and all of
the entity’s Section 414(b) and 414(c) controlled group affiliates.

12 See note 6, supra.
13 Prop. Treas. Reg. § 1.409A-1(b)(4)(i); IRS Notice 2005-1

Q&A-4(c).
14 Preamble to proposed regulations at II.B., 70 Fed. Reg.

57,932 (Oct. 4, 2005).
15 Preamble to proposed regulations at II.B., 70 Fed. Reg.

57,932 (Oct. 4, 2005).
16 Prop. Treas. Reg. § 1.409A-1(b)(4)(ii). ‘‘Unforeseeable

events’’ do not include actions to be taken by the service provider
or someone he or she controls, such as providing necessary infor-
mation. Id.
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2. Grandfathered Benefits: Section 409A does not apply
to rights that accrued and vested prior to Jan. 1, 2005
(including subsequent earnings), if they have not been
materially modified after Oct. 3, 2004.17

a. The proposed regulations provide detailed rules
for determining how much of a benefit is grandfa-
thered, depending on whether the program is an ac-
count balance, nonaccount balance, separation pay, or
equity-based plan.

b. A plan can be entirely grandfathered (e.g., because
it was frozen before 2005), it can be partially grandfa-
thered, or it can be wholly ungrandfathered.

c. Make sure that any changes that affect grandfa-
thered rights will not inadvertently cause grandfather-
ing to be lost. Some employers may find it helpful to en-
tirely separate grandfathered benefits from nongrand-
fathered benefits by freezing grandfathered plans and
starting new Section 409A-complaint plans

3. Certain Tax-Favored Retirement Arrangements: Sec-
tion 409A does not apply to any qualified retirement
plan, tax-exempt annuity, SEP, SIMPLE, or Section
501(c)(18) trust, any other plan described in Section
219(g)(5), or a governmental excess plan described in
Section 415(m). 18

4. Certain Welfare and Nontaxable Benefits: Section
409A does not apply to bona fide vacation leave, sick
leave, compensatory time, disability pay, or death ben-
efit (i.e., one that only pays death benefits) plans, Ar-
cher Medical Savings Accounts, Section 223 Health
Spending Accounts, or other nontaxable health reim-
bursement arrangements.19

a. *Although it would seem that Section 409A ought
not apply to any nontaxable benefit because Section
409A should not change the tax-free nature of the pay-
ment, it appears that Section 409A may apply to non-
taxable benefits that otherwise are not Section 409A-

exempt. Why else would the proposed regulations only
exempt certain nontaxable benefits? 20

b. How Section 409A applies to a non-exempt non-
taxable benefit is unclear. Section 409A most likely
would not make such benefits taxable; rather noncom-
pliant nontaxable benefits might cause other compliant
taxable benefits under plans of the same type to become
subject to Section 409A penalties.

5. Payroll Periods That Span Tax Years: Section 409A
does not apply to payments made to employees in the
normal course during a payroll period that spans tax
years, as permitted in Section 3401(b), or to similar pay-
ments to other service providers.21

6. Certain Nonstatutory Stock Options: Section 409A
does not apply to a nonstatutory stock option if (i) it is
an option to buy the service recipient’s or an affiliate’s
‘‘stock,’’ as defined below; (ii) its exercise price may
never be less than the fair market value22 of the under-
lying shares at the grant date; (iii) it does not permit the
optionee to elect to defer the time for delivery of stock
following exercise (the delivery of unvested stock is not
a disqualifying deferral feature); (iv) the transfer or ex-
ercise of the option is taxable under Section 83 and
Treas. Reg. § 1.83-7; and (v) it does not include addi-
tional rights that permit the deferral of compensation.23

However:
a. Stock repurchase rights may prevent the exemp-

tion from applying,24 as may dividend equivalents un-
less provided under a separate plan (see paragraph
II.16, infra) or paid promptly (see paragraph III.E.6, in-
fra).

b. *IRS Notice 2005-1 did not provide material guid-
ance as to when the modification of an option (or simi-
lar rights) would be treated as the grant of a new op-
tion, although practitioners expected that virtually any
enhancement except accelerated vesting would have
that consequence. The proposed regulations fill this
gap. They provide that any ‘‘modification’’ of an option
is treated as the grant of a new option,25 including suc-
cessive modifications.26 A ‘‘modification’’ is any change
(including the exercise of grantor discretion under a
provision in the option27) that reduces the exercise
price, adds a new deferral feature, or extends or renews
the option.28 Changes to the underlying stock that in-
crease the value of an option are a modification.29 An

17 See Prop. Treas. Reg. § 1.409A-6, setting forth rules that are
substantially similar to those in IRS Notice 2005-1, but with several
liberalizations, as described in the preamble to the proposed regu-
lations, 70 Fed. Reg. 57953-54 (Oct. 4, 2005). See also IRS Notice
2005-1 Q&A-16(a). IRS Notice 2005-1 Q&A-16(b) explains that
rights were accrued and vested before 2005 if a legally enforceable
right existed prior to Jan. 1, 2005, that was not subject to substan-
tial risk of forfeiture (other than having to remain employed
through the end of the payroll period that included Dec. 31, 2004).
Q&A-18(a) states that a grandfathered benefit is materially modi-
fied if it is enhanced or if a new benefit or right is added to it (even
if the change is itself Section 409A-compliant), whether by amend-
ment or exercise of discretion, other than pursuant to a discretion-
ary power to effect the time or manner of payment that was in the
plan as of Oct. 3, 2004. Investment changes generally are not ma-
terial modifications, nor are reductions in rights. Q&A-18(b) pro-
vides that new benefits, whether under the old arrangement or a
new one, are presumed to be material modifications, but states that
this presumption can be rebutted if the new grant is consistent with
the employer’s historical practices. Q&A-18(b) further provides
that post-Oct. 3, 2004, deferrals will not be treated as material
modifications of grandfathered amounts ‘‘if the plan explicitly
identifies the additional deferral of compensation and provides that
the additional deferral of compensation is subject to Section
409A.’’ Q&A-18(c) states that suspension of a plan is not a material
modification, nor is termination and a taxable cashout in 2005,
which is permitted by the transition rule in Q&A-20. Q&A-18(d)
permits nongrandfathered, I.R.C. Section 409A-noncompliant op-
tions and stock appreciation rights (SARs) to be replaced in 2005
by I.R.C. Section 409A-compliant awards if the requirements enu-
merated in that Q&A are satisfied.

18 Prop. Treas. Reg. § 1.409A-1(a)(2); IRS Notice 2005-1 Q&A-
3(b).

19 Prop. Treas. Reg. § 1.409A-1(a)(5); IRS Notice 2005-1 Q&A-
3(c).

20 See, e.g., Prop. Treas. Reg. § 1.409A-1(a)(5), 1.409A-
1(b)(9)(iv).

21 Prop. Treas. Reg. § 1.409A-1(b)(3); IRS Notice 2005-1 Q&A4-
(b).

22 Prop. Treas. Reg. § 1.409A-1(b)(5)(iv) provides guidance on
how fair market value is to be determined.

23 Prop. Treas. Reg. § 1.409A-1(b)(5)(i)(A), 1.409A-
1(b)(5)(i)(D); IRS Notice 2005-1 Q&A4-(d)(iii). Prop. Treas. Reg.
§ 1.409A-1(b)(5)(i)(C) cautions that the exemption could be lost if
the exercise price could be reduced below fair market value as of
the grant date. It is not clear whether the option agreement must
preclude repricing the option below fair market value, or whether
it is only such a repricing that would cause the problem.

24 Prop. Treas. Reg. § 1.409A-1(b)(5)(iii)(A).
25 Prop. Treas. Reg. § 1.409A-1(b)(5)(v)(A).
26 Prop. Treas. Reg. § 1.409A-1(b)(5)(v)(J).
27 Prop. Treas. Reg. § 1.409A-1(b)(5)(v)(F).
28 Prop. Treas. Reg. § 1.409A-1(b)(5)(v)(B). However, Prop.

Treas. Reg. § 1.409A-1(b)(5)(v)(C) permits two types of extension:
(i) an extension to the later of the end of the calendar year in which
the option otherwise expires or the 15th day of the third calendar
month following that expiration date, or (ii) an extension for 30
days after the exercise would no longer violate securities laws.

29 Prop. Treas. Reg. § 1.409A-1(b)(5)(v)(G).

4

10-14-05 COPYRIGHT � 2005 BY THE BUREAU OF NATIONAL AFFAIRS, INC., WASHINGTON, D.C. BPR ISSN 1069-5117



increase in the number of shares that may be exercised
under an option is treated as a new separate grant, not
a modification.30 However, the proposed regulations
imply that the ‘‘modification’’ definition is broader than
it may actually be by stating that it is not a modification
(i) to make certain adjustments to the number of shares
or exercise price under an option to reflect stock splits
or stock dividends,31 (ii) to add a provision permitting
previously acquired stock to be used to pay the exercise
price or cashless tax withholding, (iii) for the grantor to
permit an option to be transferred if it includes a provi-
sion giving the grantor that discretion,32 (iv) to acceler-
ate vesting,33 and the preamble to the proposed regula-
tions also states that it would not be a modification to
add a transfer provision to an option or to permit cash-
less exercise.34 Inadvertent modifications can be re-
scinded without causing any adverse Section 409A con-
sequences if rescinded before the earlier of exercise or
the end of the calendar year in which the modification
occurred.35 Option substitution in connection with cor-
porate transactions would not be treated as the grant of
a new option if certain requirements are met.36

c. *Except with respect to stock rights granted be-
fore Dec. 31, 2004,37 ‘‘stock’’ means common stock that
is readily traded on an established securities market or,
if none, common stock of the class whose outstanding
shares have the greatest value (or substantially similar
common stock (disregarding voting rights)). Stock with
preferred liquidation or dividend rights is not ‘‘stock,’’
nor are shares that are subject to mandatory repurchase
or certain put or call rights.38 ‘‘Stock’’ ADRs are treated
as ‘‘stock,’’39 as are certain mutual insurance company
equity units. 40

d. The stock option exemption does not apply to op-
tions to buy the stock of an unrelated entity (a plan de-
sign heavily promoted, often with in-the-money options,
particularly to tax-exempt entities). Unless such options
are grandfathered, they normally would have to be
modified to comply with Section 409A. *The stock op-
tion exemption also does not apply to stock in a corpo-
ration the primary purpose of which is to serve as an in-
vestment vehicle in entities other than the service re-
cipient and its affiliates, except as to service providers
directly providing services to it.41

e. *Affiliates of the service recipient are determined
under I.R.C. Sections 414(b) and (c) rules. These rules
may be applied using a 50% standard in lieu of the 80%
standards that normally apply or, if there is a legitimate
business reason, a 20% standard (e.g., as to employees
transferred to a joint venture by a 20% or greater joint
venturer, its stock will qualify as service recipient affili-
ate stock). A service recipient must designate a below
80% standard, apply it consistently, and not make any

change in the standard effective before 12 months have
elapsed since the change.42

f. *The proposed regulations provide considerable
guidance, including a special rule for start-ups,43 that
should quell much of the uncertainty as to what consti-
tutes a reasonable method for determining the fair mar-
ket value of nonpublicly traded stock, but many issuers
in the past used methods that might not meet the pro-
posed regulations’ standards. If so, as to options that
are not grandfathered and that might have been issued
at below market strike prices or repriced below fair
market value at the date of grant, the prudent course of
action would be to make them Section 409A-compliant
or replace them with Section 409A-compliant options.
This needs to be done by the end of 2006, but greater
transition relief exists if this is done by the end of
2005.44

7. Incentive Stock Options (ISOs) and Section 423 Em-
ployee Stock Purchase Plans (ESPP) Options: Section
409A does not apply to ISOs or ESPP options, including
discounted ESPP options.45 This exemption does not
extend to nonqualified employee stock purchase plans
that provide discounted options.

8. Certain SARs: Section 409A generally applies to a
SAR unless (i) the SAR only provides appreciation as of
the date of exercise in excess of the fair market value46

of a *fixed number of shares of the service recipient’s or
affiliate’s stock at the time of grant; and (ii) the only de-
ferral feature in the SAR is its exercise provision. *See
paragraphs II.6. c.-e, supra, for the ‘‘stock’’ and ‘‘affili-
ate’’ requirements that a SAR must meet to be exempt.
*The proposed regulations eliminated the IRS Notice
2005-1 requirements that the underlying stock be
traded on an established securities market and that the
SAR be settled in that stock.47 Unless provided under a
separate plan (see paragraph II.18, infra) or paid
promptly (see paragraph III.E.6, infra), dividend
equivalents may cause an SAR to fail to qualify for this
exemption.

9. Certain SARs Granted Under Pre-Oct. 3, 2004, Plans:
Section 409A does not apply to SARs granted under
pre-Oct. 3, 2004, plans if certain requirements are
met.48

10. Certain Restricted Property: Section 409A does not
apply to property that is immediately delivered,

30 Prop. Treas. Reg. § 1.409A-1(b)(5)(v)(H).
31 Prop. Treas. Reg. § 1.409A-1(b)(5)(v)(H).
32 Prop. Treas. Reg. § 1.409A-1(b)(5)(v)(B).
33 Prop. Treas. Reg. § 1.409A-1(b)(5)(v)(E).
34 See 70 Fed. Reg. 55,935-36 (Oct. 4, 2005).
35 Prop. Treas. Reg. § 1.409A-1(b)(5)(v)(I).
36 Prop. Treas. Reg. § 1.409A-1(b)(5)(iii)(D)(3).
37 Prop. Treas. Reg. § 1.409A-1(b)(5)(iii)(E).
38 Prop. Treas. Reg. § 1.409A-1(b)(5)(iii)(A).
39 Prop. Treas. Reg. § 1.409A-1(b)(5)(iii)(B).
40 Prop. Treas. Reg. § 1.409A-1(b)(5)(iii)(C).
41 Prop. Treas. Reg. § 1.409A-1(b)(5)(iii)(D)(2).

42 Prop. Treas. Reg. § 1.409A-1(b)(5)(iii)(D)(1).
43 Prop. Treas. Reg. § 1.409A-1(b)(5)(iv).
44 Preamble to proposed regulations at XI.H., 70 Fed. Reg.

57,956 (Oct. 4, 2005).
45 Prop. Treas. Reg. § 1.409A-1(b)(5)(ii); IRS Notice 2005-1

Q&A-4(d)(iii). But note the problematic circularity of this exemp-
tion as to nonpublicly traded issuers that may have underestimated
the fair market value of their stock: if ISOs are issued with a below
market strike price or if ESPP options are issued with too low a
strike price, they would not be Section 409A exempt under the ISO/
ESPP exemption or under the exemption for certain nonstatutory
stock options. Prop. Treas. Reg. § 1.409A-1(a)(5)(ii) also cautions
that this exemption will not apply to an otherwise exempt option if
it is modified, the modification is treated as the grant of a new op-
tion, and the new option is a nonstatutory option.

46 Prop. Treas. Reg. § 1.409A-1(b)(5)(iv) provides guidance on
how fair market value is to be determined

47 Prop. Treas. Reg. § 1.409A-1(b)(5)(i)(B), 1.409A-
1(b)(5)(i)(D); IRS Notice 2005-1 Q&A-4(d)(iv). Prop. Treas. Reg.
§ 1.409A-1(b)(5)(i)(C) cautions that the exemption could be lost if
the amount payable could exceed the amount permitted under the
exemption.

48 IRS Notice 2005-1 Q&A-(d)(iv).
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whether or not vested at delivery.49 Although immedi-
ately delivered restricted property, such as stock, is ex-
empt from Section 409A, awards in the form of
deferred-delivery restricted property, such as stock
(usually referred to as restricted stock units or RSUs),
are subject to Section 409A unless the property will be
delivered within the short-term deferral rule’s time lim-
its (see paragraph II.1, supra).50

11. Certain Section 457(b) Plans: Section 409A does
not apply to tax-favored Section 457 plans, except plans
that fail to meet Section 457’s requirements (i.e., Sec-
tion 457(f) plans), that are grandfathered under transi-
tion rules, or to the extent they provide nonelective de-
ferred compensation to persons who are not employ-
ees.51 However, length of service awards to volunteers
under Section 457(e)(11)(A)(ii) are exempt from Sec-
tion 409A.52

12. Issuance of Partnership Interests in Connection With
the Performance of Services: Section 409A does not ap-
ply to the issuance of capital or profits partnership in-
terests (including through an option) to the same extent
that it does not apply to the issuance of stock.53

13. Certain Partnership Distributions: Distributions to
partners, including distributions that buy a partner out,
currently are exempt from Section 409A, except for (i)
Section 1402(a)(10) retirement payments to a partner,
and (ii) payments to a partner not acting in his or her
partner capacity.54

14. *Certain Separation Pay55: Although Section 409A
generally applies to deferred compensation payable on
account of separation from service,56 the following
types of separation pay plan or window (i.e., exit incen-
tive) plan57 benefits are exempt unless they are pro-
vided as a substitute for other Section 409A deferred
compensation:58

a. Collectively-bargained severance pay plan or win-
dow plan benefits provided to bargaining unit employ-
ees.59

b. Noncollectively bargained severance pay or win-
dow plan benefits that (i) do not pay (ignoring amounts

described in paragraph II.14.c, infra) more than the
lesser of two times annual compensation (as defined in
the proposed regulations) for the calendar year ending
before separation or, if less, two times the qualified re-
tirement plan maximum compensation limit under
I.R.C. Section 401(a)(17) (currently $210,000), and (ii)
are completely paid by the end of the second calendar
year following the separation year.60

c. Expense reimbursements made, or in-kind ben-
efits provided, before the end of the second calendar
year following the separation year if they (assuming
they were provided by expense reimbursement to the
extent provided in kind) (i) are excludible from gross
income, (ii) reimburse business or medical expenses
that the service provider could deduct under I.R.C. Sec-
tions 162, 167, or 213 (disregarding AGI-based limits);
or (iii) are for reasonable outplacement or moving ex-
penses the service provider actually incurs because of
his or her termination.61

d. Separation pay and benefits that do not exceed
$5,000 in the aggregate are exempt from Section
409A.62

e. Separation pay and benefits that qualify for other
Section 409A exemptions. Separation pay plans that do
not have good reason quit provisions and only pay lump
sums promptly following termination of employment
generally would be exempt under the short-term defer-
ral rule. Separation pay plans that have good reason
quit provisions normally would not be exempt from
Section 409A. Separation pay plans that pay only fixed
installments typically would be Section 409A-
compliant. Most separation pay plans permit the spon-
soring employer to terminate them (collectively bar-
gained plans, golden and tin parachutes, and executive
severance benefit arrangements are the usual excep-
tions). That termination discretion may be sufficient to
preclude severance plans from being considered legally
enforceable, thereby potentially exempting them from
Section 409A, at least until an employee is terminated
and thereby gains a legally enforceable right to pay-
ment.

f. IRS Notice 2005-1 exempted benefits paid in 2005
under severance plans that either are collectively bar-
gained or that do not cover any Section 416(i) key em-
ployees.63

15. *Certain Expense Reimbursements: Taxable and
nontaxable expense reimbursements apparently are
only exempt from Section 409A to the extent they are
exempt under another exemption, such as under the
short-term deferral rule or the special rule for post-
separation reimbursements discussed in paragraph
II.14.c. There is some indication that the Internal Rev-
enue Service may reconsider this issue.

16. *Dividend Equivalent Plans: Section 409A does not
apply to a ‘‘separate’’ dividend equivalent plan that
does not otherwise defer compensation, nor does such
a separate plan cause otherwise Section 409A-exempt
options or SARs to cease to be exempt.64

17. *Certain Foreign Plans/Foreign Compensation: Sec-
tion 409A does not apply to:

49 Prop. Treas. Reg. § 1.409A-1(b)(6)(i); IRS Notice 2005-1
Q&A-4(e).

50 Prop. Treas. Reg. § 1.409A-1(b)(6)(ii).
51 Prop. Treas. Reg. § 1.409A-1(a)(2)(vii), 1.409A-1(a)(4)); IRS

Notice 2005-1 Q&A-6.
52 Prop. Treas. Reg. § 1.409A-1(a)(2)(vii), 1.409A-1(a)(4)). IRS

Notice 2005-1 Q&A-6 had stated that this exemption only would be
available ‘‘pending additional guidance.’’

53 IRS Notice 2005-1 Q&A-7. The proposed regulations reserve
all partnership issues for future guidance. See Prop. Treas. Reg.
§ 1.409A-1(b)(7). Section II.E. of the preamble to the proposed
regulations states that taxpayers may continue to rely on IRS No-
tice 2005-1 Q&A-7, pending the issuance of further guidance. See
70 Fed. Reg. 57,937 (Oct. 4, 2005).

54 IRS Notice Q&A-7. Distributions to partners, including distri-
butions that buy a partner out, currently are exempt from § 409A,
except for § 1402(a)(10) retirement payments to a partner and pay-
ments to a partner not acting in his or her partner capacity. See
preceding note.

55 Prop. Treas. Reg. § 1.409A-1(m) defines ‘‘separation pay ar-
rangement.’’

56 Prop. Treas. Reg. § 1.409A-1(b)(9)(i); see also Prop. Treas.
Reg. § 1.409A-1(h) (defining ‘‘separation from service’’).

57 Prop. Treas. Reg. § 1.409A-1(b)(9)(v) (establishing a one-year
limit on window periods and cautioning that excessively repeated
offerings may not be regarded as window plans.

58 Prop. Treas. Reg. § 1.409A-1(b)(9)(i).
59 Prop. Treas. Reg. § 1.409A-1(b)(9)(ii) (imposing the usual

sorts of requirements designed to make sure that the bargaining
agreement is bona fide).

60 Prop. Treas. Reg. § 1.409A-1(b)(9)(iii).
61 Prop. Treas. Reg. § 1.409A-1(b)(9)(iv)(A)-(B).
62 Prop. Treas. Reg. § 1.409A-1(b)(9)(iv)(C).
63 IRS Notice 2005-1 Q&A-19(d).
64 Prop. Treas. Reg. § 1.409A-1(b)(5)(i)(E).
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a. Any arrangement to the extent (i) contributions to
it are not subject to U.S. income tax pursuant to a bilat-
eral tax treaty with the U.S.;65 or (ii) compensation de-
ferred under the arrangement66 that would have been
exempt from U.S. taxation if it had been paid on the
later of the date the deferred compensation was earned
or vested (a) pursuant to such a treaty;67 (b) under
I.R.C. Section 872 because the service provider was a
nonresident alien;68 (c) under I.R.C. Section
911(b)(2)(D), taking into account other amounts actu-
ally paid (excluding up to $80,000 a year for U.S. citi-
zens or residents working outside the United States);69

(d) under I.R.C. Section 893;70 (v) under I.R.C. Section
931;71 or (vi) under I.R.C. Section 933.72

b. A broad-based foreign retirement plan maintained
by an non-U.S. person, but only as to (i) a person who
for the tax year is a nonresident alien or a I.R.C. Section
7701(b)(1)(A)(ii) resident alien,73 and (ii) a U.S. citizen
or I.R.C. Section 7701(b)(1)(A)(i) resident alien who is
not eligible to participate in a tax-favored retirement
plan (listed in paragraph II.3 or II.11 above) for the tax
year, but only with respect to nonelective deferrals of
I.R.C. Section 911(b)(1) foreign earned income, and
only if the I.R.C. Section 415 limits, applied based on
that foreign earned income, are not exceeded. 74

c. Foreign social security systems to the extent ben-
efits or contributions are subject to a Social Security Act
Section 233 agreement or are government-mandated.75

d. Deferrals under a non-U.S. person’s foreign plan
as to a nonresident alien to the extent they do not ex-
ceed $10,000 per taxable year with respect to services
performed in the United States.76

e. Other foreign arrangements designated by the IRS
in the future.77

18. *Tax Equalization Agreements: Section 409A does
not apply to grossed-up-for-tax payments that reim-
burse service providers for foreign taxes that cause
them to pay more total taxes than if they were only
taxed in the United States, but only if no greater pay-
ments are made and the payments are made no later
than the end of the second calendar year beginning af-
ter the calendar year in which the service recipient’s tax

return is due for the year to which the tax equalization
payment relates.78

III. Determine Whether Nonexempt Plans Are
Section 409A-Noncompliant

To the extent a plan listed in the Section 409A Plan
Census Form is not clearly exempt from Section 409A,
identify each possible area of Section 409A noncompli-
ance in the ‘‘409A-Noncompliant?’’ column of that form
by inserting the letters used below to refer to the appli-
cable noncompliance areas. If only part of a plan is Sec-
tion 409A-noncompliant or if compliance is unclear, put
‘‘See note x’’ in the ‘‘409A-Noncompliant?’’ column and
attach an explanation.

In determining whether a plan is wholly compliant,
remember that all plans of a given type in which a par-
ticipant participates-account balance, nonaccount bal-
ance, *separation pay, and equity-based-generally are
aggregated and treated as a single plan.79 As a result,
even if a specific plan or plan feature is compliant, non-
compliant features in the same plan or any other plan
of the same type could cause an otherwise Section
409A-compliant plan or plan feature to be noncompli-
ant.

A. *Unwritten Plans: Although Section 409A does not
require plans to be set forth in writing, the proposed
regulations impose that requirement, effective Dec. 31,
2006, for plans adopted on or before that date. The
plan’s terms must satisfy Section 409A, as the plan also
must do in operation. The plan must set forth all mate-
rial terms, including how much is to be paid and how
and when it is to be paid. A grace period permits a plan
to be set forth in writing by the end of the calendar year
in which a legally binding right under it is created (or
by the 15th day of the third month of the following year
if no payments are to be made that year). Unwritten
plans are not aggregated with other plans of the same
type for purposes of determining whether the written
plan requirement has been satisfied.80

B. Untimely Deferral Elections : Section
409A(a)(4)(B)(i) requires deferral elections (by the ser-
vice provider, *not the service recipient81) to be made,

65 Prop. Treas. Reg. § 1.409A-1(a)(3)(i).
66 Earnings on such amounts also are Section 409A-exempt ex-

cept to the extent recharacterized as deferrals under Treas. Reg.
§ 31.3121(v)(2)-1(d)(2)(iii)(B) (for nonaccount plans),
§ 31.3121(v)(2)-1(d)(2)(iii)(A) (for account plans), or under similar
principles (for other types of plans).

67 Prop. Treas. Reg. § 1.409A-1(b)(8)(i).
68 Prop. Treas. Reg. § 1.409A-1(b)(8)(ii)(A). Prop. Treas. Reg.

§ 1.409A-1(j) defines ‘‘nonresident alien.’’
69 Prop. Treas. Reg. § 1.409A-1(b)(8)(ii)(B).
70 Prop. Treas. Reg. § 1.409A-1(b)(8)(ii)(C).
71 Prop. Treas. Reg. § 1.409A-1(b)(8)(ii)(D).
72 Prop. Treas. Reg. § 1.409A-1(b)(8)(ii)(D).
73 Prop. Treas. Reg. § 1.409A-1(a)(3)(ii). Prop. Treas. Reg.

§ 1.409A-1(a)(3)(v) defines ‘‘broad-based retirement plan’’ much as
one would expect, e.g., written, nondiscriminatory, etc.

74 Prop. Treas. Reg. § 1.409A-1(a)(3)(iii).
75 Prop. Treas. Reg. § 1.409A-1(a)(3)(iv).
76 Prop. Treas. Reg. § 1.409A-1(a)(3)(vi).
77 Prop. Treas. Reg. § 1.409A-1(b)(8)(iv). Earnings on such

amounts also are Section 409A-exempt except to the extent rechar-
acterized as deferrals under Treas. Reg. § 31.3121(v)(2)-
1(d)(2)(iii)(B) (for nonaccount plans), § 31.3121(v)(2)-
1(d)(2)(iii)(A) (for account plans), or under similar principles (for
other types of plans).

78 Prop. Treas. Reg. § 1.409A-1(b)(8)(iii). Earnings on such
amounts also are Section 409A exempt-except to the extent rechar-
acterized as deferrals under Treas. Reg. § 31.3121(v)(2)-
1(d)(2)(iii)(B) (for nonaccount plans), § 31.3121(v)(2)-
1(d)(2)(iii)(A) (for account plans), or under similar principles (for
other types of plans).

79 Prop. Treas. Reg. § 1.409A-1(c)(2) (also generally providing
for disaggregation based on dual employee/independent contractor
participation). Prop. Treas. Reg. § 1.409A-1(m) defines �separation
pay arrangement� as any program that provides compensation
‘‘where one of the conditions to the right to the payment is a sepa-
ration from service, whether voluntary or involuntary.’’ This would
seeming convert many account and nonaccount plans into separa-
tion pay arrangements, which likely was unintended; the preamble
to the proposed regulations, at II.G.2., 70 Fed. Reg. 57940 (Oct. 4,
2005) describes ‘‘separation pay arrangements’’ much more nar-
rowly, limiting them to plans that only pay after involuntary termi-
nation. See also IRS Notice 2005-1 Q&A-9 (not recognizing separa-
tion pay plans as a separate type of plan or providing for disaggre-
gation based on dual employee/independent contractor
participation).

80 Prop. Treas. Reg. § 1.409A-1(c)(3).
81 Prop. Treas. Reg. § 1.409A-2(a)(1); preamble to proposed

regulations at V.B., 70 Fed. Reg. 57,943 *(Oct. 4, 2005) stating that
‘‘[t]he requirement that the election be made before the services
are performed is not applicable where the participant is not pro-
vided any election with respect to the amount deferred, or the time
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and to become irrevocable, before the start of the *ser-
vice provider’s tax year82 in which the services for
which the deferred amount is earned are performed,83

or if the plan so provides as to ‘‘fiscal year compensa-
tion,’’ before the beginning of the fiscal year or years in
which such compensation is earned.84 Initial distribu-
tion form and timing elections by service providers also
are subject to this rule.85 Later deferral or distribution
form and timing elections are impermissible, except as
follows:

1. Elections When First Eligible: Section
409A(a)(4)(B)(ii) permits elections to be made within 30
days after a service provider first becomes eligible to
defer amounts under the plan, but only with respect to
services to be performed after the election. Because all
plans of a particular type in which an individual
participates—account balance, nonaccount balance,
separation pay, and equity based—are aggregated as to
the participant, until the proposed regulations were is-
sued, it was unclear how liberally this exemption would
be interpreted. For example, would participation in an-
other equity-based plan preclude initial elections as to a
new equity award? *The proposed regulations un-
equivocably answer this question ‘‘yes,’’ by providing
that initial eligibility is determined after applying the
plan aggregation rules.86

2. Elections as to Performance-Based Compensation:
These can be made at any time more than six months
before the end of the performance period *if done be-
fore ‘‘such compensation has become both substantially
certain to be paid and readily ascertainable.’’87 IRS No-
tice 2005-1 Q&A-22 provided a temporary definition of
performance-based compensation for bonus programs
that was to apply until more restrictive guidance is is-
sued. *The proposed regulations include a much more
comprehensive definition that is generally similar to the
Section 162(m) ($1 million deductible compensation
limit) definition of performance-based compensation,
but with some significant differences.88

3. *Elections as to Forfeitable Compensation: An award
to be paid in the future that will not vest unless the ser-
vice provider continues to provide services may be de-
ferred within 30 days after the award becomes a legally
binding right as long as the award will not vest for at
least 12 months thereafter.89 This rule likely will result
in many one-year vesting schedules being stretched to

13 months, so as to give awardees a 30 day election pe-
riod.

4. *Elections Linked to Qualified Plans: None of the fol-
lowing will result in an untimely election even though it
increases or decreases Section 409A deferred compen-
sation: (i) a ‘‘excess’’ version of a qualified employer
plan’s benefit formula (i.e., one unconstrained by one of
more tax code limits on qualified plan benefits); (ii) off-
setting qualified plan benefits;90 (iii) the service provid-
er’s determination of whether to receive a subsidized or
ancillary qualified plan benefit;91 (iv) a qualified plan
amendment eliminating a subsidized or ancillary ben-
efit or freezing or limiting accruals;92 (v) the service
provider’s 401(k) and similar qualified plan deferral
elections that do not cause nonqualified deferrals under
all Section 409A plans to increase for the calendar year
by more than the Section 402(g) 401(k) deferral dollar
limit;93 and (vi) the service provider’s 401(k) or after-
tax qualified plan deferral elections that affect the level
of nonqualified plan matching or similar contributions
if (a) those contributions are not made or are forfeited
if the qualified plan contributions are not made, and (b)
the level of qualified plan 401(k) or after-tax contribu-
tions does not increase nonqualified deferrals under all
Section 409A plans for the calendar year by more than
the Section 402(g) 401(k) deferral dollar limit. Each of
these rules only applies if the form or timing of non-
qualified plan payments is not affected. 94

5. *Election as to Compensation Not Subject to Section
409A Under the Short-Term Deferral Rule: Compensation
that is to be paid shortly after it vests is not subject to
Section 409A. See paragraph II.1, supra. The proposed
regulations permit such amounts to be deferred if the
election meets the ‘‘second election’’ requirements in
paragraph III.D, infra (other than the five-year addi-
tional deferral requirement as to amounts payable on
account of a change of control event).95

6. *Separation Pay Arrangement Elections: An initial
election will be timely if made (a) before a bona fide in-
dividually negotiated severance package gives the ser-
vice provider legally enforceable rights to the payment,
and (b) as to window plan benefits, before the service
provider’s election to resign becomes irrevocable.96

This provision theoretically would permit such initial
elections whenever severance contracts are negotiated,
although it appears that the IRS meant for this provi-
sion to apply only if the negotiations take place in con-
nection with the employee’s termination, and did not
mean for it to apply to negotiated substitutes for Sec-
tion 409A-covered deferred compensation.

7. *Elections as to Commissions: To be timely, an elec-
tion to defer commissions must be made before the ser-
vice recipient tax year in which the commission is
earned. The proposed regulations treat commissions as
earned by the service provider in the year in which the

and form of the payment . . . [but] ’[t]he time and form of distribu-
tion must be specified at the time of the initial deferral.’’ Prop.
Treas. Reg. Section 1.409A-2(a)(12) imposes such a requirement.
See also General Explanation of Tax Legislation Enacted in the
1108th Congress (Blue Book) 472 (May 2005) (stating that amounts
‘‘may be deferred at the participant’s election only if the election
[complies with § 409A’s election timing rules]’’ (emphasis added)).

82 Prop. Treas. Reg. § 1.409A-2(a)(2).
83 Prop. Treas. Reg. § 1.409A-2(a). See Prop. Treas. Reg.

§ 1.409A-2(b)(6) Example 1 (example of initial deferral election as
to salary), 1.409A-2(b)(6) Example 3 (example of initial deferral
election as to calendar year bonus).

84 ‘‘Fiscal year compensation’’ is compensation earned over a
period coextensive with one or more of a service recipient’s non-
calendar fiscal year, e.g., a bonus earned on a fiscal year basis. See
Prop. Treas. Reg. § 1.409A-2(a)(5), 1.409A-2(b)(6) Example 4.

85 Prop. Treas. Reg. § 1.409A-2(a)(1); Blue Book at 473. See
Prop. Treas. Reg. § 1.409A-2(b)(6) Example 2.

86 Prop. Treas. Reg. § 1.409A-2(a)(6).
87 Prop. Treas. Reg. § 1.409A-2(a)(7).
88 Prop. Treas. Reg. § 1.409A-1(e).
89 Prop. Treas. Reg. § 1.409A-2(a)(4), 1.409A-2(b)(6) Example

5.

90 See Prop. Treas. Reg. § 1.409A-2(b)(6) Example 13.
91 See Prop. Treas. Reg. § 1.409A-2(b)(6) Example 13.
92 See Prop. Treas. Reg. § 1.409A-2(b)(6) Example 13.
93 See Prop. Treas. Reg. § 1.409A-2(b)(6) Example 12.
94 Prop. Treas. Reg. § 1.409A-2(a)(8).
95 Prop. Treas. Reg. § 1.409A-2(a)(3), 1.409A-2(b)(6) Example

6. Such amounts also could be deferred by means of normal, timely
Section 409A-compliant initial deferral elections.

96 Prop. Treas. Reg. § 1.409A-2(a)(9), 1.409A-2(b)(6) Example 9
(negotiated severance), 1.409A-2(b)(6) Example 10 (window ben-
efits).
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customer makes the payment to the service recipient
that generates the commission. 97

8. *Elections as to Pay for Payroll Periods that Straddle
Service Provider Taxable Years: IRS Notice 2005-1 did not
deal with the issue of deferral elections for a pay period
that straddles two of a service provider’s taxable years.
For example, if a calendar year service provider re-
ceives a paycheck in early January for a payroll period
that began in December, is his or her election in the
prior year untimely if it relates to December pay paid in
January? Prop. Treas. Reg. § 1.409A-2(a)(11) generally
treats such straddling compensation as compensation
earned in the year when it is paid, unless the plan pro-
vides otherwise (by Dec. 31, 2006, in the case of plans
in effect before that date).98

9. *Nonelective Deferrals: The initial election timing
rule does not apply to a deferred amount unless the ser-
vice provider has the right to elect the time or form of
payments, but the time and form of payment must be
specified no later than when the service provider first
has a legally binding right to the deferred amount. Such
a designation is treated as an initial deferral election.99

10. *Nonresident Aliens Who Become Resident Aliens:
For the calendar year in which this occurs, the indi-
vidual may make a deferred compensation election as
to compensation earned during the year or that was un-
vested at the start of the year, but only as to amounts
that were not paid or payable before the election.100

11. Elections Made By March 15, 2005, Under Plans in
Existence On Dec. 31, 2004: This special transition rule
applied if certain easy-to-meet requirements were satis-
fied.101

12. Permissible ‘‘Second’’ Distribution Form or Timing
Elections: See paragraph III.D, infra.

13. Deferral Election Cancellation in 2005: Pre-2006 de-
ferral elections may be cancelled in whole or in part by
the service provider or recipient pursuant to a plan
amendment (that need not apply to participants gener-
ally) permitting cancellation that is adopted before the
end of 2005, but only if the cancelled deferrals are tax-
able in 2005 or, if later, when they first vest.102

C. Improper Acceleration of Payments: Payment accel-
eration is prohibited except as discussed in paragraph
III.C.4 below.103

1. Even the contingent acceleration of benefits in ac-
cordance with plan terms may be improper at least in
certain cases. For example, accelerating remaining sev-
erance payments and paying them in a lump sum when
the service provider commences new employment
would be improper acceleration even if provided for in
the severance plan from inception because distributions
can only be paid pursuant to a fixed schedule or in con-

nection with an allowable distribution event. See para-
graphs III.E and III.F, infra.

2. Leaving the timing of distributions entirely to the
discretion of the service recipient (except to the extent
otherwise permitted under the proposed regulations)
would violate the acceleration or other Section 409A
prohibitions.104

3. Another issue is whether delays will be subject to
the prohibition on accelerations. This may seem coun-
terintuitive, but there is no material difference between
(i) providing for a fixed and relatively earlier distribu-
tion date or schedule (e.g., a lump sum on termination
of employment) and giving the service recipient the
right to defer payments (e.g., to commence benefits as
late as age 80 in the form of a life annuity), and (ii) pro-
viding for a fixed and relatively late distribution date or
schedule (payments for life starting at age 80) and giv-
ing the service recipient the right to accelerate pay-
ments. The proposed regulations do not address this is-
sue very explicitly, but they appear to treat deferrals as
bootleg accelerations by requiring nondiscretionary dis-
tribution schedules and limiting service recipient defer-
rals to specifically permitted situations, e.g., when it is
administratively impracticable to pay on time.

4. Acceleration is permissible under the following cir-
cumstances:

i. Accelerating Vesting Thereby Accelerating Pay-
ment: Acceleration of vesting, including payment when
tied to vesting, is not a prohibited acceleration.105

ii. DROs: Accelerated payments to an alternate payee
are permissible when made pursuant to a domestic re-
lations order.106

iii. Conflict Resolution: Acceleration is permitted if it
is needed to comply with a Section 1043(b)(2) certifi-
cate of divestiture to deal with federal government offi-
cial conflicts of interest.107

iv. Tax Payment: Acceleration is permitted to pay
FICA taxes and income tax withholding on deferred
amounts108 or as needed to permit a Section 457(f) plan
participant to pay taxes when benefits vest (determined
using the withholding rate).109

v. $10,000 or Smaller Cashouts: A plan (determined
after aggregation of all arrangements of the same type)
may fully cash out a participant before the later of De-
cember 31 of the year in which the participant separates
from service or the 15th day of the third calendar month
after separation, if the cashout amount does not exceed
$10,000.110

97 Prop. Treas. Reg. § 1.409A-2(a)(10) (also defining ‘‘commis-
sions’’), 1.409A-2(b)(6), Examples 7-8.

98 See Prop. Treas. Reg. § 1.409A-2(b)(6) Example 11.
99 Prop. Treas. Reg. § 1.409A-2(a)(12).
100 Prop. Treas. Reg. § 1.409A-2(c).
101 IRS Notice 2005-1 Q&A-21.
102 IRS Notice 2005-1 Q&A-20(a), also providing an exemption

from constructive receipt as to such elections.
103 Prop. Treas. Reg. § 1.409A-3(h)(1); IRS Notice 2005-1 Q&A-

15(a). The Blue Book, at 472, states that the prohibition on acceler-
ating payments does not apply �merely because a plan provides a
choice between cash and taxable property if the timing and
amount of income inclusion is the same regardless of the medium
of the distribution.� It gives as an example offering a participant a
choice between an immediately taxable lump sum and an immedi-
ately taxable annuity contract.

104 See preamble to proposed regulations at V.B., 70 Fed. Reg.
57,943 (Oct. 4, 2005) stating that ‘‘to avoid application of the initial
deferral rules, a plan may not provide a service provider or service
recipient with ongoing discretion as to the time and form or pay-
ment, but rather must set the time and form of payment no later
than the time the service provider obtains a legally binding right to
the compensation.’’

105 Prop. Treas. Reg. § 1.409A-3(h)(1); IRS Notice 2005-1 Q&A-
15(a).

106 Prop. Treas. Reg. § 1.409A-3(h)(2)(i); IRS Notice 2005-1
Q&A-15(b).

107 Prop. Treas. Reg. § 1.409A-3(h)(2)(ii); IRS Notice 2005-1
Q&A-15(c).

108 Prop. Treas. Reg. § 1.409A-3(h)(2)(v); IRS Notice 2005-1
Q&A-15(f).

109 Prop. Treas. Reg. § 1.409A-3(h)(2)(iii); IRS Notice 2005-1
Q&A-15(d).

110 Prop. Treas. Reg. § 1.409A-3(h)(2)(iv); IRS Notice 2005-1
Q&A-15(e). Such a provision can be added to a plan with respect
to both past and future deferrals.
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vi. Certain Larger Cashouts: A plan may provide for
a lump sum cashout of benefits less than a specified
amount when benefits attributable to deferrals after the
cashout provision was implemented become pay-
able.111

vii. *Payment When Amounts Are Taxed Under Sec-
tion 409A: A plan may permit acceleration of the
amounts needed to pay the tax due under Section 409A
as a result of a failure to comply with Section 409A, but
not more than that amount.112 The need for this provi-
sion and the rationale for its limit on distributions is un-
clear. Consider a simple example: A service provider
defers fully vested compensation for 10 years under a
noncompliant plan. Assume this is the only plan subject
to Section 409A. The service provider is taxed on the
entire deferral in the deferral year. If more than the
amount needed to pay that tax is distributed, what addi-
tional penalty could there be for violating Section 409A
again? If the situation is more complex, for example,
there is another plan that would be aggregated, the
paradox is no less apt.

viii. *Canceling Deferral Elections on Account of Un-
foreseeable Emergencies and Section 401(k) Plan
Hardship Withdrawals113

ix. *Cashouts in Connection with Certain Plan Ter-
minations: A plan may be terminated and benefits may
be cashed out in connection with the service recipient’s
dissolution, bankruptcy, or change-in-control, its termi-
nation of all plans of the same type, or under circum-
stances to be permitted in future IRS guidance, but only
in each case if strict requirements are met.114

x. *To Avoid a �Nonallocation Year� Under I.R.C.
Section 409(p) Relating to Certain ESOPs, Subject to
Certain Limits115

xi. *Certain Linkages to Qualified Plans: Just as the
initial election rules are not violated by certain usual
linkages between qualified and nonqualified plans, nei-
ther is the prohibition on accelerations violated by the
same linkages.116 The special 2005 transition rule per-
mitting nonqualified plan ‘‘mirror’’ distribution elec-
tions, described in paragraph III.D.7.ii, does not apply
to mirror contribution elections.

xii. Timing and Payment Form Changes in 2005: A
special transition rule permits payment elections to be
changed during 2005 with respect to deferred compen-
sation subject to Section 409A. It also permits fixed dis-
tribution schedules that comply with Section 409A to be
implemented or elected during 2005 as to Section 409A-
governed stock options or SARs. 117

xiii. Cancellation of Pre-2006 Deferral Elections, In-
cluding Plan Termination, in 2005: A similar transition
rule permits deferral elections to be cancelled in whole
or in part by the service provider or recipient pursuant
to a plan amendment (that need not apply to partici-
pants generally) permitting cancellation that is adopted
before the end of 2005, but only if the cancelled defer-

rals are taxable in 2005 or, if later, when they first
vest.118 For example, this transition rule would permit
an employer to terminate a deferred compensation plan
in 2005 and cash participants out. After 2005, this will
not be possible.

D. Improper ‘‘Second’’ Elections: Section 409A(a)(4)(C)
prohibits distribution timing and form elections from
being changed unless the ‘‘second’’ election is made at
least one year before the affected payment would other-
wise be made (*or would commence as to an annuity or
installment payments treated as a single payment), is
not effective for 12 months, and defers the payment (or
the annuity or installment payment benefit commence-
ment date) for at least five years except in the event of
death, disability, or unforeseeable emergency.119 *The
proposed regulations clarify many things about this
‘‘second election’’ rule, such as that this rule is applied
separately with respect to each of several alternative
payment triggering events (e.g., payment in a lump sum
at the earlier of death or separation from service).120

1. This second election rule clearly applies to service
provider elections; it is unclear whether it applies to
service recipient elections.

2. *The proposed regulation clarify that second elec-
tions can be made as to separate payments that are part
of a stream of payments, other than certain life annu-
ities but, in the case of a series of installment payments,
only if the plan provides that each payment is to be
treated as a separate payment. Plans in existence before
2007 may be retroactively amended by Dec. 31, 2006, to
specify separate payment treatment.121

3. *The second election rule, therefore, need not pre-
vent a deferred compensation plan from permitting a
participant to make separate distribution timing and
form ‘‘first’’ elections as to each year’s deferrals when
making new deferral elections as long as it will result in
a separate ‘‘payment.’’

4. *Another consequence of the separate payment
rule is that annuities and installment distributions that
are treated as a single payment can be modified in cer-
tain ways without regard to the second election rule or
other Section 409A prohibitions. For example, a service
provider may be permitted to choose a different form of
annuity that is also treated as a single payment, as long
as the new and old forms are actuarially equivalent and
the annuity has not yet commenced.122 Likewise, if in-
stallments are treated as a single payment, the prohibi-
tion on payment acceleration does not prohibit an oth-
erwise proper second election deferring the commence-
ment date of installments but otherwise accelerating
them.123

111 Prop. Treas. Reg. § 1.409A-3(h)(2)(iv)(B); IRS Notice 2005-1
Q&A-15(e). Such a provision can only apply to deferrals made af-
ter the provision is in effect.

112 Prop. Treas. Reg. § 1.409A-3(h)(2)(vi).
113 See note 132.
114 Prop. Treas. Reg. § 1.409A-3(h)(2)(viii).
115 Prop. Treas. Reg. § 1.409A-3(h)(2)(ix).
116 Prop. Treas. Reg. § 1.409A-3(h)(3), setting forth circum-

stances substantially identical to those in Prop. Treas. Reg.
§ 1.409A-2(a)(8).

117 IRS Notice 2005-1 Q&A-19(c).

118 IRS Notice 2005-1 Q&a-20(a), also providing an exemption
from constructive receipt as to such elections. Q&A-18(a) states
that termination and cashout will not be a material modification
that will cause a loss of grandfathering.

119 See Prop. Treas. Reg. § 1.409A-2(b), 1.409A-2(b)(6) Ex-
amples 14 (deferring commencement), 16 (switching from lump
sum to life annuity), 17 (switching from life annuity to lump sum),
20 (adding an alternative distribution triggering event).

120 Prop. Treas. Reg. § 1.409A-2(b)(4).
121 Prop. Treas. Reg. § 1.409A-2(b)(2), 1.409A-2(b)(6) Example

18.
122 Prop. Treas. Reg. § 1.409A-2(b)(2)(ii). It is not clear that this

is permissible even if the commencement date is accelerated. Prop.
Treas. Reg. § 1.409A-2(b)(3) may prohibit that.

123 Prop. Treas. Reg. § 1.409A-2(b)(3), 1.409A-2(b)(6) Example
19 (switching from installments to a deferred lump sum).
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5. *Section 409A is not violated by delaying payments
under certain circumstances if the plan so provides (but
the elimination of a delay rule may improperly acceler-
ate payments. The allowable delay circumstances are (i)
delaying the payment of an amount that is not deduct-
ible because of the Section 162(m) $1 million limit on
deductible compensation until it can be paid deductibly
or, if earlier, the calendar year in which the service pro-
vider separates from service;124 (ii) delaying a payment
that would violate a bona fide loan covenant or similar
contractual provision if the violation would cause the
service recipient material harm and the payment is
made as soon as permitted under the loan covenant or
similar contractual provisions or, if earlier, when mak-
ing the payment would not materially harm the service
recipient;125 (iii) delaying a payment that would be un-
lawful until it can be lawfully paid;126 and (iv) delaying
it under other circumstances as permitted in future IRS
guidance. 127

6. It remains unclear whether a beneficiary can be
given the right to elect when and how distributions are
to be made after the death of the participant.

7. Certain changes that would otherwise violate the
second election rule are allowed.

i. Timing and Payment Form Changes Elected in
2005: See paragraph III.C.4.xii, supra.

ii. Qualified Plan ‘‘Mirror’’ Elections in 2005: Many
deferred compensation plans, particularly SERPs and
excess plans, provide that the time and form of their
benefit payments will mirror the time and form of ben-
efit payments to the participant under a companion
qualified plan. Most qualified plans permit participants
to elect the time and form of payment in ways that
would violate Section 409A if qualified plans were sub-
ject to it. Therefore, nonqualified deferred compensa-
tion mirror provisions will violate Section 409A; how-
ever, for 2005-2006, a special transition rule permits
mirror distribution provisions in effect on Oct. 3, 2004,
to be honored. 128

E. Improper In-Service Distributions: Section
409A(2)(A)(i) prohibits distributions except on account
of the following events129: the service provider’s sepa-
ration from service,130 disability131 or death, at a fixed

time or pursuant to a fixed schedule specified under the
plan,132 or on account of an unforeseeable emer-
gency133 or change-in-control.134

1. *Except as to distributions under the fixed time/
fixed schedule exception, it is permissible for the date
of the distribution (or the commencement of distribu-
tions) to be either specified or to be a date or calendar
year that is objectively determinable at the time the
event occurs, e.g., three months after disability first oc-
curs. If an objectively determinable calendar year is
specified and no other specific payment date within the
year is objectively determinable, the payment date for
‘‘second election’’ purposes is deemed to be the first day
of the calendar year in which payment is to occur.135

2. *Alternative allowable payment events may be
specified, e.g., lump sum on the earlier of death or sepa-
ration.136 Each event may have its own payment form,
e.g., lump sum on the first of the month following a pre-
age 55 separation, but 5 substantially equal payments
commencing on the first of the month following any
later separation.137

3. *A payment is deemed to have been paid on its
scheduled date if it is paid in the same calendar year as
the scheduled date or no later than the 15th day of the
third calendar month following the scheduled payment

124 Prop. Treas. Reg. § 1.409A-2(b)(5)(i).
125 Prop. Treas. Reg. § 1.409A-2(b)(5)(ii).
126 Prop. Treas. Reg. § 1.409A-2(b)(5)(iii).
127 Prop. Treas. Reg. § 1.409A-2(b)(5)(iv).
128 IRS Notice Q&A-23; preamble to proposed regulations, 70

Fed. Reg. 57,955 (Oct. 4, 2005).
129 Prop. Treas. Reg. § 1.409A-3(a).
130 Prop. Treas. Reg. § 1.409A-1(h) defines ‘‘separation from

service’’ and ‘‘termination of employment,’’ including as to inde-
pendent contractors. To comply with Section 409A, Plans almost
certainly will need to use this definition if they provide for distribu-
tions triggered by a separation from service or termination of em-
ployment. A service provider who transfers among controlled
group members presumably has not separated from service be-
cause Section 409A(d)(6) treats all such members as a single ser-
vice recipient. See Prop. Treas. Reg. § 1.409A-1(g). A service pro-
vider who transfers to a noncontrolled group successor normally
would have a separation from service. The ‘‘same desk’’ doctrine
does not apply. See the preamble to the proposed regulations at
VI.C, 70 Fed. Reg. 57,947 (Oct. 4, 2005).

131 See Prop. Treas. Reg. § 1.409A-3(g)(4). Distributions on ac-
count of disability are allowable but only if (a) the disability is a
medically determinable physical or mental impairment, (b) it can
be expected to result in death or last for a continuous period of at
least 12 months, and (c) either the disability prevents the individual
from engaging in any substantial gainful activity or has resulted in

the payment of income replacement benefits for at least three
months under the employer’s accident or health plan. Id.

132 See Prop. Treas. Reg. § 1.409A-3(g)(1). The schedule must
specify dates, not events. Therefore, for example, Section 409A
would be violated if deferred compensation became payable be-
cause an executive’s child goes to college. However, if the benefits
vest just before they become payable (such as if they are paid when
they vest), the short-term deferral exemption normally should be
available. A provision that accelerates payment, for example, un-
der a golden parachute agreement, if the employee is transferred
to an affiliate or successor that does not assume the agreement
likely would be an improper in-service distribution unless limited
to transfers that are separations from service.

133 See Prop. Treas. Reg. § 1.409A-3(g)(3). In-service distribu-
tions on account of an unforeseen emergency are allowable but
only to deal with a severe financial hardship to the service provider
or beneficiary that was caused by (a) the illness or accident of the
service provider and certain related parties, (b) a casualty loss of
the service provider’s or beneficiary’s property, or (c) ‘‘other simi-
lar extraordinary and unforeseeable circumstances arising as a re-
sult of events beyond the control of the service provider or benefi-
ciary.’’ Id. The amount distributable may not exceed the amount
necessary to satisfy the emergency (plus the taxes on the distribu-
tion), after taking insurance into account as well as liquidation of
the participant’s assets to the extent that liquidation would not it-
self cause a severe financial hardship. Id. Deferral elections can be
cancelled (not merely modified) in the event of an unforeseen
emergency for which a withdrawal from a Section 409A plan
would be permitted, or when a hardship withdrawal from a Section
401(k) plan is made under Treas. Reg. § 1.401(k)-1(d)(2) (the pro-
posed regulations incorrectly cite (d)(3)). Prop. Treas. Reg.
§ 1.409A-3(h)(2)(vii). When deferrals under a Section 409A-
covered plan are cancelled for this reason, the amount that would
have been contributed is treated as if it were a distribution to sat-
isfy the unforeseen emergency, thereby reducing the amount that
can be withdrawn for that purpose. Prop. Treas. Reg. § 1.409A-
3(g)(3)(ii).

134 See Prop. Treas. Reg. § 1.409A-3(g)(5). IRS Notice 2005-1
Q&A-11(a) permitted distributions on account of a corporate
change-in-control. The proposed regulations incorporate substan-
tially similar requirements except that distributions on account of
a partnership change-in-control will be permitted, to be deter-
mined by applying analogous rules. See the preamble to proposed
regulations at VI.E, 70 Fed. Reg. 57,948 (Oct. 4. 2005).

135 Prop. Treas. Reg. § 1.409A-3(b).
136 Prop. Treas. Reg. § 1.409A-3(b).
137 Prop. Treas. Reg. § 1.409A-3(c).
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date.138 If it is not administratively practicable to calcu-
late the amount due to events beyond the control of the
service provider or his or her estate, or if making the
payment would jeopardize the service recipient’s sol-
vency, the payment is deemed to have been paid on its
scheduled date if paid during the first calendar year in
which it is practicable to determine the amount or in
which it can be paid without jeopardizing solvency.139

4. *If there is a bona fide service-recipient-refusal-to-
pay, an affected payment will be deemed to have been
paid on its scheduled date if (i) the service provider ac-
cepts payment of undisputed amounts the service re-
cipient tenders other than in settlement of the claim, (ii)
the service provider takes prompt and reasonable effort
to collect the payment, and (iii) it is paid in the calendar
year in which the dispute is settled, the service recipi-
ent concedes payment is due, or a final nonappealable
judgment mandates the payment, whichever occurs
first.140

5. *As to a person who becomes a resident alien and
as to any amounts payable in or after the calendar year
in which that occurs, Section 409A can be satisfied by
amending the plan by the end of the calendar year in
which the person becomes a resident alien to comply
with the Section 409A’s distribution requirements.141

6. *A plan may permit earnings, including dividend
equivalents, credited on Section 409A deferred compen-
sation to be paid on a nondeferred basis, provided that
earnings for a calendar year are paid by the following
March 15 and certain other requirements are satis-
fied.142

F. Improper Post-Separation Distributions: Section
409A(2)(B)(i) prohibits payments on account of termi-
nation of employment (other than death) from com-
mencing during the six-month period following termi-
nation as to a ‘‘specified employee’’— essentially a key
employee of a company whose securities are publicly
traded on an established securities market or other-
wise.143

1. *The plan must specify when payments that would
have been made in the six months following separation
will be paid. For example, they can be paid in a lump
sum at the end of that period, or the whole distribution
schedule can be pushed back to commence at the end
of that period.

2. The service recipient can change the method by
adopting an amendment that only will become effective
at least 12 months later; this delayed effective date does
not apply to an amendment made before the stock be-
comes readily tradable on an established securities
market.144

3. For example, the six-month payment ban likely
could be violated if a specified employee were given a
contractually enforceable terminal leave of absence (a
common severance benefit) that provides taxable ben-
efits and that is not subject to an appropriate substan-
tial risk of forfeiture. If the terminal leave constituted
Section 409A-covered deferred compensation and the
terminal leave were not respected and were treated as
terminating the individual’s employment, as usually
would be the case,145 the immediate commencement of
terminal leave benefits would violate Section 409A.

4. The only permitted acceleration events (see para-
graph III.C.4, supra) that permit distributions to be
made before the end of the Section 409A(2)(B)(i)-
required six-month delay period are the ones relating to
domestic relations orders, conflicts of interest, and pay-
ment of taxes.146

G. Other Improper Plan Provisions: Section 409A also
makes the following things taxable and subject to Sec-
tion 409A penalties:

1. Offshore Trust Funding, as described in Section
409A(b)(1).

2. Funding (Including Rabbi Trust Funding) Trig-
gered by Employer’s Financial Health , as described in
Section 409A(b)(2).

IV. Conclusion
Because Section 409A compliance can be arcane, no

employer should treat this diagnostic guide as a substi-
tute for the advice and counsel of a professional who is
completely up-to-date with the latest Section 409A guid-
ance and compliance know-how, which still is very
much in flux. Every employer should have such a pro-
fessional carefully review the census form the employer
compiles with the assistance of this guide, and work
with the employer to develop and implement sensible
Section 409A compliance plans for nonexempt plans.

138 Prop. Treas. Reg. § 1.409A-3(d).
139 Prop. Treas. Reg. § 1.409A-3(d).
140 Prop. Treas. Reg. § 1.409A-3(e).
141 Prop. Treas. Reg. § 1.409A-3(f).
142 Prop. Treas. Reg. § 1.409A-2(a)(13), 1.409A-2(b)(6) Example

15.
143 Key employee determinations generally are to be made pur-

suant to Section 416(i). See Prop. Treas. Reg. § 1.409A-1(i) for
guidance on key employee determinations, and providing some
special flexibility as to such determinations. Because ‘‘key em-
ployee’’ determinations can be troublesome to make, employers
should consider imposing key employee limitations on all plan par-
ticipants, or at least on any participant who could be a key em-
ployee

144 Prop. Treas. Reg. § 1.409A-3(g)(2).
145 Prop. Treas. Reg. § 1.409A-1(h)(1)(ii).
146 Prop. Treas. Reg. § 1.409A-3(g)(2).
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Section 409A Plan Census Form (Asterisks indicate sig-
nificant changes.)

SECTION 409A PLAN CENSUS FORM

Plan Type Plan Name 409A-
Exempt?

409A-
Compliant?

Retirement, Savings, &
Deferred Compensation
Plans of all Types,
Including SERPs & Excess
Plans

*Expense
Reimbursements

LTIPs & Bonuses

Commissions, Royalties
& Residuals

Phantom Stock, Stock
Appreciation Rights
(SARs), & Similar
Equity Programs

Deferred Delivery Stock
or Other Property, e.g.,
After Option Exercise

Dividend Equivalents

Options to Buy Stock,
Partnership Interests,
or Other Property

Restricted Property
Transfers
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Plan Type Plan Name 409A-
Exempt?

409A-
Compliant?

Severance, Retention,
Exit Incentive, Window,
or Parachute Benefits

Contingent Event
Benefits, e.g., Special
Bonus if Company is
Sold

Split-Dollar Life
Insurance

Post-Employment
Benefits

Individual Oral or
Written Agreements
(Including Settlements)
with any of the
Foregoing Features
That Is not Listed
Above

Any Other Arrangement
that Has the Effect of
any of the Foregoing
and That Is not Listed
Above
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