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At Last! Final Regulations for Nonqualified Deferred
Compensation Plans

After much anticipation, the Internal Revenue Service issued final regulations under Section 409A of the Internal
Revenue Code providing guidance for nonqualified deferred compensation arrangements and clarifying the treatment
of ineligible deferred compensation arrangements under Section 457(f) (“ineligible plans”). The requirements of
Section 409A apply separately and in addition to the rules applicable to ineligible plans under Section 457(f).

In general, Section 409A imposes requirements on nonqualified deferred compensation arrangements to specify the
timing of distributions, prohibit the acceleration of benefits, and require that deferral elections be made within certain
time frames. Failure to satisfy these requirements will result in immediate income taxation to the employee of all
amounts deferred under the arrangement, plus a 20% additional tax and interest, even if amounts are not currently
payable under the plan.

Section 409A does not apply to “short-term deferrals.” The short-term deferral rule provides that a deferral of
compensation does not occur if an amount of compensation is actually or constructively received by the employee
within 22 months following the later of the end of the employee’s taxable year or the end of the employer’s taxable
year in which the amounts deferred are no longer subject to a substantial risk of forfeiture.

For example, assume that both the employee and employer are calendar year taxpayers. If the employee’s deferred
compensation is no longer subject to a risk of forfeiture (i.e., vests) in Year 1 and the plan provides for distribution
of such compensation no later than March 15 of Year 2, such compensation will be treated as a short-term deferral
which is not subject to Section 409A.

Under Section 457(f), employees participating in an ineligible plan are subject to income tax in the taxable year in
which the compensation vests.

Under the final regulations, most ineligible plans will avoid application of Section 409A using the short-term deferral
rule. Only ineligible plans that do not fully distribute vested amounts within the short-term deferral period will be
required to satisfy the requirements of Section 409A.

If payments under an ineligible plan do not satisfy the short-term deferral rule, the plan must be amended in written
form to conform to the requirements of Section 409A and the final regulations no later than December 31, 2007.

In addition, the final regulations provide that taxpayers may continue to rely on the definitions of bona fide vacation
leave, sick leave, compensatory time, disability pay, or death benefit plan applicable for purposes of section 457(f) as
also being applicable for purposes of Section 409A. This welfare benefit plan exception does not apply to severance
arrangements, which may be subject to Section 409A.

If your organization sponsors any ineligible plans or severance arrangements providing for payments over a period of
time extending beyond the short-term deferral period, please contact one of the members of our Employee Benefits
team listed on the reverse of this Alert to review the plan for compliance with the final regulations.

Copyright © 2007 Kaufman & Canoles, PC. All Rights Reserved. The contents of this publication are intended for general
information only and should not be construed as legal advice or a legal opinion on specific facts and circumstances.
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