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At-Risk De�ned Bene�t Plans and                
Nonquali�ed Deferred Compensation         
Funding Restrictions

Due to recent funding dif�culties experienced by de�ned bene�t plans, it is important to remember that 
companies with “at-risk” underfunded de�ned bene�t plans should make sure not to deposit funds into a 
rabbi trust or other similar arrangement for the purpose of paying nonquali�ed deferred compensation to 
certain executives. Such deposits would violate Section 409A of the Internal Revenue Code of 1986, as 
amended, resulting in a 20% penalty tax and interest penalty to the executive. 

Background
Section 409A regulates nonquali�ed deferred compensation. The Pension Protection Act of 2006  
amended Section 409A to include Section 409A(b)(3). Under Section 409A(b)(3), unless an exception 
applies, a company with a single-employer de�ned bene�t plan may not set aside, reserve, or transfer 
monies into a rabbi trust or other funding arrangement to pay nonquali�ed deferred compensation to 
applicable covered employees when the company’s de�ned bene�t plan is “at-risk.”

At-Risk Status
A de�ned bene�t plan is “at-risk” for a given plan year if the plan’s “funding target attainment percentage” 
(“FTAP”) for the preceding plan year was less than 80% and was also less than 70% with certain 
additional “at-risk” actuarial assumptions taken into account. The FTAP is generally the ratio of plan 
assets to the plan’s funding target. The plan’s actuary should be asked to monitor the FTAP.

Applicable Covered Employees
Notably, this prohibition only applies to “applicable covered employees” which is de�ned to include 
covered employees described in Section 162(m)(3) of the Internal Revenue Code and individuals subject 
to Section 16 of the Securities Exchange Act of 1934. Generally, for a public company this includes all 
of�cers, directors, and 10% owners. It also covers former employees who were included in one of the 
categories above when terminated. For a private company, on the other hand, the CEO is likely the only 
covered employee.

Small Plan Exception
There is a small plan exception to the at-risk rules discussed above. The exception provides that the rules 
do not apply if the total number of participants in a de�ned bene�t plan is 500 or fewer. All de�ned bene�t 
plans, excluding multiemployer plans, maintained by the same employer or member of the employer’s 
control group, are treated as one plan for this purpose. In other words, it appears the funding restrictions 
do not apply when the total number of participants in the company’s de�ned bene�t plan is 500 or fewer.
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Action Required
Existing nonquali�ed plans or rabbi trusts may have to be amended. If such documents require funding as 
amounts are deferred or upon the occurrence of certain events (e.g., change-in-control), they must be 
amended to exclude funding for “applicable covered employees” when a de�ned plan is “at-risk.”

If a company (or any member of the company’s controlled group) maintains a de�ned bene�t plan that is 
“at-risk,” actions should be taken to ensure that funds are not directly or indirectly set aside to fund 
nonquali�ed deferred compensation arrangements for “applicable covered employees”. Companies 
should consider creating separate accounts for “applicable covered employees” and employees who are 
not covered. By doing so, companies can still contribute into accounts that do not bene�t “applicable 
covered employees,” even when the “at-risk” rules are triggered. 

Any company maintaining a de�ned bene�t plan and nonquali�ed deferred compensation arrangement 
should consult with its actuaries to ensure that the “at-risk” status of the de�ned bene�t plan is being 
closely monitored. Most actuaries should also be able to forecast future funding requirements to allow a 
company to take action prior to a de�ned bene�t plan becoming “at-risk.” When discussing this matter 
with the actuary, be sure to clarify that the monitoring function relates to nonquali�ed deferred compensa-
tion funding restrictions, because a typical actuary monitors other funding requirements as well.

If you have any questions regarding this LEGALcurrents, please do not hesitate to contact any member of 
our �rm’s Employee Bene�ts and Executive Compensation Practice Area at (585) 232-6500. ■


