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OVERVIEW OF SECTION 409A AND ITS IMPACT ON NONQUALIFIED 
DEFERRED COMPENSATION PLANS
Section 409A of the Internal Revenue Code regulates “nonqualified deferred compensation” 
(“NQDC”) arrangements, which are broadly defined to include many arrangements not 
typically thought of as deferred compensation, such as annual bonuses, equity compensation 
and severance pay. Section 409A was enacted as part of the American Jobs Creation Act of 
2004, and generally became effective as of January 1, 2005. Since such date, affected 
arrangements have been required to be operated in compliance with the requirements of 
Section 409A. Deferred amounts that were earned and vested prior to January 1, 2005, are 
grandfathered and exempt from Section 409A so long as not materially modified after such 
date.

On April 10, 2007, the Treasury Department and Internal Revenue Service (“IRS”) issued final 
regulations under Section 409A, and on October 22, 2007, the IRS issued Notice 2007-86, 
which generally delayed the effective date of the final regulations. The final regulations 
become effective January 1, 2009 and require that affected arrangements be documented in 
writing or amended to bring their written terms into compliance with the requirements of 
Section 409A.

ARRANGEMENTS AFFECTED BY 409A

NQDC is defined for purposes of Section 409A as any arrangement that provides for the 
deferral of compensation. Compensation is “deferred” whenever an individual possesses a 
legally binding right to compensation during a taxable year that has not yet been actually or 
constructively received by him or her and is payable in a later taxable year. For example, if an 
employer has a bonus plan based on the 2009 calendar year and the bonuses are not paid 
until 2010, a bonus will be earned by an employee during 2009, but is not paid to the 
employee until 2010. Accordingly, such a bonus plan provides for a deferral of compensation 
and will be subject to Section 409A unless an exemption is available.

Arrangements potentially affected by Section 409A include: bonus plans; plans providing for 
voluntary deferrals of salary, bonus, fees, commissions or other compensation; excess 
benefit plans; supplemental executive retirement plans; 401(k) wrap-around plans; Section 
457(f) plans; phantom stock, stock options, stock appreciation rights and restricted stock
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units; severance plans; split-dollar life insurance; and employment contracts with deferral or 
severance pay features. Foreign NQDC arrangements covering United States taxpayers are also 
subject to Section 409A. The rules under Section 409A apply to a broad range of individuals 
(including employees, directors, independent contractors, etc.). For purposes of this overview, 
we will generally focus on the rules as they apply to employees.

EXEMPTIONS FROM SECTION 409A

Certain arrangements are exempt from Section 409A, including: qualified plans (e.g., 401(k) 
plans, 403(a) plans, SEPs and SIMPLE plans); Section 415(m) plans (i.e., government excess 
benefit plans); Section 457(b) plans of tax-exempt organizations; tax-deferred annuities; stock 
options and stock appreciation rights issued at fair market value; Section 423 employee stock 
purchase plans; certain short-term deferrals; certain involuntary separation pay; and bona 
fide vacation leave, sick leave, compensatory time, disability pay or death benefit plans.

Short-Term Deferrals. “Short-term deferrals” are exempt from Section 409A. A short-term 
deferral is an amount that is paid within 2½ months after the year of vesting. For example, if 
an employer has a bonus plan based on the 2009 calendar year and the bonuses will be paid 
on or before March 15, 2010, such bonus plan will be exempt from Section 409A as a short-
term deferral.

Limited Involuntary Severance Pay. Section 409A exempts certain severance pay that is 
payable only upon an involuntary separation from service (including certain voluntary separa-
tions as a result of “good reason”) as long as: (a) the entire amount of payments does not 
exceed two times the lesser of (i) the employee’s annual compensation; or (ii) the maximum 
amount that may be taken into account under a qualified plan pursuant to Section 401(a)(17) 
for such year ($230,000 for 2008); and (b) the arrangement requires that payments be made 
by no later than December 31 of the second calendar year following the year in which employ-
ment was terminated.

DEFERRAL ELECTIONS

General Rule. Section 409A generally provides that compensation for services performed 
during a taxable year may be deferred at an employee’s election only if the election is made 
not later than the close of the preceding year. For example, if an employee wants to defer a 
portion of his or her 2009 base salary, the employee generally would have to so elect on or 
before December 31, 2008.

Newly Eligible Participants. In the case of the first year in which an employee becomes 
eligible to participate in a NQDC arrangement, the employee may make an election with 
respect to compensation for services to be performed subsequent to the election within 30 
days after the date that the employee becomes eligible to participate in the arrangement. To 
qualify for this 30-day exception to the general rule, the employee must not previously have 
been eligible to participate in a similar type of NQDC arrangement of the employer. This 
exception is useful for newly hired or promoted employees, or where an employer adopts a 
new type of arrangement during a calendar year. For example, if an employer had a voluntary 
deferred compensation plan and hired a new employee on April 1, 2009, the employee could 
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elect to defer a portion of his or her 2009 base salary so long as he or she so elected before May 
1, 2009, and such election could only apply to the base salary earned by the employee for 
services rendered after the date the election is made.

 Performance-Based Compensation. In the case of any “performance-based compensation” 
based on services performed over a period of at least 12 months, a deferral election may be 
made no later than six months before the end of the period, provided that (a) such compensa-
tion has not become substantially certain to be paid, and (b) the amount of such compensa-
tion is not readily ascertainable. “Performance-based compensation” is defined as compen-
sation, the payment or the amount of which is contingent on the satisfaction of 
preestablished organizational or individual performance criteria. Performance criteria must 
be established in writing no later than 90 days after the commencement of the period of 
service to which the criteria relate, provided that the outcome is not substantially certain 
when the criteria are established.  Performance-based compensation generally may include 
payments based upon subjective performance criteria as long as the criteria relate to the 
performance of the employee or his or her business unit.

Changes to Elections. Section 409A provides that changes may be made to the time or form 
of payment of previously deferred compensation only if: (a) the change is made at least 12 
months prior to the date of the existing first scheduled payment; (b) the change does not take 
effect until at least 12 months after the date on which the change is made; and (c) the 
payment must be deferred for a period of at least five years from the date that the payment 
would otherwise have been made. Complex rules exist with respect to changing elections 
involving installment payments. 

DISTRIBUTION DATES AND EVENTS

Section 409A limits the permissible distribution times and events for NQDC to one or more 
of the following:

■ on a specified date or pursuant to a fixed schedule;

■ upon the employee’s “separation from service” with the employer;

■ upon the “disability” of the employee;

■ upon the death of the employee;

■ upon a “change in the ownership of a corporation,” “a change in the effective control of 
a corporation” or “a change in the ownership of a substantial portion of a corporation’s 
assets”; or

■ upon an “unforeseeable emergency” of the employee.

Separation from Service.  An employee has a “separation from service” if the employee has 
a termination of employment with the employer, whether voluntary or involuntary. In the case 
of “specified employees” (certain officers of public companies), distributions cannot be made 
before six months after the date of separation from service (or the date of the employee’s 
death, if earlier).
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Disability.  An employee is disabled for purposes of Section 409A if the employee is:  (a) unable 
to engage in any substantial gainful activity by reason of any medically determinable physical 
or mental impairment which can be expected to result in death or can be expected to last for a 
continuous period of 12 months or more; or (b) receiving income replacement benefits for a 
period of three months or more under the employer’s accident and health plan by reason of 
any medically determinable physical or mental impairment which can be expected to result in 
death or can be expected to last for a continuous period of 12 months or more. 

Change in Control Events.  A “change in the ownership of a corporation” occurs on the date 
that any one person, or more than one person acting as a group, acquires ownership of stock 
of the corporation that, together with stock held by such person or group, constitutes more 
than 50% of the total fair market value or total voting power of the stock of such corporation.  
A “change in the effective control of a corporation” occurs on either of the following dates:  
(a) the date any one person, or more than one person acting as a group, acquires (or has 
acquired during the 12-month period ending on the date of the most recent acquisition by 
such person or persons) ownership of stock of the corporation possessing 30% or more of 
the total voting power of the stock of such corporation; or (b) the date a majority of members 
of the corporation’s board of directors is replaced during any 12-month period by directors 
whose appointment or election is not endorsed by a majority of the members of the 
corporation's board of directors before the date of the appointment or election.  A “change in 
the ownership of a substantial portion of a corporation’s assets” occurs on the date that any 
one person, or more than one person acting as a group, acquires (or has acquired during the 
12-month period ending on the date of the most recent acquisition by such person or 
persons) assets from the corporation that have a total gross fair market value equal to or 
more than 40% of the total gross fair market value of all of the assets of the corporation 
immediately before such acquisition or acquisitions. 

Unforeseeable Emergency.  An “unforeseeable emergency” is defined for purposes of 
Section 409A as:  (a) a severe financial hardship to a participant resulting from an illness or 
accident of the employee, the employee’s spouse or a dependent of the employee; (b) loss of 
the employee’s property due to casualty; or (c) other similar extraordinary and unforeseeable 
circumstances arising as a result of events beyond the control of the employee.  Generally, a 
distribution on account of an unforeseeable emergency is only permissible under Section 
409A if the amounts distributed as a result of the emergency do not exceed the amounts 
necessary to satisfy the emergency, plus the amount necessary to pay the taxes reasonably 
anticipated as a result of the distribution.  

ANTI-ACCELERATION PROVISION

Section 409A provides that a payment of NQDC may not be accelerated, with certain limited 
exceptions, including domestic relations orders, compliance with ethical laws or conflicts of 
interest laws, and payment of income and employment taxes.

If an employer wants to completely end a specific type of NQDC arrangement, the arrange-
ment generally may be terminated only if: (1) all arrangements of the same type (e.g., elective 
account-balance plans) are terminated as to all participants; (2) no payments other than 
those payable in the normal course are made within 12 months of the termination; (iii) all  
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payments are made within 24 months of the termination; and (iv) the employer does not adopt 
a new NQDC arrangement of the same type for three years following the date of termination. An 
employer may also terminate a NQDC arrangement upon a change of control or the liquidation 
of the employer. 

CONSEQUENCES OF NONCOMPLIANCE

If NQDC does not comply with the requirements of Section 409A, the NQDC amount is taxable 
at the time it becomes vested. Also, the employee is subject to a 20% penalty excise tax on the 
amount of such noncompliant compensation, which is on top of the usual income tax on such 
compensation. There also may be an interest penalty and state tax penalties. The employer 
may be required to report the violation of Section 409A to the IRS and to withhold the penalty 
excise tax from the employee. The IRS recently released guidance regarding the self correc-
tion of certain Section 409A failures. Therefore, if you discover an operational failure regard-
ing your NQDC, it is important to understand that you may have a variety of options.

If you would like more information regarding these rules and how these rules may apply to 
your arrangements, please contact a member of the HSE Employee Benefits & Executive 
Compensation Group.
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