
CONGRESS REWRITES THE

RULES ON DEFERRED

COMPENSATION PLANS

he tax rules that

govern non-qualified

deferred compensa-

tion plans - a catego-

ry that encompasses

salary deferral plans,

"SERPs", below-

market stock options

and SARs, and several other

types of benefits - have been

largely rewritten. Sponsors

of such plans must comply

with the new rules immedi-

ately, and if necessary,

amend their plans by

December 31, 2005.

The American Jobs

Creation Act of 2004 

(the “Act”) substantially

changes the legal require-

ments that apply to non-

qualified deferred compen-

sation plans. Motivated in

part by reports of abusive

practices involving deferred

compensation at Enron

Corporation, Congress

sought to stop these prac-

tices and, in doing so, has

essentially rewritten the

applicable tax rules. The

new rules will require signif-

icant changes to the design

and administrative practices

of many deferred compen-

sation plans, including cer-

tain equity compensation

programs.

The new rules are already

in effect, as they apply to

compensation deferred on

and after January 1, 2005.

However, plan sponsors

have until December 31,

2005 to amend their plan

documents, provided that

covered plans are

operated in good

faith compliance

with the new rules

during 2005. If a

deferred compen-

sation plan fails to

comply with the

new rules by the end of the

year, its participants will be

faced with severe tax penal-

ties, including taxation of

all amounts deferred under

the non-compliant plan

(immediately, or as soon as

the deferred compensation

vests), as well as interest on

the tax “underpayment”

and a 20% penalty.

The IRS has issued Notice

2005-1, which sets forth

transitional rules for 2005

(discussed on page 2) and

guidance on certain sub-

stantive aspects of the new

rules. Additional guidance

is expected later this year.JA
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PLANS AND AGREEMENTS COVERED BY THE ACT

The Act adds new Section 409A to the Internal Revenue Code, which apples to all “non-qualified

deferred compensation plans”. This term is defined very broadly, and apparently would apply to the

following types of benefits, whether provided under an agreement to a single employee, or as part of a

plan for two or more employees:

• Plans or agreements providing for elective deferrals of salary or bonus

• Supplemental executive retirement plans (SERPs) and other employer-funded deferred

compensation programs

• Excess benefit plans

• Below market stock options and other non-qualified options

• Stock appreciation rights (SARs), if the exercise  price is less than the fair market value at

the date of grant

• Restricted stock and phantom stock plans

• Severance plans

• Generally, all compensation that is (1) deferred after 2004, (2) deferred before 2005 but

which becomes vested on or after January 1, 2005, or (3) deferred and vested before

2004 under a plan that is substantially modified after October 3, 2004

NEW REQUIREMENTS UNDER THE ACT

The Act imposes a number of new requirements and limitations on covered plans and agreements. The

following are the most important:

DDiissttrriibbuuttiioonn  LLiimmiittss:: Under new Section 409A, deferred compensation can only be paid out upon one

of the following events:

• Separation from service or, in the case of a key employee of a publicly-traded company,

not earlier than six months after separation from service

• Death

• Disability (as such term is defined under the Act) 

• A specified time, or pursuant to a fixed schedule, established under the plan at the time

the compensation is initially deferred

• Upon a “change in control” (as defined under the Act )

• Upon the occurrence of an “unforeseeable emergency”

Accordingly, deferred compensation cannot be payable at the election of the participant, even if there

is a notice or waiting period. Furthermore, distribution of deferred compensation upon a change of

control will now be permitted only if the definition of “change in control” under the plan is consistent

with the definition under Section 409A.
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AAcccceelleerraattiioonn  NNoott  PPeerrmmiitttteedd:: Congress was clearly

concerned with the accelerated payments to Enron

executives just prior to its collapse. (It was report-

ed that Enron executives received more than $53

million in accelerated distributions in the weeks pre-

ceding Enron’s bankruptcy filing.)  Accordingly,

Section 409A prohibits any acceleration of the tim-

ing or schedule of payments under a deferred com-

pensation plan, except in certain limited circum-

stances. Thus, so-called “haircut” provisions -

under which a participant can receive an accelerat-

ed distribution of a reduced amount of deferred

compensation are no longer permissible.

DDeeffeerrrraall  EElleeccttiioonnss:  Generally, employee elections to

defer the receipt of salary or bonuses must be made

before the beginning of the year in which the relat-

ed services are performed. Thus, in a calendar year

plan, an employee election to defer a portion of

2006 compensation generally would have to be

made on or before December 31, 2005. Under a

special exception, an election to defer performance-

based compensation can be made not later than six

months before the end of the service period (so, by

June 30th in a calendar year plan).

Furthermore, a “second election”, to change the

timing or form of a distribution cannot go into

effect until twelve months have elapsed, and the first

payment affected by the second election cannot be

made for five (5) years, or upon the death or dis-

ability of the participant or an “unforeseeable emer-

gency”. Similarly, an election to delay a scheduled

distribution must be made at least twelve months

before the original distribution date.

SSuubbssttaannttiiaall  FFoorrffeeiittuurree  RRiisskkss: IRS Notice 2005-1

states that a “substantial risk of forfeiture” can con-

sist only of:

• A requirement that the participant perform

future services, or

• The occurrence of a condition relating to the

purpose of the compensation, but only if the

risk of forfeiture is substantial.

The second category would appear to cover such

things as the attainment of company profit or stock

value targets, or the achievement of individual goals

such as sales targets. A non-compete covenant will

not qualify as a substantial risk of forfeiture.

TTaaxx  RReeppoorrttiinngg: The Act requires that the employer

separately report compensation deferred during the

year on Form W-2. No reporting will be required

for deferrals of less than $600 in a year, and defer-

rals under defined benefit type programs must be

reported only if and when a deferred amount is

“reasonably ascertainable”.

FFuunnddiinngg: Except to the extent provided in IRS regu-

lations (not yet issued), deferred compensation can-

not be funded (i.e. by a so-called “rabbi trust”) by

assets held in offshore trusts, even if those assets are

available to satisfy the claims of the sponsor’s gen-

eral creditors.
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If you have any questions about deferred compensation plans contact Robert W. Patterson at 716.843.3910 or

rpatterson@jaeckle.com, or Michele O. Heffernan at 716.843.3850 or mheffernan@jaeckle.com

EFFECTIVE DATE AND

TRANSITIONAL RULES FOR 2005
The new rules under Code Section 409A

apply to:

• Amounts deferred on and after

January 1, 2005

• Amounts deferred before 2005, but

vested on or after January 1, 2005

• Amounts deferred and vested

before 2005, if the relevant

deferred compensation plan or

agreement is materially modified

after October 3, 2004.

Accordingly, existing plans and defer-

rals are grandfathered only if compensa-

tion was both deferred and vested before

January 1, 2005, and if the relevant plan

is not materially modified after October

3, 2004.

As noted above, the new rules apply to

compensation that is deferred on or after

January 1, 2005. Deferred compensation

plans and agreements generally must

operate in “good faith compliance” with

the new rules during calendar year 2005,

and must be amended to fully comply

with the new rules by December 31,

2005.

Under IRS Notice 2005-1, participants

may make new elections as to plan distri-

butions by December 31, 2005, without

complying with the restrictions that

would otherwise apply to “second elec-

tions”. Similarly, participants can be

allowed to drop out of deferred compen-

sation plans and receive a distribution of

previously deferred amounts, and/or to

cancel deferral elections previously made,

by December 31, 2005 without violating

the Act.
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WHAT PLAN SPONSORS MUST DO

11.. Analyze which of their plans and agree-

ments are subject to the new rules, in

light of the very broad definition of

“deferred compensation” upon which

the new rules turn.

22.. Decide whether plan changes are need-

ed. It is likely that changes will need to

be made to plan provisions regarding

the timing of elections, the trigger

events for distributions, and plan defi-

nitions of terms such as “change of

control” and “disability”. Any “hair-

cut” provisions in the plan must be

removed or modified. Sponsors will

also need to make decisions relative to

amending their existing plans, or to

freezing such plans and creating new

plans for purposes of deferrals made

on and after January 1, 2005.

33..  Determine whether changes are needed

to administrative documents, such as

salary deferral elections, that will be

used during 2005.

44.. Amend non-compliant plan documents

no later than December 31, 2005.

55..  Put into place the necessary procedures

to comply with the Act’s tax reporting

(W-2) requirements.

66.. Coordinate with third party administra-

tors and other service providers to

make sure that the new requirements

are being observed in practice.

77.. Covered employees will have to be edu-

cated about the Act’s new requirements

and the effect of these requirements on

elections and other participant rights

under the plans.



<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /All
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveEPSInfo true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputCondition ()
  /PDFXRegistryName (http://www.color.org)
  /PDFXTrapped /Unknown

  /Description <<
    /FRA <>
    /ENU (Use these settings to create PDF documents with higher image resolution for improved printing quality. The PDF documents can be opened with Acrobat and Reader 5.0 and later.)
    /JPN <FEFF3053306e8a2d5b9a306f30019ad889e350cf5ea6753b50cf3092542b308000200050004400460020658766f830924f5c62103059308b3068304d306b4f7f75283057307e30593002537052376642306e753b8cea3092670059279650306b4fdd306430533068304c3067304d307e305930023053306e8a2d5b9a30674f5c62103057305f00200050004400460020658766f8306f0020004100630072006f0062006100740020304a30883073002000520065006100640065007200200035002e003000204ee5964d30678868793a3067304d307e30593002>
    /DEU <>
    /PTB <>
    /DAN <>
    /NLD <>
    /ESP <>
    /SUO <>
    /ITA <>
    /NOR <>
    /SVE <>
  >>
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


