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INTRODUCTION
Section 409A, which was enacted as
part of the American Jobs Creation
Act of 2004, governs plans and
arrangements that provide nonquali-
fied deferred compensation to
employees, directors or other
service providers.

Treasury and the Internal Revenue
Service released this much-anticipated
second round of guidance under
Internal Revenue Code Section 409A
on October 4, 2005 in the form of
proposed regulations. These regula-

tions incorporate and expand initial
guidance released as Notice 2005-1 in
December 2004.

While the proposed regulations cover
a broad range of complicated and
detailed topics, the regulations remain a
work in progress — additional guidance
is expected.

This issue of NYLEX News provides
an overview of the key issues and oper-
ating rules addressed in the proposed
regulations.

THE BASICS
Section 409A generally provides that
amounts deferred under a nonqualified
deferred compensation plan are current-
ly includable in income if they are not
subject to a substantial risk of forfeiture,
unless the plan meets and is operated in
accordance with certain design
requirements.

Compensation is deemed subject to a
substantial risk of forfeiture if entitle-
ment to the amount is conditioned on

the performance of substantial future
services by any person or the occur-
rence of a condition that is related to a
purpose of the compensation, and the
possibility of forfeiture is substantial.

The proposed regulations provide that,
in general, a deferral of compensation
occurs if an employee (or other service
provider) has a legally binding right to
receive compensation that has not been
actually or constructively received and
that is payable in a later year.

An employee does not have a legally
binding right to compensation if that
compensation may be reduced unilater-
ally or eliminated by the employer or
other person after the services creating
the right to the compensation have
been performed.

Section 409A provides detailed rules
that, if met, permit the receipt of com-
pensation to be deferred until later
years, when the compensation would
be subject to taxation. Failure by the
plan sponsor or a participant to comply
with the Section 409A requirements may
result in significant adverse federal
income tax consequences to the partici-
pant, including immediate taxation of
amounts deferred and an additional
tax of 20%.
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Proposed Section 409A Regulations

n Detailed operating rules relating
to deferral elections and
distributions

n Key transition issues

n Date for amending plan documents
extended to December 31, 2006
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ARRANGEMENTS SUBJECT TO THE
NEW RULES
Section 409A applies to amounts
deferred after December 31, 2004 under
a nonqualified deferred compensation
plan. A nonqualified deferred compen-
sation plan is an arrangement that pro-
vides for the deferral of compensation,
with specified exceptions such as quali-
fied retirement plans, tax-deferred annu-
ities, simplified employee pensions, SIM-
PLE IRAs and contributions by partici-
pants to section 501(c)(18) trusts.

Section 409A does not apply to certain
welfare benefit plans, including bona
fide vacation leave, sick leave, compen-
satory time, disability pay and death
benefit plans.

Delay in Payment of
Short-Term Deferrals
The proposed regulations reaffirm the
Notice 2005-1 exception for short-
term deferrals. The regulations pro-
vide that payments actually or con-
structively received within 21⁄2 months
after the end of the year in which an
employee has a legally binding right
to the amount will not be considered
deferred compensation.

The short-term deferral exemption
applies even if the payment is made
after the 21⁄2 month deadline, if it is
established that it was administratively
impractical or economically not possible
to avoid the delay, the delay was
unforeseeable, and the payment is made
as soon as reasonably practicable.

DEFERRAL ELECTION RULES
Section 409A provides special rules for
deferral elections in the case of new
participants and performance-based
compensation.

Election to Defer Compensation
Generally, an election to defer com-
pensation must be made by the close

of the year preceding the year in
which the compensation subject to
the deferral election is earned. The
election must include the time and
form of payment and must be irrevo-
cable as of the deadline for making
the election. An election is treated as
being made as of the date the elec-
tion becomes irrevocable. For exam-
ple, December 31, 2005 is generally
the last date that a participant can
elect to defer 2006 compensation, and
is therefore considered the date of a
timely made election to defer 2006
compensation unless the plan
provides for an earlier date.

Nonelective Arrangements
The general deferral election rules do
not apply to nonelective arrangements,
which are arrangements that do not
provide the participant with an opportu-
nity to elect the time of payment of
affected compensation (for example,
certain supplemental executive retire-
ment plans). Such an arrangement must
specify the time and form of payment
no later than the time the employee first
obtains a legally binding right to the
compensation.

Thirty-Day Rule for New Plans
In the case of a new plan or of a partic-
ipant first becoming eligible under an
existing plan, an election to defer com-
pensation generally must be made with-
in 30 days of initial eligibility and can
only apply to compensation for services
performed after the election. The pro-
posed regulations make clear that an
employee will be treated as a new par-
ticipant only if he/she has not previous-
ly participated in any plan of a similar
type maintained by the employer.

Performance-Based Compensation
Performance-based compensation falls
under an exception to the deferral elec-

tion rules. In the case of performance-
based compensation based on a per-
formance period of at least 12 months,
the deferral election may be made no
later than the date that is six months
before the end of the performance peri-
od. However, an election to defer may
not be made after the compensation is
both substantially certain to be paid and
readily ascertainable.

To qualify as performance-based
compensation, the payment of such
compensation or the amount of such
compensation must be contingent on
the satisfaction of pre-established
organizational or individual perform-
ance criteria.

The proposed regulations require that
performance criteria be established in
writing no later than 90 days after the
service period begins and that the
achievement of the criteria must be
substantially uncertain at the time the
criteria are established.

In a major change from Notice 2005-1,
the regulations provide that stock
options and stock appreciation rights
(SARs) issued at fair market value in cer-
tain circumstances may qualify as per-
formance-based compensation.

Separation Pay Arrangements
An election to defer severance payable
as a result of an involuntary separation
from service and that is the subject of
bona fide, arm’s length negotiations may
be made at any time prior to the
employee’s obtaining a legally binding
right to the payment. Separation pay
arrangements are generally defined as
arrangements providing payments upon
a termination of services.

Partners and Partnerships
The proposed regulations do not pro-
vide any additional guidance regarding
the application of Section 409A to
arrangements between partnerships and
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partners. Accordingly, taxpayers may
rely on the interim guidance in Notice
2005-1 until further guidance is issued.

DISTRIBUTION RULES 
The proposed regulations incorporate
the statutory requirement that payments
be made no earlier than a fixed date or
under a fixed schedule, or upon any of
five events:
1. Separation from service,
2. Death,
3. Disability,
4. Change in Control, or
5. Unforeseeable Emergency

Objective Payment Date Required
The proposed regulations provide that
where the time of payment is based
upon the occurrence of one of the
above five events, the plan must desig-
nate an objectively determinable date or
year following the event upon which
the distribution is to be made (e.g., 60
days following separation from service
or five months after disability).

Multiple Payment Events
The proposed regulations permit a plan
to provide for distributions upon the
earlier of, or the later of, two or more
specified permissible payment events.
For example, a plan may provide that
distributions will be made on the later
of the date a participant attains age 55,
or separates from service.

In addition, the regulations provide
that a different form of payment can be
elected for each potential payment
event (e.g., installments upon separation
of service, or if earlier, a lump sum pay-
ment upon death).

Delay in Payment by Service
Recipient
A plan may provide for delaying pay-
ments in the following circumstances
without violating Section 409A (only the
minimum delay necessary is permitted):

n If the service recipient reasonably
anticipates that his/her payment
deduction would be limited or elimi-
nated by Code Section 162(m);

n If the service recipient reasonably
anticipates that the payment will vio-
late loan covenants or other contractu-
al agreements; and

n If the service recipient reasonably
anticipates that making the payment
will violate Federal securities law or
other applicable laws.

Anti-Acceleration of Payments
Except as expressly permitted by the
Treasury and IRS, a plan may not permit
the acceleration of the time or schedule
of any payment. The proposed regula-
tions incorporate all of the permissible
accelerations provided in Notice 2005-1
and provide a number of additional per-
missible accelerations, such as those
related to payments following plan ter-
mination discussed below.

Payments Following Plan
Termination
While payments generally cannot be
accelerated upon the termination of a
plan, the proposed regulations do
permit such acceleration if the plan
provides the service recipient the discre-
tion to terminate the plan in three
circumstances:
1. A plan may be terminated provided

that the service recipient terminates
all arrangements of the same type
with respect to all participants, no
payments other than those payable
under the terms of the plan absent a
termination of the plan are made
within 12 months of the termination
of the arrangement, all payments are
made within 24 months of the termi-
nation of the arrangement, and the
service recipient does not adopt a
new arrangement of the same type
at any time within five years follow-
ing the date of termination of the
arrangement;

2. A plan may be terminated during the
30 days preceding and the 12
months following a change in con-
trol of a corporation; and

3. A plan may be terminated upon cor-
porate dissolution or with the
approval of a bankruptcy court.

Subsequent Changes in Time and
Form of Payment
Under Section 409A, the time and form
of payment generally must be designat-
ed at the time of the deferral election.
Section 409A, however, permits plans to
allow for changes that further delay or
change the form of payment if the fol-
lowing requirements are satisfied:
n The plan requires that the change

may not take effect until at least 12
months after the date on which the
change is made;

n In the case of payments made on
account of separation from service, a
specified time, or following a change
in control, the plan requires that the
first payment with respect to which
the change is made must be deferred
for at least five years from the date
the payment would otherwise have
been made (the “5-year rule”); and

n In the case of any change related to a
payment made at a specified time or
pursuant to a fixed schedule, the plan
requires that the change cannot be
made less than 12 months prior to the
date of the first scheduled payment.

The proposed regulations permit succes-
sive deferrals of amounts scheduled to
be paid, as long as each such election
meets the requirements discussed above.

Delayed Distributions for Key
Employees 
Distributions made to a “specified
employee” as a result of a separation
from service may not be made for at
least six months after the separation.



NYL Executive Benefits LLC (NYLEX Benefits) is a subsidiary of New York Life Insurance Company.
Securities offered through NYLIFE Securities LLC, Member NASD, SIPC.

The term “specified employee” generally
means a “key employee” of a publicly
traded company, as defined in Code
section 416(i).

The proposed regulations provide that
the identification of key employees is
based upon the 12-month period end-
ing on the identification date chosen by
the service recipient. Individuals who
meet the requirements during that 12-
month identification period are consid-
ered key employees for the 12-month
period commencing on the first day of
the 4th month following the identifica-
tion period.

MISCELLANEOUS
Material Modification to Grandfa-
thered Plans
A grandfathered plan is not subject to
Section 409A unless it is materially mod-
ified on or after October 3, 2004. Notice
2005-1 provides guidance regarding
what constitutes material modifications
for these purposes. A grandfathered
plan is defined as a plan that includes
only amounts deferred, earned and vest-
ed before January 1, 2005.

Requirement of a Written Plan 
Although Section 409A does not explic-
itly state that a deferred compensation
plan be in writing, the proposed regula-
tions require that a plan’s material terms
be set forth in writing in order to be in
compliance with the law. These material
provisions include the amount of (or the
method or formula for determining the
amount of) deferred compensation to
be provided under the arrangement and
the time when it will be paid.

The requirement for a written plan
must be satisfied on or before Decem-
ber 31, 2006 for non-grandfathered
plans established before such date.

Split-Dollar Life Insurance
Arrangements
The proposed regulations do not pro-
vide a blanket exemption for split-dollar
life insurance arrangements. The pream-
ble to the proposed regulations, but not
the regulations themselves, provides that
the requirements of Section 409A may
apply to certain split-dollar life insur-
ance arrangements.

For example, split-dollar life insurance
arrangements that provide only death
benefits to or for the benefit of the serv-
ice provider may be excluded from cov-
erage under the exception for death
benefits plans.

EQUITY-BASED COMPENSATION
The proposed regulations contain spe-
cial rules for stock options and stock
appreciation rights (SARs).

Stock options
Consistent with Notice 2005-1, the regu-
lations provide that the grant of an
incentive stock option (ISO) or the grant
of an option under an employee stock
purchase plan does not constitute a
deferral of compensation. The regula-
tions provide, however, that the grant of
all other types of options, including
nonqualified stock options, does consti-
tute a deferral of compensation.

However, a nonqualified stock option
is generally not subject to Section 409A
provided (1) the option is granted for
not less than the fair market value of the
underlying stock at the date of grant; (2)
the option is taxable under Code section
83; and (3) the option does not include
any feature for the deferral of
compensation.

n SARs
Notice 2005-1 treats SARs differently
from stock options. Notice 2005-1 gen-
erally treats SARs as providing for the

deferral of compensation with only two
exceptions: (A) for certain SARs involv-
ing service recipient stock traded on an
established securities market and settled
only in the service recipient stock, and
(B) for certain SARs granted under pro-
grams in effect on or before October 3,
2004.

In a departure from Notice 2005-1, the
proposed regulations generally treat
SARs in the same manner as nonquali-
fied stock options and subject to similar
requirements in order to be exempt.

n Modifications
The proposed regulations also describe
the circumstances under which modifi-
cations to existing stock awards will be
considered the granting of new stock
rights that could be subject to
Section 409A.

Modification that will be considered
the granting of a new stock right
include any change in the terms of the
stock right that may provide the holder
with a direct or indirect reduction in the
exercise price, or an additional deferral
feature, regardless of whether the holder
in fact benefits from the change
in the terms.

n Restricted property
The proposed regulations provide that
there is no deferral of compensation if
an employee receives property merely
because the value of the property is not
includible in income in the year of
receipt because the property is substan-
tially nonvested, or is includible solely
due to an election under Code Section
83(b). However, Section 409A generally
applies to the receipt of a legally bind-
ing right to receive property in a
future year.
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COMMENTS REQUESTED/ADDITIONAL
GUIDANCE EXPECTED
The IRS has requested that comments
on the proposed regulations be submit-
ted by January 3, 2006. A public hearing
is scheduled for January 25, 2006.
Topics to be addressed in future guid-
ance include:
n The calculation of the amount of

deferrals;
n The amount of income to be included

if the provisions of Section 409A are
violated;

n The timing of inclusion of income and
the related withholding and reporting
obligations; and

n The funding of deferred compensa-
tion in offshore trusts or pursuant to a
change in the employer’s financial
health.

NEXT STEPS FOR PLAN SPONSORS
A careful reading of these regulations is
needed to identify how each specific
nonqualified deferred compensation
arrangement may be affected. Still, plan
sponsors should not delay in addressing
changes that may be required. The fol-
lowing approach is suggested:
n Identify affected plans and analyze

the impact of the proposed regula-
tions on plan compliance and design.

n Evaluate any actions required by the
end of the year relating to the transi-
tion rules that will expire on Decem-
ber 31, 2005.

n Conduct a strategic analysis of overall
executive compensation and how
nonqualified deferred compensation
arrangements are effectively utilized,
considering risk, financial accounting
and corporate governance issues.

n Avoid making material modifications
to a plan that could destroy grandfa-
ther status.

n Finalize new plan design.
n Communicate new plan provisions to

executives.

EFFECTIVE DATE AND TRANSITIONAL
RULES
The proposed regulations extend for
one year most, but not all, of the Notice
2005-1 transitional periods:
n The effective date of the regulations is

January 1, 2007.
n A non-grandfathered plan or arrange-

ment adopted or entered into before
December 31, 2006 must be amended
by December 31, 2006 to conform to
the requirements of Section 409A.

n In the absence of final regulations, the
plan or arrangement must be operat-
ed through December 31, 2006 in
good faith compliance with Section
409A. Reliance on Notice 2005-1 or
the proposed regulations will be con-
sidered good faith compliance.

No Extension for Certain Transitional Relief
The proposed regulations do not extend
beyond December 31, 2005 the transi-
tional relief contained in Notice 2005-1
with respect to:
n Elections made by March 15, 2005 to

defer compensation that related in
whole or in part to services per-
formed in 2005.

n Elections by participants or employees
at any time during 2005 to terminate
participation or cancel a deferral elec-
tion with respect to amounts subject
to Section 409A.

n Termination of a grandfathered plan or
arrangement by December 31, 2005.

About NYLEX Benefits
NYL Executive Benefits LLC (NYLEX
Benefits) provides supplemental execu-
tive benefit programs to a wide range of
commercial clients. We focus on devel-
oping cost effective executive benefit
solutions that are designed to attract,
reward and retain key employees.

Our services are designed to assist
clients at all stages in the adoption and
operation of executive benefit programs,
and include:
n Initial assessment
n Plan design
n Funding
n Plan implementation
n Ongoing administration

NYLEX Benefits’ professional staff
includes the following professional disci-
plines, all dedicated to supporting our
clients’ programs, processes, systems
and services:
n Accountants
n Actuaries
n Attorneys
n Benefit specialists
n Insurance specialists

We take great care to assure that client
programs are practical and cost effective
and that they are designed to achieve our
clients’ strategic and operational goals.


