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To our clients and friends

This issue of NYLEX News discusses Notice 2005-1, recently issued by
Treasury and the Internal Revenue Service. Notice 2005-1 provides
guidance under Section 409A of the Internal Revenue Code, enacted
by the American Jobs Creation Act of 2004 in October 2004. This leg-
islation affects the design and operation of nonqualified deferred
compensation arrangements, including supplemental executive retire-
ment plans (SERPs) and stock-based compensation plans. Please
send comments about this article, as well as suggestions for future

issues, to our Stamford, CT office.

NOTICE 2005-1

B Deferred compensation plans are
still valuable, although abuses
have been curbed

B Liberal transition provisions give
taxpayers until 12-31-2005 to
amend plans

m Following the rules is more
important than ever

INTRODUCTION

In December, 2004, Treasury and the
Internal Revenue Service (IRS) issued
Notice 2005-1, which is the first in an
expected series of releases providing
guidance under Section 409A, Internal
Revenue Code, as enacted by the Amer-
ican Jobs Creation Act of 2004 (the Act).
This Section sets forth new federal
income tax rules for deferred compensa-
tion arrangements.

Section 409A provides that all amounts
deferred under a nonqualified deferred
compensation arrangement in years
after 2004 are currently taxable when
vested (i.e., not subject to a substantial
risk of forfeiture), unless certain require-
ments are met. Although the Act affirms
that deferred compensation plans do
work, the rules that previously governed
these plans have changed, in some
cases significantly. Importantly, however,
these plans still provide sponsoring
employers and participants valuable tax
savings opportunities. Also, the Act does
not restrict the valuable financing alter-
natives that have been used to fund
these plans.

This newsletter includes a brief sum-
mary of the guidance contained in
Notice 2005-1. Treasury and the IRS
plan to issue additional guidance, which

should explain further how the Act will
affect deferred compensation arrange-
ments.

The bottom line — Although the new
rules are effective for amounts deferred
after December 31, 2004, the Notice
includes liberal transition rules that
make clear that a plan will not be con-
sidered to have violated the rules
regarding elections, timing of distribu-
tions and acceleration of benefits if the
plan makes a good faith effort to com-
ply with the new rules and the plan is
amended by December 31, 2005 to con-
form to the new law.

NOTICE 2005-1

Notice 2005-1 is organized as a series of

questions and answers and covers:

B Arrangements that will be considered
deferred compensation plans

B Acceleration of deferred compensa-
tion distributions

m Definition of change in control

B Transitional rules and effective dates

B Reporting and withholding issues

DEFERRED COMPENSATION PLANS
DEFINED

The Notice defines a deferred compen-
sation plan as any agreement, method
or arrangement that provides for a
deferral of compensation, even if it
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applies only to one person or individ-
ual. A deferral of compensation occurs if
the service provider (employee) has a
legally binding right to compensation
that has not been actually or construc-
tively received and that, in accordance
with the plan, is payable in a later year.

There is no legally binding right to
compensation if the service recipient
(employer) has the unilateral right to
reduce or eliminate the amount of the
compensation after the services have
been performed. However, if the facts
and circumstances indicate that this right
is exercisable only upon a condition
that is unlikely to occur, or the discre-
tion to reduce or eliminate the compen-
sation is unlikely to be exercised, the
employee will be considered to have a
legally binding right to the compensa-
tion.

Short term deferrals may not be con-
sidered to constitute deferred compen-
sation arrangements. For example, com-
pensation paid after the end of the
employee’s taxable year pursuant to the
usual timing arrangement for paying
employees on a payroll period basis is
not considered a deferral. Also, until
additional guidance is issued, payment
within 2% months after the end of either
the employee’s or employer’s first tax-
able year after compensation vests will
not constitute a deferral.

Equity based plans — Grants of Incen-
tive Stock Options (ISOs) or options
under a qualified employee stock pur-
chase plan do not constitute a deferral
of compensation. Also, the grant of a
nonstatutory stock option will not be
considered deferred compensation if: (1)
the option exercise price is at least fair
market value on the date of grant; (2)
receipt of the option is taxable under
Section 83 of the Code; and (3) the
option does not include any feature for
deferral of compensation other than the
deferral of recognition of income until
the exercise or disposition of the option.

Stock Appreciation Rights (SARs) will
be treated as resulting in a deferral of
compensation unless: (1) the SAR exer-
cise price is at least equal to fair market
value on date of grant; (2) the stock of
the employer subject to the right is trad-
ed on an established securities market;
(3) only such traded stock may be deliv-
ered in settlement of the right; and (4)
the right does not include any feature
for deferral of compensation other than
the deferral of recognition of income
until the exercise of the right. A transi-
tional rule applicable to SARs states that,
until further guidance is issued, if a right
is granted pursuant to a plan that was in
existence on October 3, 2004, payment
of cash or stock on exercise, or cancel-
lation of the right for consideration will
not be treated as payment of deferred
compensation if: (1) the SAR exercise
price is at least fair market value on
date of grant; and (2) the right does not
include any feature for deferral of com-
pensation other than the deferral of
recognition of income until the exercise
of the right.

Parties to the arrangement — The serv-
ice recipient is defined as the person for
whom the services are performed and
all related persons under Sections
414(b) and 414(c). The service provider
is the person performing the services.

A deferred compensation plan is not
limited to arrangements between
employers and employees. Section 409A
may apply to an arrangement involving
an independent contractor, or under
certain circumstances, an arrangement
between a partner and a partnership.

Section 409A does not apply to an
arrangement between parties, all of
whom use the accrual method of
accounting. Also, Section 409A does not
apply to a service provider who is
actively engaged in the business of pro-
viding substantial services other than as
an employee or as a director of a cor-
poration, and who provides such servic-

es to two or more recipients who are
not related to each other or to the serv-
ice provider. Treasury and the IRS
intend to issue additional guidance con-
cerning service providers who are not
subject to Section 409A.

Section 457(f) plans — Section 409A
applies to “ineligible” nonqualified
deferred compensation plans of tax
exempt institutions in addition to the
Section 457(f) rules that already are
applicable. However, certain definitions,
including that of deferred compensation,
are different in the two Sections, and
different rules apply to determine
amounts that are considered vested. Sec-
tion 409A does not apply to “eligible”
Section 457(b) plans.

ACCELERATION OF DISTRIBUTIONS

A plan may not permit the acceleration

of time or schedule of any payment

under the plan, except in the following

circumstances:

B To comply with a domestic relations
order

B To comply with a conflict of interest
divestiture requirement

B In order to distribute funds to an ineli-
gible Section 457(f) plan participant to
pay income taxes due because of a
vesting event, as long as the payment
does not exceed the amount of
income tax withholding that the
employer would have remitted if
wages had been paid equal to the
income includible by the participant

m To permit a payment upon termina-
tion of the participant’s interest in the
plan upon separation from service, if
the payment is not deferred and does
not exceed $10,000

B To pay the FICA tax due on compen-
sation deferred under the plan and
the income tax withholding on such
FICA amount
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CHANGE IN CONTROL

Pursuant to Section 409A, a plan may
permit a payment upon a change in
ownership or change in effective control
of the corporation. Notice 2005-1 pro-
vides that to qualify as a Change in
Control Event, the event must be objec-
tively determinable and not subject to
discretionary authority by any person or
group, such as the board of directors, to
decide whether the event has occurred.
The plan, however, may provide that
the corporation has the discretion to
decide whether or not to make a pay-
ment if, in fact, a Change in Control
Event has occurred.

To constitute a Change in Control
Event as to a participant, the Event must
relate to (1) the corporation for whom
the participant is performing services at
the time of the Event, (2) the corpora-
tion(s) liable for payment of the
deferred compensation, or (3) a corpo-
ration that is a majority shareholder of
the corporation in (1) or (2) above or is
further up that ownership chain.

For these purposes, change in owner-
ship means the first time a person or
group of persons has ownership of
more than 50% of the total fair market
value or total voting power of the cor-
poration.

Change in the effective control of a
corporation occurs (1) when a person
or group acquires during a 12 month
period ownership of stock having 35%
or more of the total voting power of the
corporation, or (2) a majority of the
board of directors is replaced during a
12 month period by directors whose
election or appointment is not endorsed
by a majority of the previous board.

Also qualifying as a Change in Control
Event is a change in the ownership of a
substantial portion of a corporation’s
assets, which occurs when within a 12
month period a person or group
acquires assets comprising 40% or more
of the total fair market value of the cor-
poration’s assets.

TRANSITIONAL RULES AND

EFFECTIVE DATES

Section 409A is effective with respect to
amounts deferred after December 31,
2004 and amounts deferred before that
date pursuant to plans that are material-
ly modified after October 3, 2004.
Notice 2005-1 states that an amount will
be considered deferred before January
1, 2005 only if the employee has a legal-
ly binding right to be paid and the
amount is earned and vested on that
date.

Vesting — An amount is considered as
not vested, that is, subject to a substan-
tial risk of forfeiture, if the right to the
amount is subject to the performance of
substantial future service or the occur-
rence of a condition related to the serv-
ice and the possibility of the forfeiture is
substantial. Any extension of the forfei-
ture period or any addition of a substan-
tial risk of forfeiture after the measure-
ment period of the service has com-
menced is disregarded. Also, for purpos-
es of Section 409A, a covenant not to
compete will not be considered as
involving a substantial risk of forfeiture.

The Notice provides that for a risk of
forfeiture to be effective, the amount the
employee anticipates receiving must be
materially greater than the amount he or
she otherwise could have received.
Therefore, salary deferrals generally may
not be made subject to a substantial risk
of forfeiture. However, an election to
receive a materially greater bonus in a
later year rather than a materially lesser
bonus in an earlier year may be made
subject to a substantial risk of forfeiture.

In determining whether the possibility
of forfeiture is substantial, the determi-
nation as to whether the employer will
enforce the condition must take into
account the position of the service
provider in the corporation and the
extent of his or her ownership interest.

Grandfathered amounts — Notice 2005-
1 provides guidelines for determining
the amount of compensation deferred

prior to January 1, 2005, and thus sub-

ject to the grandfathering rules of Sec-

tion 409A, depending on the nature of
the deferral plan:

B Account balance plans — the amount of
compensation deferred equals the
portion of the participant’s account
that is earned and vested on Decem-
ber 31, 2004

® Nonaccount balance plans — The
amount deferred at December 31,
2004 equals the present value on that
date of the amount the participant
would be entitled to if he or she vol-
untarily terminated services without
cause on that date and received full
payment from the plan on the earliest
possible date following termination, to
the extent that amounts were earned
and vested on December 31, 2004

m Equity based plans - the rules applica-
ble to account balance plans are
applied, with the account balance
deemed to be the payment that
would be due the participant on
December 31, 2004, the right to which
was earned and vested, less any exer-
cise price or amount payable by the
participant

Earnings on amounts deferred before
January 1, 2005 also are grandfathered,
including notional earnings credited to
the participant’s account.

Grandfathering will be forfeited, and
amounts will be subject to the rules of
Section 4094, if a plan is materially
modified after October 3, 2004. There-
fore, it will be important for many plans
and participants to avoid any plan
changes that could be deemed material
modifications.

Notice 2005-1 provides that a plan will
be considered as materially modified if a
pre-existing right is enhanced or a new
benefit or right is added. Such a materi-
al modification will be deemed to have
occurred whether it occurs pursuant to
a change in the terms of the plan or
through the employer’s exercise of dis-
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cretion under existing plan provisions.

It is not a material modification for an
employer to exercise discretion as to the
time or manner of payment of a benefit
if such discretion was provided by the
plan on October 3, 2004, or to change a
notional investment measure. Also, a
plan participant may exercise a right
permitted under the plan as it was in
effect on October 3, 2004.

The addition of a right or benefit will
be considered a material modification
even if that is a right or benefit permit-
ted under Section 409A. However, the
reduction of an existing benefit would
not be a material modification.

Many employers are weighing
whether or not to “freeze” existing plans
and establish new plans to accept defer-
rals after December 31, 2004. The
Notice states that amending an arrange-
ment to stop future deferrals is not a
material modification. Also, amending
an arrangement on or before December
31, 2005 to terminate the arrangement
and distribute amounts deferred will not
be considered a material modification,
as long as all amounts deferred are
included in income in the year in which
the termination occurs. Of course,
replacing an existing plan with a similar
one for future deferrals must be done
carefully and in consultation with the
employer’s professional advisors.

Other transitional rules — Recognizing
the fact that Notice 2005-1 was issued
on December 20, 2004 and Section
409A is effective for amounts deferred
on or after January 1, 2005, Treasury
and the IRS provided in the Notice that
plans adopted before December 31,
2005 will not be treated as violating the
rules regarding elections, timing of dis-
tributions and acceleration of benefits if
(D the plan is operated in good faith
compliance with the provisions of §409A

and Notice 2005-1 during calendar year
2005, and (2) the plan is amended on
or before December 31, 2005 to con-
form to the provisions of §409A with
respect to amounts subject to §409A. To
the extent an issue is not addressed in
Notice 2005-1, a good faith, reasonable
interpretation of Section 409A is
required.

For plans in existence on December
31, 2004, the more restrictive Section
409A rules with regard to deferral elec-
tions will not apply as long as (1) a
deferral election is made by March 15,
2005, (2) the election is applicable to
amounts not yet paid or payable, (3) the
election is made in accordance with the
terms of the plan as it then existed, (4)
the plan otherwise is operated in accor-
dance with Section 409A with respect to
post 2004 deferrals and (5) by Decem-
ber 31, 2005 the plan is amended to
comply with Section 409A.

In the case of bonus (performance
based) compensation, Notice 2005-1
provides that a deferral election for
bonus compensation based on services
to be performed over a period of at
least 12 months will be considered as
meeting the requirements of Section
409A if it is made at least six months
before the end of the performance peri-
od. For this purpose, bonus compensa-
tion refers to compensation where the
payment or amount is contingent on
company or individual performance cri-
teria and the performance criteria are
not substantially certain to be met when
the deferral election is permitted. Sub-
jective performance criteria are allowed,
but such criteria must relate to the per-
formance of the employee or a group
including him or her, and the evaluation
of performance must not be made by
the employee or family member. Bonus
performance criteria cannot be based

solely on the value or appreciation in
value of the employer or the employer’s
stock.

The Notice cautions that future guid-
ance to be issued regarding perform-
ance based compensation is expected to
be more restrictive than the interim
guidance discussed in the preceding
paragraph.

REPORTING AND WITHHOLDING ISSUES
Section 409A requires that amounts
deferred under a nonqualified deferred
compensation plan be reported on
Form 1099 or Form W-2, as appropriate.
Those amounts are reportable whether
or not they are includible in gross
income. Amounts subject to these infor-
mation reporting requirements include
amounts deferred under a nonaccount
balance plan, unless the amounts are
not reasonably ascertainable. Treasury
and the IRS plan on issuing guidance
that provides a method for calculating
the amount of deferrals for the year.

Treasury has the authority to establish
a minimum amount below which the
reporting requirements do not apply.
Until further guidance is issued, employ-
ers may exclude annual deferrals that
for an individual employee do not in
the aggregate exceed $600.

The information reporting require-
ments are effective for amounts actually
deferred in calendar years beginning
after December 31, 2004. For these
reporting purposes, amounts are consid-
ered deferred when the employee has a
legally binding right to the compensa-
tion. Thus, the information reporting
requirements are not effective for
amounts actually deferred in calendar
years before 2005 or income attributable
to such amounts, even though Section
409A may treat those amounts as having
been deferred in subsequent years for
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purposes of the effective date provi-
sions.

For withholding tax purposes, “wages
paid” include amounts includible in
gross income of an employee under
Section 409A. For calendar year 2005,
amounts includible in gross income
under Section 409A but neither actually
or constructively received may be treat-
ed as having been paid for withholding
tax purposes on any date on or before
December 31, 2005, although an earlier
date than December 31 may be
required by some other provision of the
law.

If the employer is required to furnish
the employee an expedited Form W-2
before January 31, 2006 for income
earned in 2005, and if additional guid-
ance has not been issued by Treasury
and the IRS providing methods for
determining the amount of deferrals for
the year or amounts includible in gross
income under Section 409A, the
employer needs to include those
amounts on the W-2. However, when
the guidance is issued, the employer
will be required to furnish a corrected
W-2 to the employee.

CONCLUSION

Although Notice 2005-1 provides wel-

come guidance for employees and

employers seeking to navigate the new

Section 409A rules, many issues still are

unresolved. Still to be addressed are:

B How Section 409A will be applied to
nonelective plans, such as SERPs and
bonus arrangements

B How severance plans will be treated
under Section 409A

M Further guidance with respect to per-
formance based compensation

H Elections to change the form and tim-
ing of distributions

B The use of domestic and foreign rabbi
trusts

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:

M Initial assessment

M Plan design

B Funding

B Plan implementation

B Ongoing administration

NYLEX Benefits” professional staff
includes the following professional disci-
plines, all dedicated to supporting our
clients” programs, processes, systems
and services:

B Accountants

B Actuaries

B Attorneys

B Benefit specialists

H 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.

Nothing contained herein is, or should be construed as, legal, tax or accounting advice, nor was it intended or
can be used for the purpose of avoiding penalties under the Internal Revenue Code or applicable state or local
tax provisions. This communication was written to support the promotion or marketing of the matters or trans-
actions addressed herein, and clients should always consult with their independent professional advisors to
seek advice on the applicability of this information to their particular circumstances.
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