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IRS Guidance for Deferred Compensation Plans — Stage 1
An Overview of IRS Notice 2005-1

On December 20, 2004, the IRS issued Notice 2005-1, which pro-
vides the first interim guidance on the new limits for deferred
compensation plans in Internal Revenue Code Section 409A,
which was enacted by the American Jobs CreatiQn Act (the “Act”).
For a summary of Code Section 409A itself, for our
recent Management Alert.”

Under the Act, Congress instructed the IRS to issue transitional
guidance within 60 days of enactment to help companies comply
with these new rules, which generally takes effect on January 1,

2005. Notice 2005-1 provides helpful guidance for complying
with many aspects of the Act, including the following:

¢ Employees may make deferral elections for 2005 compensa-
tion, or change elections previously made, up until March 15,
2005, as long as the plan was in existence on December 31,
2004.

No plan document amendments are required to be made until
December 31, 2005, although plans must be administered in
accordance with the new rules during 2005.

Employees may elect to change their form of payment for ben-
efits that have already been earned at any time during 2005.
(However, this may cause benefits earned prior to 2005 to lose
their grandfathered status).

Compensation deferrals may be revoked entirely at any time
during 2005 without adverse tax consequences, either unilater-
ally by the company (subject to any contractual obligations) or
at the employee’s election.

Amounts that are paid within 2% months after the year in which
they are vested, such as stay bonuses and some types of sever-
ance, are not deferred compensation under the Act.

However, the Notice does not address the rules for determining
key employees for purposes of the six-month delay for distribu-
tions made by public companies on account of separation of serv-
ice; the effects (if any) of the Act on paid-time off (PTO) arrange-
ments; and various other compliance issues under the Act. The IRS
is expected to address additional compliance issues in 2005.

Effective Dates and Transition Rules

Effective Date. The requirements of Code Section 409A became
effective January 1, 2005 for deferrals of compensation on or after

that date. However, pre-2005 deferrals may also be covered under
the Act if the plan to which such deferrals relate has been or is
materially modified after October 3, 2004, or if the pre-2005
deferrals are not vested as of December 31, 2004.

Grandfathered Amounts. Amounts deferred and vested prior to
December 31, 2004 can be (but are not required to be) “grandfa-
thered” under the Act. This means that such amounts can continue
to subject to the deferred compensation rules in effect prior to the
Act, unless the plan has been or is “materially” modified after
October 3, 2004. Under the Notice, an amendment is “material” if
it accelerates vesting or adds a new benefit or form of payment,
but not if the plan is merely amended to comply with the Act. It is
not a material modification for either an employer or participant to
exercise an option that existed under the plan on October 3, 2004.

New Deferrals. For post-2004 deferrals, until Treasury issues
additional guidance, deferred compensation plans will be deemed
to satisfy the requirements of Code Section 409A if they are
administered in accordance with the Notice and in accordance
with a good-faith interpretation of the Act. No formal plan amend-
ments are required until December 31, 2005. However, public
companies should consider any applicable shareholder approval
requirements, and may wish to make their plan amendments earli-
er in order to submit them for approval at the 2005 shareholder
meeting.

2005 Deferral Elections. If a deferred compensation plan was in
existence as of December 31, 2004, a participant may make an
election to defer compensation for services rendered in 2005 as
late as March 15, 2005, for compensation payable after the elec-
tion. This rule also applies to bonuses that were earned in 2004,
but are not yet vested. Employers who required participants to
make 2005 deferral elections prior to December 31, 2004, may, but
are not required to, allow employees to revise their elections until
March 15.

Revocation of Previous Deferral Elections. A plan adopted
before December 31, 2004 may permit compensation deferrals to
be revoked at any time prior to December 31, 2005. This provision
allows deferred compensation arrangements to be unwound with-
out adverse tax consequences during 2005, although the amount
deferred will be taxable income to the individual.
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New Distribution Elections. A plan may be amended to permit employees to make new
distribution elections by December 31, 2005. However, if the amendment applies to
amounts that were deferred prior to 2005, such amounts will no longer be grandfathered.

Covered Deferred Compensation

The Notice clarifies the definition of “deferred compensation” subject to the Act.
Generally, any amount a person has a legally binding right to receive in one year that will
be paid in a subsequent year is “deferred compensation” under the Act. However, if an
amount is paid within 2% months after the end of the taxable year in which the individ-
ual becomes vested, it is not considered deferred compensation subject to Code Section
409A. Thus, severance plans and retention bonus arrangements will generally not be sub-
ject to the Code Section 409A if they do not provide for further deferral after payments
become vested and payments are made within the 2% months after the later of the indi-
vidual’s tax year or the employer’s tax year.

Equity-Based Arrangements

ISOs and ESPPs. Incentive stock options issued under Code Section 422 and employee
stock purchase plans that satisfy the requirements under Code Section 423 are not con-
sidered deferred compensation plans under the Act.

Non-Statutory Stock Options. Nonstatutory stock options are generally not subject to
Code Section 409A unless: (1) the option is granted at a discount from fair market value,
or (2) the option includes other income deferral features, such as a right to convert the
option to a form of deferred compensation.

SARs. In general, SARs are subject to Code Section 409A. However, an SAR will not
be treated as deferred compensation if: (1) the SAR threshold is not less than the fair mar-
ket value of the underlying stock on the date the right is granted; (2) the stock of the
employer is traded on an established securities market; (3) the stock appreciation right
may only be paid in employer stock; and (4) the stock appreciation right does not include
any feature for the deferral of compensation other than the deferral of recognition of
income until the exercise of the right. Under a special grandfather rule, SARs issued
under a plan in place on October 3, 2004, are also exempt even if they are issued by a pri-
vate company or settled in cash, as long as they satisfy the other requirements above.

The notice also explains that an SAR that is treated as deferred compensation may be
structured to comply with Code Section 409A even if the holder has the right to exercise
the SAR at any time, as long as the actual payment date is based on one of the permissi-
ble payment events under Code Section 409A, such as termination of employment, a
specified date, or a change of control.

Restricted Stock. The Notice clarifies that the receipt of restricted stock will not be treat-
ed as a deferral of compensation under Code Section 409A simply because the value of
the property is not includible in income until the stock is vested.

Other Clarifications

De Minimis Cash-Outs. A deferred compensation plan may provide for a de minimis
cash-out payment of up to $10,000.

Non-Acceleration. Applying deferred compensation to comply with the terms of a
domestic relations order or to pay FICA taxes is not treated as a prohibited acceleration
of benefits.

Reporting and Withholding Requirements. The Notice indicates that the IRS will
issue additional guidance on reporting and withholding on deferred compensation. For
purposes of withholding during 2005, deferred compensation that is includible in gross
income during the 2005 calendar year under Code Section 409A (but which has not been
actually or constructively received) may be treated as paid on any day on or before
December 31, 2005.

If you have any questions concerning this Management Alert, please contact the Seyfarth
Shaw LLP Employee Benefits Group attorney with whom you work or any Employee
Benefits attorney on the website at www.seyfarth.com.

This newsletter is a periodical publication of Seyfarth Shaw LLP and should not be consfrued as legal advice or a legal opin-
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