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Proposed Regulations Clarify Penalty Taxes on Income Inclusions

By: Elliot Pisem and David E. Kahen

n 2004, Congress amended the In-
ternal Revenue Code (the “Code”)
to discourage the deferral of com-

pensation under certain “nonqualified
deferred compensation plans.” (The
term “nonqualified” means generally
that a plan is not a “qualified” pension,
profit-sharing, or stock bonus plan sub-
ject to ERISA and related rules.) Indi-
viduals, who typically report their in-
come under the cash receipts and dis-
bursements method of accounting, do
not normally report compensation in-
come from employment until it is re-
ceived by them. Deferred compensation
plans thus have the potential to provide
a significant tax advantage to individual
employees who are compensated under
them.

Under a statutory provision added
in 2004 (“section 409A”), however, in-
come earned under any “nonqualified
deferred compensation plan” must be
reported when it is no longer subject to
a “substantial risk of forfeiture,” even
though not yet received, and is subject
to a penalty tax and a penalty interest
charge, unless the plan: requires that
distributions may be made only at a pre-
specified time or upon the occurrence of
certain events, such as separation from
service, disability, or a change of con-
trol of the employer; precludes the ac-
celeration of payments
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under most circumstances; and requires
that any “deferral election” be made
only at prescribed times. If a nonquali-
fied deferred compensation plan vio-
lates these rules -- for example, by per-
mitting an acceleration of benefits, or a
payment upon an event which is not a
permissible payment event -- the puni-
tive provisions of section 409A will ap-
ply.1

Basic Rules
If, during any taxable year, a non-

qualified deferred plan fails to meet the
requirements of section 409A, either by
failing to contain the appropriate provi-
sions or by failing to be operated in ac-
cordance with the statutory require-
ments (regardless of what the written
plan provisions may provide), any com-
pensation deferred under the plan for
that year and all preceding years must
be included in income (to the extent not
previously included) at the time the em-
ployee acquires a legally binding right
to payment from the employer or other
service recipient, or, if later, when the
employee’s right ceases to be subject to
a “substantial risk of forfeiture.”

Section 409A also imposes an ad-
ditional tax equal to 20% of the com-
pensation required to be included in in-
come. This tax is above and beyond the
regular income tax imposed with re-
spect to the deferred compensation, and
is payable even if the employee has
available losses or other tax attributes to
offset the compensation income. More-

over, the employee must also pay inter-
est, determined at the IRS underpay-
ment rate plus 1 percentage point, on
any tax underpayment that would have
arisen if the deferred compensation
amount had been included in the em-
ployee’s income at the time first de-
ferred or, if later, when the amount
ceased to be subject to a substantial risk
of forfeiture.

The IRS and Treasury have previ-
ously issued guidance that addresses,
among other matters, the documenta-
tion required for nonqualified deferred
compensation plans to avoid punitive
treatment under section 409A, safe har-
bors describing certain short-term de-
ferrals and equity-based compensation
arrangements that are not subject to sec-
tion 409A’s requirements, reporting and
withholding issues, and transitional re-
lief.2

Earlier this month, the IRS issued a
notice of proposed rulemaking (REG-
148326-05) proposing regulations re-
garding the calculation of certain
amounts includible in income under
section 409A with respect to a nonqual-
ified deferred compensation plan that
does not meet the documentation and
operational requirements of section
409A(a) and regarding the additional
tax and interest imposed on participants
in such a plan.3 The regulations are pro-
posed to be effective for taxable years
ending on or after the date the regula-
tions are published in final form.
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Highlights of Proposed Regulations

Amount includible. The amount in-
cludible in an employee’s income for a
taxable year, due to the failure of a plan
to meet the requirements of section
409A(a), is the excess of the total
amount deferred under the plan, includ-
ing amounts deferred in prior years and
any additional amounts deferred in the
current year, over the portion (if any) of
such amounts that are either subject to a
substantial risk of forfeiture (for exam-
ple, by reason of being contingent on
the employee’s continuing to render
substantial services for a specified pe-
riod) or that have previously been in-
cluded in income. An amount is treated
as having been previously included in
income for these purposes if it was
properly includible in income in any
earlier period and the employee in fact
included the amount in income, either
on an original or amended return or as a
result of an IRS examination or court
decision.

In general, each year is analyzed in-
dependently. Thus, a noncompliant de-
ferral under a plan in a prior year will
generally not result in an income inclu-
sion under the plan in a subsequent year
in which the plan meets the require-
ments of section 409A, even if the
amount deferred and includible in in-
come in the prior noncompliant year
was not in fact included in the em-
ployee’s income. (However, amounts
not reported when required would have
to be included in income when ulti-
mately received.)

Manner of computation. The determi-
nation of the portion of the total amount
deferred that is subject to a substantial
risk of forfeiture -- and therefore not
currently includible in income even if
the plan is not compliant with section
409A -- is made for these purposes as of
the last day of the employee’s taxable
year. Thus, any amount as to which a
substantial risk of forfeiture lapses at
any time during the taxable year will be
includible in income.

In general, the total amount de-
ferred for a taxable year under a plan is
defined as including the present value,
as of the last day of the taxable year, of

the future payments to which the ser-
vice provider has a legally binding right
under the plan. For these purposes, pre-
sent value is defined as the value as of a
specified date of an amount or series of
amounts due thereafter, “where each
amount is multiplied by the probability
that the condition or conditions on
which payment of the amount is contin-
gent will be satisfied,” as discounted on
the basis of an assumed rate of interest
to reflect the time value of money.

Certain enumerated factors, such as
the risk that payments will not be made
by reason of the plan’s unfunded status
or the risks associated with any deemed
or actual investment of amounts de-
ferred under the plan, cannot be taken
into account in discounting the present
value for these purposes.

With respect to a right to payment
of a so-called “formula amount,” the de-
termination of the total amount deferred
“must reflect reasonable, good faith as-
sumptions with respect to any contin-
gencies as to the amount of the pay-
ment, both with respect to each contin-
gency and with respect to all contingen-
cies in the aggregate.” A determination
at the close of one taxable year may be
reasonable even if, in a later year,
changes in facts and circumstances in-
dicate that the amount payable is likely
to be a greater or lesser amount. In such
a case, the increase or decrease due to
changes in circumstances is treated as
earnings or losses with respect to the de-
ferred amount.

The formula amount rules apply to
the extent that the amount payable in the
future is dependent on factors that are
not determinable at the end of the taxa-
ble year for which the total amount de-
ferred is being calculated, such that the
amount payable may not readily be de-
terminable as of the end of such year.

To illustrate this point, the pro-
posed regulations describe a situation in
which an employee receives on Jan. 1,
2020, a legally binding right to a pay-
ment, on the later of Jan. 1, 2024, or the
employee’s separation from service, of
1% of the employer’s net profits for the
calendar years 2020, 2021, and 2022.
Under the formula amount rules, if the
deferred compensation arrangement

providing for this right is not docu-
mented or operated in accordance with
the requirements of section 409A, and if
the amounts were not subject to a sub-
stantial risk of forfeiture, the computa-
tion of the total amount deferred as of
Dec. 31, 2020, would apparently be re-
quired to take into account reasonable
assumptions as to net profits of the em-
ployer for subsequent periods.

Except as specifically provided, a
risk of forfeiture that would not be con-
sidered a substantial risk of forfeiture
under the regulations under section
409A, such as a provision that a de-
ferred amount is subject to forfeiture af-
ter separation from service under a non-
competition provision, is ignored for
purposes of determining the total
amount deferred.

If payment of an amount may be
made at alternative times or in alterna-
tive forms, the total amount deferred is
determined, in general, by treating the
amount as payable at the time and under
the form of payment for which the pre-
sent value is highest.

Similarly, in general, if the time of
payment is dependent on an event that
has not yet occurred, the event is treated
as occurring on the earliest possible
date that the event could occur based on
the facts and circumstances. However, a
payment trigger event will be disre-
garded if the nature of the trigger event
is such that, if the event were the sole
determinative factor as to whether the
amount would be payable, the amount
would be considered to be subject to a
substantial risk of forfeiture.

Thus, for example, if an amount
otherwise payable to an employee at a
fixed date would be paid earlier upon
the involuntary separation from service
of the employee, for purposes of deter-
mining the total amount deferred, the
right to a payment upon involuntary
separation from service is disregarded
and the amount is treated as payable on
the fixed date only. Conversely, if a
vested amount would be payable on the
earlier of an employee’s attainment of
age 65 or the date a child of the em-
ployee became a full-time student at an
accredited college, and the employee
had a 10-year old child in the fifth grade
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at December 31, 2010, the total amount
deferred would be the more valuable of
(i) the amount that would be payable on
the employee’s 65th birthday and (ii) the
amount that would be payable on Au-
gust 1, 2018 (which is indicated to be
the earliest time the child could reason-
ably be expected to enter college).

If a stock right -- for example, the
right to a payment determined by refer-
ence to the appreciation of shares of
stock -- is outstanding on the last day of
the taxable year and not compliant with
the documentation or operational re-
quirements of section 409A, the amount
considered to be deferred under the
stock right is the excess of the fair mar-
ket value of the underlying stock at that
time over the sum of the stock right’s
exercise price and any amount paid for
the stock right.

Additional tax amounts. Any amount
required to be included in income, by
reason of the failure of the plan to meet
the requirements of section 409A(a), is
subject to an additional income tax
equal to 20% of the amount required to
be included in income under that sub-
section.

Interest charge. The proposed regula-
tions discuss in detail the computation
of the interest charge on the tax under-
payment that would have occurred had
the deferred compensation been includ-
ible in the employee’s income in the
year in which the compensation was
first deferred or, if later, the year in
which such deferred compensation
ceased to be subject to a substantial risk
of forfeiture.

The examples in the regulations are
helpful in illustrating the types of situa-
tions in which the interest charge may
apply and the computations that may be
necessary to determine the amount of
the charge.

For example, if an employee elects
to defer a portion of the bonus that
would otherwise be payable to the em-
ployee in each of four consecutive
years, not subject to a substantial risk of
forfeiture, and the plan meets the re-
quirements of section 409A in each of
the first three years but then fails to
meet those requirements in the fourth
year, the portion of the amount deferred
and includible in income as of the end
of the fourth year that was deferred and
vested in each of the three preceding
years must first be determined.

A hypothetical tax underpayment is
then calculated for each of the first three
years based on the employee’s taxable
income, credits, filing status, and other
tax information for the year. The
amount of hypothetical underpayment
interest is then determined by applying
the appropriate rate of interest to deter-
mine the interest that would be due for
such underpayment as of the last day of
the taxable year for which the amount
deferred is includible in income.

If a deferred amount is included in
income under section 409A before it is
paid, and that amount is permanently
forfeited under the terms of the plan, or
otherwise permanently lost before it is
paid, the service provider is entitled to a
deduction in the year in which it is per-
manently forfeited or otherwise lost. A
mere diminution in the deferred amount
due to, for example, a loss in value with
respect to the property in which the de-
ferred compensation was deemed to
have been invested, would not be
treated as resulting in a deduction.

The preamble to the proposed reg-
ulations observes that, in the case of a
service provider who is an employee,
the deduction would generally be
treated as a miscellaneous itemized de-
duction, subject to the various limita-
tions applicable to such deductions

(such as the 2% floor under Code sec-
tion 67, and the denial of the deduction
for purposes of computation of the ad-
ditional tax based on alternative mini-
mum taxable income). The preamble in-
dicates that the employee would not be
entitled to the further tax benefit that
may be accorded with respect to certain
deductions attributable to earlier taxa-
ble years under Code section 1341 (re-
lating to certain amounts received under
claim of right).

The notice of proposed rulemaking
also briefly discusses guidance ex-
pected to be issued regarding withhold-
ing and reporting requirements relating
to deferred compensation. In particular,
it is stated that the Treasury and the IRS
anticipate that the reporting require-
ments authorized under section 409A to
be imposed on employers and other ser-
vice recipients, to report all amounts de-
ferred under a nonqualified deferred
compensation plan on a Form W-2 or
Form 1099 regardless of whether such
amount is currently includible in in-
come, are expected to be implemented
beginning with the first year for which
the proposed regulations are issued in
final form and become effective. It is
expected that those reporting rules will
be based on the principles set forth in
the proposed regulations as finalized,
except that taxpayers will not be re-
quired to report deferred amounts that
are not “reasonably ascertainable” (as
defined) until such amounts become
reasonably ascertainable.
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1 Section 409A may apply to compensation for services provided by independent contractors and others, as well as by employees. For convenience of reference,
the term “employee” is used herein to refer to any service provider, and “employer” to refer to the person receiving the services.

2 See, inter alia, Treas. Reg. §§1.409A-1, 1.409A-2, 1.409A-3 and 1.409A-6; IRS Notice 2005-1 (2005-1 C.B. 274); IRS Notice
2007-86 (2007-46 I.R.B. 940); IRS Notice 2008-113 (2008-51 I.R.B. ___); and IRS Notice 2008-115 (2008-52 I.R.B. ___).

3 Income inclusions by reason of the violation of certain other requirements of IRC §409A, such as the funding-related limitations
of §409A(b), are not addressed in the proposed regulations.
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