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IRS Partially Extends Deadlines to
Amend Plans to Comply with Section 409A
On September 10, 2007, the Internal Revenue Service and Treasury Department issued Notice 2007-78, which provides important new guidance concerning Section 409A of the Internal Revenue Code (“Section 409A”). First, subject to significant conditions and limitations, the notice extends until December 31, 2008 the deadline for amending nonqualified deferred compensation plans to comply in form with Section 409A. Second, the notice provides new interpretations on certain issues affecting employment agreements and plan cash-out provisions, as well as Section 409A’s restrictions on funding arrangements. Finally, the notice announces the intent to establish a limited voluntary correction program for unintended operational noncompliance with Section 409A . 

 

Extension of the Plan Amendment Deadline 

Section 409A requires all covered plans to be in writing and to comply in form as well as operation with its requirements. All plans must contain terms defining the amount of compensation that is deferred, rules regarding initial and subsequent deferral elections and the time and form of payments, and requiring payments to specified employees of public corporations on separation from service to be delayed for at least six months. 

 

Final regulations implementing these rules take effect on January 1, 2008. As a result, plans were required to be amended to comply with Section 409A by no later than December 31, 2007, and special transition rules that allow plans to be operated more liberally then permitted under the final regulations are scheduled to expire on that date. The administrative difficulties associated with identifying all Section 409A-covered plans and having those plans fully amended by December 31, 2007 caused a number of commentators to request an extension of this amendment deadline.
In response to these concerns, Notice 2007-78 extends from December 31, 2007 until December 31, 2008 the deadline for amending covered plans to contain some of these required terms. Any amendments made during
2008 to covered plans to bring them into compliance with Section 409A must be made retroactively effective as of January 1, 2008. Therefore, plans must be operated incompliance with their terms (including their terms as amended effective as of January 1, 2008) throughout 2008.    

While this partial relief is welcome, there are significant limitations on the relief. As explained below, the two most significant limitations are (1) that the special transition rules currently in effect will not be extended past December 31, 2007 and (2) a requirement that covered plans must have the time and form of payment fixed in writing by December 31, 2007. 

 

Other Transition Relief Not Extended 

None of the other existing transition relief (including generally the relief provided in Notice 2005-1, the preambles to the proposed and final regulations, and Notice 2006-79) has been extended. In particular, the very useful transition rule that generally allows a participant to elect, or a plan to be amended, before 2008 to change the time or form of a future payment without regard to the Section 409A subsequent election or anti-acceleration rules will end as scheduled on December 31, 2007.

 

The requirement that all covered plans be operated in compliance with Section 409A and the final regulations as of January 1, 2008 has not been extended. Thus, the transition rule that permits a plan to be operated in “reasonable, good faith” compliance with Section 409A will also expire at the end of this year. 

 

Designation of Time/Form of Payment 

Significantly, the extended deadline for documentary compliance in Notice 2007-78 also does not extend to the requirement to designate a compliant time and form of payment. Therefore, no later than December 31, 2007, each covered plan must provide, or be amended to provide, for a compliant time (i.e., death, disability, unforeseeable emergency, separation from service, change in control, or fixed date or schedule) and form (e.g., installments, annuity or lump sum) of payment. 

 
Caution: Notwithstanding the relief in the notice, all nonqualified deferred compensation plans will need to be reviewed and potentially amended by the end of 2007 to ensure they provide for a compliant time and form of payment. 

 

Plans that have designated permissible times of payment as of December 31, 2007, but which have not been amended to define the events in accordance with Section 409A requirements, may be retroactively amended by the end of 2008 to include definitions of the payment events that comply with Section 409A, provided the plans are operated during 2008 as though the compliant definitions had already been adopted. 

 

Example 1: As of December 31, 2007, Plan X provides for payment upon the earliest of separation from service, death, or disability. The definition of “disability” in the plan is broader than the definition under Section 409A. Provided that amounts are paid only upon the occurrence of a disability in 2008 that complies with the Section 409A definition, the plan may be amended by the end of 2008 retroactively to January 1, 2008 to reflect a Section 409A-compliant definition without violating Section 409A. 
Example 2: Same facts as above, except that, during 2008, the plan is amended to add a payment upon a Section 409A-compliant change in control if it occurs earlier than a separation from service, death, disability. The addition of the change in control payment event in 2008 violates Section 409A.  Notice 2007-78 also provides guidance on several other issues that will affect the design of some Section 409A arrangements.
Good Reason in Employment Agreements 

The IRS has previously informally raised concerns about whether an existing employment agreement can be revised to change the definition of “good reason” for an employee to terminate employment without creating a Section 409A violation. Notice 2007-78 provides that a good reason condition may be changed by December 31, 2007 to conform to the requirements of an involuntary separation. However, this relief is only available if the existing condition creates a substantial risk of forfeiture. 

 
Caution: This will require careful review of the existing good reason definition in an employment agreement to determine whether, under the general facts and circumstances test contained in the regulations, the definition is conditioned on a “a material negative change” in the employment relationship. In addition, the Notice clearly implies that future changes to a good reason definition will not be possible to take the severance payments out of Section 409A coverage. 

 

The notice also clarifies that a change to an agreement that makes severance payable only on an involuntary separation (including a compliant good reason separation) can be made in 2007 even though the effect is to take an amount outside the scope of Section 409A. This option will not be available after 2007.

 

Substitute Employment Agreements 

Some employment agreements provide that severance is payable only if the employee is involuntarily terminated during the term of the agreement. If that severance is deferred compensation (usually because it exceeds the limited “two-years, two-times” exception), Notice 2007-78 provides that these agreements can be extended without creating a Section 409A violation. However, if the severance is also payable if the employer fails to renew the agreement, Notice 2007-78 provides that any extension or renegotiation would be treated as a substitute payment that could violate Section 409A. Therefore, unless the extension met the subsequent deferral requirements, the severance amount would be taxable at the end of the original employment term. 

 
Note: This position creates substantial problems for contracts with rolling employment periods of less than five years, if the severance is payable on nonrenewal of the agreement. 

 

Predetermined Cashouts 

Many SERPs and other deferred compensation plans have payment provisions that provide a lump sum cashout if the value of the benefits is less than a certain amount, judged at the time the benefits become payable. If larger, the benefits may be paid in installments or as an annuity. Notice 2007-78 states that this arrangement does not comply with the final Section 409A regulations. However, the notice allows the use of these provisions until further guidance if the provision is nondiscretionary and does not operate to give a late election as to benefit form. 

 
Note: Notice 2007-78 makes clear that a future change to the cashout amount would have to meet the rules for subsequent deferrals and non-acceleration of payments. As a practical matter, any future increase in the cashout limit after 2007 may not be possible, except for newly eligible participants. 
Voluntary Compliance Program 
Without many details, Notice 2007-78 promises a limited voluntary compliance program for “unintentional 
operational failures to comply with Section 409A”. The Notice implies that most corrections would have to  occur in the same taxable year as the failure. This is very welcome news since operational failures are certain to occur for many deferred compensation programs, particularly in the next few years. 
Trusts 

Notice 2007-78 extends the ability to rely on a reasonable, good faith interpretation of whether a plan provides for a transfer to a trust during a restricted period related to the employer’s defined benefit plan which has underfunding issues. On the other hand, the notice does not extend the relief beyond December 31, 2007 for certain “grace period assets” set aside before March 21, 2006. 

 

Overall Effect of Notice

While the relief in the Notice will allow some Section 409A compliance to be done in 2008, the Notice is unlikely to push back the schedule for most employers to have their compliance completed by December 31, 2007. Here are some of the important changes that can only be made in 2007. 

 

· A change to the times when payment would be made, including allowing new elections by participants, without complying with the subsequent election and anti-acceleration rules. 

· A change to the form in which payment would be made, including allowing new elections by participants, without complying with the subsequent election and anti-acceleration rules. 

· A change to the definition of “good reason” for severance, usually found in employment agreements. 

· An increase in the cashout limit of a plan. 

· A change to severance that is payable on the nonrenewal of an employment agreement. 

 

Also, many employers will want to make all Section 409A amendments at one time rather than in a piecemeal fashion, particularly if compensation committee or Board approval is required. 

If you have any questions, please contact Mike Pietzsch, of our Benefits and Compensation Group. 

