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IRS ISSUES NEW REGULATIONS FOR 

NONQUALIFIED PLANS
After nearly a decade, the Internal Revenue Service (IRS) has 

issued long-awaited proposed regulations for nonqualifi ed 

deferred compensation (NQDC) plans under §409A. While 

sponsors may welcome the new guidance’s affi rmation of the last 

decade’s interpretations of the rules, in reality, they will see no 

major changes. 

The Backstory
When certain requirements are not met, 

current and all previous years’ NQDC 

plan deferrals become includible in gross 

income to the extent they are not subject 

to a substantial risk of forfeiture and were 

not previously included. In April of 2007, 

IRS regulations defi ned key terms and 

set forth the requirements for NQDC plan 

deferral elections and payments. Then in 

December 2008, the IRS issued proposed 

“income inclusion” regulations for how to 

calculate the additional taxes imposed on 

arrangements that do not comply with 

these requirements. The December 2008 

proposed regulations were never fi nalized.

The New Proposed Regulations
Fast forward to today. The IRS proposed regulations outline 19 specifi c 

policy objectives which, for the most part, just formalize the informal stance 

developed over the last decade. However, there are a few areas that NQDC 

plans will fi nd helpful:

  Defi nition of Payment of Deferred Compensation—Specifi c 
provisions defi ne what is, and is not, treated as a compensation 
payment for purposes of §409A. The new regulations specify that an 
amount is treated as paid or received when a taxable benefi t is actually 
or constructively received:

  A transfer of cash

  A transfer of property taxable under §83

  A transfer to a “secular” trust taxable under §402(b)

  Income inclusion under §457(f) (affecting ineligible deferred compensation of tax-exempt employers)

Amounts taxable under §83 or §402(b) generally are not treated as “paid” until includible in income (generally on vesting 

or pursuant to an §83(b) election). Notably, the transfer of an option that does not have a readily ascertainable fair 

market value (such as a typical compensatory option) is not treated as a “payment” for this purpose. The new defi nition 

is ambiguous on whether and when NQDC might be cancelled in exchange for a non-discounted stock option otherwise 

exempt from §409A. However, it does seem to confi rm that a deferred compensation obligation could be settled on the 

otherwise applicable payment date by delivery of vested property, such as a partnership profi ts interest.
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  Treatment of Benefi ciaries—Employers struggle with distributions when both the participant and the participant’s 
benefi ciary have died. The fi nal regulations provide that a participant’s death serves as a distributable event, but 
employers have been unsure if the same rule applies to a benefi ciary’s death. The proposed regulations clarify that 
the rules for a participant’s death also apply upon the death of a benefi ciary. The proposed regulations also clarify 
that the rules regarding disability or unforeseeable emergency of a participant apply equally to the benefi ciary of 
a deceased participant. Additionally, the time period for payouts following the death of a participant or benefi ciary 
is extended under the proposed regulations. This is in light of comments indicating that more time was needed to 
resolve certain items (e.g., completion of probate). Plans may be amended to provide for this extended time frame 
without violating §409A’s deferral or payment provisions.

  New Payment Flexibility on Death—Many employers have struggled with the current §409A rules around the 
timing of payments following death. The proposed regulations provide:

  Post-Death Payment Period—A plan can now allow a payment triggered by a death (of a participant or a 
benefi ciary) to be made or commence any time from date of death to December 31 of the year following the year 
of death. (Normally this type of post-event period can last no more than 90 days.) Any such period specifi ed in a 
plan can be changed within this permissible range without running afoul of §409A rules.

  Deemed Timely Payment—Regardless of any post-death plan specifi cations, payments will be considered on time 
as long as the payment is made or commences between date of death and December 31 of the year following the 
year of death. Further, the payment recipient may elect the year of payment without running afoul of the §409A 
rules (although the normal constructive receipt rules may present an issue here).

  Correction of Unvested Amounts—Under the prior rules, noncompliant deferred compensation amounts could be 
brought into compliance prior to the year of vesting, subject to an anti-abuse rule. The new proposed regulations add 
considerable specifi city in terms of anti-abuse requirements, including:

  The arrangement must be noncompliant with §409A prior to the change.

  There is no pattern or practice of permitting similar failures.

  The correction generally be consistent with prescribed corrections under IRS corrections guidance.

  That a method of correction be consistently applied. 

  Separation from Service for Dual Status Employees—The IRS clarifi ed that determination of a “separation from 
service” for individuals moving from employee status to independent contractor status depends on the employee 
rules. If there is no separation at that point, the independent contractor rules determine whether a separation occurs.

  Termination and Liquidation of Plan—The rules make even clearer that, if an employer takes advantage of the 
plan termination and liquidation rules for one plan, all plans of the same type (e.g., nonqualifi ed elective deferral 
plans) maintained in the controlled group must be terminated. 

  Two Times Pay Exemption for Severance—The current regulations exempt certain severance arrangements 
limited to “two times pay.” The new regulations describe how this exemption applies to individuals hired and 
terminated in the same year. 
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  Equity Award and Transaction Matters—The proposed regulations clarify several items related to the exemption 
from the §409A requirements for stock options and stock appreciation rights (SARs). In the fi nal regulations, for 
purposes of the exemption, if service recipient stock is subject to a mandatory repurchase right, the stock value 
generally must refl ect fair market value. To offer more employer fl exibility, the proposed regulations now allow an 
option or SAR to remain exempt from §409A even if the stock value may be reduced due to the employee’s dismissal 
for cause or violating a noncompetition or nondisclosure agreement. The proposed regulations also allow employers 
to grant options or SARs prior to the start of employment by expanding the defi nition of “eligible issuer of service 
recipient stock” to include employers of future employees “reasonably anticipated” to begin and actually beginning 
work within 12 months.

  Legal Fee Reimbursements—The exemption from §409A for reimbursement of certain legal fees was expanded.

  Partial Year Compensation—The exemption from §409A for employees regularly working less than 12 months per 
year (e.g., teachers) was expanded.

  Foreign Ethics Rules—The permissible acceleration of payments due to foreign ethics rule was expanded. 

  Federal Debt Collection Laws—The permissible acceleration of payments rules were expanded to address Federal 
debt collection laws. 

  Interaction with §457A—The rules confi rmed that §409A and §457A, which applies to certain overseas deferred 
compensation arrangements, are separate sets of rules that apply independently. 

  Entities Covered—The rules clarifi ed that the §409A rules may apply to entities as well as individuals.

Next Steps
The guidance is helpful, but in reality probably has little impact on the way NQDC plans are operating. Any pressing call 

to action to make changes is unlikely. The IRS requests comments on the entire proposal by September 20, 2016, and a 

public hearing will take place in October 2016. NQDC plans may rely upon the proposed guidance until fi nal regulations 

are published. If you have any questions, please contact your Lockton Executive Benefi ts Team. 


