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NONQUALIFIED DerFerrReED CoMPENSATION GUIDANCE

TheTreasury Department and thel RSreleased Notice 2005-1 on December 20, 2004 providing limited guidanceon thenew
nonqualified deferred compensation tax law imposed by | nter nal Revenue Code Section 409A. Whiletheguidanceisnot
definitiveand indicatesthat the Treasury and thelRSaretill thinking through theserules, thenoticehelpswith respect to
2005 deferred compensation planningissues. Section 409A imposesbur densomepenaltieson executives, employeesand other
“serviceproviders’ whofail to meet the stringent requirementsof Section 409A, resulting in the acceler ated inclusion of
taxableincomefor non-compliant deferred compensation, plusan additional 20% penalty tax. M oreover, Section 409A impacts
not only traditional deferred compensation plans, but also SERPs, cash-based and equity-based incentive programs, and severance
arrangements. For executivesand their companies, themajor provisionsof Notice2005-1 are:

» What todo before December 31, 2004 (and after). Notice2005-1 providesthat adeferral election for compensation
earned in 2005 may be made on or before March 15, 2005 (for amounts earned after such election) if (1) theplanwasin
existence on December 31, 2004 and (2) the plan is amended in 2005 to comport with Section 409A (note that these
elections may be cancelled as explained later in this paragraph). Deferred amounts (and related earnings) that meet the
definition of deferred compensation (see bel ow) and deferred by December 31, 2004 are grandfathered but subject to the
rulesrelating to post-October 3, 2004 material modification (generally, modificationsthat enhance or provide additional
benefits). Nonqualified deferred compensation plans adopted before December 31, 2005 will not betreated asviolating
Section 409A for amounts deferred in 2005 if (1) the plan is operated in good faith compliance with Section 409A and
Notice 2005-1 during calendar year 2005 and (2) the plan isamended by December 31, 2005 to conform with Section 409A.
During 2005, aplan may be amended to allow a participant to terminate participation and/or cancel all or someof the 2005
deferrals, both prior and future amounts. Thus, Notice 2005-1 provides some “breathing room” for 2005 deferrals.
Deferrals can be made through the end of 2004 (as in the past) with the understanding that these deferrals may be
cancelled during 2005. Or participants may wait to elect deferralsfor 2005 if madeby March 15, 2005.

> Definition of Deferred Compensation. Thetest to determinewhether compensationis* deferred compensation” —and
thus subject to Section 409A —is whether the employee or other service provider has alegally binding right during a
taxable year to the compensation (generally, the “earned and vested” test). Deferred compensation is “vested” when
thereisno substantial risk of forfeiture (see below). If the compensation may be unilaterally reduced by the employer/
service recipient, thereisno legally binding right. While this might appear that “haircuts” would still work, Treasury
officiasindicated that the portion that isnot at risk would still belegally binding and thustreated as deferred compensation.
Restricted stock units (RSUs) that are not “ stocked out” immediately after vesting generally will be subject to Section
409A (since these become deferred units that are earned and vested). Other elements of the definition are discussed
below.

» Sock Appreciation Rights (SARs) and Stock Options. Notice 2005-1 provides that SARs settled in stock of the
company fall outside the definition of deferred compensation if (1) the stock istraded on an established market and
(2) the exercise price is never less than the fair market value of the stock on the date of grant. Thus, cash-settled
SARs, discounted SARs, SARsthat have some post-exercise deferral feature, and all private-company SARs are subject
to Section 409A.. Thismeansthat these types of awards need to have afixed payment dateto be Section 409A compliant.
Public or private company cash-settled or stock-settled SARsgranted under aplanin effect prior to October 4, 2004 may
be exempt from Section 409A. Stock options with an exercise price that is never less than the fair market value of the
stock on the date of grant and which do not have a post-exercise deferral feature will not be subject to Section 409A.
Accordingly, this could negatively impact the use of indexed options, which practitioners thought might become more
popular following adoption of revised FAS 123 (since variable accounting no longer appliesto indexed options), unless
the arrangement similarly hasafixed payment date.
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» 2004 Bonuses Payablein 2005. Generally, bonuses (both annual and long-term) paid in accordance with the “2-1/2
monthrule” (i.e. —generally by March 15" for calendar year taxpayers) fal outside the definition of deferred compensation.
Thus, acaendar year 2004 bonus paid by March 15, 2005 should be exempt from Section 409A. Thedeferral of a2004
bonus on or before March 15, 2005 may —in certain instances— be valid not only with respect to Section 409A, but also
with respect to the generally applicable constructive receipt rules.

» Substantial Risk of Forfeiture. Notice2005-1 defines* substantial risk of forfeiture” aswhen theright to the compensation
is conditioned on the performance of substantial future services by any person or the occurrence of a condition related
to a purpose of the compensation. Also, the possibility of forfeiture must be substantial. A condition related to a
purpose of the compensation must relate to the employee/service provider’s performance for the employer/service
recipient or the employer/service recipient’s business activities or organizational goals (e.g. — the attainment of a
prescribed level of earnings, equity valueor aliquidity event). Any changein the vesting conditions after the beginning
of the service period (e.g. — additional risk) will beignored for purposes of Section 409A (thus eliminating the use of
“rolling risk of forfeiture”). Also, noncompetition restrictionswill not qualify asasubstantial risk of forfeiture (although
such restrictions still qualify as a substantial risk of forfeiture for purposes of Section 83 property transfers or Section
457(f) plans). Notice 2005-1 does provide that where an employee/service provider can elect to receive a materially
greater bonusamount in afutureyear rather than amaterially lesser bonusamount in an earlier year, the materialy greater
bonus may be considered to be subject to a substantial risk of forfeiture.

» Changein Control. Notice 2005-1 provides that a plan may permit a payment of deferred compensation upon the
occurrenceof certain“Changein Control Events.” Generally, theseare: (1) acquisition by aperson or group of morethan
50% of voting stock, (2) acquisition by aperson or group of 35% or more of voting stock within a 12-month period,
(3) replacement of amajority of directors during a 12-month period, or (4) acquisition by aperson or group of 40%
or more of assets (measured astotal gross fair market value). While similar in structureto the Section 280G golden
parachute definitions of change in control, the Section 409A definitions are more restrictive. Thus, there could be a
changein control for Section 280G purposes (resulting in imposition of Section 4999 excise tax on amountstreated as
“excess parachute payments’) but not under Section 409A (resulting in no acceleration of payment of deferred
compensation but also no treatment as excess parachute payments). Also, a“specified employee” (generally apublic
company employee having annual compensation greater than $130,000) apparently could receive payment on the date
of thechangein control if thereisa Section 409A changein control, but if thereisno changein control for Section 409A
purposes, then the specified employee would still haveto wait the requisite 6 months after atermination of employment
to receive any payment.

» Reporting of Deferred Compensation tothel RS. Notice 2005-1 does not provide much guidance on the new reporting
rules, but employers need to be aware that deferred compensation will soon be reported on both Form W-2 and Form
1099. Notice 2005-1 does provide ade minimis exception of $600.

» Acceleration of Payments. Notice 2005-1 providesvery limited exceptionsto the “ no accel eration of payments’ rule.
These are: (1) pursuant to adomestic relations order, (2) to satisfy certain conflicts of interest restrictions, (3) payment
of employment taxes(i.e.—FICA), (4) deminimisamounts (generally $10,000 or less), and (5) to pay incometaxes under
aSection 457(f) plan.

» Deferred Compensation isWagesand Subject to Withholding. Employers should notethat deferred compensationfalls
into the definition of “wages’ for withholding purposes. Notice 2005-1 statesthat additional guidance on withholding
will beforthcoming.

» SeverancePlans. Notice 2005-1 exempts certain severance plansfrom Section 409A during calendar year 2005, but not
those that cover executives. Since the notice does not address whether and what kind of severance plans will be
affected by Section 409A, further guidance will be necessary.

Notice 2005-1 providesimpor tant —but limited —guidancewith respect tothenew deferred compensation rules. But thisisonly
thetip of theiceberg. Further guidancewill bereleased in 2005 and per hapsin later years. Inthemeantime, companiesand
other organizationsand their executiveswill need to follow thisguidancewhen structuring and administering their 2005
nonqualified deferred compensation arrangements.




