Section 409A: Deferred Compensation Plans

Effectively managing the complex structure of regulatory compliance is crucial when it comes to
executive compensation. Among the various regulations, Section 409A of the Internal Revenue Code is
a critical aspect that demands attention.

Definition and Overview

Section 409A delineates a comprehensive regime for the taxation and regulation of nonqualified
deferred compensation. It encompasses employees, directors and third-party service providers
affiliated with both private and public entities, along with certain tax-exempt organizations. The scope is
extensive due to the broad definition of "nonqualified deferred compensation" under Section 409A. This
definition incorporates various compensation arrangements that potentially give rise to nonqualified
deferred compensation scenarios.

"Section 409A delineates a comprehensive regime for the taxation and regulation of nonqualified
deferred compensation.”

This regulation dictates how deferred compensation plans are to be structured, managed and taxed,
thus playing a pivotal role in executive compensation.

Importance of Section 409A in Executive Compensation

Ensuring adherence to Section 409A is indispensable for employees, directors and third-party service
providers across the spectrum of private and public sectors. The repercussions of noncompliance are
severe and can precipitate financial ramifications not just for companies but for the individuals involved
in the non-compliant deferred compensation arrangements.

Understanding the Legal Aspects of Section 409A

Navigating the legal intricacies of Section 409A is vital for any organization. Missteps can lead to hefty
penalties, tarnishing the financial stability and reputation of both the company and its executives. This
section delves into the legal implications, consequences and fundamental compliance requisites under
Section 409A.

Legal Implications and Consequences

Noncompliance with Section 409A's stipulations can trigger severe penalties. The ramifications extend
to the recipients of the deferred compensation, who bear the brunt of these penalties, rather than the
employer.

"Noncompliance with Section 409A's stipulations can trigger severe penalties."

The penalties that fall on the employee and not the employer include:

e Immediate Inclusion in Income: The total deferred compensation amount under the
noncompliant plan is included in the recipient's income for the tax year of the violation.

e Additional 20% Tax: An additional tax of 20% of the deferred compensation amount is levied.
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o Interest Penalties: Interest is charged at the underpayment rate plus 1% on the
underpayments that would have occurred had the deferred compensation been included in
income at the time of deferral or when it is no longer subject to a substantial risk of forfeiture.

The monetary implications are substantial, emphasizing the criticality of ensuring meticulous
compliance with Section 409A.

Compliance for Businesses

Adherence to Section 409A mandates a structured approach towards managing nonqualified deferred
compensation arrangements. Here's a summary of the basic rules governing these arrangements
under Section 409A:

e Timing of Distributions: The timing for distributions under a nonqualified deferred
compensation arrangement should be specified at the inception of the arrangement.

e Specified Employees: There's a provision for delayed distributions for specified employees
due to termination of employment to mitigate the risk of preferential payments.

o Elections Regarding Deferral of Compensation: Initial elections regarding the deferral of
compensation and form of payment must adhere to the timelines stipulated by Section 409A.

e Prohibition on Acceleration of Payments: The acceleration of the time or schedule of any
payment under the plan is generally prohibited.

These rules underscore the structured approach required in managing nonqualified deferred
compensation arrangements. The nuances are many, and the necessity for precise adherence cannot
be overstated. Consulting with seasoned experts like Meridian Compensation Partners, LLC can
significantly mitigate the risk of noncompliance, ensuring a smooth, compliant operational framework for
managing executive compensation.

Compliance with Section 409A

This section offers a roadmap to adherence, highlights potential pitfalls and provides actionable insights
to avert noncompliance penalties.

Guidelines for Businesses

Adherence to Section 409A isn’t merely about compliance; it's about instilling a culture of regulatory
prudence. Here are some guidelines on adhering to Section 409A regulations:

e Robust Plan Documentation: Ensure that all deferred compensation plans are meticulously
documented, reflecting the terms of deferrals and distributions in alignment with Section 409A.

e Timely Elections: Ensure that elections regarding deferrals and distributions are made within
the stipulated timelines.

e Regular Compliance Reviews: Engage in regular reviews to ensure that operational practices
align with documented plan terms and Section 409A requirements.

e Educating Stakeholders: Educate executives and other stakeholders on the implications and
requirements of Section 409A to foster a culture of compliance.
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Examples of Potential Noncompliance Issues
Noncompliance can manifest in various forms. Some scenarios include:

o Improper Timing of Distributions: Failing to adhere to the specified distribution events or
schedules as outlined in the plan document.

o Late Elections: Missing the timelines for initial deferral elections or changes to distribution
elections.

e Acceleration of Payments: Any attempt to accelerate payment schedules that are not in
alignment with Section 409A provisions.

Each of these scenarios carries significant financial and reputational implications, emphasizing the
necessity for vigilance and adherence.

How To Avoid Noncompliance Penalties

Avoiding the punitive landscape of noncompliance penalties demands a proactive and informed
approach. Here are some practical tips:

o Engage Experts: Leverage the expertise of seasoned professionals like Meridian
Compensation Partners, LLC for in-depth guidance and compliance assurance.

e Continuous Monitoring: Establish a mechanism for continuous monitoring and reviewing of
deferred compensation arrangements to ensure ongoing compliance.

e Prompt Correction: In case of identified noncompliance, take prompt corrective actions under
the IRS correction programs to mitigate penalties.

Deferred Compensation Plans

Deferred compensation plans are strategic tools employed by organizations to incentivize and retain
high-caliber employees. By offering a structured pathway to defer a portion of earnings, these plans not
only provide tax advantages but also align the financial interests of the employees with the long-term
goals and objectives of the organization. This section delves into the different types of deferred
compensation plans: non-qualified deferred compensation plans, qualified deferred compensation plans
and supplemental executive retirement plans, each serving a unique purpose and governed by distinct
regulatory frameworks.

Non-Qualified Deferred Compensation Plans

Nonqualified deferred compensation plans stand as a pivotal component in executive compensation
strategies, offering a flexible and sophisticated means for employers to reward and retain key
employees. Unlike traditional tax-qualified retirement plans, these arrangements are not bound by the
stringent rules of ERISA (Employee Retirement Income Act of 1974), allowing for a tailored approach to
meet specific corporate and employee needs. Primarily serving senior and middle management, these
plans enable participants to defer a portion of their compensation to a future date, creating significant
tax advantages and financial planning opportunities. Their importance is underscored by their ability to
align the interests of executives with long-term corporate goals and objectives, making them an
essential tool in the arsenal of executive compensation.
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Tax Implications of Nonqualified Deferred Compensation Plans
Income Tax Deferral

"Generally, amounts accrued under or contributed to a nonqualified deferred compensation are not
subject to federal income tax until paid to the employee (including any earnings thereon)."

In nonqualified deferred compensation plans, the primary tax benefit lies in the deferral of federal
income tax. Employees do not incur income tax on these deferred amounts until they actually receive
the compensation. This includes any earnings accrued on the deferred amounts, allowing the funds to
grow tax-deferred over time.

Payroll Tax at Vesting

While income tax is deferred, these compensation amounts are subject to federal payroll taxes as soon
as the employee's right to receive them becomes nonforfeitable. This means that at the point of vesting,
even though the funds are not yet received, payroll taxes are applicable.

Corporate Tax Deduction for Employers

Employers benefit from a timing perspective as well. The corporate tax deduction is permitted when the
deferred compensation is included in the employee's taxable income. This alignment in tax treatment
benefits both the employer and the employee, making these plans an attractive component of executive
compensation strategies.

How is a nonqualified deferred compensation plan funded?

Rabbi Trusts: Ensuring Deferred Compensation Payment

Rabbi Trusts serve as a mechanism for employers to set aside funds for nonqualified deferred
compensation plans. These trusts are established to provide a sense of security to employees that their
deferred compensation benefits will be paid in the future. Employers contribute to these trusts, which
are then managed by a trustee, often in line with the investment preferences of the employees.

Key Feature of Rabbi Trusts

"The assets of a rabbi trust are subject to the claims of creditors. If the employer establishing the trust
becomes insolvent or bankrupt, the assets of the trust are available to satisfy claims of general

creditors."

A crucial aspect of Rabbi Trusts is that while they offer a degree of security for deferred compensation,
they do not completely shield these assets from the employer's creditors.

In cases of employer insolvency or bankruptcy, the assets in the trust become available to general
creditors.

Secular Trusts: Enhanced Security for Deferred Compensation

"Unlike a rabbi trust, deferred compensation contributed to a secular trust is beyond the reach of the
employer (except if forfeited) and its creditors."

Secular Trusts offer a higher level of security compared to Rabbi Trusts. The funds in these trusts are
fully secured for the benefit of the employee, making them inaccessible to both the employer and its
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creditors, except in cases of forfeiture. Amounts contributed to a Secular Trust either vest immediately
or pursuant to a vesting schedule.

The major distinction of Secular Trusts lies in their tax treatment. With these trusts, the taxation of
deferred compensation occurs at the point of vesting rather than at the point of payment. This
immediate tax liability upon vesting is a significant departure from the deferred tax approach of Rabbi
Trusts, making Secular Trusts less common in deferred compensation strategies.

Understanding the nuances between Rabbi and Secular Trusts is crucial for employers and employees
in structuring and managing nonqualified deferred compensation plans effectively, taking into
consideration the varying levels of security and tax implications each type of trust offers.

Emerging Trends in Deferred Compensation

Deferred compensation, being a significant component of executive pay, has seen a variety of trends
aimed at aligning executive and shareholder interests. This section delves into the current trends in
deferred compensation, particularly focusing on performance share plans.

The deferred compensation landscape is seeing a tilt towards performance-based payouts, reflecting a
broader shift towards pay-for-performance paradigms.

o Performance Share Plans: These plans are gaining traction as they tie payouts to company or
individual performance over a set period. They provide a payout matrix where performance
shares are paid at different levels based on the performance achieved, aligning executive pay
with company success.

e Payout Structures: Performance periods typically span three years, with grants made annually,
resulting in overlapping performance periods. Payouts are often made in company shares,
although cash settlements are also prevalent, depending on the performance attained and the
related number of performance shares earned.

Executive Retirement Plans
The Significance of Retirement Planning

Retirement planning is a cornerstone of executive compensation, offering a structured approach to
secure the financial future of senior leaders in an organization. In today's dynamic corporate
environment, effective retirement planning not only serves as a tool for wealth accumulation and tax
management for executives but also acts as a strategic lever for organizations to attract, retain, and
motivate top talent.

Types of Retirement Plans: Qualified and Nonqualified

"Companies obtain tax deductions for contributions made to qualified plans at the time the contributions
are made. Taxation to participants occurs when amounts are paid to them from the plan.”

Qualified retirement plans, such as 401(k) plans and defined benefit pension plans, offer tax benefits
both to the company and the employee. Contributions are tax-deductible for the company, and
employees enjoy tax-deferred growth until distribution. These plans are subject to ERISA regulations,
ensuring broad-based patrticipation and compliance with funding and information requirements.

In contrast, nonqualified retirement plans are designed to provide supplementary retirement benefits,
especially to executives. These plans, including restoration plans, supplemental executive retirement
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plans (SERPs), and voluntary nonqualified deferred compensation plans, offer additional flexibility and
are tailored to meet specific executive needs. They are not subject to the same tax rules as qualified
plans, allowing for more bespoke solutions in executive compensation packages.

Overview of Retirement Plans in Executive Compensation
Qualified Retirement Plans

Quialified retirement plans are employer-sponsored retirement savings vehicles that offer tax
advantages and are governed by specific regulations. These plans are designed to provide a source of
income to employees upon retirement. Key characteristics include tax-deductible contributions made by
the company and tax-deferred growth for participants until the funds are withdrawn. Qualified plans are
subject to the Employee Retirement Income Security Act of 1974 (ERISA) and include popular options
like 401(k) plans and defined benefit pension plans.

Transition from Defined Benefit to Defined Contribution Plans

Over the past several decades, there has been a notable shift from defined benefit (DB) plans, where
employees receive a predetermined pension amount, to defined contribution (DC) plans, like 401(k)s,
where employee benefits depend on investment performance. This transition reflects the growing
preference for plans that are less costly and offer greater flexibility and portability for employees.

Nonqualified Retirement Plans

"Nonqualified retirement plans provide additional retirement benefits to executives that increase or
supplement the benefits they would receive under the broad-based (qualified) employee retirement
plan."

Nonqualified retirement plans are a critical component in executive compensation, offering
supplemental retirement benefits that exceed the limits of qualified plans. These plans are particularly
significant for high-earning executives whose retirement savings needs may not be fully met by
qualified plans due to IRS limits.

Types of Nonqualified Retirement Plans

There are three primary types of nonqualified retirement plans, each serving a unique purpose in
executive compensation:

e Restoration Plans: These are designed to restore benefits or contributions that are limited
under qualified plans by IRS regulations. They are often implemented alongside defined benefit
or contribution plans.

e Supplemental Executive Retirement Plans (SERPs): SERPs offer enhanced retirement
benefits beyond those available in qualified plans and can be tailored to specific executive roles
and compensation structures.

e Voluntary Nonqualified Deferred Compensation Plans: These plans provide a flexible option

for executives to defer a portion of their compensation to a future date, offering tax deferral
benefits and aiding in financial planning.
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Funding and Security of Retirement Plans

Funding nonqualified retirement plans is a critical aspect to ensure their viability and reliability. Rabbi
Trusts and Corporate-Owned Life Insurance (COLI) are two common funding mechanisms used by
companies.

e Rabbi Trusts: Employers often use Rabbi Trusts to set aside funds for nonqualified plans.
While these trusts provide a level of security for deferred compensation, they are not entirely
immune to company financial woes. The Employer is the grantor of the Rabbi Trust;
contributions may be irrevocable but trust assets are available to creditors in the event of
bankruptcy.

e Corporate-Owned Life Insurance (COLI): COLI involves the employer purchasing life
insurance policies on key executives. The cash value of these policies is earmarked for fulfilling
nonqualified benefit obligations, offering a method to secure the promised benefits.

Security Concerns in Nonqualified Plans

Nonqualified retirement plans, while flexible and beneficial, do not typically fall under the protection of
ERISA. This means that the security of these plans is heavily reliant on the financial health of the
sponsoring organization. Participants in these plans must be aware of the potential risks associated
with their benefits, particularly in the event of the company's financial difficulties or bankruptcy.
Ensuring the security of funds in retirement plans, especially nonqualified plans, requires careful
consideration of both funding mechanisms and the financial stability of the organization. These
considerations are essential to maintain trust and confidence among plan participants.

409A Valuations

The process of 409A valuations is a linchpin in ensuring that non-qualified deferred compensation
complies with the Internal Revenue Code.

One of the primary challenges lies in determining the fair market value of a company's stock. This
becomes particularly intricate for private companies or startups where the stock is not publicly traded
and the valuation necessitates a comprehensive analysis of the company’s financials, market position
and future projections.

Section 409A and Startups

Startups embody the spirit of innovation and growth, yet they also navigate through a unique set of
challenges, especially when it comes to deferred compensation and Section 409A compliance. The
nascent stages of organizational development in startups present both opportunities and complexities
in aligning compensation structures with regulatory frameworks.

Special Challenges for Startups

Section 409A compliance is exceptionally complicated by the dynamic nature of the startup
environment. Here are some of the peculiar challenges faced:

e Valuation Challenges: Establishing the fair market value of illiquid startup stock is complex and
often necessitates external valuations to comply with Section 409A.
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e Resource Constraints: Limited resources and expertise in tax and legal compliance could lead
to inadvertent violations of Section 409A.

e Fluid Compensation Structures: The evolving nature of compensation structures in startups
might pose challenges in ensuring consistent compliance.

Benefits and Risks for Employees

Engagement in startup ventures is often seen as a high-reward, high-risk endeavor. The implications
extend to deferred compensation arrangements as well:

Benefits:

e Equity Upside: Employees often have the potential for significant financial upside through
equity participation.

o Flexible Arrangements: Startups may offer more flexible deferred compensation arrangements
to attract talent.

Risks:

e Valuation Fluctuations: The value of deferred compensation may fluctuate significantly due to
changes in the startup's valuation.

e Liquidity Concerns: The illiquid nature of startup equity can pose challenges, especially if
there are delays in achieving liquidity events such as an IPO or acquisition.

Final Thoughts
The regulatory landscape is in a state of perpetual evolution, and Section 409A is no exception.

e Anticipated Developments: While the core tenets of Section 409A are expected to remain
intact, potential amendments may seek to further streamline the compliance process or address
emerging challenges in deferred compensation arrangements.

e Potential Impact: Future modifications to Section 409A regulations could influence the
structuring of deferred compensation plans, necessitating a proactive and adaptive approach
from businesses to ensure continued compliance.

The Importance of Compliance

Failure to adhere to Section 409A has far-reaching consequences that impact both the financial and
reputational aspects of businesses:

e Financial Consequences: The financial ramifications, including hefty tax penalties, underscore
the criticality of adhering to Section 409A regulations.

e Reputational Stakes: Beyond financial penalties, noncompliance could tamish a company’s
reputation, potentially deterring top-tier talent and impacting shareholder confidence.
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Consult Meridian: Your Partner in Executive Compensation Excellence

"Meridian Compensation Partners stands as a beacon of expertise in navigating the intricate framework
of regulatory compliance." - Meridian Compensation Partners, LLC

Engaging with Meridian Compensation Partners not only fortifies your compliance framework but also
elevates your deferred compensation strategies to a pinnacle of excellence, aligning with your
overarching business strategies and objectives and enhancing shareholder value.

Contact Meridian Compensation Partners
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