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IRS audits of deferred compensation 
plans may reach executives’ returns   

September 17, 2014 

In brief 

IRS has begun an audit program reviewing 409A deferred compensation plans of for-profit companies. 

The companies were selected from a group of employers that are currently undergoing employment tax 

audits and that were reasonably believed to sponsor deferred compensation plans. Initial information 

from the IRS indicated that the focus was on employer compliance and to determine whether there was a 

need for additional guidance if the rules appeared to be too complex to administer. IRS has recently 

noted that 409A penalties are imposed on the individual and at some point those individuals’ tax returns 

may be impacted.   

 

In detail 

Background 

Section 409A sets requirements 
for nonqualified deferred 
compensation plans, including 
rules for initial deferrals, 
subsequent deferrals and the 
timing of payments. Violations 
of these requirements, either in 
the plan documents or in how 
the plan is administered, may 
result in current taxation of all 
of the employee’s deferred 
compensation plus an 
additional 20% tax penalty and 
a deemed interest penalty. IRS 
has created correction programs 
for some document and 
administrative errors, but other 
errors are not eligible for 
correction.   

IRS Exams 

IRS is now examining deferred 
compensation arrangements 
sponsored by 50 large, for-profit 
employers as part of the 
employment tax audits of those 
employers. The examinations 
will focus on specific issues, 
including whether initial 
deferral elections and 
subsequent deferrals were 
properly and timely made, and 
whether distributions were in 
compliance with the rules. For 
publicly traded companies, IRS 
will review whether 
distributions upon an 
employee’s separation from 
service complied with the 
requirement that these 
distributions to certain 
executives be delayed for six 
months after separation. IRS 
will include both elective 
deferral plans and employer-

funded supplemental employee 
retirement plans (SERPs). The 
examination will be limited to 
deferred compensation for the 
10 most highly compensated 
employees, and only for the 
open tax years under exam, 
which is generally three years.   

IRS originally indicated that the 
intent of the examinations was 
to determine the levels of 
compliance and complexity of 
these programs. IRS has 
recently indicated that because 
penalties for violations of 
section 409A ultimately fall on 
the employee, at some point the 
individual employee’s tax return 
may come under exam.    

IRS will use the results of these 
exams to tailor information 
document requests to be used in 
later exams under section 409A.   
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Observation  

This program is very similar to an 
earlier IRS audit program that 
looked at a variety of executive 
compensation programs, including 
deferred compensation, stock-based 
compensation and fringe benefits. 
That earlier program also examined 
income inclusion by the executive. 

The takeaway 

Penalties for violations of section 
409A start at 20% of the value of the 

deferred compensation and increase 
each year with a deemed interest 
penalty. All employers should take 
this opportunity once again to review 
all deferred compensation plans for 
compliance with section 409A, 
including employment agreements, 
bonus plans, supplemental retirement 
plans, etc. If there are errors, 
employers should consider whether 
they can be addressed under the 
correction programs. Employers 
cannot use the self-correction 
programs if the deferred 

compensation arrangement is under 
audit, so it is critical to review plans 
before the IRS begins an exam. Large 
employers should be ready for a 
potential IRS exam of these 
arrangements, and should identify the 
responsible people and the locations 
where data resides that may be 
requested by the IRS.   
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SOLICITATION 

This content is for general information purposes only, and should not be used as a substitute for consultation with professional advisors. 
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