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IRS increases scrutiny of nonqualified 
deferred compensation plans 

Continuing its increased scrutiny of executive compensation, the IRS has stepped up 
its audit activity with respect to the requirements for nonqualified deferred 
compensation arrangements under Code section 409A, as well as the $1 million 
annual deduction limitation on certain compensation paid to "covered employees" of 
publicly held corporations under section 162(m). 

The IRS has increased its enforcement activity with respect to section 409A since that 
provision's transition relief expired in 2009.  A violation of section 409A can result in 
harsh consequences to the participants:  current taxation of the deferral, an 
additional 20-percent federal income tax, and possible interest charges calculated at 
the underpayment rate plus one percent.  Employers still may be able to take steps to 
mitigate possible penalties related to common errors in compensation plans.    

A forthcoming WNTS Insight will discuss IRS scrutiny of section 162(m) issues. 

Section 409A audits and common errors 
 
Section 409A went into effect as of January 1, 2005; most available transition relief 
expired as of January 1, 2009.  Thus, all employers should have amended their 
nonqualified deferred compensation plans to comply with these requirements and 
should be operating their plans accordingly.  For employers that have not complied 
with section 409A, the IRS has released guidance for self-correction of 
documentation and operational failures in Notice 2010-6, as modified by Notice 
2010-80, and Notice 2008-113, respectively.  However, self-correction generally is 
not available if the deferred compensation arrangement is under audit.  Thus, 
employers must take corrective action before an audit begins.

The IRS now is auditing compliance with section 409A, despite continuing issues 
over interpreting and applying these rules.  The Information Document Requests 
(IDRs) from the IRS require a broad review of documentation and operational 
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practices with respect to deferred compensation plans.  These IDRs require 
companies to disclose details of compensation arrangements that could be subject to 
section 409A and to consider potential application of section 409A to these practices.  

Given the complexities of section 409A compliance, IDR responses have the potential 
to uncover situations that could constitute violations.  Thus, all responses to IRS 
audit requests should be carefully considered to ensure consistent audit responses. 

Typical IDRs relating to section 409A request the following information: 

 Each plan and arrangement providing for a legally binding right in one year 
and payment in a subsequent year that is not considered subject to section 
409A; the basis for the position that the plan is not subject to section 409A; 
and if that basis is predicated on the short-term deferral exclusion, the terms 
of the plan or arrangement, including any relevant substantial risk of 
forfeiture; 

 Terms for deferral elections and any relevant deadlines for making such 
elections; 

 Terms for subsequent deferral elections (such as changes to prior deferral 
elections), including the original payment date and the rescheduled payment 
date; 

 Any acceleration in payment made before the originally scheduled payment 
date, including acceleration due to elections made under available transition 
relief and the deadlines for such elections, identification of the original 
payment date, and the actual payment date; 

 The names of "specified employees" in public companies and the period 
during which such individuals were specified employees; 

 Payments of nonqualified deferred compensation made during the applicable 
year to specified employees upon separation from service, and whether such 
payments were made within six months after the date of separation from 
service; 

 Certain information on stock rights that may be subject to section 409A 
(such as  discounted stock options); 

 The funding of deferred compensation as a result of any event that relates to 
a decline in the company's financial condition; and 

 Any violations of section 409A and whether the company participated in the 
section 409A corrections program. 

Failures that result in a penalty may be costly for an employer that decides to gross-
up employees for the penalty.  Consequently, prior to receiving any IDRs from such 
audits, employers should focus on some common compliance issues under section 
409A that the IRS has been targeting in audits, including: 

 Administering the short-term deferral rule; 

 Appropriately identifying specified employees; 

 Designation of time and form of payment for deferred amounts; and 

 Tax implications of discounted stock options. 
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Administering the short-term deferral rule 

 
The IRS is focusing on any reliance on the short-term deferral rule and the basis for 
such reliance.  Under that rule, section 409A does not apply if deferred compensation 
is subject to a substantial risk of forfeiture and such amounts are paid no later than 
the 15th day of the third month following the year the risk lapses.  Observation: 
Although this rule appears to be fairly straightforward, it does have its subtleties. 

For example, if a payment is conditioned on an event that potentially could cause a 
payment to be due outside the short-term deferral period, section 409A would 
remain applicable even if the payment actually is made within the short-term deferral 
period. Thus, if a payment vests in three years and is payable upon a separation from 
service, it would not qualify as a short-term deferral because the payment may occur 
after the end of the short-term deferral period depending upon when the separation 
from service occurs.   

If a payment is made in installment payments, the payments can be bifurcated so that 
payments made within the short-term deferral payment would be exempt from 

section 409A, while those paid outside such period would be subject to section 
409A. However, this bifurcation is permitted only if the installments are designated 
in writing as separate payments.  

As noted by these examples, an employer relying on the short-term deferral rule 
should be careful to document the basis for its reliance and scrutinize whether it 
inadvertently may have made a payment outside the short-term deferral period in 
order to take any appropriate corrective action before an IRS audit. 

Identifying specified employees 

 
The IDRs have specifically targeted compliance with section 409A's limitation on 
payments of nonqualified deferred compensation to "specified employees" of publicly 
traded companies who are subject to an additional requirement that in the event the 
employee separates from service, the payment must be delayed by six months from 
the date of service.  Specified employees generally include the top 50 officers of the 
publicly traded company and its controlled group members. 

 
As a consequence of this six-month delay rule: 

 Any deferred compensation arrangement that covers a specified employee 
must incorporate the six-month delay rule upon a separation from service; 
and 

 All members of the controlled group must use the same definition of 
specified employee; this requirement could be difficult to satisfy in the case 
of a large and diversified publicly traded company. 

In light of IRS scrutiny and potential for audit risks as to compliance with this 
complex requirement, companies with many affiliates may want to apply the six-
month delay rule to all distributions upon an employee's separation from service.  
However, employers must be careful in selecting this approach because it may result 
in a required subsequent deferral of five years in certain circumstances.   

In all cases, public companies should verify that all applicable nonqualified deferred 
compensation agreements incorporate this requirement and that the six-month delay 
is applied operationally when specified employees experience a separation from 
service triggering the payment of deferred compensation. 
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Designation of the time and form of payment for deferred amounts 

 
Section 409A sets forth specific rules as to the time and form of payment.   As part of 
audits, the IRS has examined such practices and found areas of noncompliance.   

For example, a common error that could occur involves a severance provision in an 
employment agreement that permits the employee to elect payment in either a lump 
sum or installment payments at the time employment terminates.  Such discretion 
must be eliminated in the case of severance arrangements that are subject to section 
409A.  Unless severance is designed to be exempt from section 409A pursuant to 
some limited exceptions, severance should be implemented in accordance with 
section 409A's requirements. 

Thus, when implementing compensation arrangements subject to the requirements 
of section 409A, the documents must clearly specify the time of the payment events 
that meet section 409A's mandates. 

Tax implications of discounted stock options 

 
The IRS continues to focus on discounted stock options granted after December 31, 
2004, as well as any earlier granted discounted stock options that vest after 
December 31, 2004, or whose terms are materially modified after October 3, 2004.  If 
discounted stock options are subject to section 409A, the optionholder recognizes 
taxable income as the option vests (and thereafter), whether or not the option has 
been exercised, unless the terms of the option comply with section 409A (for 
example, the option can be exercised only at a fixed date or upon separation from 
service).  This additional taxable income will be subject to section 409A's penalty as 
well as any applicable state penalty (such as in California). 

Section 409A generally does not apply to stock options and stock appreciation rights 
if the exercise price is set at the fair market value on the date of grant. However, the 
stock underlying such rights must be limited to common stock, with no dividend 
preferences, issued by the direct service recipient company or parent company.  
Consequently, when setting the exercise price for grants of options or stock 
appreciation rights, employers should be careful to use the appropriate fair market 
valuation set forth in section 409A, particularly with respect to private companies as 
this issue has been raised in recent IRS audits.   

Recommendations 
 
In light of these increased enforcement efforts regarding section 409A, employers 
may wish to review their existing executive compensation policies in order to address 
potential documentation or operational issues that otherwise could arise on audit.  In 
taking proactive steps to resolve any compliance issues, employers will be in a better 
position to lessen any penalties or loss of deduction in the event of an IRS audit.  
Such steps should include: 

 Identify all arrangements that provide for deferred compensation; 

 Take into account the time required for the plan change approval process 
(such as management and board approval); 

 Review the arrangements and their operation for compliance with the 
requirements of section 409A; 
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 Amend each arrangement, as necessary, to comply with the rules in 

accordance with IRS regulations and any available correction programs; and 

 Develop and implement administrative procedures to drive full operational 

compliance. 

 

  

 
Link to WNTS Insight archive: http://www.pwc.com/us/en/washington-national-
tax/newsletters/washington-national-tax-services-insight-archives.jhtml 

For more information, please contact: 

Jeff Davis   (202) 414-1857  jeffrey.davis@us.pwc.com 

Susan Lennon   (202) 414-4625  susan.m.lennon@us.pwc.com 

Anne Waidmann (202) 414-1858 birgit.a.waidmann@us.pwc.com  

 

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