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The End is Near: Deferred Compensation Plan (IRC
§409A) Compliance Required by December 31, 2008

BBaacckkggrroouunndd.. §409A of the Internal Revenue Code and its endless treasury regulations impose strict guidelines
on the operation of nonqualified deferred compensation plans. Since its 2004 adoption, companies and
executives have been living in a liberal transition period requiring only “good faith” 409A compliance in the
operation of deferred compensation arrangements. As with Cinderella, however, at the stroke of midnight on
December 31, 2008, this fairy tale existence ends and the stark reality of full 409A compliance begins.  

WWhhaatt DDooeess TThhiiss MMeeaann??  Effective January 1, 2009, all deferred compensation arrangements not only must be
operated in compliance with 409A, they must also comply in form with 409A’s arcane and Byzantine provisions.
In other words, a deferred compensation arrangement will violate 409A if it doesn’t comply in form with 409A
before January 1, 2009, even if participants haven’t actually received payment of any deferred compensation.

WWhhyy DDooeess TThhiiss MMaatttteerr?? If a deferred compensation arrangement fails to comply with 409A (either in form or
operation), participants will be subject to serious tax penalties (including 20 extra points of tax, i.e., a 55% top
rate rather than 35%) when their rights to the compensation vest for tax purposes. Considering the inverse
relationship between employee happiness and applicable tax rates, it is very important for companies to review
their arrangements to insure that they have, to the extent necessary, been brought into 409A compliance by
December 31, 2008. Moreover, a company, although not itself subject to penalty, is required to report all 409A
violations.

WWhhaatt SShhoouulldd BBee DDoonnee?? The first step to ensure 409A compliance is to review and evaluate every deferred
compensation arrangement that could be covered — both at the fund level and at the portfolio company level.
These arrangements include:

• Employment, consulting, severance and change in control agreements.

• Equity incentive plans and underlying equity grants, including stock options and SARs.

• Cash bonuses and similar incentive plans.

• Fringe benefits, expense reimbursements and similar programs or policies.

• Foreign plans with United States taxpayer participants.

• Any other deferred compensation arrangement (such as a SERP or other nonqualified pension program) with
amounts or benefits earned in one tax year and paid in a future tax year.

Once all potentially covered arrangements have been reviewed, those not 409A compliant must be amended by
December 31, 2008, frequently by revising the terms to fit one of the many horrendously complex regulatory
exemptions. This can be time consuming, requiring board approval and negotiation with individual executives.
Accordingly, we recommend commencing this painstaking process well in advance of the December deadline.  

HHaassnn’’tt TThhiiss DDeeaaddlliinnee BBeeeenn EExxtteennddeedd BBeeffoorree?? Yes, but absent an extraordinary and unexpected event, the end is
near — the December 31, 2008, deadline is not likely to be extended.
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Should you have any questions about the matters addressed in this Alert, please contact the following 
Kirkland & Ellis authors or the Kirkland & Ellis attorney you normally contact:

This publication is distributed with the understanding that the author, publisher and distributor of this publication are not rendering legal,
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