Code Section 409A Q&A

1. What Is Section 409A of the Internal Revenue C&?

Section 409A of the Internal Revenue Code (the ‘&pdegulates nonqualified deferred
compensation arrangements (i.e., compensatiorethptoyees earn in one year, but that
is paid in a future year) and imposes severe tazlfies if violations occur.

Section 409A is broad in its reach, and covers oalified deferred compensation plans,
severance plans, employment agreements and any itres that result in deferral of
compensation.

2. What Does Section 409A Require?

Provides detailed rules for the timing of dedéelections;
Prohibits acceleration of payments of defeo@ahpensation;
Permits payments only upon the occurrence rvéiceevents; and
Substantially limits the ability to further @efpayments.

PonNE

Section 409A and the guidance issued by the Intdkeaenue Service (“IRS”) are so
restrictive that current plans will need to be eswed to asses whether or not a plan
complies with Section 409A or meets a narrow gratidfr provision or an exception.
Section 409A is applicable to amounts deferred arable years beginning after
December 31, 2004.

3. Why Should Employers Care About Section 409A?

Employers need to be concerned about violatiorSeation 409A because the penalties
for Section 409A violations are significant, ande aimposed directly on the
executive/employee who receives the deferred cosgtem. Penalties include:

1. Immediate inclusion in taxable income (i.edinary income tax) of the
amount of compensation deferred for each yewhich the amount was
deferred regardless of whether the compensatisrbben paid; PLUS
An additional 20% income tax on the amounedefd; PLUS
Additional interest and penalties for failtogimely remit the income
taxes. This includes interest at the IRS undereay rate plus 1%.

W

While employers are not directly subject to peeasltior Section 409A violations, they
may decide or have agreed to pay any 409A tax pesahcurred by their employees. In
addition, employers may face associated tax reppeind withholding penalties.
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The IRS has not issued guidance as to how the tmnatill be applied, but some
possible illustrations include the following:

A. Penalty lllustration 1 (One Year Violation)

* Executive has a $300,000 benefit payable uag#an subject to 409A.

* Plan is not exempt from 409A and does not cgrwith 409A.

* Executive has a total tax liability of $165,080/ear of noncompliance.
> This includes income tax at a 35% rate in the arhot
$105,000.

o This includes an additional 20% penalty in the antmf
$60,000.

» Noncompliance has caused the benefit to beceztito $135,000.

o The tax liability ($165,000) is greater than the énefit
($135,000).

* Interest would also accrue if tax and penalgyreot paid in the year in

which they are due.

B. Penalty Illustration 2 (Multiple Year Violation )

* A deferred compensation arrangement was estadaliin January 2006,
in which $100,000 is deferred each year.
* A Section 409A violation occurs in SeptembeR008.
* Interest and penalties are assessed from jagd0@6 when the
arrangement was first effective for a total tability of $165,000.
o This includes income tax at a 35% rate in the @amhof $35,000
for each year of noncompliance (2006, 2007,20Q8B) for a total
of $105,000.
> This includes an additional 20% penalty in theoant of
$20,000 for each year of noncompliance for al tot $60,000.
» Noncompliance has caused the benefit to beceetifrom $100,000 to
$45,000 per year (or from $300,000 to $135,000tal benefit).
o The tax liability ($165,000) is greater than the énefit
($135,000).
* Interest would also accrue if tax and penalgyreot paid in the year in
which they are due (tax years 2006 and 2007).

4, Are There Any Adverse Consequences If An Emploge Participates in
Multiple Deferred Compensation Plans?

Yes. Section 409A contains plan aggregation ruldais, all amounts deferred with
respect to an employee under all plans of an erepltlyat fall within a particular

category are treated as deferred under a single plae plan aggregation rules are
important if one or more plans within a category mians does not satisfy the
requirements of 409A.
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The penalties discussed in item 3, above, apply amy to the offending plan or
arrangement, but also to all similar or like plamsarrangements of the same employer,
even if those similar or like plans comply with 8ex 409A. The implication of this plan
aggregation concept means that a Section 409Atmalavith respect to one plan (e.g., a
stock option) could negatively affect all otheraamgements of that same type.

5. Why Should Employers Focus on Section 409A Now?

The deadline to comply with Section 409A is Decem®g, 2008. Compliance with
require the review of ALL non-exempt deferred comgagion plans.

6. Should We Be Concerned That the IRS Will Audit ourClients Plans for
Section 409A Compliance?

Yes. As part of its executive compensation int@timplemented for all audits, the IRS
is already training its agents in the intricaciésSection 409A. In fact, there have been
reports that some plans have already been auditegbbd faith compliance with 409A.
IRS audits will include a review of plans and agaments for compliance with Section
409A beginning with the 2005 tax year.

7. What Types of Companies Have to Worry About Comimance with Section
409A?

All types of companies (i.e., for-profit corporaig both public and private, not-for-
profit corporations and governmental entities #@insor Code Section 457(f) plans, and
partnerships and limited liability companies).

8. What Are “Nonqualified Deferred Compensation Plas™?
A nonqualified deferred compensation plan is argnphat provides for the deferral of

compensation beyond the year in which services pgndormed. The definition is
extremely broad and can include plans or arrang&swdrihe following types:

1. Elective deferred compensation plans (e.gargand bonus deferral
programs);

2. Non-elective deferred compensation plans (8RPS);

3. Certain provisions in employment and changeointrol agreements (e.g.,

severance upon a termination of employment);

Salary continuation plans;

Code Section 457(f) arrangements (for non-povfjanizations or
governmental entities);

Certain restricted stock units (RSUs) and phrargtock;
Discounted stock options;

Certain stock appreciation rights (SARS);

Severance plans;

0. Employment agreements/consulting agreements;

S

HOo®oNO
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11. Medical, disability coverage, including reéimmedical benefits;
12. Reimbursement arrangements (e.g., countrydiels, car allowance);
13. Certain split-dollar insurance arrangements.

9. Does Section 409A Apply to All “Deferred Compensatin Plans”™?

No. Section 409A contains grandfather rules amakstt@n provisions that protect certain
plans. In general, Section 409A does not applyniownts deferred prior to December
31, 2004, as long as:

1. The amounts were earned and vested as of Dec&&1p2004; and
2. The plan or arrangement is not materially mediffter October 3, 2004
(except if the modification is to comply with $ien 409A).

What constitutes a “material modification” is exserely defined in the Regulations. In
general, a modification of a plan is material tbenefit or right existing as of October 3,
2004, is materially enhanced or a new material fiteoe right is added, and such
material enhancement or addition affects amountseeaor vested prior to January 1,
2005.

10. Does Section 409A Only Apply to Deferred Compseation Plans Covering
Employees?

No. Section 409A also targets plans or arrangemiemt®ion-employee directors and
certain independent contractors.

11.  Are There New Reporting and Withholding Rules A a Result of Section
409A?

Yes. Amounts deferred under a nonqualified defeo@mhpensation plan are subject to
reporting and federal income tax withholding regments at the time they are included
in the employee’s income. All deferred amounts nigsteported on a W-2 or Form 1099
when deferred, even though the amounts are naéyable or includible in income.

12. Is there Any Type of Correction Program or Relef Offered by the IRS?

Yes, the IRS offers a correction program, but itvesy limited as to the types of
corrections. In general, in order to use the @biwa program, a 409A violation must be
unintentional, must be an operational failure aadnot be egregious or relate to a tax
avoidance transaction. An operational failure failure to comply with plan provisions
or the failure to follow 409A requirements due toaaror in operating the plan.

A taxpayer will not incur a penalty under 409A withspect to unintentional operational
failures under Section 409A that are corrected byemployer within the employer’s
same taxable year. IRS Notice 2007-100 providesiBp methods for correcting each
type of failure.
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13. Why Was 409A Implemented?

The final regulations were in response to legistatenacted by Congress in 2004 to
address concerns involving reported abuses of radifigd deferred compensation plans.

This came to the forefront as a result of corposzi@ndals, such as Enron, and due to
companies that are failing and that pay executidsrred compensation in full.

14. Where Can | Obtain Additional Information About Section 409A?

Contact any of the following attorneys.

Tom Sigmund 614-462-5462
tsigmund@keaglerbrown.com

John Thomas 614-462-5453
jthomas@keqglerbrown.com

Kristy Britsch 614-462-5412
kbritsch@keglerbrown.com

Eric Duffee 614-462-5433
eduffee@keqlerbrown.com

Brendan Feheley 614-462-5482
bfeheley@keglerbrown.com
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