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On October 11, 2004, the Senate 
approved a broad reaching corporate 
and international tax bill that includes 
amendments impacting nonqualified 
deferred compensation arrangements. 
The House of Representatives previ-
ously passed the bill on October 7, and 
the President is expected to sign the 
bill into law shortly. Provisions under 
the bill, the “American Jobs Creation 
Act of 2004” (H.R. 4520), will result in 
sweeping changes in the design and 
operation of nonqualified deferred 
compensation arrangements and will 
require employers to make an imme-
diate assessment of the impact of the 
legislation on their compensation 
arrangements. 

Deferred Compensation Provisions 
under the American Jobs Creation Act 
of 2004 (the “Act”)
The Act adds a new Section 409A to 
the Internal Revenue Code of 1986, as 
amended (the “Code”), requiring that 
all amounts deferred under a nonquali-
fied deferred compensation plan1 are 
taxable immediately to the extent such 
amounts are not subject to a substantial 
risk of forfeiture,2 unless the plan con-
forms with the following restrictions:

Permissible Distributions
Amounts deferred may not be distrib-
uted earlier than 

— the participant’s separation from service 

(as determined by the Treasury), and in the 

case of key employees3 of publicly traded 

companies, not earlier than 6 months after 

the date of their separation from service,

— the participant’s disability,

— the participant’s death,

— a specified time (or pursuant to a fixed 

schedule) established under the plan at the 

date of the deferral,

— to the extent provided by the Treasury, upon 

a change in control, or

— the occurrence of an unforeseeable emer-

gency.

No Acceleration of Benefits
— The plan may not permit the acceleration of 

the time or schedule of any payments under 

the plan, except as provided by the Treasury.

— This provision effectively eliminates 

“haircut” arrangements (i.e., where a 

participant agrees to forfeit a portion 

of his or her benefit in exchange for an 

early distribution) as well as other com-

mon arrangements whereby amounts 

are distributed earlier than originally 

specified, whether by changes to the 

form of payout or by revising distribu-

tion elections.

Requirements with Respect to Elections
— The plan must require that initial deferral 

elections be made before the taxable year 

in which compensation is earned (new 

participants can make elections respecting 

unearned compensation within 30 days 

after first becoming eligible to participate).

— Exception — In the case of perfor-

mance-based compensation based on 

services performed over a period of 
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at least 12 months, elections must be 

made no later than 6 months before 

the end of the service period.

— A subsequent election to change the timing 

or form of benefit would only be permitted 

if

— the election does not take effect until 

at least 12 months after the date on 

which the election is made, 

— except in the case of death, disability or 

an unforeseeable emergency, the elec-

tion provides a deferral period of not 

less than five years from the date the 

payment would otherwise have been 

made, and 

— with respect to an election to delay an 

amount payable at a specified time, 

the election must be made at least 12 

months prior to the date of the first 

scheduled payment.

Rules Relating to Funding
— The Act provides that assets located outside 

the United States (such as in an offshore 

trust) that are designated or are otherwise 

set aside for the payment of nonqualified 

deferred compensation constitute property 

subject to taxation under Section 83 of 

the Code, whether or not such assets are 

available to satisfy the claims of general 

creditors. The Act provides an exception for 

assets located in a foreign jurisdiction if 

substantially all of the services to which the 

deferred compensation relates are per-

formed in that foreign jurisdiction.

Triggers Related to Financial Health
— The Act also provides that compensation 

deferred under a nonqualified deferred 

compensation plan will constitute property 

subject to taxation under Section 83 of the 

Code if the plan provides that assets will be 

restricted to the payment of benefits under 

the plan upon a change in the employer’s 

financial health. 

— For example, in the case of a plan that 

provides that upon a change in the 

employer’s financial health, a trust (e.g., 

a rabbi trust) will become funded to 

the extent of all deferrals, all amounts 

deferred under the plan are treated 

as property transferred under Section 

83 of the Code. If a plan provides that 

deferrals of certain individuals will 

be funded upon a change in financial 

health, the transfer of property would 

occur with respect to compensation 

deferred by such individuals. The 

Conference Report provides that the 

provision is not intended to apply 

when assets are restricted for a reason 

other than change in financial health 

(e.g., upon a change in control) or if 

assets are periodically restricted under 

a structured schedule and scheduled 

restrictions happen to coincide with a 

change in financial health.

— The transfer of property occurs upon the 

earlier of the date the plan first provides 

that assets will be restricted or the date the 

assets are so restricted.

Interest and 20% Penalty
— If compensation is required to be included 

in income under Section 409A because of 

violation of the funding or financial health 

requirements, or due to a failure to comply 

with the distribution, no acceleration or 



Leboeuf, Lamb, Greene & MacRae, l.l.p. 3 October 12, 2004

timing of election requirements described 

above, interest and a 20% additional tax is 

imposed.

New Reporting Obligation
— The Act requires that amounts deferred be 

reported to the IRS on an individual’s Form 

W-2 (or 1099) for the year deferred, even if 

the amounts are not currently includible in 

income for the taxable year.

Provisions Not Included in the Act
— The Act does not include provisions previ-

ously included in the Senate bill (the “Jump-

start Our Business Strength Act of 2004,” 

S. 1367) that would have prohibited the 

deferral of stock option and restricted stock 

gains and imposed restrictions on invest-

ment options under nonqualified deferred 

compensation plans.

Effective Date
— The amendments to the Code are effective 

for amounts deferred after December 31, 

2004. In addition, amounts deferred before 

January 1, 2005 are subject to these amend-

ments if the plan under which the deferral 

is made is materially modified after October 

3, 2004.

— An amount is considered deferred 

before January 1, 2005, if the amount is 

earned and vested before such date.

— Accelerated vesting under a plan after 

October 3, 2004 would be a material 

modification.

Regulations
— The Treasury has been directed to issue 

guidance necessary to carry out the amend-

ments, including: (i) what constitutes a 

change of control under new Section 409A 

(to be issued within 90 days of enact-

ment); (ii) the treatment of nonqualified 

defined benefit plans; (iii) exempting 

certain offshore funding arrangements that 

are not abusive from immediate taxation 

under new Section 409A; (iv) the defini-

tion of financial health; (v) disregarding 

a substantial risk of forfeiture in certain 

circumstances; and (vi) providing a limited 

period during which (a) participants in a 

nonqualified deferred compensation plan 

adopted prior to December 31, 2004, would 

be permitted to terminate participation or 

cancel outstanding deferral elections with 

regard to amounts earned after December 

31, 2004, and (b) a plan may be amended to 

conform with the requirements of Section 

409A with respect to amounts deferred 

after December 31, 2004 (to be issued within 

60 days of enactment).

Action Items
In light of the breadth of this legislation, 
we recommend that you take the fol-
lowing actions:

— Inventory all plans and arrangements 

(including individual arrangements) that 

could be affected by the Act. In addition to 

traditional deferred compensation arrange-

ments, this could include, among other 

things, restricted stock units, performance 

units, stock appreciation rights (SARs), stock 

options with discounted exercise prices, 

SERPs, phantom stock awards, and retainer 

deferral arrangements.
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— Inventory all outstanding, unvested awards 

under current plans and arrangements that 

may be impacted by the Act. For purposes of 

the grandfather provision under the Act, an 

amount must be earned and vested before 

January 1, 2005. Accordingly, it appears 

unvested awards will be subject to the new 

rules.

— Communicate the new rules to participants 

and explain the likely impact on current 

plans and arrangements.

— Evaluate and prepare a game plan with 

respect to compliance with the new rules.  

This may include preparation for amending 

current plans and arrangements, drafting 

and adopting new plans that comply with 

the rules, allowing participants to terminate 

participation or cancel outstanding deferral 

elections, updating any S-8 prospectuses to 

reflect plan changes and the new tax rules 

and developing procedures to comply with 

the new W-2 reporting obligations.

— Prior to modifying any existing arrange-

ments, consider the impact of any modifica-

tions on the availability of the grandfather 

provision. Also consider whether the modi-

fication would be subject to shareholder 

approval requirements under NYSE or NAS-

DAQ listing standards or would implicate 

Form 8-K filing requirements.

We urge you to consult us with any 
questions you may have regarding the 
implication of the Act on your plans and 
arrangements.

For further information, please 
contact Andrew J. Fawbush at (904) 
630-5340 or afawbush@llgm.com, 
Martha N. Steinman at (212) 424-
8093 or msteinman@llgm.com, or 
Domnick Bozzetti at (904) 630-5320  
or dbozzetti@llgm.com, or your 
relationship attorney.

Endnotes
1.  A nonqualified deferred compensation plan is 
any plan that provides for the deferral of compensa-
tion other than a qualified employer plan or a bona 
fide vacation leave, sick leave, compensatory time, 
disability pay or death benefit plan. The term is 
broadly defined to include an agreement or arrange-
ment, including an agreement or arrangement that 
includes one person. 

2. With respect to the substantial risk of forfeiture 
requirement, the Conference Report on the Act 
provides that “[i]t is intended that substantial risk of 
forfeitures may not be used to manipulate the timing 
of income inclusion.”  The report further provides that 
“substantial risks of forfeiture should be disregarded 
in cases in which they are illusory or are used in a 
manner inconsistent with the purposes of the provi-
sion.”

3. Key employees generally include officers having 
annual compensation greater than $130,000 (adjusted 
for inflation and limited to 50 employees), 5% owners, 
and 1% owners having annual compensation from the 
employer greater than $150,000.
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