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Background
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What is Section 409A?
 Section 409A was adopted as a way to regulate deferred compensation 

arrangements.
– What is “deferred compensation”?

• A legally binding right – a promise – oral or written
• To pay compensation – cash, equity, benefits of many kinds
• To a current, former or future employee, director or consultant 
• Such compensation is not guaranteed to be paid on or before March 15 of 

the following year
 Section 409A was enacted, in part, in response to the practice of Enron executives 

accelerating the payments under their deferred compensation plans in order to 
access the money before Enron’s bankruptcy, and also in part in response to a 
history of perceived tax-timing abuse.
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What is Section 409A?
 Examples of “deferred compensation”
 Severance arrangements
 Change of control benefits – earn-out payments, 280G gross-ups
 Bonuses – performance, signing, retention, change of control
 Certain stock rights – discounted options, RSUs, guaranteed return awards
 Director compensation – fee deferrals, perquisites 
 Salary deferrals
 Certain reimbursements
 Uncapped vacation accruals
 “Top-hat” deferred compensation plans and supplemental executive 

retirement plans (“SERPs”)

 Each of these is a current legally binding right with compensation potentially to be 
paid in a later taxable year

 Section 409A imposes penalties on “nonqualified deferred compensation plans” 
that are not (i) “exempt” from or (ii) “compliant” with Section 409A.
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Summary of 409A Rules

Exemption: Short-Term 
Deferral (on or before 15th

day of third month of year 
after vesting)

Exemption: Exempt Stock 
Rights or Stock Awards 

(options, RSUs that settle 
shortly after vesting, 

restricted stock)

Exemption: Qualified Plans 
(i.e. 401k Plans)

Exemption: Separation Pay 
Plan (a.k.a. “2x2”)

Watch “Good Reason” 
definition

Watch for walkaway 
rights

If NDCP is not 
exempt, then it must 
comply with 409A.

Must Comply and Pay On:

1. Fixed Date or Fixed Schedule 
from a vesting event

2. CIC
3. Separation from Service
4. Disability
5. Death
6. Unforeseen Emergency

Note: 6 month delay for specified 
employees upon separation from 
service.

Note: Watch for “toggling” within 
the same payment event, except 
upon a separation from service 
following a CIC.
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Section 409A Penalties
• Penalties for non-compliance:

– All current and prior year “deferred compensation” of the same kind (even 
properly deferred amounts) may become immediately taxable if vested

• Federal, state and employment taxes 
– Additional 20% federal tax penalty
– Federal interest on tax not paid at underpayment rate + 1%
– California imposes an additional 5% tax penalty plus interest

• Companies must withhold the ordinary income and employment taxes 
– No withholding obligation for the 20% penalty tax

• Companies must report failed deferrals and “409A income” on W-2 and possibly 
amend prior years’ W-2s
– Penalties to company for failure to timely withhold and report
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Scope of this Presentation
• This presentation presents an overview of the following

– Exemptions from the Coverage of Section 409A
– Compliant Payment Structures under Section 409A
– The Definition of a Payment for purposes of Section 409A; and
– Corrections Programs available for potential violations of Section 409A

• This presentation addresses both the foregoing topics under both the 
current regulations under Section 409A as well as proposed regulations.
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Exemptions
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Short-Term Deferral Rule
– A payment which must be made within 2 ½ months following the year 

in which the payment vests is generally exempt from 409A 
requirements (“short-term deferral”)

– Payment may continue to qualify as a short-term deferral even if made 
outside the 2 ½ month period if: 

• It is administratively impracticable for the company to make the 
payment by the end of the 2 ½ month period

• Making the payment would jeopardize the company’s ability to 
continue as a going concern

• Making the payment would result in lost Section 162(m) deduction 
if deduction was not reasonably foreseeable at the time the legally 
binding right arose

• Making the payment would violate federal securities laws or other 
applicable law.
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Exempt Stock Rights

– Restricted stock awards, stock options, and stock appreciation rights (“stock 
rights”) granted with respect to “service recipient stock” may be exempt from 409A 
if certain conditions are met

– “Service recipient stock” generally does not include stock that is subject to a 
repurchase or call right for a repurchase price less than the fair market value of 
such stock; however, repurchases at less than fair market value are permitted 
upon: 

• The service provider’s involuntary separation from service for cause; or
• The occurrence of a condition within the service provider’s control (e.g., non-compliance 

with a non-compete or non-disclosure agreement)

– Stock Options are exempt from Section 409A where they have an exercise price 
that is not less than the fair market value of the Company’s common stock on the 
date of grant

• For purposes of determining the FMV of the Company’s common stock, Section 409A 
provides a safe harbor where a valuation is performed by an independent valuation firm 
pursuant to certain requirements set forth in the Section 409A regulations within one 
year prior to the date of grant (provided, however, that intervening material events may 
cut the one-year timeline short)
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Exempt Stock Awards
Grants to Prospective Service Providers

– Stock rights may generally only be granted to employees and consultants who 
are providing services on the date of grant to the issuing company or its 
controlled subsidiaries

• Possible exception for issuances by any entity for which is reasonably 
anticipated that the service provider will begin providing services within 
12 months after the date of grant and the person actually begins 
providing services within 12 months after the date of grant 

• Potential Application: 
– NSOs granted to prospective service providers are not automatically 

disqualified from exemption under Section 409A
– However, awards to prospective employees and consultants may still not 

permitted under:
• ISO rules (see IRC 422(a)(2))
• Certain securities laws (see Rule 701(c) of the Securities Act) 
• Many equity plans
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Separation Pay Plan Exemption

– Payments upon an involuntary separation from service (or a voluntary 
separation from service pursuant to a qualifying window program) can 
be exempt from Section 409A if: 

• The separation pay does not exceed two times the lesser of (1) the 
service provider’s annualized compensation for the year preceding 
the year of termination and (2) the 401(a)(17) limit ($290,000 in 
2021), and 

• The payments are made by the end of the second year following 
the year of termination

– For service providers whose employment begins and ends during the 
same taxable year, the service provider’s annualized compensation for 
the year of termination should be used to compute the dollar 
threshold

17



Separation Pay Plan Exemption

• Remember: the separation pay plan exception only applies to actual 
“involuntary termination” – service provider was willing and able to work

• Death and disability excluded
• Resignation for “good reason” may qualify if the definition of 

“good reason” is consistent with safe harbor definition 
• Safe harbor definition of “good reason”:

– Only certain IRS-specified material negative changes to the employment 
relationship may trigger the resignation right;

– The employee must provide the employer with written notice specifying the 
“good reason” condition within ninety days following its initial existence; 

– The employer must have at least a thirty days to cure the condition and avoid 
paying severance benefits; and

– Resignation must occur within two years after initial event giving rise to good 
reason.
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Separation Pay Plan Exemption

Specifically Listed Safe Harbor “Good Reason” Triggers:
• Material diminution in annual base compensation

– NOT bonus or benefits – guaranteed base compensation
• Material diminution in authority, duties or responsibilities

– NOT title
• Material diminution in the authority, duties or responsibilities of the 

supervisor to whom employee is required to report, including a 
requirement that employee report to a corporate officer or employee 
instead of the board of directors

• Material diminution in budgetary authority
• Material change in geographic work location

– Best to phrase as increase in one-way commute that exceeds a 
specified distance

• Any other action or inaction that constitutes a material breach by the 
employer of the agreement under which the employee provides service.
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Transaction-Based Compensation
– Transaction-based compensation payments are payments related to 

certain types of changes in control (including escrow and earn-out 
payments) that are: 

• Made because a company purchases its stock or a stock right 
(includes ISOs & exempt stock rights) held by a service provider or

• Calculated by reference to the value of the company’s stock. 
– Transaction-based compensation (including the spread value payable 

on an option) may be paid on the same schedule and under the same 
terms as apply to other stockholders in the change in control generally

• But, all payments must be made within 5 years following the 
change in control

– Transaction-based compensation is treated as complying with Section 
409A (instead of being exempt from Section 409A)
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Transaction-Based Compensation
– For transaction-based compensation payments that will be made greater 

than 5-years following a chance in control, the 409A rules permit such 
payments to be exempt as short-term deferrals, where:

• The payments are made subject to the new vesting condition at or prior to the 
change in control;

• The new vesting condition must be added in connection with the change in 
control;

• The new vesting condition must constitute a substantial risk of forfeiture; and
• The compensation subject to the new vesting condition must be payable 

under the same terms and conditions applicable to stockholders generally.
– If all of the above criteria are met, then transaction based compensation 

remains exempt even beyond 5-years following a change in control.  Note 
that this can be stacked with the 5-year exception, therefore only 
payments from year 5 onward need to be subject to a substantial risk of 
forfeiture.
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Compliant Payment Structures
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409A: Compliant Payments  
“Six Triggers”

• Structuring payments to be compliant with Section 
409A can be complex. The basic premise is that 
payments can be paid upon one of six payment 
triggers: 
– Death
– Disability
– Separation from service
– Specified time or event
– Change in control
– Unforeseeable emergency
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409A: Compliant Payments
It is Not Easy to Change 409A Compliant Payments

• Compliant payments are effectively carved in stone 
– Restricted ability to accelerate
– Restricted ability to defer
– Very few exceptions

• However, there is some flexibility to accelerate or defer certain compliant 
payments of deferred compensation.
– Payments due to death of a service provider
– Payments to beneficiaries due to beneficiaries’ death, disability or 

unforeseeable emergency
– Compliance with bona fide foreign ethics laws or conflicts of interests 

laws
– Compliance with federal debt collection laws
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409A: Compliant Payments
Death of Service Provider

• Generally, if deferred compensation is to be paid, it must be paid in 
the same taxable year as the triggering event or, if later, by the 15th

day of the third calendar month following the triggering event, as 
long as the recipient of the compensation is not able to designate 
the year of the payment.  If payment spans two taxable years, it 
must be made within 90 days of the triggering event.

• Upon a payment due to the death of the service provider :  
– Payment may be made until December 31 of the first year following 

the year of the employee’s death.
– The recipient may have the right to designate the taxable year of 

payment without violating Section 409A.
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409A:  Compliant Payments 
Death/Disability/Unforeseeable Emergency of Beneficiary,

Foreign Ethics/Conflicts of Interest Laws, & Federal Debt Collection

• Acceleration of a payment of deferred compensation to a 
beneficiary is permitted due to the death, disability or an 
unforeseeable emergency of a beneficiary (who has become 
entitled to a payment due to a service provider's death).

• An existing plan can be amended to allow such accelerated 
payment events, or such accelerated payment can be made without 
amending the plan at any time during the period described on the 
prior slide. 

• Any deferred compensation may be accelerated as reasonably necessary 
to comply with a bona fide foreign ethics or conflicts of interest law.

• Accelerated payments are permitted to the extent “reasonably necessary” 
to comply with federal debt collection laws.
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409A:  Compliant Payments
Plan Terminations/Liquidations

• A deferred compensation plan may be terminated and liquidated and payment thereunder 
accelerated if, among other things: (i) the service recipient terminates and liquidates all plans 
it sponsors that would be aggregated with the terminated plan if the same service provider 
had deferred compensation under all such plans; and (ii) the service recipient does not, for 
three years, adopt a new plan that would be aggregated with the terminated and liquidated 
plan if the same service recipient participated in all such plans. 

– There are nine types of nonqualified deferred compensation plans under the plan 
aggregation rules.

– Acceleration of payment under this rule is permitted only if the service recipient 
terminates and liquidates all plans of the same category that the service recipient 
sponsors, not only all plans of the same category in which a particular employee 
participates. 

– The three-year ban on adopting a new plan of the same category as the terminated and 
liquidated plan applies regardless of which service providers participate in the plan.
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409A:  Compliant Payments
Plan Terminations/Liquidations

• In the case of plan liquidations within 30 days prior to or 12 months 
following a change in control, the rules are somewhat more 
permissive.

• If all plans that are required to be aggregated are terminated as to 
all participants who were subject to the change in control, then 
distributions may be made within 12 months of such termination, 
provided that the affected participants cannot be given any election 
over whether the plan termination will occur. 
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409A: Compliant Payments
Separation from Service

• Parties to an asset sale may specify whether a service provider of 
the seller is treated as separating from service if the service 
provider provides service to the buyer after and as a result of the 
sale. 
– “[E]mployees do not experience a termination of employment, formal 

or otherwise” in a stock sale, regardless of the tax treatment.
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409A: Compliant Payments
Separation from Service

• A separation from service occurs if the facts and circumstances indicate 
that the employer and employee reasonably anticipate that: 
– no further services are to be performed or
– the level of services to be performed (whether as an employee or an 

independent contractor) would permanently decrease to no more than 20 
percent of the average level of services (as an employee or an independent 
contractor) over the preceding 36 months. 

– This rule applies to a service provider whose status changes from employee to 
independent contractor. 

• If an employee becomes an independent contractor but does not have a separation 
from service at such time, the service provider will have a separation from service 
in the future when he or she has a separation from service based on the rules that 
apply to independent contractors (i.e., expiration of the consulting contract(s), if 
expiration is a good faith and complete termination of the consulting relationship).
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Definition of Payment
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Definition of “Payment”

Payment Not a Payment

A transfer of cash A contribution to trust, or 
creation of beneficial interest in a 
trust, which is includable in 
income under 402(b)

An option grant with no 
readily ascertainable FMV

Any event that results in 
inclusion of income under 
economic benefit doctrine

A transfer or cancellation of 
deferred amount for welfare or 
other nontaxable benefits

A transfer of unvested 
property not yet includable in 
income under Section 83

A transfer of property 
includable in income 
under Section 83

An amount included in income 
under 457(f)(1)(A)

Transfers /creations of 
interest in trust not yet 
included in income under 
402(b)
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Section 83 Property as Payment
• Some practitioners previously took the view that the transfer of unvested 

stock with no 83(b) election was a “payment” within 409A, even though 
gains were not yet includable in income.

• IRS regulations have foreclosed that position, stating that practitioners 
may no longer contend a “payment” occurs upon the transfer of unvested 
stock with no 83(b) election.

• Example:
– In 2021, the Company and executive make a deferral election to defer a bonus for 2022 

to May 1, 2023.
– In 2022, the parties seek to amend the arrangement to provide for payment on May 1, 

2023, with the executive having the right to elect between an immediate cash payment 
or a number of shares equal to the fixed bonus, which will vest ratably over 2 more 
years if he remains in service. 

– This is a clear violation of 409A, as a subsequent election deferral would be needed. 
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Profits Interests as Payments?
• In the LLC context, it may not be necessary for recipients of profits 

interests to file an 83(b) election, in reliance on Rev Proc 93-27. 
– A profit interest, properly constituted at its liquidation value, held for two 

years, and where the holder is treated as a partner, is not taxable at grant, or 
at later vesting. 

• The IRS previously issued proposed regulations to permit the filing 
of Section 83(b) elections on profit interests. The guidance remains 
proposed. 

• If an 83(b) election is not filed, does payment for 409A purposes 
occur at the profit interest grant or upon later vesting? 
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Cancellation for Options

• Another ambiguity is whether nonqualified deferred
compensation compliant with 409A could be cancelled for an
earlier payment of an option.

• A transfer of a nontaxable benefit is a payment, but options
without a readily ascertainable FMV are not considered
payments under Section 409A.

• Since an “option” is not a payment under Section 409A, would
this constitute an impermissible acceleration of the compliant
payment?
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Payment Elections

• Where a Service Provider is given the ability to elect between
differing times of payments, that election must be made in
compliance with Section 409A and the doctrine of
constructive receipt.

• Generally, any such election must be made on a prescribed
schedule (i.e., sometimes, no later than the close of the
Service Provider’s taxable year immediately prior to the
taxable year in which the services for which the payment is
made are performed).

• Note that these rules govern initial payment elections and
that changing an existing payment entitlement are governed
by different (and potentially more restrictive) rules.
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Corrections Programs
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Section 409A Correction Programs
 Section 409A offers various correction opportunities for nonqualified deferrals that 

contain operational or documentary errors. 
 Operational: Improper accelerations or deferrals under 409A or stock options bearing a discount;
 Documentary: Impermissible definitions of permitted payment events; failure to provide six month 

delay; impermissible acceleration allowed; no payment event is a permissible payment event, etc.

 The 409A correction programs are burdensome, in some cases, requiring notices 
to service providers and the IRS, imposing penalties, and limiting relief to non-
insiders. Each type of correction should be evaluated for its own eligibility criteria. 
These are referred to as the “Correction Conditions.” 
 A discounted option can be corrected by upward adjustment of the exercise price; notice of 

correction must be provided to the IRS, and if the correction occurs in the year after the grant, 
also to the service provider. Correction ability phases out after close of year of grant for 
insiders and otherwise upon close of year after grant. Notice 2008-113

 A plan contains no permissible payment trigger. Here, if correction is made prior to payment, 
50% of the vested amount is subject to 409A penalties (and the tax is paid and reported on W-
2). Service provider and service recipient must attach correction notices to each of their tax 
returns. Notice 2010-6
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What if Amounts are Unvested?
 Practitioners historically took the position that corrections may be made 

freely of amounts that would be unvested for the entire year of correction
(i.e., amounts subjected to a substantial risk of forfeiture). 

 BUT: Correction of unvested amounts is restricted where the amount is 
not subject to a substantial risk of forfeiture at all times during the taxable 
year of correction.
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Ruling On Point
Office Chief Counsel Memo No. 201518013 (May 2015)
 Facts: In 10/01, Company enters into a retention agreement with executive, 

promising that if he is employed on 10/03, he will get a retention bonus. The 
agreement allows payment in two equal installments on 10/04 and 10/05, but 
that the Company may pay in a lump sum on 10/04 if it so chooses. On 6/03, 
the Company amends the bonus to remove the impermissible acceleration 
ability, and the executive earned the bonus and was paid on 10/04 and 10/05.

 Holding: The correction is ineffective. 
 In year 1 and 2, while the award was unvested for the entirety of those 

years, the executive has no income inclusion due to 409A.
 In year 3, the entire deferred amount vests and is included in income in 

year 3. The correction to enact a deferral was ineffective for tax purposes.
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Limitations on When
Corrections May Occur

• The IRS has been concerned that practitioners were fabricating or reading errors into 
documents in order  to change the time/form of payments of unvested payments. 

• Otherwise unvested amounts are deemed to be vested (and thus ineligible for correction 
and includable in income under 409A) if: 

– There is a change in the time/form of payment not otherwise permitted by 409A where 
the service provider has not made a reasonable good faith determination that (i) the 
original provision failed to meet the 409A requirements and (ii) the change is necessary 
to bring the plan into compliance; or

– The intended correction is part of a pattern or practice of changing the time or form of 
payment with respect to unvested deferred amounts. Evidence of a pattern or practice 
includes (but is not limited to) whether substantially similar failures: 

• are promptly corrected upon discovery;
• have occurred as to unvested amounts more frequently than for vested amounts;
• occur more frequently as to newly adopted plans;
• appear intentional, numerous;
• repeat past failures that have since been corrected. 
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Limitations on How
Corrections May Occur

• There are also limits regarding the manner of correcting amounts entirely 
unvested in the tax year of correction. 

• An amount unvested will be deemed vested (and thus ineligible for correction and 
includable in income under 409A) if:
– The correction method is not consistent with the applicable correction 

method (if one exists) set forth in applicable guidance; or
– Substantially similar failures under other plans of the service recipient are not 

corrected in substantially the same manner. 
• While the correction method must be consistent with the IRS correction guidance, 

the Correction Conditions do not apply (e.g., notice, inclusion of penalties, phasing 
out of ability to correct, eligibility).
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Remaining Questions
• How to measure whether an amount is entirely unvested in as year when the vesting 

depends on an event rather than a date (e.g., a change in control or IPO that could
occur in a year, but is not scheduled to occur in a year)?

• The correction rules are not necessarily clear, as to when and how they apply. 
Sometimes, plans may have multiple failures, and overlapping correction protocols may 
apply. 

• Some documentary errors are not correctable under the amnesty programs. In some 
cases, practitioners theorize because certain errors are especially offensive to the core 
of 409A (e.g., haircuts and service provider accelerations referenced in 2010-6(VII.D)). 

• Are common law fixes available outside of the correction programs? 
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Example Q&As
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409A Example 1
Archie is a CEO of a start-up company. He is paid $200,000 per year, but in June of year 2, he
would like to lower his salary to $150,000 per year and have the reduced amount trued up
to him when there is a later financing of $5 million. The financing happens in year 5, and he
receives a bonus of $200,000 at that time.

a. What if there is no contract or written agreement for this arrangement?

b. What if Archie’s employment is terminated in year 3 and the company pays out the
$50K he forewent?

c. What if Archie traded his salary for stock options that vest over 2 years?
d. What if Archie traded his salary for restricted stock units that vest over 2 years?
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409A Example 1
Archie is a CEO of a start-up company. He is paid $200,000 per year, but in June of year 2, he would like to
lower his salary to $150,000 per year and have the reduced amount trued up to him when there is a later
financing of $5 million. The financing happens in year 5, and he receives a bonus of $200,000 at that time.
This arrangement is deferred compensation for which there would need to be an advance election. The
payment date would also need to be a complaint payment event. Because a financing is not a complaint
event, this arrangement doesn’t work under 409A.

a. What if there is no contract or written agreement for this arrangement? If this was just a
unilateral salary reduction and a subsequent unrelated bonus, then this would be fine – the
trouble is where there is a present salary reduction in exchange for an entitlement to a later
payment. We would look to state law governing implicit contracts here.

b. What if Archie’s employment is terminated in year 3 and the company pays out the $50K he
forewent? The facts tend to show a deferral of a vested entitlement.

c. What if Archie traded his salary for stock options that vest over 2 years? This should be fine
under 409A, because base salary and options are both exempt – however, there would still
need to be an advance election under constructive receipt rules.

d. What if Archie traded his salary for restricted stock units that vest over 2 years? Similar to base
salary, RSUs are subject to a substantial risk of forfeiture. This differs from options which are
exempt stock rights. This is problematic because converting base salary into RSUs extends the
substantial risk of forfeiture, which doesn’t work under 409A (unless Archie was granted a
greater amount of RSUs by at least 25%, in which case this works).
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409A Example 2
On 5/1/1, Barny Bumble, Inc. granted a stock option at $0.50. The company has a 409A
independent appraisal as of 2/1/1 showing a value of $0.45, but there was a significant SAFE with
discounts that occurred on 4/1/1 and a significant secondary where outside buyers paid $0.60
per share on 4/15/1.

a. Are the options exempt from 409A?

b. If not, how would we fix this option?

c. What if Barny Bumble, Inc. granted a cash appreciation right rather than an option?

d. What if this option was granted by the sister-company of Barny Bumble, named Carlos
Carnival, Inc., all under common control?
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409A Example 2
On 5/1/1, Barny Bumble, Inc. was granted a stock option at $0.50. The company has a 409A independent
appraisal as of 2/1/1 showing a value of $0.45, but there was a significant SAFE with discounts that occurred on
4/1/1 and a significant secondary where outside buyers paid $0.60 per share on 4/15/1.

a. Are the options exempt from 409A? Because there is evidence that the FMV of the stock was higher
than the exercise price at the time of grant, there is a risk that this is a discounted option (and not
exempt from Section 409A). There is some debate regarding whether a SAFE triggers a valuation
change for purposes of Section 409A. A valuation change is more likely when the SAFE looks like
preferred stock (i.e. is granted at a discount, covers a large amount of stock, etc.).

b. If not, how could this option be corrected? The 409A corrections procedures permit an adjustment
of the exercise price to reflect the correct FMV during the year of grant (the Company will need an
independent appraisal if it doesn’t know the correct FMV).

c. What if Barny Bumble, Inc. granted a cash appreciation right rather than an option? This does not
change the analysis; this is still a deferral – if not corrected, then the cash right is “in-the-money”
and therefore should be subject to immediate taxation at penalty rates.

d. What if this option was granted by the sister-company of Barny Bumble, named Carlos Carnival, Inc.,
all under common control? Options must be service-recipient stock. Options in a parent corporation
are allowed, options in a brother/sister/subsidiary corporation are not allowed. Therefore, this
option is not exempt from 409A.
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409A Example 3
Darren has a severance agreement that provides him a severance benefit of 24 months’
continued payment upon a termination without cause or a resignation for good reason. Assume
his payments are continued payments and he makes $1M per year.

a. Is this arrangement exempt from or compliant with Section 409A?

b. If his definition of Good Reason includes any reduction of his salary or any relocation, is
his severance exempt or compliant with 409A?

c. If his termination includes payment upon a death or disability, is this arrangement
exempt under 409A?

d. If the payment is conditioned upon his returning a release of claims in favor of the
company, is this arrangement exempt or compliant with 409A?
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409A Example 3
Darren has a severance agreement that provides him a severance benefit of 24 months’ continued payment upon a
termination without cause or a resignation for good reason. Assume his payments are continued payments and he
makes $1M per year.

a. Is this arrangement exempt from or compliant with Section 409A? This doesn’t fit under the 2x2 exemption
as it exceeds the $290,000 per year limit. The first $580,000 can be exempt under the 2x2 exemption, and
then the balance is compliant (fixed amount/schedule).

b. If his definition of Good Reason includes any reduction of his salary or any relocation, is his severance
exempt or compliant with 409A? In order to use the 2x2 exemption a “good” Good Reason definition is
required. This definition includes hair-triggers and therefore is not a “good” Good Reason definition, so this
payment can only be compliant.

c. If his termination includes payment upon a death or disability, is this arrangement exempt under 409A? 2x2
does not include triggers based on death/disability, and therefore this cannot be exempt.

d. Can payment be conditioned upon his returning a release of claims in favor of the company? Yes. As to the
exempt portion, the payments should commence 60 days post-termination, subject to forfeiture if the
release has not been returned & become irrevocable at that time. As to the any complaint portion (over the
exempt amount) Darren is permitted 90 days to consider a release, but, if such 90 day period straddles two
calendar years, the payment to Darren must always occur in the second year.
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409A Example 4
In year 1, all senior executives of Great Goods, Inc. participate in the company's
deferred bonus plan. Each participant in the plan is entitled to an annual bonus equal
to 50% of the participant's base salary for year 1, but only payable if the participant
remains employed through December 31 of Year 3, provided that the aggregate
amount of bonuses paid under the plan in any year will not exceed 10% of the
company's annual profits for that year.

a. Is this arrangement 409A exempt or compliant?

b. Would this arrangement work if the aggregate value of bonuses does not have
a limit?

c. What if the participants do not need to remain employed to receive this
bonus, and the payment is simply made on the earlier of December 31 of Year
3 or a change in control?
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409A Example 4
In year 1, all senior executives of Great Goods, Inc. participate in the company's deferred bonus
plan. Each participant in the plan is entitled to an annual bonus equal to 50% of the participant's
base salary for year 1, but only payable if the participant remains employed through December
31 of Year 3, provided that the aggregate amount of bonuses paid under the plan in any year will
not exceed 10% of the company's annual profits for that year.

a. Is this arrangement 409A exempt or compliant? This is an exempt payment because of
the employment condition.

b. Would this arrangement work if the aggregate value of bonuses does not have a limit?
Yes, this still works.

c. What if the participants do not need to remain employed to receive this bonus, and the
payment is simply made on the earlier of December 31 of Year 3 or a change in control?
This can still work, but will require both a fixed schedule and a fixed amount. Note that if
Company has a payment range (i.e. 1.0-1.5x multiplier), this would not work (no fixed
amount). However, if the payment has a 0-1.5x multiplier, then there is no binding right
(because of the potential to receive no payment), so Section 409A wouldn’t apply.
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409A Example 5
Oliver has an option covering 100 shares of Soap, Inc. which is subject to
vesting over a 2-year period. Soap, Inc. is subject to a change of control at a
time when Oliver has not yet vested into any portion of his option. The
acquiror wants to convert Oliver’s existing option entitlement into vesting
cash (on the same vesting schedule) following the change of control, subject
to his continued employment on each payment date.

a. Is this exempt under Section 409A?

b. Assume instead that the vesting cash would be subject to vesting over
a 4-year period.

c. What if the acquiror wanted to convert the options into RSUs?
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409A Example 5
Oliver has an option covering 100 shares of Soap, Inc. which is subject to vesting over a 2-year period. Soap, Inc. is
subject to a change of control at a time when Oliver has not yet vested into any portion of his option. The acquiror
wants to convert Oliver’s existing option entitlement into vesting cash (on the same vesting schedule) following the
change of control, subject to his continued employment on each payment date.

a. Is this exempt under Section 409A? Some practitioners are comfortable that this arrangement works under
Section 409A. The primary concern in a conversion of an option into another compensatory right is that
such other right could pay in a later year. Where an option is converted into vesting cash, it typically
accelerates the payment of tax (as, typically, an optionee does not exercise and become subject to tax on
each vesting date) and therefore may be of lesser concern to the IRS.

b. Assume instead that the vesting cash would be subject to vesting over a 4-year period. This arrangement is
not permitted under Section 409A, as it results in the deferral of a tax payment. Similarly, revesting vested
option consideration would not be permitted.

c. What if the acquiror wanted to convert the options into RSUs? This is okay, so long as the conversion does
not result in a deferral of tax. So, for example, the RSUs cannot be 2-tier RSUs (subject to vesting only
following satisfaction of a time-based vesting condition and a liquidity event requirement), as this would
likely delay tax. But RSUs that vest/settle on the same schedule as the options (or a shorter schedule) are
okay.
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409A Example 6
In year 1, a bonus plan provides for payment on any “change in control”, 
including a dissolution or IPO, occurring in year 4 or thereafter, so long as the 
employee is in service at the end of year 3. Assume the definition of a 
“change in control” is not itself subject to a substantial risk of forfeiture 
because it includes a dissolution. The Company seeks to correct the definition 
of change in control to make it 409A compliant.
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409A Example 6
Correction Before Year of Vesting (i.e., in Year 1-2): If the Company corrects in year 2, 
while unvested, the Company can do so by imposing a 409A compliant change in 
control definition. None of Correction Conditions apply; however, the Company may 
not amend the award to provide payout on a different permissible event (e.g., on a 
separation from service). 

– This assumes the Company has in good faith determined the error to exist and 
the corrected plan does not fit within a pattern or practice of similar 
corrections. 

– This assumes the Company has corrected other similar arrangements under 
this same approach. 

Correction After Vesting or in Year of Vesting (i.e., in Year 3-4): Notice 2010-6 would 
permit the correction. Notice would be provided to the IRS and the impacted service 
provider. If the correction is made in year 3, and an IPO occurs in year 4 and no other 
change in control event occurs, the service providers face a penalty of 25% income 
inclusion of the amount deferred. This is because Notice 2010-6 imposes a penalty if 
the original non-compliant event occurs within one year of correction.
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409A Example 7
An executive’s employment agreement provides that if he has been in 
continuous service for five years, he will vest in a separation bonus. His 
separation bonus will be paid to him at any time at his election during the 
three years following his separation from service. The Company finds an error 
in allowing the service provider to change the time or form of payment 
following a permissible payment event. In year 3 of a participant’s service, 
while unvested, the Company decides to revise the arrangement to require 
payment on the separation from service. Does this amendment comply with 
the correction procedures under 409A?
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409A Example 7
This amendment may be challenged. 
– Notice 2010-6, VI.D allows for the correction of plan document failures 

that allow discretion to change payment timing following a permissible 
payment event. The notice provides that if the plan does not have a 
default payment date, the correction must provide for payment on the 
latest originally possible date.

– It would seem the right course of action is to provide for payment on 
the latest date of the third year following separation. 
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Thank You
Marshall Mort, Esq.
Fenwick & West
mmort@fenwick.com

Jonathan Stephenson, Esq.
Fenwick & West
jstephenson@fenwick.com
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