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§ 1.409A-4

payment under the nonqualified de-
ferred compensation plan even if in ac-
cordance with the terms of the non-
qualified deferred compensation plan,
the actions or inactions result in a de-
crease in the amounts deferred under
the plan, provided that such actions or
inactions do not otherwise affect the
time or form of payment under the
nonqualified deferred compensation
plan, and provided further that with re-
spect to actions or inactions described
in paragraphs (j)(6)(i) and (ii) of this
section, the change in the amount de-
ferred under the nonqualified deferred
compensation plan does not exceed the
change in the amounts deferred under
the qualified employer plan or the
broad-based foreign retirement plan, as
applicable:

(i) A service provider’s action or in-
action under the qualified employer
plan or broad-based foreign retirement
plan with respect to whether to elect
to receive a subsidized benefit or an an-
cillary benefit under the qualified em-
ployer plan or broad-based foreign re-
tirement plan.

(ii) The amendment of a qualified
employer plan or broad-based foreign
retirement plan to increase benefits
provided under such plan, or to add or
remove a subsidized benefit or an ancil-
lary benefit.

(iii) A service provider’s action or in-
action under a qualified employer plan
with respect to elective deferrals and
other employee pre-tax contributions
subject to the contribution restrictions
under section 401(a)(30) or section
402(g), including an adjustment to a de-
ferral election under such qualified em-
ployer plan, provided that for any
given taxable year, the service pro-
vider’s action or inaction does not re-
sult in a decrease in the amounts de-
ferred under all nonqualified deferred
compensation plans in which the serv-
ice provider participates (other than
amounts described in  paragraph
(G)(5)(iv) of this section) in excess of the
limit with respect to elective deferrals
under section 402(g)(1)(A), (B), and (C)
in effect for the taxable year in which
such action or inaction occurs.

(iv) A service provider’s action or in-
action under a qualified employer plan
with respect to elective deferrals and
other employee pre-tax contributions
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subject to the contributions restric-
tions under section 401(a)(30) or section
402(g), and after-tax contributions by
the service provider to a qualified em-
ployer plan that provides for such con-
tributions, that affects the amounts
that are credited under one or more
nonqualified deferred compensation
plans as matching amounts or other
similar amounts contingent on such
elective deferrals, pre-tax contribu-
tions, or after-tax contributions, pro-
vided that the total of such matching
or contingent amounts, as applicable,
never exceeds 100 percent of the match-
ing or contingent amounts that would
be provided under the qualified em-
ployer plan absent any plan-based re-
strictions that reflect limits on quali-
fied plan contributions under the Inter-
nal Revenue Code.

(6) Changes in elections under a cafe-
teria plan. A change in an election
under a cafeteria plan (as defined in
section 125(d)) does not result in an ac-
celerated payment of an amount de-
ferred under a nonqualified deferred
compensation plan to the extent that
the change in the amount deferred
under the nonqualified deferred com-
pensation plan results solely from the
application of the change in amount el-
igible to be treated as compensation
under the terms of the nonqualified de-
ferred compensation plan resulting
from the election change under the caf-
eteria plan, to a benefit formula under
the nonqualified deferred compensation
plan based upon the service provider’s
eligible compensation, and only to the
extent that such change applies in the
same manner as any other increase or
decrease in compensation would apply
to such benefit formula.

[T.D. 9321, 72 FR 19276, Apr. 17, 2007; 72 FR
41622, July 31, 2007]

§1.409A-4 Calculation of income inclu-
sion. [Reserved]

§1.409A-5 Funding. [Reserved]

§1.409A-6 Application of section 409A
and effective dates.

(a) Statutory application and effective
dates—(1) Application to amounts de-
ferred—(i) In general. Except as other-
wise provided in this section, section
409A applies with respect to amounts
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deferred in taxable years beginning
after December 31, 2004, and with re-
spect to amounts deferred in taxable
years beginning before January 1, 2005,
if the plan under which the deferral is
made is materially modified after Oc-
tober 3, 2004. For amounts deferred in
taxable years beginning before January
1, 2005, under a plan that is materially
modified after October 3, 2004, whether
the plan complies with the require-
ments of section 409A and these regula-
tions is determined by reference to the
terms of the plan in effect as of, and
any actions taken under the plan on or
after, the date of the material modi-
fication. Section 409A is applicable
with respect to earnings on amounts
deferred only to the extent that section
409A is applicable with respect to the
amounts deferred. Accordingly, section
409A does not apply with respect to
earnings on amounts deferred before
January 1, 2005, unless section 409A ap-
plies with respect to the amounts de-
ferred. For this purpose, a right to
earnings that is subject to a substan-
tial risk of forfeiture (as defined in
§1.83-3(c)) or a requirement to perform
further services, on an amount deferred
that is not subject to a substantial risk
of forfeiture (as defined in §1.83-3(c)) or
a requirement to perform further serv-
ices, is not treated as earnings on the
amount deferred, but a separate right
to compensation. Except as otherwise
provided in applicable guidance (see
§601.601(d)(2) of this chapter), the provi-
sions of §§1.409A-1 through 1.409A-5 and
this section provide the exclusive
means of identifying agreements,
methods, programs, or other arrange-
ments subject to section 409A, and the
exclusive means of satisfying the re-
quirements of section 409A with respect
to such agreements, methods, pro-
grams, or other arrangements.

(i1) Collectively bargained plans. Sec-
tion 409A does not apply with respect
to amounts deferred under a plan main-
tained pursuant to one or more bona
fide collective bargaining agreements
in effect on October 3, 2004, for the pe-
riod ending on the earlier of the date
on which the last of such collective
bargaining agreements terminates (de-
termined without regard to any exten-
sion thereof after October 3, 2004) or
December 31, 2009.

§ 1.409A-6

(2) Identification of date of deferral for
statutory effective date purposes. For
purposes of determining whether sec-
tion 409A is applicable with respect to
an amount, the amount is considered
deferred before January 1, 2005, if be-
fore January 1, 2005, the service pro-
vider had a legally binding right to be
paid the amount, and the right to the
amount was earned and vested. For
purposes of this paragraph (a)(2), a
right to an amount was earned and
vested only if the amount was not sub-
ject to a substantial risk of forfeiture
(as defined in §1.83-3(c)) or a require-
ment to perform further services.
Amounts to which the service provider
did not have a legally binding right be-
fore January 1, 2005 (for example, be-
cause the service recipient retained
discretion to reduce the amount), will
not be considered deferred before Janu-
ary 1, 2005. In addition, amounts to
which the service provider had a le-
gally binding right before January 1,
2005, but the right to which was subject
to a substantial risk of forfeiture or a
requirement to perform further serv-
ices after December 31, 2004, are not
considered deferred before January 1,
2005, for purposes of the effective date.
Notwithstanding the foregoing, an
amount to which the service provider
had a legally binding right before Jan-
uary 1, 2005, but for which the service
provider was required to continue per-
forming services to retain the right
only through the completion of the
payroll period (as defined in §1.409A-
1(b)(3)) that includes December 31, 2004,
is not treated as subject to a require-
ment to perform further services (or a
substantial risk of forfeiture) for pur-
poses of the effective date. For pur-
poses of this paragraph (a)(2), a stock
option, stock appreciation right, or
similar compensation that on or before
December 31, 2004, was immediately ex-
ercisable for cash or substantially vest-
ed property (as defined in §1.83-3(b)) is
treated as earned and vested, regard-
less of whether the right would termi-
nate if the service provider ceased pro-
viding services for the service recipi-
ent.

(3) Calculation of amount of compensa-
tion deferred for statutory effective date
purposes—(i) Nonaccount balance plans.
The amount of compensation deferred
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before January 1, 2005, under a non-
qualified deferred compensation plan
that is a nonaccount balance plan (as
defined in §1.409A-1(c)(2)(i)(C)), equals
the present value of the amount to
which the service provider would have
been entitled under the plan if the
service provider voluntarily termi-
nated services without cause on De-
cember 31, 2004, and received a payment
of the benefits available from the plan
on the earliest possible date allowed
under the plan to receive a payment of
benefits following the termination of
services, and received the benefits in
the form with the maximum value.

Notwithstanding the foregoing, for
any subsequent taxable year of the
service provider, the grandfathered
amount may increase to equal the
present value of the benefit the service
provider actually becomes entitled to,
in the form and at the time actually
paid, determined under the terms of
the plan (including applicable limits
under the Internal Revenue Code), as in
effect on October 3, 2004, without re-
gard to any further services rendered
by the service provider after December
31, 2004, or any other events affecting
the amount of or the entitlement to
benefits (other than a participant elec-
tion with respect to the time or form of
an available benefit). For purposes of
calculating the present value of a ben-
efit under this paragraph (a)(3)(i), rea-
sonable actuarial assumptions and
methods must be used. Whether as-
sumptions and methods are reasonable
for this purpose is determined as of
each date the benefit is valued for pur-
poses of determining the grandfathered
benefit, provided that any reasonable
actuarial assumptions and methods
that were used by the service recipient
with respect to such benefit as of De-
cember 31, 2004, will continue to be
treated as reasonable assumptions and
methods for purposes of calculating the
grandfathered benefit.

Actuarial assumptions and methods
will be presumed reasonable if they are
the same as those used to value bene-
fits under a qualified plan sponsored by
the service recipient the benefits under
which are part of the benefit formula
under, or otherwise impact the amount
of benefits under, the nonaccount bal-
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ance nonqualified deferred compensa-
tion plan.

(ii) Account balance plans. The
amount of compensation deferred be-
fore January 1, 2005, under a non-
qualified deferred compensation plan
that is an account balance plan (as de-
fined in §1.409A-1(c)(2)(i1)(A)), equals
the portion of the service provider’s ac-
count balance as of December 31, 2004,
the right to which was earned and vest-
ed (as defined in paragraph (a)(2) of this
section) as of December 31, 2004, plus
any future contributions to the ac-
count, the right to which was earned
and vested (as defined in paragraph
(a)(2) of this section) as of December 31,
2004, to the extent such contributions
are actually made.

(iii) Equity-based compensation plans.
For purposes of determining the
amounts deferred before January 1,
2005, under an equity-based compensa-
tion plan, the rules of paragraph
(a)(3)(ii) of this section governing ac-
count balance plans are applied except
that the account balance is deemed to
be the amount of the payment avail-
able to the service provider on Decem-
ber 31, 2004 (or that would be available
to the service provider if the right were
immediately exercisable) the right to
which is earned and vested (as defined
in paragraph (a)(2) of this section) as of
December 31, 2004. For this purpose, the
payment available to the service pro-
vider excludes any exercise price or
other amount that must be paid by the
service provider.

(iv) Earnings. Earnings on amounts
deferred under a plan before January 1,
2005, include only income (whether ac-
tual or notional) attributable to the
amounts deferred under a plan as of
December 31, 2004, or to such income.
For example, notional interest earned
under the plan on amounts deferred in
an account balance plan as of Decem-
ber 31, 2004, generally will be treated as
earnings on amounts deferred under
the plan before January 1, 2005. Simi-
larly, an increase in the amount of
payment available pursuant to a stock
option, stock appreciation right, or
other equity-based compensation above
the amount of payment available as of
December 31, 2004, due to appreciation
in the underlying stock after December
31, 2004, or accrual of other earnings
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such as dividends, is treated as earn-
ings on the amount deferred. In the
case of a nonaccount balance plan,
earnings include the increase, due sole-
ly to the passage of time, in the
present value of the future payments
to which the service provider has ob-
tained a legally binding right, the
present value of which constituted the
amounts deferred under the plan before
January 1, 2005. Thus, for each year,
there will be an increase (determined
using the same interest rate used to de-
termine the amounts deferred under
the plan before January 1, 2005) result-
ing from the shortening of the discount
period before the future payments are
made, plus, if applicable, an increase in
the present value resulting from the
service provider’s survivorship during
the year. However, an increase in the
potential benefits under a nonaccount
balance plan due to, for example, an
application of an increase in compensa-
tion after December 31, 2004, to a final
average pay plan or subsequent eligi-
bility for an early retirement subsidy,
does not constitute earnings on the
amounts deferred under the plan before
January 1, 2005.

(v) Definition of plan. For purposes of
paragraphs (a)(1), (2), and (3) of this
section, the term ‘‘plan’ has the mean-
ing provided in §1.409A-1(c), except
that the plan aggregation rules do not
apply for purposes of the actuarial as-
sumptions and methods used in para-
graph (a)(3)(i) of this section. Accord-
ingly, different reasonable actuarial
assumptions and methods may be used
to calculate the amounts deferred by a
service provider in two different agree-
ments, methods, programs, or other ar-
rangements each of which constitutes a
nonaccount balance plan.

(4) Material modifications—(i) In gen-
eral. Except as otherwise provided, a
modification of a plan is a material
modification if a benefit or right exist-
ing as of October 3, 2004, is materially
enhanced or a new material benefit or
right is added, and such material en-
hancement or addition affects amounts
earned and vested before January 1,
2005. Such material benefit enhance-
ment or addition is a material modi-
fication whether it occurs pursuant to
an amendment or to the service recipi-
ent’s exercise of discretion under the

§ 1.409A-6

terms of the plan. For example, an
amendment to a plan to add a provi-
sion that payments of deferred
amounts earned and vested before Jan-
uary 1, 2005, may be allowed upon re-
quest if service providers are required
to forfeit 20 percent of the amount of
the payment (a haircut) would be a ma-
terial modification to the plan. Simi-
larly, a material modification would
occur if a service recipient exercised
discretion to accelerate vesting of a
benefit under the plan to a date on or
before December 31, 2004. However, it is
not a material modification for a serv-
ice recipient to exercise discretion over
the time and manner of payment of a
benefit to the extent such discretion is
provided under the terms of the plan as
of October 3, 2004. It is not a material
modification for a service provider to
exercise a right permitted under the
plan as in effect on October 3, 2004. The
amendment of a plan to bring the plan
into compliance with the provisions of
section 409A will not be treated as a
material modification. However, a plan
amendment or the exercise of discre-
tion under the terms of the plan that
materially enhances an existing ben-
efit or right or adds a new material
benefit or right will be considered a
material modification even if the en-
hanced or added benefit would be per-
mitted under section 409A. For exam-
ple, the addition of a right to a pay-
ment upon an unforeseeable emergency
of an amount earned and vested before
January 1, 2005, would be considered a
material modification. The reduction
of an existing benefit is not a material
modification. For example, the re-
moval of a haircut provision generally
would not constitute a material modi-
fication. The following modifications
also are not material modifications for
purposes of this paragraph (a)(4)(i):

(A) The establishment of or contribu-
tions to a trust or other arrangement
from which benefits under the plan are
to be paid is not a material modifica-
tion of the plan, provided that the con-
tribution to the trust or other arrange-
ment would not otherwise cause an
amount to be includible in the service
provider’s gross income.

(B) The modification of a provision
requiring the immediate cancellation
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of a current deferral election, to re-
quire the cancellation of deferrals for
the same length of time beginning with
the first date at which the application
of such cancellation would not violate
section 409A (for example, the first
date of the service provider’s first tax-
able year following the cancellation).

(C) Compliance with a domestic rela-
tions order (as defined in §1.409A-
3(3)(4)(ii)) with respect to payments to
an individual other than the service
provider, or an amendment to a plan to
require compliance with a domestic re-
lations order with respect to payments
to an individual other than the service
provider.

(D) The modification of a plan pro-
viding a life annuity form of payment
to permit an election between the ex-
isting life annuity form of payment
and other forms of annuity payments
that would be treated as a single form
of payment with the existing life annu-
ity form of payment under §1.409A-
2(b)(2)(i1).

(E) The modification of a grand-
fathered plan to add a limited cashout
feature consistent with  §1.409A-
3(j)(4)(v) (exception to prohibition on
accelerated payments).

(i1) Adoptions of mew plans. It is pre-
sumed that the adoption of a new plan
or the grant of an additional benefit
under an existing plan after October 3,
2004, and before January 1, 2005, con-
stitutes a material modification of a
plan. However, the presumption may be
rebutted by demonstrating that the
adoption of the plan or grant of the ad-
ditional benefit was consistent with
the service recipient’s historical com-
pensation practices. For example, the
presumption that the grant of a dis-
counted stock option on November 1,
2004, is a material modification of a
plan may be rebutted by demonstrating
that the grant was consistent with the
historic practice of granting substan-
tially similar discounted stock options
(both as to terms and amounts) each
November for a significant number of
years. Notwithstanding paragraph
(a)(4)(i) of this section and this para-
graph (a)(4)(ii), the grant of an addi-
tional benefit under an existing plan
that consists of a deferral of additional
compensation not otherwise provided
under the plan as of October 3, 2004,
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will be treated as a material modifica-
tion of the plan only as to the addi-
tional deferral of compensation, if the
plan explicitly identifies the additional
deferral of compensation and provides
that the additional deferral of com-
pensation is subject to section 409A.
Accordingly, amendments to conform a
plan to the requirements of section
409A with respect to deferrals under a
plan occurring after December 31, 2004,
will not constitute a material modi-
fication of the plan with respect to
amounts deferred that are earned and
vested on or before December 31, 2004,
provided that there is no concurrent
material modification with respect to
the amount of, or rights to, amounts
deferred that were earned and vested
on or before December 31, 2004. Simi-
larly, a grant of an additional benefit
under a new plan adopted after October
3, 2004, and before January 1, 2005, will
not be treated as a material modifica-
tion of an existing plan to the extent
that the new plan explicitly identifies
additional deferrals of compensation
and provides that the additional defer-
rals of compensation are subject to sec-
tion 409A.

(iii) Suspension or termination of a
plan. A cessation of deferrals under, or
termination of, a plan, pursuant to the
provisions of such plan, is not a mate-
rial modification. Amending a plan to
provide participants an election wheth-
er to terminate participation in a plan
generally constitutes a material modi-
fication of the plan.

(iv) Changes to investment measures—
account balance plans. With respect to
an account balance plan (as defined in
§1.409A-1(c)(2)(1)(A)), it is not a mate-
rial modification to change a notional
investment measure to, or to add to an
existing investment measure, an in-
vestment measure that qualifies as a
predetermined actual investment with-
in the meaning of §31.3121(v)(2)-1(d)(2)
of this chapter or, for any given tax-
able year, reflects a reasonable rate of
interest (determined in accordance
with §31.3121(v)(2)-1(d)(2)(i)(C) of this
chapter).

(v) Stock rights. The modification, ex-
tension, or renewal of a stock right
will not constitute a material modi-
fication of the stock right, if the modi-
fication, extension, or renewal would
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not be treated as the grant of a new
stock right under §1.409A-1(b)(5)(V)(A),
and would not result in the stock right
being treated as having had a deferral
feature from the date of grant pursuant
to §1.409A-1(b)(5)(V)(C).

(vi) Rescission of modifications. Any
modification to the terms of a plan
that would inadvertently result in
treatment as a material modification
under this section is not considered a
material modification of the plan to
the extent the modification in the
terms of the plan is rescinded by the
earlier of a date before the right is ex-
ercised (if the change grants a discre-
tionary right) or the last day of the
taxable year of the service provider
during which such change occurred.
Thus, for example, if a service recipi-
ent modifies the terms of a plan on
March 1 to allow an individual em-
ployee to elect a new change in the
time or form of payment without real-
izing that such a change constituted a
material modification that would sub-
ject the plan to the requirements of
section 409A, and the modification is
rescinded on November 1, then if no
change in the time or form of payment
has been made pursuant to the modi-
fication before November 1, the plan is
not considered materially modified
under this section.

(vii) Definition of plan. For purposes
of this paragraph (a)(4), the term
“plan’ has the same meaning provided
in §1.409A-1(c), except that the plan ag-
gregation rules of §1.409A-1(c)(2) do not
apply.

(b) Regulatory applicability date.
§1.409A-1, §1.409A-2, §1.409A-3 and this
section are applicable for taxable years
beginning on or after January 1, 2008.

[T.D. 9321, 72 FR 19276, Apr. 17, 2007; 72 FR
41623, July 31, 2007; 73 FR 54945, Sept. 24, 2008;
73 FR 58438, Oct. 7, 2008]

§1.409(p)-1 Prohibited allocation of se-
curities in an S corporation.

(a) Organization of this section and def-
inition—(1) Organization of this section.
Section 409(p) applies if a nonalloca-
tion year occurs in an ESOP that holds
shares of stock of an S corporation
that are employer securities. Para-
graph (b) of this section sets forth the
general rule under section 409(p)(1) and
(2) prohibiting any accrual or alloca-

§1.409(p)-1

tion to a disqualified person in a non-
allocation year. Paragraph (c) of this
section sets forth rules under section
409(p)(3), (b), and (7) for determining
whether a year is a nonallocation year,
generally based on whether disqualified
persons own at least 50 percent of the
shares of the S corporation, either tak-
ing into account only the outstanding
shares of the S corporation (including
shares held by the ESOP) or taking
into account both the outstanding
shares and synthetic equity of the S
corporation. Paragraphs (d), (e), and (f)
of this section contain definitions of
disqualified person under section
409(p)(4) and (b), deemed-owned ESOP
shares under section 409(p)(4)(C), and
synthetic equity under section
409(p)(6)(C). Paragraph (g) of this sec-
tion contains a standard for deter-
mining when the principal purpose of
the ownership structure of an S cor-
poration constitutes an avoidance or
evasion of section 409(p).

(2) Definitions. The following defini-
tions apply for purposes of section
409(p) and this section, as well as for
purposes of section 4979A, which im-
poses an excise tax on certain events.

(i) Deemed-owned ESOP shares has the
meaning set forth in paragraph (e) of
this section.

(i1) Disqualified person has the mean-
ing set forth in paragraph (d) of this
section.

(iii) Employer has the meaning set
forth in §1.410(b)-9.

(iv) Employer securities means em-
ployer securities within the meaning of
section 409(1).

(v) ESOP means an employee stock
ownership plan within the meaning of
section 4975(e)(7).

(vi) Prohibited «allocation has the
meaning set forth in paragraph (b)(2) of
this section.

(vii) S corporation means S corpora-
tion within the meaning of section
1361.

(viii) Synthetic equity has the mean-
ing set forth in paragraph (f) of this
section.

(b) Prohibited allocation in a nonalloca-
tion year—(1) General rule. Section
409(p)(1) provides that an ESOP holding
employer securities consisting of stock
in an S corporation must provide that
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