(June 5, 2015) Ponte Vedra Beach, Florida

Nonqualified Deferred Compensation
Section 409A Compliance
Executive benefits consulting firm, Fulcrum Partners LLC, is pleased to distribute this AALU
Washington Report to its clients and friends. This continuing series of articles is intended to provide
deep insight into trends, events, and issues that impact the design and operation of nonqualified
executive benefit plans.
This AALU Washington Report provides another example of the ease in which inadvertent IRC 409A
compliance errors may be made in the normal operation of a nonqualified executive benefit plan. This
example of an IRC 409A compliance failure highlights the need to have an experienced executive
benefits consulting firm, such as Fulcrum Partners, working with you.

SUMMARY: A Chief Counsel Advice memorandum of the
Internal Revenue Service advises that a pre-vesting plan correction
will not “save” a nonqualified deferral plan’s failure to comply with
Section 409A of the Internal Revenue Code (“Section 409A”) if
benefits vest before the last day of the tax year in which the
correction was made.
RELEVANCE: The failure to structure non-qualified compensation arrangements to comply with the
requirements of Section 409A may result in substantial penalties, and that corrections may not be
effective to prevent penalties in the year benefits vest. Corrections made in the same tax year that
benefits vest (even if made before the date of vesting) may still result in the acceleration of taxes and
imposition of penalties.
FACTS: A company entered into a retention agreement with one of its employees. Under the
agreement, the employee was entitled to a retention bonus if he remained employed by the company
until the third anniversary of the agreement. Under the agreement, the retention bonus was to be paid

out in two installments on the first and second anniversaries of the vesting date (i.e. the fourth and
fifth anniversaries of the agreement’s effective date).
However, the original agreement gave the company the right, in its discretion, to accelerate the
payments, and pay the bonus in a single lump sum on the first anniversary of the vesting date. The
company realized that this acceleration provision violated Section 409A and amended the agreement
to correct the provision in the third calendar year of the agreement, but prior to the first vesting date.
Later in that same year, the employee vested in the bonus on the third anniversary of the agreement.
The IRS Office of Chief Counsel determined that, although the correction cured the defect in the
agreement and brought it into full compliance with Code Section 409A, the bonus must still be
included in the employee’s income in the third year of the agreement because his right to the payments
had vested before the end of that year. The Memorandum advises that vesting (i.e. the lapse of a
“substantial risk of forfeiture”) is determined under Section 409A as of the last day of the employee’s
tax year. Since the employee’s bonus vested in the third year of the agreement and a Section 409A
violation existed at the beginning of that tax year, the correction came too late to avoid recognition of
income in that year.
There does not appear to be a clear policy rationale behind this fairly narrow interpretation of existing
guidance. While the result is arguably consistent with the text of existing regulations and notices, the
Chief Counsel discussion acknowledges that the situation is not explicitly addressed in existing
guidance. While memoranda from the Office of Chief Counsel may not be used or cited as precedent,
this is one of the first indications we have regarding how the Service is likely to view correction of
Section 409A violations.
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Disclosures
Fulcrum Partners does not provide legal, tax, and/or accounting consulting and/or advice. We have
provided you with this material strictly in its capacity as an employee benefits consulting firm. The
information contained herein is based on our interpretation of the existing Internal Revenue Code,
and the application of relevant statutes, regulations, court rulings, and familiarity with this material
as it currently exists. Based on the legal and accounting complexity of employee benefit issues, along
with the changing statutory and regulatory environment, we strongly recommend that you consult
with, and seek the advice of, your legal and/or accounting advisor(s) regarding this material.
This email contains proprietary information of Fulcrum Partners and possession of this information
is not deemed a waiver of our rights. In addition, this proposal has been created for your exclusive
use, and distribution of this information to a non-affiliated party is strictly prohibited.
Securities offered through Registered Representatives of ValMark Securities, Inc. Member FINRA,
SIPC, 130 Springside Drive, Suite 300, Akron, OH 44333-2431, Tel: 1-800-765-5201. Investment
Advisory Services offered through ValMark Advisers, Inc., which is an SEC Registered Investment
Advisor. Fulcrum Partners LLC is a separate entity from ValMark Securities, Inc. and ValMark
Advisers, Inc.

