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Employee Benefits Alert:
Alert:Offshore
OffshoreHedge
Hedge Funds
Funds (Among
(Among Others) in
in the
theCross-Hairs
Cross-Hairs
IRS
IssuesInterim
Interim Guidance
Guidance Implementing
Implementing Code
IRS Issues
Code §§ 457A
1/14/2009
1 added
Section
801(a)ofofthe
theTax
TaxExtenders
Extenders
and
Alternative
Minimum
Relief
of 20081
added
the Internal
Revenue
Code
(the “Code”)
new Section
457A.
Codechanges
§ 457A
Section 801(a)
and
Alternative
Minimum
TaxTax
Relief
Act Act
of 2008
to thetoInternal
Revenue
Code (the
“Code”)
new Section
457A. Code
§ 457A
the tax
changes
taxto
that the
apply
rules
that
apply
todeferred
deferredcompensation
compensationarrangements
arrangements maintained
maintainedby
bycertain
certainforeign
foreigncorporations
corporationsand
anddomestic
domesticand
andforeign
foreignpartnerships.
partnerships.On
OnJanuary
January9,9,2009,
2009,the
theIRS
IRSissued
issued Notice
Notice
provides interim
interim rules
457Aand
andinvites
invitescomments
commentson
oncertain
certainaspects
aspectsofofthe
thenew
newlaw.
law. This
This client
client advisory
advisory explains
explains the
the key features of Notice
2009-8, which provides
rules implementing
implementingCode
Code §§ 457A
Notice 2009-8.
2009-8.

Background
Code
457Agenerally
generally
provides
thatcompensation
compensation
deferredunder
undera anonqualified
nonqualifieddeferred
deferredcompensation
compensationplan
planofofaanonqualified
nonqualifiedentity
entity is included in income when it
it is
Code §§457A
provides
that
deferred
is no
no longer subject
subject
to aa substantial
This
deceptively
simple
statement
masks
While
Code
substantial risk
risk of
offorfeiture.
forfeiture.
This
deceptively
simple
statement
masksa adaunting
dauntingand
andcomplex
complexreality.
reality.
While
Code§ § 457A
457A principally
principally targets
targetsand
and imposes
imposes tax penalties on deferred
compensation
arrangementsmaintained
maintained by
by offshore
offshore hedge
hedge funds
fundsdomiciled
domiciled in
in tax
tax haven
haven jurisdictions,
jurisdictions, ititalso
compensation arrangements
also reaches
reaches U.S. taxpayers that provide
provide services
services to many foreign corporations
and domestic
domestic and
and foreign
foreign partnerships.
partnerships. These
Theserules
rulescould
couldapply,
apply,for
for example,
example, to
to operating partnerships
partnerships and
and private
private equity
equity funds, among
others, that
that maintain
among others,
maintain deferred
deferred compensation
compensation
arrangements
suchas
asphantom
phantomequity
equityplans.
plans.Code
Code§ §457A
457A
is generally
effective
2009
deferralsofofincome
incomerelated
relatedtotoservices
servicesperformed
performedafter
after2008,
2008,but
butexisting
existing deferrals
deferrals will
will be
arrangements such
is generally
effective
inin2009
forfor
deferrals
subject to tax
(or, if
if later,
tax by
by 2017
2017 (or,
later,when
when vested
vested under
under the new rules).

Nonqualified
Nonqualified Deferred
Deferred Compensation
Compensation Plan
Under Notice 2009-8, the term
compensation
has
the
same
meaning
1.409A-1(a)(i.e.,
(i.e., any
any plan,
plan, program, or
term “nonqualified
“nonqualifieddeferred
deferred
compensationplan”
plan”
has
the
same
meaningasasunder
underCode
Code§§ 409A(d)
409A(d) and
and Treas. Reg. §§ 1.409A-1(a)
arrangement
that provides
the deferral of compensation
other than a qualified plan or any bona
bona fide
fide vacation
vacation leave,
leave, sick
sick leave,
leave, compensatory
compensatorytime,
time, disability
disability pay,
pay, or
or death
death benefit
benefit
arrangement that
provides the
compensation other
plan). Statutory
excluded from
from the definition
Statutory stock
stock options are excluded
definition of
ofnonqualified
nonqualifieddeferred
deferredcompensation
compensation plan,
plan,as
as are
are short-term
short-term deferral
deferralarrangements
arrangements (though,
(though, as
as explained below, the
the
definition
forfor
purposes
ofof
Code
under
Code
§ §409A).
definitionof
ofwhat
whatconstitutes
constitutesaashort-term
short-termdeferral
deferral
purposes
Code§ §457A
457A differs
differsinincertain
certainrespects
respectsfrom
fromthe
thedefinition
definition
under
Code
409A).IRS
IRS Notice
Notice 2005-1,
2005-1, Q&A 77 permits
taxpayers to treat
services
taxpayers
treat the
theissuance
issuance of partnership interests
interests (including
(including profits
profitsinterests)
interests)ininconnection
connectionwith
withthe
theperformance
performanceofof
servicesasasanalogous
analogous to
togrants
grants of
ofequity-based
equity-based compensation
compensation
where the compensation
since stock
stock options
options and
and stock
stockappreciation
appreciation rights
rights that
compensation is determined by reference
reference to
topartnership
partnershipequity.
equity.These
Theserules
rulesare
areimportant
importantfor
forCode
Code§ § 409A
409A purposes,
purposes, since
are issued
issuedon
on“service
“servicerecipient
recipient stock”
stock” at “fair
Code
“fairmarket
marketvalue”
value”(and
(andthat
thatmeet
meetcertain
certainother
otherrequirements)
requirements)are
arenot
notsubject
subjecttoto
Code§§ 409A.
409A.

Special Rule
Rule for
for Stock
Stock Appreciation
Appreciation Rights
Stock
appreciation rights
donot
not enjoy
enjoy the
the same
same immunity
immunity from
457Athat
that they
they enjoy under Code
409A(i.e.,
(i.e.,on
onpar
parwith
with stock
stock options). Rather, under
Stock appreciation
rights (SARs)
(SARs) do
from regulation
regulationunder
underCode
Code §§ 457A
Code §§ 409A
under
Code
457A,only
onlySARs
SARs
that
theirterms
termsmust
mustatatall
alltimes
timesbe
besettled
settled in
in stock
stock are
are exempt.
Code §§ 457A,
that
byby
their

Short-Term Deferrals
As
is the
the case
case for
for Code
Code §§409A
409A
purposes,
short-termdeferrals
deferralsare
areexempt
exemptfrom
fromregulation
regulation under
under Code
Code§§457A.
457A.There
There
are,however,
however,two
twoimportant
important differences:
differences:
As is
purposes,
short-term
are,

457Adefinition
definition of
of “substantial
“substantial risk of forfeiture”
In determining whether a deferral
deferral may
may be treated
treated as
as a short-term deferral,
deferral,the
theCode
Code §§ 457A
forfeiture”applies
applies(see
(seebelow).
below).Thus,
Thus, vesting
vesting must
must be
be
based
on the
the continued
continued performance
performance of
of substantial services
servicesand
andnot
not on
onmeeting
meetingperformance
performancetargets
targets or
or the
the occurrence
occurrence of
of an
an event
event related
related to the
based on
the purpose
purpose of the
the compensation.
compensation.
For Code
Code§§457A
457A
purposes,
a short-term
deferralrefers
referstotocompensation
compensation
thatisispaid
paidnot
notlater
laterthan
than12
12months
months(rather
(ratherthan
than2½
2½months)
months)after
after the
the end
end of
of the
the service
service recipient’s
recipient’s taxable
purposes,
a short-term
deferral
that
taxable
year during
during which
which the
the right
right to the payment of the compensation
first no
no longer
longer subject
subject to
to aa substantial
substantialrisk
riskof
offorfeiture.
forfeiture.
compensation isisfirst

Notice 2009,
2009, Q&A
Q&A44provided
providedthe
the following
following example
example of
of application
application of the
context:
the short-term
short-termdeferral
deferralrule
ruleininthe
theCode
Code§§ 457A
457A context:
If on January 1, 2009,
2009, an
an employee
employee isis provided
provided aa right
right to a future
future payment
payment of
of $10,000
$10,000 ifif the
theemployee
employeecontinues
continues providing
providing services
services to
to his
his or
or her
her employer
employer through
through January
January
and the
the amount
amount is
is paid
paid out
out not
not later than 12 months
months after
after the
1, 2011, and
the end
end of
of the
the employer’s
employer’s taxable
taxable year
year that
thatincludes
includes January
January 1, 2011,
2011, the arrangement is not subject
457A.However,
However,ififthe
the amount
amount isis not
not paid
paid to
to the employee before the end
is includible
includible in
to § 457A.
end of
of that
that12-month
12-monthperiod,
period,the
thearrangement
arrangementisissubject
subjecttoto§ §457A
457A and $10,000
$10,000 is
the employee’s
employee’s gross
gross income on January 1, 2011.

Special Rule
Rule for
for “Single Asset”
Asset” Accounts
Accounts
Code
457Aallows
allows
speciallimited
limitedexemption
exemptiontotobe
beimplemented
implementedby
byregulation
regulation where
where compensation
compensationisisdetermined
determined by
by reference
reference to
to the amount of gain realized upon the disposition
Code §§457A
forfora aspecial
disposition
of an “investment
“investment asset.”
(and not
not an
an investment
investment fund)
fund) with
with respect to which the entity
asset.” The
The term
term “investment
“investmentasset”
asset”means
means for
forthis
thispurpose
purpose aa single
single asset
asset (and
entitydoes
does not
not exercise
exercise
management
rights, and
and for
for which gain and
and loss
lossisisseparately
separatelyallocated.
allocated. Presumably,
Presumably,this
thisisisintended
intendedto
to reach
reach so-called
so-called“side
“side pocket”
pocket” investments. A hedge
hedge fund
fund “side pocket”
management rights,
pocket” is
is an
an
account used
used to
to separate
separate illiquid
illiquid assets
(e.g., shares
of aa de-listed
de-listed company)
company) from
from other
other more liquid investments.
an investment
investment is
is deposited
deposited with
with a side
side pocket account, only the
assets (e.g.,
shares of
investments. Once
Once an
present participants (and not future
future investors)
investors) are entitled
entitled to
toaashare
share of
of it.
it.Investors
Investors who
who leave
leave the
the hedge
hedge fund will
will still
stillreceive
receiveaashare
share of
of the
theside
side pocket’s
pocket’s value
value when
when realized.
realized. While
While
a side
side pocket
pocket may
may consist
consistof
of aa single
singleasset,
asset,there
thereisisnothing
nothingthat
that requires
requires this
this result.
result.

Notice 2009-8
2009-8does
doesnot
notimplement
implementthe
the“investment
“investmentasset”
asset”exception.
exception. ItIt does,
does,however,
however,invite
invite comments
commentsrelating
relatingto
tothe
the scope
scopeofofthe
thedefinition
definition of
of substantial
substantial risk
riskof
of forfeiture
forfeiture that
that ought
ought
to be applied to this exception.

Nonqualified Entity
For purposes
purposesof
of Code
Code§§457A,
457A,
theterm
term“nonqualified
“nonqualifiedentity”
entity” means:
the
means:

(a) Any
foreign corporation unless
unless substantially
substantially all
all of
of its income is
is (i)
(i) effectively
effectively connected with the
Any foreign
the conduct
conduct of
of aa trade
trade or
orbusiness
business in the United States, or (ii)
(ii) subject to
comprehensive foreign
foreign income tax; and
a comprehensive
unless substantially
substantially all
all of its income is allocated to
with respect
(b) Any partnership unless
to persons
persons other than (i)
(i) foreign
foreign persons
persons with
respect to
to whom
whom such
such income is not subject to
to aa
comprehensive foreign
foreign income
incometax,
tax, and
and (ii)
(ii) organizations
organizations which
which are
are exempt
exempt from
from tax (under Title
comprehensive
Title 26
26 of
of the
the United
UnitedStates
States Code).
Code).
Nonqualified entities
entities may
may include
include individuals,
individuals, corporations,
corporations,SS corporations,
corporations, partnerships,
partnerships, and
and personal
personal service corporations, as well as noncorporate entities that
that would
wouldbe
be personal
personal
Code
Code
service corporations ifif they
theywere
werecorporations.
corporations.InIncontrast
contrasttoto
Code§ §409A
409A (which
(whichdoes
does not
notapply
applyto
toaccrual
accrualbasis
basistaxpayers),
taxpayers),aaservice
serviceprovider
providermay
maybe
besubject
subjecttoto
Code§ §457A
457A regardless
regardless
of whether
contractor is
457Aififthe
the arrangement
arrangement with
with respect to the
whether the
the service
service provider
provider isis aa cashcash- or accrual-basis
accrual-basis taxpayer. An independent contractor
is not
not aa service
service provider
provider subject
subject to
toCode
Code §§ 457A
the
independent contractor
409A.Thus,
Thus,ananarrangement
arrangementwith
withan
anindependent
independentcontractor
contractorwith
with multiple
multiple unrelated
contractor would
would be
be excluded
excluded under
under Code
Code §
§ 409A.
unrelated clients
clientsisisnot
notsubject
subjecttotoCode
Code§§ 457A, but
an arrangement providing
providing for
formanagement
managementservices
servicesisissubject
subjecttotoCode
Code§§ 457A.
457A.
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As
indicated above,
above, the
the term
term “nonqualified
“nonqualified entity”
As indicated
entity”can
caninclude
includeany
anyforeign
foreigncorporations
corporationsand
anddomestic
domestic or
or foreign
foreignpartnerships
partnerships unless
unless certain requirements are satisfied relating to
to U.S.
U.S.
income and
and foreign
foreign income
income taxes
taxes and
and tax
tax treaties.
treaties.

Foreign Corporations
The term “foreign
7701. Generally,
Generally, aa foreign
foreign corporation is not a nonqualified
“foreigncorporation”
corporation”means
meansaacorporation
corporationthat
thatisisnot
nota adomestic
domesticcorporation
corporationusing
usingdefinitions
definitionssupplied
suppliedby
byCode
Code§§ 7701.
nonqualified
entity if:
if:

Substantially all of
of the
the income
income of
of aa foreign
foreign corporation
corporation is
is treated
treatedas
as effectively
effectivelyconnected
connected with
withthe
theconduct
conductof
ofaatrade
tradeororbusiness
business in
in the
the United
United States.
States. Substantially
Substantially all of the
income
of aa foreign corporation is
is treated
treated as
effectively connected with the
in the
the United
United States
Statesif,
if, for
for the taxable year of the foreign corporation
income of
as effectively
the conduct
conduct of aa trade
trade or
or business
business in
ending
with or within the
incomeofofthe
theforeign
foreigncorporation
corporationisis“effectively
“effectively connected” with the conduct of a
ending with
the service
service provider’s relevant taxable year, at least 80 percent of the gross
gross income
trade or
in the
the United States; or
or business
business in
Substantially all its
foreign income
income tax.”
tax.” Substantially
foreign income
incometax”
tax” if
its income
income is subject to aa “comprehensive
“comprehensive foreign
Substantially all of the
the corporation’s
corporation’s income
income is subject to a “comprehensive
“comprehensive foreign
either
the foreign
foreign corporation
corporation is
is eligible
eligible for the
either (A)
(A) the
the benefits
benefits of
of aa “comprehensive
“comprehensive income
income tax treaty
treaty between
between its
itscountry
countryof
ofresidence
residence and
and the
the United
United States,”
States,”or
or(B)
(B) the foreign
corporation is not taxed in a manner that is materially
such country.
country. But
But ifif the foreign corporation’s
materially more
more favorable
favorable than
than the
the corporate
corporate income
income tax
tax otherwise
otherwise generally
generally imposed
imposed by such
of such
suchforeign
foreign corporation’s
corporation’s gross
income, then the
taxable income excludes, in
in whole
whole or
or in
inpart,
part,nonresidence
nonresidencesource
sourceincome
incomeand
andthe
theaggregate
aggregateamount
amountof
ofsuch
suchexceeds
exceeds 20%
20% of
gross income,
income tax
tax treaty”
treaty” generally
all income
income tax
tax treaties of the
exception is not satisfied. The term “comprehensive
“comprehensive income
generally means
means all
the United
United States
States other than the treaties
treaties with
withBermuda
Bermuda and the
Netherlands Antilles.
Antilles.
Netherlands

Partnerships
Partnerships
arenonqualified
nonqualified entities
entities if
if substantially all of
Partnerships are
of aa partnership’s
partnership’s income
income for
for aa taxable
taxable year
year is
is allocated to
to persons
persons other than:
foreign persons
with respect to whom such
income is
is not
not subject to a comprehensive
foreign income
income tax;
persons with
such income
comprehensive foreign
foreign persons
with respect to whom
income is
is effectively
effectively connected
persons with
whom such income
connected to
to the
theconduct
conductofofaaU.S
U.S trade
tradeor
orbusiness;
business; and
and
U.S.
tax-exempt organizations.
U.S. tax-exempt

The
Notice refers
refers to persons
whoare
arenot
not “foreign
“foreign persons
personswith
with respect
respect to
to whom
whom such
suchincome
incomeisisnot
notsubject
subjectto
to aacomprehensive
comprehensiveforeign
foreignincome
incometax”
tax”as
as“eligible
“eligible individuals.”
individuals.” Thus,
The Notice
persons who
Thus, for
for
example, aa partnership
partnership isis not
not aa nonqualified
nonqualified entity
entity with respect to a taxable year if substantially all of
of its
its income
income is
is allocated to
to eligible
eligible individuals.
individuals. Substantially
Substantially all
all of
of aa partnership’s
partnership’s
income is
is treated
treated as
incomeof
of the
the partnership
partnership for
for such
taxable year
year is
is allocated
allocated to
to eligible
as allocated to eligible
eligible persons
persons with respect to aa taxable
taxable year
year only
only ifif at
atleast
least80%
80% of the gross
gross income
such taxable
persons.
TheNotice
Noticeprescribes
prescribesdetailed
detailedrules
rulesfor
for determining
determining whether
whether substantially all of the
persons. The
the income
income of
of aa partnership
partnership is
is allocated
allocated to
toeligible
eligiblepersons,
persons, as
as well
well as
as special rules for
nonresident alien individuals.
Notice 2009-8
2009-8 establishes
establishesrules
rulesfor
fordetermining
determining whether
whether and
and when
whenaaforeign
foreigncorporation
corporation or
or domestic
domestic or
or foreign
foreign partnership
partnership can
can fit
fit within
withinthe
theapplicable
applicableexceptions
exceptionsand
and thereby
therebyescape
escape
as aa nonqualified
nonqualified entity.
entity. This
includes guidance
guidanceon
onwhat
whatconstitutes
constituteseligibility
eligibility for
foreign income
income tax
tax treaty,
treaty, and what itit means
classification as
This includes
for aa comprehensive
comprehensive foreign
means for a foreign corporation’s
income to be effectively
effectivelyconnected
connectedto
toaaU.S
U.S trade
trade or
orbusiness.
business.

Substantial
Riskof
of Forfeiture
Forfeiture
Substantial Risk
Under
Code§§457A,
457A,
therights
rightsofofa aperson
person
compensation
are
subject
“substantialrisk
riskofofforfeiture”
forfeiture” only if such rights are conditioned upon
upon the
the future
future performance
Under Code
the
totocompensation
are
subject
toto
aa
“substantial
performance of
of substantial
substantial
services
by such
such person.
person. This
Thisrule
rule represents
represents an
an important
important break
409A(and
(andCode
Code§§8383
thatmatter).
matter). Rights
Rights to
to compensation
compensation (including
(including stock rights) are
services by
break from
from the
therules
rulesunder
underCode
Code§§ 409A
forforthat
are
not subject to
to aa substantial
substantial risk of forfeiture
forfeituremerely
merelybecause
because those
those rights are subject to
to the
the occurrence
occurrence of aa condition related
related to
toaa purpose
purpose of
of the
the compensation,
compensation, or are conditioned,
directly
409A,the
theaddition
additionor
orextension
extensionofofany
anyrisk
riskofofforfeiture
forfeiture after
after the
directly or
or indirectly,
indirectly,upon
uponthe
therefraining
refrainingfrom
fromthe
theperformance
performanceofofservices.
services.Also,
Also,and
andin
inaamanner
manner similar
similar to
toCode
Code § 409A,
legally binding right
is disregarded
disregardedunless
unlesspaid
paidininan
anamount
amountthat
thatisismaterially
materially greater
greater than
than the
the present
present value
value of
of the amount the recipient
right to
to compensation
compensation arises
arises is
recipient otherwise
otherwise would
would have
have
received absent
absent such
suchrisk
riskofofforfeiture.
forfeiture.

Income Inclusion—Timing
and Amount
Inclusion—Timing and
Compensation
that is
is deferred
deferred under
under aa nonqualified
nonqualified deferred compensation
plan of
of aa nonqualified
nonqualified entity
entity is
when it
it is no longer subject to
Compensation that
compensation plan
is includible
includible in
ingross
gross income when
to aa substantial risk of
of
forfeiture
determinable).
forfeitureunless
unless the
the amount
amount of
of the
the compensation
compensation is not determinable
determinable (in
(in which
which case
case additional
additional taxes
taxes will
willapply
apply once
once the
the amount
amount of
ofcompensation
compensation becomes
becomes determinable).
As
is the
the case
case under
under Code
Code §§ 409A,
409A,Code
Code§ §457A
457A
applies
well
earnings
deferredcompensation.
compensation.There
Thereis,
is,however,
however, an
an important
important difference.
As is
applies
as as
well
totoearnings
onon
deferred
difference.For
ForCode
Code§ § 409A
409A purposes,
purposes, once
once
deferred compensation
includedin
inincome,
income,even
evenififnot
not paid
paid out,
out, it
it is treated
settled. Thereafter,
distributed,
compensation isisincluded
treated as
as settled.
Thereafter,earnings
earnings are treated
treated as
as additional income that is taxed when distributed,
presumably at some
457A, however,
however, income
income is
is taxed
taxed at least annually as it
it accrues.
some other permissible distribution
distributionevent
eventsuch
suchas
as separation
separation from
fromservice.
service.Under
UnderCode
Code §§ 457A,
accrues. Notice
Notice 2009-8
2009-8
refers to
under
Code
to Notice
Notice2008-115
2008-115 for
for rules
rulesgoverning
governing the
thetiming
timingand
andamount
amountofofincome
incomeinclusion
inclusion
under
Code§ §457A.
457A.Thus,
Thus,inclusion
inclusionisisdetermined
determinedon
onan
anannual
annualbasis,
basis,and
andgains
gainsand
andlosses
losses are
are
netted for
for purpose
purpose of arriving at the taxable amount.

The Notice recognizes
that there
457A before
before the amount is paid,
recognizes that
there might
mightbe
beinstances
instances where
wherean
anamount
amountisisincluded
includedininincome
incomeunder
underCode
Code§§ 457A
paid, and
and that
thatsuch
such amount
amount may
may be
be subsequently
subsequently
forfeited
entitled to
forfeited or
orotherwise
otherwise permanently
permanently lost.
lost.Where
Where this
this occurs,
occurs, the
the service
service provider is entitled
toaa corresponding
corresponding deduction.

The
determination of whether an
in which
which the
the nonqualified deferred
The determination
an entity
entity is
is aa nonqualified
nonqualified entity
entityisisgenerally
generally made
made as
as of the last
last day
day of each of the service provider’s taxable years
years in
compensation
is no
nolonger
longersubject
subject to
to aa substantial
substantial risk
risk of
of forfeiture
forfeiture and
can become
becomeaanonqualified
nonqualifiedentity
entity during its taxable year, and itit may
compensation is
and remains
remains deferred.
deferred. Thus,
Thus, aa plan
plan sponsor
sponsor can
may be
be aa
nonqualified entity
comments regarding
regardingalternative
alternative approaches
approachesto
to determining
determining whether and
and when
when nonqualified
nonqualified deferred
entityininone
oneyear
year but
butnot
notininanother.
another.The
TheIRS
IRS has
has requested comments
compensation
becomessubject
subjectto
to Code
Code§§457A
457A
where
nonqualified
deferredcompensation
compensation
longer
subject
a substantial
risk
forfeitureand
andisisstill
stilldeferred,
deferred, and
and the
the entity
entity
compensation becomes
where
thethe
nonqualified
deferred
is is
nono
longer
subject
toto
a substantial
risk
ofof
forfeiture
becomes
nonqualified entity
entity in
taxable year.
becomes aa nonqualified
in aa subsequent
subsequent taxable
Where
partnerships are
are concerned,
concerned,nonqualified
nonqualified entity
entity status is determined as
of the last day of the
Where partnerships
as of
the service
service provider’s
provider’s taxable
taxable year
year based
based on the allocations (or deemed allocations) of
gross
incomeby
bythe
thepartnership
partnershipfor
forthe
the partnership’s
partnership’s taxable
taxable year
year ending
endingwith
with or
or within
within the service provider’s taxable year.
gross income

Amounts
Not Determinable
Determinable
Amounts Not
Notice 2009-8 implements the
the special
special rule
rule governing
governing income
income inclusion
inclusion where
where amounts
amounts are
are not
notdeterminable
determinablewhen
whenvested.
vested.Unlike
UnlikeCode
Code§§ 409A
409A (which contains no special rules for
for such
such
3121(v)(which
(whichcontains
containsan
anaccommodation
accommodationfor
for such
suchamounts),
amounts), Code
Code§§457A
457A
imposes
a tax
penaltywhere
wheredeferred
deferredcompensation
compensationvests
vestsatataatime
timewhen
whenthe
the amount
amount of
amounts) or Code
Code §§ 3121(v)
imposes
a tax
penalty
is undeterminable.
undeterminable. This
Thiscould
couldoccur,
occur,for
for example,
example, when
whenthe
theamount
amountof
ofthe
the deferred
deferred compensation
compensationisissubject
subjectto
toperformance
performancecriteria,
criteria, the satisfaction of which is yet
the compensation
compensation is
calculated and
and certified.
certified.
to be calculated

When an
an amount
amount is
is not
not determinable at
in in
gross
income when
when it
it
When
at the
the time
timethat
thatthe
thecompensation
compensationisisotherwise
otherwiseincludible
includible
grossincome
incomeunder
underCode
Code§§ 457A,
457A, the
the compensation
compensation is included in
in gross
gross income
becomes
determinable. The amount included in income is increased by
by the sum
of:
becomes determinable.
sum of:
an amount equal to 20%
of the
the amount of the
20% of
the compensation
compensation and

the “premium interest
interest tax”
tax”on
on the
thecompensation.
compensation.
The premium interest
interest tax
percentage point on the underpayments that would
tax is
is the
the amount
amount of
ofinterest
interestatatthe
theunderpayment
underpaymentrate
rate(under
(underCode
Code§§ 6621)
6621) plus one percentage
would have
have occurred had the
deferred compensation
beenincludible
includibleiningross
grossincome
incomefor
forthe
thetaxable
taxableyear
yearininwhich
whichfirst
firstdeferred
deferredor,
or,ififlater,
later, the
the first
first taxable year in which it
it is
compensation been
is not subject
subject to
to aa substantial
substantial risk of
forfeiture.
the
excise
and
taxes
forfeiture.These
These rules
rules are
are intended
intendedto
tobe
besimilar
similartotothose
thosethat
thatapply
applytoto
the
excise
andpremium
premium
taxesunder
underCode
Code§§ 409A.
409A.

Effective
Effective Dates
Dates
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Code
457Agenerally
generallyapplies
applies
amounts
deferredthat
thatare
areattributable
attributable to
to services
services performed
performed after
after December
31, 2008.
2008. Amounts
Amountsattributable
attributable to services
Code §§457A
totoamounts
deferred
December 31,
services performed before January 1,
2009,
be included in income before January 1, 2018
2018 or,
or, if later,
is is
nono
substantial
risk
ofof
forfeiture—based
ononthe
Code
2009, however, must be
later,the
thefirst
firsttaxable
taxableyear
yearininwhich
whichthere
there
substantial
risk
forfeiture—based
the
Code§ §457A
457A
definition
ignoring
definition of
of substantial
substantial risk
risk of
of forfeiture
forfeiture(i.e.,
(i.e.,
ignoringperformance
performanceconditions,
conditions,among
amongothers).
others).The
TheNotice
Noticeestablishes
establishes aa series
series of grandfather rules that mirror
mirror the
theapproach
approach adopted
adopted
by the regulators under Code
409A.Thus,
Thus,plans
plans
can
bifurcatedinto
intograndfathered
grandfatheredand
andnon-grandfathered
non-grandfatheredplans,
plans,provided
providedthat
thatgrandfathered
grandfatheredamounts
amountsare
arenot
notmaterially
materially modified.
modified.
Code §§ 409A.
can
bebe
bifurcated
Plan
sponsorshave
haveuntil
until the
the end
end of
of 2009
2009to
to retroactively
retroactively amend
The Notice expressly
expressly allows
allows for
for the shortening of vesting
Plan sponsors
amend their
theirplans
plans to
tocome
comeinto
intocompliance
compliancewith
withCode
Code§§ 457A. The
vesting periods
but only ifif applied
participating in “substantially
applied consistently
consistently to all
all service
service providers
providers participating
“substantially similar
similar arrangements.”
arrangements.” This
This rule tracks the legislative history, which allows for the acceleration of
the timing
457A. AAplan’s
plan’ssponsor
sponsormight,
might,for
for example,
example, amend
amendaaplan
planunder
underthis
thisrule
rule to
to delete
delete performance vesting conditions.
timing of
ofdistributions
distributionstotomatch
matchincome
incomeinclusion
inclusionunder
underCode
Code §§ 457A.

Request for Comments
The regulators have invited
invited comments
comments on
on the
theissues,
issues, such
such as:

what constitutes aa “comprehensive
“comprehensiveincome
incometax
taxtreaty;”
treaty;”
the treatment
domestic taxpayer
taxpayer service
service recipient
recipient might nevertheless
nevertheless be
be treated
treated as
as aanonqualified
nonqualified entity;
entity;
treatmentof
ofreimbursement
reimbursementarrangements
arrangements under which a domestic

the potential
of the
the exception
exception to
to the
the definition of substantial risk
risk of
of forfeiture
forfeiture relating
potential scope
scope of
relating to
to the
the “single
“single investment
investment asset”
asset” rule;
rule; and
and
the proper treatment
treatment of
oftrusts
truststhat
thatare
arepartners
partnersininaapartnership
partnershipand
andbeneficiaries
beneficiaries for
forpurposes
purposes of determining
determining to
to whom
whom income
income of a partnership is allocated.

Conclusion
Code
457Arepresents
representsa afundamental
fundamentalchange
changeininthe
theway
wayoffshore
offshorehedge
hedgefunds
fundsand
andother
othercorporations
corporationsand
andpartnerships
partnershipsmust
mustapproach
approachnonqualified
nonqualifieddeferred
deferred compensation. It may be
Code §§ 457A
possible,
for example,
example, to
to substitute carried interests or partnership allocations for fee-based
arrangementson
onthe
thetheory
theorythat
that the
the latter
latter look more like equity interests.
possible, for
fee-based arrangements
interests. The
The long-term
viability
hasexpressed
expressedan
aninterest
interestin
in regulating
regulating in
in these
these areas.
areas. For
For now,
now, the
the focus should
should be
be on
on determining
determining nonqualified
viabilityof
ofthese
theseapproaches
approaches is
is questionable,
questionable, however,
however,since
since Congress
Congress has
entity
required, and,
entity status,
status, identifying
identifyingplans,
plans,adopting
adoptingdesign
designchanges
changes where required,
and, finally,
finally,adopting
adoptingthe
thenecessary
necessary amendments
amendments and restatements.
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