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Interim Guidance on Current Taxation of
Deferred Compensation from Certain Tax
Indifferent Parties

On January 8, 2009, the Internal Revenue Service released Notice 2009-8, which
provides interim guidance on the current taxation of deferred compensation from
certain tax indifferent parties as provided in recently enacted Section 457A of the
Internal Revenue Code. Under Section 457A, U.S. investment managers of oftshore
investment funds are no longer entitled to defer compensation for services performed
after December 31, 2008. Notice 2009-8 provides temporary guidance on the
application of Section 457A until the Internal Revenue Service and the Treasury

Department issue further guidance.
Current Law

Under Section 457A, a service provider is required to include in income all
compensation payable by a nonqualified foreign entity pursuant to a nonqualified
deferred compensation plan at the time that entitlement to such compensation is not
subject to a substantial risk of forfeiture. Nonqualified foreign entities include foreign
corporations unless they are subject to a comprehensive foreign income tax or
substantially all of their income is subject to U.S. federal income tax and certain
partnerships. Offshore investment funds will be treated as nonqualified foreign entities
(because their income is not generally subject to foreign or U.S. income tax), and
investment managers will not be entitled to defer the compensation payable by

offshore investment funds.

For purposes of Section 457A, the rights of a person to compensation are subject to a
substantial risk of forfeiture only if such person’s rights are conditioned upon the future
performance of substantial services by such person. Deferred compensation does not
include compensation that is paid within 12 months after the end of the service
recipient’s taxable year during which the compensation became no longer subject to

a substantial risk of forfeiture.

If the amount of deferred compensation is not determinable at the time the right to
such deferred compensation is no longer subject to a substantial risk of forfeiture, the
deferred compensation will not be included in the service provider’s income until the
amount is determinable. Once the amount of deferred compensation is determinable,

it is then includible in income under Section 457A. When the deferred compensation
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is included in income, the tax on such income will be increased
by 20% of the amount of the deferred compensation plus an

interest charge.’

To the extent that a service provider has outstanding deferred
amounts payable by a nonqualified entity that are attributable
to periods ending on or before December 31,2008, such
deferred amounts generally must be included in income no
later than 2017.

Notice 2009-8

Several highlights of Notice 2009-8 that may be of interest to

investment managers are discussed below.
Method of Accounting

Notice 2009-8 clarifies that service providers are subject to
Section 457 A regardless of whether they use the cash or accrual

method of accounting for gross income.
Foreign Corporations

A foreign corporation will be considered to be subject to a
comprehensive foreign income tax if it is eligible under the
limitation of benefits provision of a comprehensive income tax
treaty. Notice 2009-8 provides that the income tax treaties
with Bermuda and the Netherlands do not qualify as
comprehensive income tax treaties under Section 457A. The
notice further provides that even if a foreign corporation is
eligible for the limitation of benefits provision of an income tax
treaty with the United States, a foreign corporation will
nevertheless not be treated as subject to a comprehensive
foreign income tax if the corporation’s income from sources
outside its country of residence is excluded from taxation by its
country of residence and more than 20% of the corporation’s

income consists of such income.

' Section 457A gives the Internal Revenue Service the authority to promulgate
regulations providing that compensation determined solely by reference to the
amount of gain recognized on the disposition of a single investment asset remains
subject to a substantial risk of forfeiture until the date of such disposition. The
effect of any such regulations would be to eliminate the 20% tax and interest

charge that would otherwise apply to such compensation.
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Partnerships

Deferred compensation received from a partnership will not be
subject to Section 457A if substantially all of the partnership’s
income is allocated to persons (“Eligible Persons”) other than
(a) foreign persons who are not subject to U.S. income tax or
to a comprehensive foreign income tax on such income and (b)
domestic tax-exempt organizations. Notice 2009-8 provides
that at least 80 percent of a partnership’s gross income must be
allocated to Eligible Persons to avoid treatment as a
nonqualified entity. Notice 2009-8 further provides that the
Internal Revenue Service may look through the partnership’s
partners to their direct or indirect owners and to the

beneficiaries of trusts and estates for purposes of this test.
Amount Includible in Income

Notice 2009-8 specifies that earnings on deferred
compensation are subject to Section 457A and will be included
in income when the right to earnings is no longer subject to a
substantial risk of forfeiture. In addition, the notice provides
that once an amount of deferred compensation is included in
income under Section 457A, the service provider will not have
to include such amount in income when actually received. If
the right to an amount previously included in income is
permanently lost, the service provider is entitled to a loss

determined using the rules under Section 409A.
Amounts not Determinable

Notice 2009-8 provides that an amount is not determinable
under Section 457A (and, thus, potentially subject to the 20%
additional tax and interest charge described above) if the
amount payable in a future year is dependent upon factors that
are not determinable as of the end of the service provider’s
taxable year. Thus, where an investment manager’s
compensation depends on the amount that would be realized
upon the disposition of illiquid assets, such manager’s
compensation would be treated as not determinable under
Section 457A.
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Effective Date

Generally, Section 457A applies only to compensation
attributable to services performed on or after January 1, 2009.
Notice 2009-8 includes a series of guidelines and examples to
be used in determining whether compensation is attributable,
in whole or in part, to services performed before January 1,
2009. Among other things, these guidelines and examples
establish the following:

*  To the extent that a service provider has a legally binding
right to compensation as of December 31, 2008, and the
right to such compensation is not conditioned on the
performance of future services, such compensation (and
any reasonable earnings thereon the right to which is not
conditioned on the performance of future services) will
not be attributable to services performed after December

31,2008.

»  To the extent that a service provider has a legally binding
right to compensation as of December 31, 2008, and the
right to such compensation is conditioned on the
performance of future services, the amount of such
compensation that is attributable to services performed
after December 31,2008 generally will be determined by
prorating the compensation over the period during which

the service provider is required to perform services.
Coordination with Section 409A

In general, compensation is not considered to be deferred
under Section 409A if it is received within two and a half
months after the service provider’s taxable year in which the
compensation ceases to be subject to a substantial risk of
forfeiture. Notice 2009-8 provides that inclusions in income

under Section 457A will generally qualify as payments for
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purposes of Section 409A. Thus, Section 409A generally will
not apply to deferred compensation that is included in income
under Section 457A.

The Internal Revenue Service will issue further guidance on
timing issues that may arise under Section 409A, such as when
a deferred amount becomes subject to Section 457A in a future
year or ceases to be subject to Section 457A in a future year.
Until such guidance is issued, Notice 2009-8 provides that the
payment of a deferred amount during a service provider’s
taxable year at the time such amount becomes includible in
income under Section 457A will not constitute an

impermissible acceleration under Section 409A.
Hlliquid Investments

The notice concludes with a request for comments on all of the
issues addressed in the notice, and in particular, on the
exception to the definition of a substantial risk of forfeiture that
may be provided by regulations under Section 457A with
respect to single investment assets. The scope of this exception,
if provided, will be of particular importance to investment
funds with substantial illiquid investments.

Tiansition Relief

To the extent that an investment manager has outstanding
deferred amounts attributable to services performed before
January 1,2009, and such deferred amounts are currently
scheduled to be paid after 2017, Notice 2009-8 provides that a
change in the time and form of payment to conform the date
of distribution to the date the amount is required to be
included in income under Section 457A will not be treated as
an impermissible acceleration of such deferred amounts under
Section 409A so long as the change in time and form of
payment is established in writing and effective on or before
December 31, 2011.
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