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409A Regulations

There have been many questions concerning the 409A regulations by school boards.  The 409A has caused
confusion on the number of checks you can issue, but what school boards must remember is it only relates to
deferred compensation.  The number of checks is not the issue but whether or not a teacher is getting the entire
salary in the proper tax year. And if a school board does not allow an option to the employees about when they
receive their pay, then the school board does not have to worry about being out of compliance with 409A.  I have
included the FAQ from the IRS web site below.

Frequently Asked Questions: Sec. 409A and Deferred Compensation
 
The questions and answers below explain that, for purposes of section 409A:

*  School districts are not required to offer their employees an election between being paid over the
                school  year and being paid over a 12-month period

*  School districts that choose to offer such an election need not make any changes prior to 2008
    and their employees will not be subject to additional taxes
*  Any changes required for 2008 are likely to be minor

The following questions and answers are intended to help explain how section 409A may apply to these types of
arrangements, and similar arrangements of taxpayers with part-year work periods. For convenience of reference,
the questions and answers refer to school districts and their employees, although certain other taxpayers are also
covered.

What is section 409A?

Section 409A was enacted in October 2004 and was generally effective on Jan. 1, 2005. Section 409A applies
to compensation that workers earn in one year but that is not paid until a future year. This is referred to as
nonqualified deferred compensation.  However, section 409A does not apply to qualified plans (such as a section
401(k) plan) or to a section 403(b) plan or a section 457(b) plan.

How does coverage under section 409A affect an employee’s taxes?

If deferred compensation covered by section 409A meets the requirements of section 409A, then section 409A
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has no effect on the employee’s taxes. The compensation is taxed in the same manner as it would be taxed if it
were not covered by section 409A. If the arrangement does not meet the requirements of section 409A, the
compensation is subject to certain additional taxes, including a 20% additional income tax. Section 409A has no
effect on FICA (Social Security and Medicare) tax.

How does a teacher’s ability to have his or her salary spread over 12 months create deferred
compensation?

Generally, deferred compensation arises in an arrangement under which compensation earned in one year is paid
in a later year. For example, assume a school year starts Aug. 1, 2007, and ends May 31, 2008 (10 months), and
that a teacher earns $5,400 per month ($54,000 per year). If the teacher were paid over 10 months, the teacher
would receive $27,000 in 2007 for the five months of August through December, and would receive $27,000 in
2008 for the five months of January through May. If instead, the teacher were paid over 12 months, the teacher
would receive $4,500 per month. The teacher would receive only $22,500 in 2007 for the five months of August
through December and would receive $31,500 in 2008 for the seven months of January through July. In this
example, $4,500 that the teacher earned in 2007 is paid in 2008. In other words, the $4,500 of 2007 pay is
deferred until 2008 and the arrangement generally would be considered deferred compensation that is subject to
section 409A.

Does section 409A require that an employee be provided an election?

No, section 409A does not require that an employee be provided any election regarding how the employee is
paid. For example, a school district may provide that all teachers will have their pay spread over 12 months,
without providing any election to the teachers. In that case, the election rules discussed below would not apply
and no additional taxes would be imposed under section 409A.

What does section 409A require if an election is offered?

Section 409A generally establishes deadlines for when employees have to make their elections to defer
compensation. The general rule under the law is that an employee who wants to defer payment of compensation
to be earned in one year until a later year must make an election to do that not later than the end of the prior year.
In other words, if an employee wanted to defer some of his or her salary that would be earned in 2007, the
employee would have to make the election not later than Dec. 31, 2006. Congress gave the IRS and Treasury
Department authority to provide additional rules for elections, however. Under final section 409A regulations
issued in April, special rules allow teachers (or other taxpayers with similar part-year work periods) to make an
election to spread their compensation out for up to 12 months, if their employer is willing to give them that choice.
Generally, the regulations require the following:

*  The teacher (or other employee) must give a written (or electronic) election to the employer that
                notifies the employer that the employee wants to spread out the compensation.

*  The election must be made before the beginning of the work period (for example, before the first
                day of the school year for which the teacher is paid, which may be before the first day students
                arrive for class).

*  The election must be irrevocable, so that it can’t be changed after the work period begins.
*  The election must state how the compensation is going to be paid if the election is made (for
    example, ratably over the 12 months starting with the beginning of the school year).
*  No particular form is necessary for the election and it does not have to be filed with the IRS.

Continued on page 3
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What if an employee doesn’t submit an election, or misses the deadline?

If an employee doesn’t submit an election, or submits an election after the deadline, the employee must be paid in
the same way as other employees who do not make an election. For example, a school district may provide that if
a teacher submits an election on time, the teacher will be paid ratably over 12 months starting with the beginning of
the school year, but if the teacher is late or never submits an election, the teacher will be paid during the school
year only.

If a school district provides for an election, must the election requirements be met in writing?

Yes. But section 409A does not require any specific type of plan document. For example, if the teacher signed an
election form with the required information, that would be sufficient. In addition, an election can be made
electronically, such as by e-mail.  Other rules, such as the inability to change the election and the deadlines for the
election, can be provided in any other applicable document, such as an employee handbook or school board rules
and regulations.

Is an employee required to make this election every year?

No. An arrangement may provide that a pre-existing election will remain in place until the employee elects a
change. For example, a teacher could elect to receive his or her salary over 12 months, and that election could
remain in effect indefinitely until the teacher changed the election. However, if the teacher wants to change his or
her election, the change must be made before the beginning of the school year to which the change applies, and
could only apply to that future school year. A teacher generally cannot change the method of payment in the
middle of the school year.

Do school districts and their employees need to make any changes now?

No. The IRS has decided not to require school districts and their employees to make any changes now to the
way teachers or other employees elect to annualize their pay.

What changes do school districts that offer elections need to make for 2008?

The final regulations are not applicable until Jan. 1, 2008. By then, school districts that offer elections must have
set forth in writing how the teachers are to be paid for the compensation earned for the rest of the scheduled work
period (for example, for the remainder of the school year). In addition, for a work period or school year starting
after 2007, employers and employees will need to meet the requirements set forth above for any elections to
annualize compensation (for example, for the 2008-2009 school year).

Will the IRS impose any additional taxes if a school district and its employees fail to meet the
requirements of the final regulations for school years beginning before 2008?

No. The IRS will not impose additional taxes for failure to meet the deferral election timing and written plan
requirements with respect to the annualization of compensation for work periods or school years beginning before
Jan. 1, 2008. This relief applies only to compensation that qualifies for the special deferral election timing rule in the
409A regulations applicable to elections to annualize recurring part-year compensation, and only to the extent the
compensation is paid on or before Dec. 31, 2008. 

409A Regulations..cont’d from Page 2
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The Commonwealth of Kentucky does not discriminate on the basis of race, color, national origin,
sex, religion, age or disability in employment or the providing of services and will provide, upon
request, reasonable accommodation including auxiliary aids and services necessary to afford
individuals with disabilities an equal opportunity to participate in all programs and activities.

Form 941X

The IRS has been looking for stakeholder input on a new form and process, planned to begin in 2009, that
will improve the way employers and payers correct errors on previously filed employment tax returns. The
agency has posted a “vision draft” of new Form 941X, Adjusted Employer’s QUARTERLY Federal Tax
Return or Claim for Refund, for public review.

The IRS had previously issued proposed regulations establishing the new process for making interest-free
adjustments for both underpayments and overpayments, and clarifying the process for claiming refunds.

As soon as the final form is released, we will provide the updates for you.

Additional forms

After finalizing the new Form 941X, the IRS will continue developing additional forms for the remaining
returns in the employment tax series. The entire set of forms will be available in early 2009 for use in
correcting errors on employment tax returns discovered on or after Jan. 1, 2009

Questions about Social Security

Many Americans have questions about the Social Security or Supplemental Security Income (SSI)
programs, such as how to apply for benefits or what are their rights and responsibilities under these
programs.  That is why one of the most popular services on our website is the Social Security directory of
frequently asked questions and answers at www.socialsecurity.gov.
 
Need to know how to replace a lost Social Security card?  Should you be paying taxes on your Social
Security benefits?  What about hiring a household worker, such as a housekeeper or baby sitter?  Do you
need to pay taxes on their wages?  How can you contact Social Security when you are outside the United
States? 
 
Whatever your Social Security question, you can find clear, easy-to-understand answers on Social
Security’s website.  In fact, 630 questions and answers are listed in the directory – all categorized and easy
to find.  And if there is a question and answer on a topic that is of particular interest or importance to you,
you can request that Social Security notify you by email if the answer is updated.
 
Of course, you could have a question that hasn’t been asked before.  That, too, is no problem.  If you can’t
find your question, go to the “Ask a Question” option at the top of the Questions page and tell us what you
want to know.  You will receive an electronic response from Social Security. 
 
You can check out Social Security’s online questions and answers, and see other online services that are
available to you just by visiting us online at www.socialsecurity.gov.
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Social Security Administration Reaching Out!

The following comes from the Social Security Administration Newsletter.

Spreading the word about the Medicare Prescription Drug Program — and the extra help available through
Social Security — is important to us.  One of our latest products created to support our outreach efforts is a
new publication targeting adult sons and daughters who want to help their fathers save money on
prescription drugs.  The theme is “I saved my dad $3,600 on prescription drugs.  You can too!”
  
Many people with limited income and resources qualify for these big savings and don’t even know it. To find
out if someone is eligible, Social Security will need to know their income and the value of their savings,
investments and real estate (other than their home). If they are married and living with their spouse, we will
need this information for both of them.

With your help, we hope to reach a good number of potential beneficiaries this Father’s Day.  You can find
a copy of the new publication at www.socialsecurity.gov/prescriptionhelp/10164.htm.
 
 

Tracking Legislation

We are tracking legislation in Washington and Frankfort for possible changes and impacts to local and State
entities.  Watch for future newsletters for updates on the following:

*  Legislation in Washington that may take cell phones off the listed property list.
*  State Legislation on any retirement plan changes and how it may affect, if at all, Social Security

                Coverage.
*  Fire fighter earnings
*  IRS Compliance Changes


