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SUBJECT

LIMITED DEFERRED COMPENSATION
OPPORTUNITIES FOR HEDGE FUND
MANAGERS UNDER SECTION 457A
The Service recently issued Rev. Rul. 2014-18, which clarifies that properly
designed stock options and stock-settled stock appreciation rights (“SARs”) are
forms of deferred compensation that may be granted to service providers
(including hedge fund managers) of certain hedge funds and entities that are
based in foreign tax havens. Such awards are exempt from section 457A, which
generally precludes deferred compensation arrangements between these service
providers and service recipients. This ruling is consistent with the Service’s
earlier statement in Q&A-2(b) of Notice 2009-8 (the interim guidance for section
457A).

BACKGROUND
Section 457A was enacted in 2008 to promote parity between the tax treatment
of nonqualified deferred compensation plans sponsored by United States
companies and those sponsored by offshore companies that are based in tax
haven jurisdictions (or more precisely, under section 457A’s terminology,
“nonqualified entities”).
The Service provides a complex body of rules for determining whether a sponsor
of a nonqualified deferred compensation plan is a “nonqualified entity” for a
given period. However, the overall concept is rather straight forward: a
nonqualified entity is a service recipient with no (or a materially lower) tax
liability for substantially all (i.e., at least 80 percent) of its gross income for the
taxable year. This rule sweeps all partnerships into the definition, unless
substantially all of the partnership income is allocated to persons subject to a
comprehensive income tax system. So in short, a nonqualified entity is a taxindifferent entity that suffers no economic loss inasmuch as the timing of the
deduction for the compensation is not relevant when the company does not have
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a tax liability. By contrast, United States companies that provide nonqualified deferred compensation to their workers are
unable to receive a tax deduction for the deferred compensation until the amount is paid to the service provider. The
Code, prior to the enactment of section 457A, provided a significant tax benefit to service providers, without any
corresponding tax disadvantage to their offshore service recipients.
In light of these policies, section 457A generally imposes federal income tax on compensation deferred under a
nonqualified deferred compensation plan sponsored by a nonqualified entity when the service provider’s right to the
compensation becomes vested. If, however, the amount of deferred compensation is not determinable at the time of
vesting, taxes are imposed when the amount becomes determinable and an additional 20-percent tax and interest for late
income inclusion will be imposed.

COVERED AND EXCLUDED PLANS
Section 457A generally precludes the deferral of compensation paid in cash beyond the date of vesting. As such, a stock
appreciation right that provides a right to receive cash equal to the appreciation in the service recipient’s equity is a
deferred compensation arrangement covered by section 457A.
Reiterating its earlier guidance, the Service held in Rev. Rul. 2004-18 that nonstatutory stock options are exempt from
section 457A, provided they are issued with an exercise price not less than fair market value at the date of grant and
contain no other deferral feature. The ruling further states that stock appreciation rights that must be settled in the
service recipient’s stock, and not an amount equal to the appreciation in such equity, are excluded from coverage under
section 457A. These SARs are functionally identical to a nonstatutory stock option to purchase service recipient stock with
a net exercise feature. While the ruling specifically applies to the use of nonqualified stock options and SARs, the rationale
may also apply to equity interests in a partnership or limited liability company classified as a partnership for federal tax
purposes.

OPPORTUNITIES
This recent ruling confirms that long-term incentive compensation may be delivered by a nonqualified entity (e.g., an
offshore hedge fund in a tax haven jurisdiction) to its service provider (e.g., a hedge fund manager) in the form of stock
options or stock-settled SARs, granted at a price equal to the fair market value of the fund’s equity on the date of grant;
and the hedge fund managers will be able to defer compensation income attributable to the stock option/SAR until
exercise. This incentive arrangement may provide a tax-efficient mechanism for delivering performance-based
compensation to hedge fund managers and other service providers of nonqualified entities.
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