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IRS Relaxes Rules on Fixing Release-
Contingent Payments in Nonqualified
Deferred Compensation Plans

by Susan P. Serota and Bradley A. Benedict

The Internal Revenue Service has modified its correction program for certain
nonqualified deferred compensation plan (*"NQDC plan™) document violations
under section 409A of the Internal Revenue Code of 1986, as amended (the
"Code"). IRS Notice 2010-80, issued November 30, 2010, grants NQDC plan
sponsors more flexibility in correcting impermissible timing provisions for
payments that are conditioned on employee actions, such as execution of a
general release of claims or restrictive covenant agreement, and provides
transition relief for such violations. The November Notice also provides relief
for certain reporting obligations under the correction program and opens the
program to certain NQDC plans that previously had not been eligible.

Background

In January 2010, the IRS established a correction program in IRS Notice 2010-6 for NQDC plans that fail
to comply with the documentation requirements under Code section 409A (see also our January 21, 2010,
Client Alert, "IRS Announces Correction Program for Nonqualified Deferred Compensation Plan Document
Failures"). The January Notice clarified that certain NQDC plan timing provisions for payments that are
dependent upon the employee completing certain "employment-related actions" violate Code section 409A
requirements to the extent the employee could exercise discretion that may affect the tax year in which the
payment is made (such provisions are referred to herein as "Employee Discretion Violations"). Examples of
such employment-related actions include signing a noncompetition agreement, nonsolicitation agreement
or release of claims against the employer. Consider an NQDC plan where the employee receives a lump
sum payment of compensation deferred under the plan within the 90-day period following a separation
from service, provided that the employee executes (and does not revoke during the applicable revocation
period) a general release of claims in a form acceptable to the employer. If the separation from service
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occurs toward the end of a calendar year such that the 90-day period in which payment can be made
crosses two tax years, then it may be possible for the employee to affect the tax year in which payment is
made by timing the delivery of the general release. At the very least, the employee can ensure that
payment is made in the latter year by delaying delivery of the release until January 1 (assuming the
employer will not make a payment prior to the expiration of the general release revocation period).

New Amendment Option for Correction of Employee Discretion Violations

The January Notice sets forth the procedures an NQDC plan sponsor must take to correct Employee
Discretion Violations, which must take place prior to the occurrence of a payment event to which the
impermissible provision applies. One requirement is to amend the plan to remove the impermissible
employee discretion within very strict parameters: (i) if the plan provides for payment, subject to the
employee's action, within a designated period (like the 90-day period in the example above), then the
amended plan must provide for payment to be made on the last day of such period, and (ii) if the plan does
not provide for payment, subject to the employee's action, within a designated period, then the amended
plan must provide for payment to be made on the 60th or 90th day following the occurrence of the payment
event (the separation from service in the example above). Under the January Notice, if an NQDC plan
having a violation covered by the correction program is corrected on or before December 31, 2010, the
plan is treated as having been corrected on January 1, 2009, and the employee may avoid income
inclusion and any applicable excise tax and interest penalty under section 409A.

The November Notice provides another choice for the timing of payments conditioned on employee
actions. Under the new rule:

i. If the plan provides for payment, subject to the employee's action, within a designated period, then the
amended plan must provide for payment to be made (A) on the last day of such period or (B) in the
second taxable year if in any event the designated period begins in a first taxable year and ends in a
second taxable year.

ii. If the plan does not provide for payment, subject to the employee's action, within a designated period,
then the amended plan must provide for payment to be made (A) on the 60th or 90th day following the
occurrence of the payment event or (B) during a specified period not longer than 90 days following the
occurrence of the payment event, provided that if such period begins in one taxable year and ends in a
second taxable year, the payment will be made in the second taxable year.

Additional Transition Relief

In addition, the November Notice provides transition relief through December 31, 2012, for plans
containing an Employee Discretion Violation as of December 31, 2010 (that is, plans adopted on and after
January 1, 2011, are expected to be compliant and are not eligible for this transition relief).

Under the transition rule, there will be no Code section 409A violation (neither a document failure nor an
operational failure) as a result of an Employee Discretion Violation if payment of compensation deferred
under the plan is made:

i. on or prior to March 31, 2011; or

' If a plan sponsor previously amended the plan under the January Notice to correct an Employee Discretion Violation, the plan
may be modified to provide for payment at the time described in clause (ii)(B).
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ii. after March 31, 2011, provided that (A) if any amounts paid under the plan pursuant to such a provision
are payable during a period that crosses two taxable years of the employee, the payment is made in
the second taxable year (or, if paid in the first year, such payment is eligible to be corrected as an
operational failure in accordance with the rules under IRS Notice 2008-113 and is so corrected),” and
(B) the plan document with the Employee Discretion Violation is corrected in accordance with the
January Notice (as modified by the November Notice) prior to December 31, 2012, but this requirement
is only necessary if any amounts of nonqualified deferred compensation remain deferred after
December 31, 2012, under either the plan or any substantially similar plan of the employer with
respect to another employee who commenced participation in such plan after December 31, 2010,
under terms that were in effect as of December 31, 2010.

Reporting Obligation Relief for Employee Discretion Violation Corrections

Certain reporting obligations form part of the NQDC plan document correction program, but the November
Notice relaxes some of these requirements. Under the January Notice, an employer correcting a plan
violation must include certain information with its income tax filing for the year the correction is made and
must provide certain information to the affected plan participants. (These obligations may also apply in the
subsequent year for certain corrections.) In turn, the affected plan participants must include certain
information on their tax returns for the year in which the correction is made (and the subsequent year in
certain cases). For any correction described in the preceding section, the November Notice eliminates the
employer's obligation to provide information to the employee and the employee's obligation to include
information with his or her tax return. (Note that the employer is still required to include the pertinent
information with its income tax filing.)

Other Relief Under the November Notice

In addition to the new rules concerning Employee Discretion Violations, the November Notice provided
certain additional relief with respect to the document correction program:

= The reporting obligation relief described in the previous section also applies more broadly to any
correction of a plan document violation covered by the January Notice that is completed on or before
December 31, 2010.

= The correction program is open to NQDC plan document violations concerning deferred compensation
in the form of stock rights to the extent that such stock rights were intended to be covered by Code
section 409A.

= The correction program is open to NQDC plans that are linked to other NQDCs or qualified plans, but
only to the extent that the document failure is not due to the time and form of payment being affected by
the amount deferred under, or the payment provisions of, the other NQDC or to a qualified plan.

2 |RS Notice 2008-113 establishes a program for the correction of certain Code section 409A operational failures (see also our
December 14, 2007, Client Alert, "IRS Announces Limited Correction Program for Nongualified Deferred Compensation
Plans"); however, it is not entirely clear how the correction described herein fits within the framework of that program.

® Without taking into account any remaining installment payments, annuities or other payments of deferred compensation that
are payable as of such date.

Pillsbury Winthrop Shaw Pittman LLP vwww.pillsburylaw.com | 3


http://www.pillsburylaw.com/index.cfm?pageid=34&itemid=38474
http://www.pillsburylaw.com/index.cfm?pageid=34&itemid=38474

Client Alert

Executive Compensation & Benefits

If you have any questions about the content of this publication, please contact the Pillsbury attorney with

whom you regularly work or the Executive Compensation & Benefits group.

New York

Susan P. Serota (Pi0)
+1.212.858.1125
susan.serota@pillsburylaw.com

Scott E. Landau (Pi0)
+1.212.858.1598
scott.landau@pillsburylaw.com

Mark C. Jones (i0)
+1.212.858.1430
mark.jones@pillsburylaw.com

Bradley A. Benedict (P10)
+1.212.858.1523
bradley.benedict@pillsburylaw.com

San Francisco

Christine L. Richardson (Pi0)
+1.415.983.1826
crichardson@pillsburylaw.com

San Diego—North County

Jan H. Webster (bi0)
+1.858.509.4012
jan.webster@pillsburylaw.com

Kenneth E. Bonus (Pi0)
+1.858.847.4206
kenneth.bonus@pillsburylaw.com

Silicon Valley

Cindy V. Schlaefer (o)
+1.650.233.4023
cindy.schlaefer@pillsburylaw.com

Washington, DC / Northern Virginia

Howard L. Clemons (Pi0)
+1.703.770.7997
howard.clemons@pillsburylaw.com

This publication is issued periodically to keep Pillsbury Winthrop Shaw Pittman LLP clients and other interested parties
informed of current legal developments that may affect or otherwise be of interest to them. The comments contained herein

Peter J. Hunt (bi0)
+1.212.858.1139
peter.hunt@pillsburylaw.com

John J. Battaglia (°10)
+1.212.858.1738
john.battaglia@pillsburylaw.com

Kathleen D. Bardunias (Pio)
+1.212.858.1905
kathleen.bardunias@pillsburylaw.com

Marta K. Porwit (Pio)
+1.415.983.1808
marta.porwit@pillsburylaw.com

Daniel N. Riesenberg (/0)
+1.858.847.4130
daniel.riesenberg@pillsburylaw.com

Lori Partrick (Pio)
+1.858.509.4087
lori.partrick@pillsburylaw.com

Grace Chen (bi0)
+1.650.233.4873
grace.chen@pillsburylaw.com

do not constitute legal opinion and should not be regarded as a substitute for legal advice.
© 2010 Pillsbury Winthrop Shaw Pittman LLP. All Rights Reserved.

Pillsbury Winthrop Shaw Pittman LLP vwww.pillsburylaw.com


http://www.pillsburylaw.com/index.cfm?pageid=15&itemid=21101
mailto:susan.serota@pillsburylaw.com
http://www.pillsburylaw.com/index.cfm?pageid=15&itemid=22101
mailto:scott.landau@pillsburylaw.com
http://www.pillsburylaw.com/index.cfm?pageid=15&itemid=21145
mailto:peter.hunt@pillsburylaw.com
http://www.pillsburylaw.com/index.cfm?pageid=15&itemid=21162
mailto:john.battaglia@pillsburylaw.com
http://www.pillsburylaw.com/index.cfm?pageid=15&itemid=22124
mailto:kathleen.bardunias@pillsburylaw.com
http://www.pillsburylaw.com/index.cfm?pageid=15&itemid=21177
mailto:mark.jones@pillsburylaw.com
http://www.pillsburylaw.com/index.cfm?pageid=15&itemid=22127
mailto:bradley.benedict@pillsburylaw.com
http://www.pillsburylaw.com/index.cfm?pageid=15&itemid=21079
mailto:crichardson@pillsburylaw.com
http://www.pillsburylaw.com/index.cfm?pageid=15&itemid=22364
mailto:marta.porwit@pillsburylaw.com
http://www.pillsburylaw.com/index.cfm?pageid=15&itemid=20991
mailto:daniel.riesenberg@pillsburylaw.com
http://www.pillsburylaw.com/index.cfm?pageid=15&itemid=20634
mailto:jan.webster@pillsburylaw.com
http://www.pillsburylaw.com/index.cfm?pageid=15&itemid=21916
mailto:kenneth.bonus@pillsburylaw.com
http://www.pillsburylaw.com/index.cfm?pageid=15&itemid=20607
mailto:lori.partrick@pillsburylaw.com
http://www.pillsburylaw.com/index.cfm?pageid=15&itemid=20867
mailto:cindy.schlaefer@pillsburylaw.com
http://www.pillsburylaw.com/index.cfm?pageid=15&itemid=22021
mailto:grace.chen@pillsburylaw.com
http://www.pillsburylaw.com/index.cfm?pageid=15&itemid=21250
mailto:howard.clemons@pillsburylaw.com



