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RELEASES AND SECTION 409A - A TRAP FOR THE UNWARY

Many companies require departing employees to
execute a general release of claims as a
pre-condition to receiving severance. In order to
satisfy certain legal requirements, these releases
often incorporate a consideration period (typically
21 days or 45 days) and a revocation period
(typically 7 days). Usually releases or separation
agreements will provide that the employee will
receive the severance or commence receiving the
severance on the 8" day after the employee
executes the release (because of a 7 day revocation
period). In this situation, by choosing to waive
some or all of the consideration period an employee
may be able to control the tax year in which a
severance payment is made. For example, an
employee is terminated on December 15" and can
execute the release anytime through January 6" of
the subsequent tax year. If he executes the release
prior to December 23, then if his release provides
for payment on the 8" day after execution he would
receive the severance payment in the tax year in
which he was terminated, but if he executes the
release after December 23 then he would receive
the severance in the following tax year. The
Internal Revenue Service (the “IRS”) views
arrangements of this type as violating Section 409A
of the Internal Revenue Code (“Section 409A”).

SECTION 409A

Section 409A is a provision of the tax law imposing
significant penalties on employees' who participate
in a “nonqualified deferred compensation plan” that
fail to comply with its requirements.

The regulations issued under Section 409A define

! Section 409A covers not just employees, but generally
anyone providing services, so it would also typically
apply to consultants, independent contractors and others.
For the sake of simplicity, in this legal update we only
use the term “employee”, but by using that term also
mean to include consultants, independent contractors and
others providing services.

“nonqualified deferred compensation plans” far
more broadly than would be expected. As defined
“nonqualified deferred compensation plan” can
include severance arrangements, bonus plans,
membership dues reimbursements, business
expense reimbursements, tax gross-ups and many
other arrangements that would not commonly be
considered to be a “nonqualified deferred
compensation plan.”

The consequences of participating in a
“nonqualified deferred compensation plan” that
does not satisfy Section 409A can be extremely
severe. The employee would be taxed immediately
upon vesting of the “nonqualified deferred
compensation plan”, even if he has not yet received
the money and will not receive the money for a
number of years. In addition, the employee is
assessed an additional 20% penalty tax plus interest
and any other similar nonqualified deferred
compensation plan the employee participated in is
also deemed to fail the requirements of Section
409A (whether or not it does) and also incurs the
20% penalty tax, immediate taxation and interest.
Some states (such as California) impose their own
additional penalties on a “nonqualified deferred
compensation plan” failing to satisfy the
requirements of Section 409A or a state law version
of Section 409A.

THE TRAP

In the example described above, the IRS has taken
the position that the ability of the employee to
control the year of taxation by choosing the date on
which he will sign and submit the release causes the
severance arrangement to fail to satisfy Section
409A, which would result in the severance
payments being subject to the 20% tax, immediate
taxation and interest charges, as well as, causing
any other similar “nonqualified deferred
compensation plan” the employee participated in to
also be deemed to fail Section 409A.
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The IRS has discussed this issue publicly at
conferences and seminars. It also has published IRS
Notices 2010-6 and 2010-80, which provide
guidance on how to fix releases which do not
comply with Section 409A, including this issue.

APPROACHES TO CONSIDER

Practitioners have adopted two common approaches
to address this issue when drafting releases:

e The first approach is simply to provide in the
release that the company will pay (or begin
paying) the severance a set period of time
following the termination date (typically 30 or
60 days), provided that the release has become
final and non-revocable by the employee by
such date. By providing a fixed date for
payment, the release satisfies the rules under
Section 409A because the employee can no
longer control the year of payment by choosing
on what date to execute and return the release.

e The second approach is for the release to
provide that the company will pay (or begin
paying) severance following the date the release
has become final and non-revocable, but that in
the event the period the employee has to review
and revoke the release spans two calendar
years, the company will pay (or begin paying)
the severance as soon as practicable, but in no
event earlier than the first day of the second
calendar year. This approach permits the
Company to pay severance earlier than would
arise with the set payment date, but still
satisfies Section 409A because it removes the
employee’s ability to determine the year in
which he or she receives her severance.

OTHER 409A SEVERANCE CONCERNS

It should be noted that a severance arrangement can
fail to satisfy Section 409A for reasons other than
the release problem discussed above. It is vital that
any severance or other arrangement which could
conceivably constitute a “nonqualified deferred
compensation plan” be reviewed by qualified tax
counsel.

**k*

If you need to have an arrangement that may
constitute a “‘nonqualified deferred compensation
plan” reviewed by qualified tax counsel, please do
not hesitate to contact either Edward J. Rayner
(erayner@pryorcashman.com or 212-326-0110) or
Matthew O. Young (myoung@pryorcashman.com
or 212-326-0179).
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