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MARKET TREND: The IRS continues to permit the correction of 

payment provisions conditioned upon the execution of a release 

or other employment related documents that do not comply with 

the requirements under Internal Revenue Code (“Code”) §409A, 

but only through December 31, 2012.  

 

SYNOPSIS: Payment provisions conditioned upon the execution of 

a release or other employment related documents that do not 

comply with the requirements under Code §409A must be 

corrected by December 31, 2012 to benefit from the transition 

relief provided under Notice 2010-80. 

 

TAKE AWAYS: Employers should review outstanding non-

qualified deferred compensation arrangements that were in place 

on or before December 31, 2010 and provide benefits conditioned 

upon the execution of a release or other employment related 

documents, such as employment agreements that provide for 

severance benefits, for compliance under code §409A and correct 

as necessary prior to the December 31, 2012 deadline to benefit 

from the transition relief provided under Notice 2010-80. This is 

likely the perfect time to meet with human resource directors to 

review their “template” employment and severance agreements 

or other documents that provide for payments conditioned upon 

the execution of a release or other employment related 

documents. A sample client letter discussing these issues is 

attached.     
 
 

Overview 

 

A common practice among businesses is to require an employee or other 

service provider to execute a release or other employment related documents 

(such as covenants not to compete) as a condition to receiving severance or 

other payments (including benefits under a deferred compensation plan). For 

example, an employment agreement might provide that if an employee’s 

employment is involuntarily terminated, the employer will pay the employee 



severance payments that will begin as soon as practicable after the employee 

executes a release of the employer and its officers, and that release becomes 

irrevocable. Under this type of arrangement, the employee can affect the 

timing of the severance payments based upon when he or she executes the 

release.  

 

This type of provision is problematic if the severance payments that are 

conditioned upon execution of the release are deemed to constitute a 

“nonqualified deferred compensation plan” that is subject to Code §409A 

(“§409A”). §409A generally applies to any plan or arrangement pursuant to 

which a service provider has a legally binding right to compensation that is or 

may be paid in a later taxable year. Thus, unless the severance payments in 

the foregoing example qualify for some exception to §409A (see discussion in 

Q&A 5 below), they would be subject to the requirements under §409A, 

including the limitations imposed by §409A on the acceleration or delay in the 

timing of those payments.  

 

The IRS has taken the position that a provision requiring the execution of a 

release or other employment related documents as a condition for payments 

that are subject to §409A, without specifying a deadline as to when these 

events must occur, violates §409A because it provides the recipient with 

impermissible discretion to control the timing of the payment by accelerating 

or delaying his or her execution of the release (or other employment related 

documentation, as applicable) and thus, to accelerate or delay the date upon 

which the severance payment is made. If a compensation arrangement subject 

to §409A fails to satisfy the requirements under §409A in written form or in 

operation, (1) all compensation deferred under the arrangement is taxed as 

soon as it becomes vested (even if payable later), (2) premium interest on that 

tax accrues from the vesting date at the rate applicable to tax underpayments 

plus 1%, and (3) a 20% additional tax is assessed on the taxable amount. 

Example: Suppose that in 2010, an employee obtained a vested right to 

a $100,000 deferred compensation plan benefit that was payable upon 

his separation from service. Payment of that benefit was contingent 

upon the employee’s execution of a general release, and the payment 

was to be made whenever the release became irrevocable. As a result, 

the employee could affect the timing of the benefit payment based upon 

when he executed the release. Under those circumstances, if the release 

provision is not corrected on or before December 31, 2012 pursuant to 

the transition relief described below, beginning in 2013, the $100,000 

benefit payment could (1) be taxable to the employee under §409A, (2) 

incur a 20% additional tax, and (3) result in application of a premium 

interest tax equal to the rate applicable to tax underpayments plus 1% 

on the underpayments that would have occurred had the $100,000 

been includible in income in 2010. Therefore, the employee will pay tax 

and penalties under §409A on a payment he has not yet received. 

Recognizing the intricacy of the requirements under §409A, the IRS issued 

Notice 2010-6, which provides methods for taxpayers to voluntarily correct 

many types of failures to comply with the document requirements applicable 

under §409A to nonqualified deferred compensation plans. Many of the 

correction methods under Notice 2010-6 avoid or reduce the taxes and 



penalties under §409A. Notice 2010-6 provides a narrow correction method 

for the type of document failure under §409A described above. The IRS 

subsequently issued Notice 2010-80, which provides, among other things, a 

more flexible correction method and transition relief with respect this type of 

failure.  

 

1. What Type of Arrangements Are Eligible for the Transition 

Relief? 

 

A compensation arrangement in place on or before December 31, 2010 that 

provides for a payment conditioned upon an employment-related action of 

the recipient, such as the execution and submission of a noncompetition or 

nonsolicitation agreement or a release of claims, and permits the recipient to 

delay or accelerate the time of the payment as a result of the recipient’s 

actions (an “Eligible Compensation Arrangement”) is eligible for 

transition relief under Notice 2010-80. 

2. What is the Transition Relief Under Notice 2010-80? 

An Eligible Compensation Arrangement will not be treated as violating §409A 

by reason of conditioning payment upon an employment related action of the 

recipient prior to December 31, 2012. Thus, by correcting Eligible 

Compensation Arrangements pursuant to the transition relief under Notice 

2010-80, the applicable taxes and penalties under §409A may be avoided. If 

any amounts remain deferred under the Eligible Compensation Arrangement 

after December 31, 2012 (other than any remaining installment, annuity or 

other payments of an amount that has already become payable), the Eligible 

Compensation Arrangement must be amended on or before December 31, 

2012 to correct the potential failure under §409A, as discussed below. In 

addition, the recipient under the corrected compensation arrangement will 

not be required to report the correction to the IRS (which is otherwise 

required for correcting §409A failures under Notice 2010-6). 

3. What Is the Applicable Correction? 

There are several correction alternatives available under Notice 2010-6 and 

Notice 2010-80. Generally, the Eligible Compensation Arrangement must be 

amended to remove the ability of the recipient to delay or accelerate the 

timing of the payment as a result of the recipient’s actions. This may be 

accomplished by requiring that the payment be made on a fixed date, either 

60 or 90 days following the occurrence of the permissible payment event. For 

example, a deficient severance payment provision described in the example 

above could be amended to provide that the severance payment would 

become payable on the 90th day following the date on which the recipient’s 

employment terminates, provided that the recipient submits an executed 

release of claims that becomes irrevocable on or before such 90th day. Under 

the amended provision, the recipient would no longer have the ability to 

accelerate or delay the payment date because the severance payment must be 

made on the 90th day following the date on which the recipient’s employment 

terminates. If the recipient has not satisfied the conditions to payment prior 

to the end of the 90 day period (i.e., the recipient submits an executed release 



of claims that become irrevocable on or before such 90th day), the payment 

would be forfeited, rather than delayed. 

A more flexible correction is provided under Notice 2010-80, which permits 

the payment to be made during a specified period not longer than 90 days 

following the occurrence of the permissible payment event, provided that if 

the specified period spans two taxable years, the payment will be made in the 

second taxable year. The purpose of this condition is to restrict the recipient’s 

ability to determine the taxable year in which the payment is made, by 

requiring that the payment always be made in the second taxable year. 

For example, a deficient severance payment provision described in the 

example above could be amended to provide that the severance payment 

would become payable within 90 days following the date on which the 

recipient’s employment terminates, provided that the recipient submits an 

executed release of claims that becomes irrevocable on or before such 90th 

day. Under the amended provision, the recipient would have the ability to 

receive payment at any time during the 90 day period by satisfying the 

conditions to payment within such 90 day period, provided that if the 90 day 

period spans two taxable years (e.g., begins December 1, 2013 and ends March 

1, 2014), the payment could be made no earlier than January 1, 2014. As 

under the first correction method, if the recipient has not satisfied the 

conditions to payment prior to the end of the 90 day period, the payment 

would be forfeited, rather than delayed. 

4. What Are the Conditions To Correct? 

 

Notice 2010-6 sets forth the following eligibility requirements that must be 

met in order to correct noncompliant payment provisions conditioned upon 

the execution of a release or other employment related documents: 

• The employer must take commercially reasonable steps to identify 

and correct all other nonqualified deferred compensation plans that 

have a document failure that is substantially similar to the document 

failure initially identified and corrected. 

  

• The employer and the recipient must not be under examination from 

the IRS. 

  

• The document failure must be inadvertent and unintentional and 

must not be directly or indirectly related to participation in any listed 

transaction. 

  

• The employer must attach a description of the failure and correction 

to its federal tax return for the correction year. The requirement 

applicable to most §409A corrections that the recipient attach similar 

information to his or her federal tax return for the correction year is 

not applicable to corrections pursuant to the transition relief under 

Notice 2010-80. 

5. Under What Circumstances Would Severance Pay Potentially 



Not Be Subject to §409A? 

 

The forgoing discussion assumes that the compensation arrangement 

involving payments conditioned upon the execution of release or other 

employment related action is subject to §409A. However, not all severance 

pay arrangements are subject to §409A. For example, severance payments 

that are first agreed to and that are required to be paid in the same taxable 

year are not subject to §409A, since the payments would be made in the same 

year as the year in which the legally binding right to the payment arose. Also, 

there are several important exceptions to the application of §409A that may 

apply to severance payments.  

 

A. Short-Term Deferrals 

 

Payments that are required to be made no later than 2 ½ months after the 

end of the taxable year in which the payments are no longer subject to a 

substantial risk of forfeiture may be exempt from §409A under what is known 

as the “short-term deferral exception”. The preamble to the final Treasury 

Regulations under §409A indicates that conditions under the discretionary 

control of the service provider (other than the decision whether or not to 

continue providing services) are not treated as creating a substantial risk of 

forfeiture and thus, a requirement that an employee execute a release of 

claims to receive a benefit should not be treated as a substantial risk of 

forfeiture for this purpose.  

 

B. Separation Pay Exception 

 

Another potential exception is the “separation pay exception”, which exempts 

payments made solely on account of an involuntary termination of 

employment if and to the extent (i) the amount of the separation pay does not 

exceed two times the lesser of the employee’s annualized compensation for 

the taxable year of the employee prior to the year of termination or the 

maximum amount of compensation that may be taken into account for certain 

qualified plan purposes for the termination year (the maximum amount of 

compensation is $250,000 for 2012 and thus, the maximum amount subject 

to this exception is $500,000 for 2012), and (ii) the arrangement provides 

that the separation pay must be paid no later than the last day of the 

employee’s second taxable year following the employee’s taxable year in which 

his or her employment terminates. For example, payments under a severance 

provision that provides for the continuation of an employee’s base salary for 

one year immediately following the employee’s separation from service would 

generally fall within the “separation pay exception”, provided that the 

employee’s base salary was less than the maximum amounts described above 

($500,000 for 2012).  

 

To the extent that severance payments qualify under one of these exceptions, 

the fact that those payments are conditioned upon the release or other 

employment related action may not raise the issues under §409A discussed 

above (although they may raise other tax issues, such as those under 

constructive receipt principles). Notwithstanding, if the recipient becomes 

vested in the severance payments on or before his or her termination date 

(which would most often occur given the position by the IRS that the release 



execution requirement should not be treated as a substantial risk of 

forfeiture), and the release execution is the event triggering payment for 

which there is no deadline, the existence of the release execution requirement 

could be viewed as permitting payment of the severance outside of the 

applicable 2 ½ month period (applicable to the short-term deferral exception) 

or the applicable two-year period (applicable to the separation pay exception). 

Therefore, there is a risk that neither exception to §409A will apply to 

severance payments conditioned upon a release or other employment related 

action for which there is no deadline. Accordingly, it may be prudent to 

correct any arrangements that could potentially violate §409A rather than rely 

upon these exceptions.  

 

It also should be noted that under proposed Treasury Regulations issued by 

the IRS dealing with the adverse consequences that result from §409A 

violations, it may be possible to correct such violations without penalty if the 

correction is made before the benefits vest (which may be the date on which 

the employee’s employment terminates if payment is conditioned upon an 

involuntary termination). Indeed, some argue that the proposed Treasury 

Regulations permit correction at any time before the end of the taxable year in 

which the benefit vests. Nevertheless, the safer course would seem to be to 

correct the problem now. 

SUMMARY & TAKE AWAYS 
 
Employers should review outstanding non-qualified deferred compensation 
arrangements that were in place on or before December 31, 2010 and provide 
benefits conditioned upon the execution of a release or other employment 
related documents, such as employment agreements that provide for 
severance benefits, for compliance under code §409A and correct as 
necessary prior to the December 31, 2012 deadline to benefit from the 
transition relief provided under Notice 2010-80. Corrections pursuant to the 
transition relief under Notice 2010-80 may be the last opportunity for 
correcting these types of document failures without having to comply with all 
of the onerous eligibility requirements under Notice 2010-6 and will enable 
recipients to avoid applicable taxes and penalties under §409A that could 
otherwise be assessed on account of deficient severance payment provisions. 
This also is likely the perfect time to meet with human resource directors to 
review their “template” employment and severance agreements or other 
documents that provide for payments conditioned upon the execution of a 
release or other employment related documents. A sample client letter 
discussing these issues is attached. 
 
SAMPLE CLIENT LETTER  
 
“Dear Client,  
 
A common practice among businesses is to require an employee or other 
service provider to execute a release or other employment related documents 
(such as covenants not to compete) as a condition to receiving severance or 
other payments (including benefits under a deferred compensation plan). For 
example, an employment agreement might provide that if an employee’s 
employment is involuntarily terminated, the employer will pay the employee 
severance payments that will begin as soon as practicable after the employee 
executes a release of the employer and its officers, and that release becomes 
irrevocable. Under this type of arrangement, the employee can affect the 
timing of the severance payments based upon when he or she executes the 
release.  
 
This type of provision is problematic if the severance payments that are 



conditioned upon execution of the release are deemed to constitute a 
“nonqualified deferred compensation plan” that is subject to §409A of the 
Internal Revenue Code of 1986, as amended (“§409A”) because it provides 
the recipient with impermissible discretion to control the timing of the 
payment by accelerating or delaying his or her execution of the release (or 
other employment related documentation, as applicable) and thus, to 
accelerate or delay the date upon which the severance payment is made.  
 
The IRS has issued a correction program under Notice 2010-06 that is 
applicable to payment provisions conditioned upon the execution of a release 
or other employment related documents that do not comply with the 
requirements under §409A. Provided that the applicable correction is made 
on or before December 31, 2012, Notice 2010-80 provides transition relief 
from the onerous disclosure requirements and potential taxes and penalties 
under §409A.  
 
Before the year end, we advise you to review with your tax advisor all 
outstanding compensation arrangements that provide benefits conditioned 
upon the execution of a release or other employment related documents to 
determine whether any potential compliance issues under §409A may be 
eligible for correction pursuant to the transition relief provided under Notice 
2010-80. We can assist you in this process and help you implement the 
appropriate corrections in the event these potential issues under §409A exist 
under your current compensation arrangements.  
 
Please contact us if you have any questions or to set up a time to discuss these 
important developments.” 
 
 
 
For more information about the topic discussed in this Washington Report, 
please contact Albert Gibbons at algibbons@algibbons.com 

  

In order to comply with requirements imposed by the IRS which 

may apply to the Washington Report as distributed or as re-

circulated by our members, please be advised of the following:  

THE ABOVE ADVICE WAS NOT INTENDED OR WRITTEN TO BE 

USED, AND IT CANNOT BE USED, BY YOU FOR THE PURPOSES 

OF AVOIDING ANY PENALTY THAT MAY BE IMPOSED BY THE 

INTERNAL REVENUE SERVICE. 

In the event that this Washington Report is also considered to be a 

“marketed opinion” within the meaning of the IRS guidance, then, 

as required by the IRS, please be further advised of the following: 

 

THE ABOVE ADVICE WAS NOT WRITTEN TO SUPPORT THE 

PROMOTIONS OR MARKETING OF THE TRANSACTIONS OR 

MATTERS ADDRESSED BY THE WRITTEN ADVICE, AND, BASED 

ON THE PARTICULAR CIRCUMSTANCES, YOU SHOULD SEEK 

ADVICE FROM AN INDEPENDENT TAX ADVISOR. 

  
  

 


