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409A Remediation Now Available

by Jeffrey D. Snavely

While the 409A regulations, and the requirement to operate nonqualified de-
ferred compensation plans in compliance with those regulations, were effective some
time ago, the deadlines to amend nonqualified deferred compensation plans to com-
ply, in form, with those rules took effect just a little over a year ago. Many employers
were aware of the requirements and consequences of failure to comply with the regu-
lations, but many more were not, and in an effort to encourage employers to comply
with those regulations, the IRS has recently issued procedures by which employers
may amend their plans to comply with those regulations and avoid some or all of the
consequences of their failure to comply.

Background

In the wake of the financial scandals earlier in the decade, the IRS set it sights
on curbing abuses in the use of nonqualified deferred compensation plans. Nonguali-
fied deferred compensation plans are very broadly defined to include any arrangement
(other than qualified employer plans such as a 401(k)) whereby the employee obtains
the legally binding right to receive compensation in a later taxable year. This could
include not only traditional deferred compensation agreements but also employment
agreements that provide for deferred bonuses or salary continuation, covenants not to
compete, and even, in certain cases, share redemption arrangements. The 409A regu-
lations, adopted in 2004, greatly restricted both an employer’s and an employee’s
ability to make changes in the time (death, termination of service, fixed date, etc.) and
form (lump sum, installments, etc.) of payments under these nonqualified deferred
compensation plans.
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Under the 409A regulations, employers were required to operate their plans in compliance with the regulations
beginning in 2005 and were required to amend their plans to conform to the regulations no later than December 31, 2008.

Not surprisingly, many employers did not comply with these operational and documentary deadlines, but this notice will, in
many instances, give employers another opportunity to comply.

Available Remediation

In order to assist employers and employees who inadvertently failed to comply with the 409A regulations, the IRS
has recently released Notice 2010-6, which allows employers, under certain circumstances, to correct both documentary
failures and to reduce or eliminate taxes that would otherwise be required because of the failure. The remediation is not
available for all failures, but rather only for those failures specifically referenced in the notices.

Specifically, the notice, among other things, allows the correction of:

» certain commonly used language in nonqualified plans that does not otherwise comport with the Regulations will be
deemed compliant (e.g., as soon as practicable);

e ambiguous payment events;

» impermissible definitions of otherwise permissible payment events (e.g., separation of service, change of control and
disability);

e impermissible payment periods (e.g., payment periods allowing a payment later than 90 days after a payment event);

» impermissible payment schedules (e.g., a payment schedule to be determined at a later date);

* impermissible deferral elections; and

e impermissible reimbursement of certain expenses.

In most instances, the employer can make these corrections and avoid or significantly reduce the negative tax consequences
attendant to a 409A failure, and those consequences are significant. Noncompliance can result in the current recognition of
income tax on all amounts deferred, a 20% tax on the amount otherwise included in income, and additional penalties.

Opportunities for the Employer
This gives employers who have not previously done so the perfect opportunity to:

» take inventory of all plans, agreements and arrangements that fall within the purview of 409A;
* review both the operation and underlying documents of those 409A plans to ensure compliance; and
» to the extent that there have been failures, to make use of the remediation programs currently available.

Mr. Snavely, a member in the Business Section of Eastman & Smith, concentrates his practice in
the areas of commercial transactions and general corporate law. To contact Mr. Snavely, please call our
Toledo office (419-241-6000).

Disclaimer

The articles in this newsletter have been prepared by Eastman & Smith Ltd. for informational pur-
poses only and should not be considered legal advice. This information is not intended to create, and receipt
of it does not constitute, an attorney/client relationship.
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