
A Client Alert from Paul Hastings

August 2005

StayCurrent
Overview

In the fall of  2004, Congress enacted IRC Section 
409A.1 This deceptively simple section revolutionizes 
nonqualified deferred compensation, principally 
by establishing deadlines by which deferral elections 
must be made and by regulating distribution practices.  
However, Section 409A applies to a great deal more 
than just nonqualified deferred compensation plans.  Its 
ambit is broad enough potentially to apply to severance 
pay and similar benefits.  Indeed, there is a very thin 
line of  separation between, for example, a traditional 
nonqualified deferred compensation plan that pays a 
lump sum when an employee terminates employment 
for any reason and a severance plan that pays a lump 
sum when an employee terminates for stated reasons.  
The sole difference between such arrangements can be 
the kinds of  employment terminations that trigger a 
right to benefits.

For this reason, the Internal Revenue Service has been 
struggling to determine when severance is deferred 
compensation subject to Section 409A and when it is 
not.  As of  the date of  writing, no clear final answer 
exists.  

Existing Guidance on When Section 409A Applies to 
Severance Pay

The only material guidance on Section 409A’s ambit as 
of  the date of  writing was IRS Notice 2005-1, 2005-2 
I.R.B. 274 (Dec. 20, 2004).  Based on this guidance,  if  
a severance benefit meets the following requirements, 
it potentially will be subject to Section 409A, although 
it may be exempted for reasons discussed later in this 
section.

1. The benefit is legally enforceable against the employer 
(e.g., it is not discretionary with the employer).2 

2. The benefits can be paid more than 2 ½ months 
after the end of  the later of  the first taxable year of  
the employee or employer in which the amounts are 
no longer (or not initially) subject to a substantial 
risk of  forfeiture (“2 ½-Month Limit”).3 In most 
typical severance plans, the precondition-to-benefits 
requirement that an individual be terminated without 
cause or be laid off  would be a substantial risk of  
forfeiture.  Thus, if  the plan provides only lump 
sum payments to be paid promptly on termination 
of  employment, the 2 ½-Month Limit will prevent 
Section 409A from applying to the arrangement.  
However, a severance plan that also pays benefits in 
the event of  a “good reason” resignation may not be 
viewed as imposing a substantial risk of  forfeiture, 
or it might be construed as imposing such a risk but 
with that risk lapsing on the earliest date the employee 
could quit for good reason, not on the date he or she 
actually quits.  The following examples illustrate how 
either interpretation would make it harder to satisfy 
the 2 ½-Month Limit.  

a. Never a Substantial Risk of  Forfeiture.  Section 
409A would apply to the arrangement because 
payments could be made after the 2 ½-Month Limit, 
unless the arrangement has such short protection 
and payout periods as to make this impossible.   

b. Substantial Risk of  Forfeiture Lapses on Earliest 
Good Reason Event.  If  the good reason event 
occurs during 2005 and the individual can resign 
after March 15, 2006 and still receive benefits, or if  
payments would extend beyond that date, then the 
arrangement would not satisfy the 2 ½-Month Limit 
because the substantial risk of  forfeiture lapsed on 
December 31, 2005.  (This example assumes that 
the employer and the employee both have calendar 
tax years).

Hopefully, this “good reason issue” will be clarified in 
future Section 409A guidance.4
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A severance benefit that is potentially subject to Section 409A 
under the rules just set forth may escape Section 409A’s ambit 
to the extent it can be pigeonholed into one of  the following 
exempt categories:

3. Vested pre-2005 rights, and therefore, grandfathered.5   
Most severance pay is subject to a substantial risk of  
forfeiture—that the individual be terminated without cause 
or be laid off.  Hence, benefits do not “vest” until such 
a termination occurs.  Such severance programs cannot, 
therefore, be grandfathered except as to persons who 
terminated prior to 2005 and became entitled to severance 
benefits.

4. Severance benefits paid from a qualified plan, as is 
sometimes done.6 

5. During 2005, severance plans that are collectively bargained 
or do not cover any key employees.7 

6. Severance benefits comprised of  bona fide vacation leave, 
sick leave, compensatory time, disability pay, death or tax-
free health benefits.8

   
7. Other severance benefits that are tax exempt.  These likely 

are not subject to Section 409A, but there is no guidance 
on point to date.

 
Examples 

1. Broad-based Severance Plan that Pays Immediate 
Lump Sums Only and Only in the Event of  Layoff:  
Such a plan normally would not be subject to Section 409A 
because it does not defer compensation beyond the 2 ½-
Month Limit.

  
2. Same as Example 1 But Plan Also Provides Extended 

Tax-Free Health Benefits:  This plan should not be 
subject to Section 409A either, because taxable benefits are 
likely the only benefits to which Section 409A applies, and 
those are exempt under the 2 ½-Month Limit.

3. Same as Example 2, Except that Payments are Made 
in Installments Over an Extended Period:  This plan 
would be subject to Section 409A if  taxable payments 
extend beyond the 2 ½-Month Limit but, as to rank-and-
file employees, Section 409A does not apply for 2005.

4. Typical Golden Parachute Agreement or Executive 
Severance Agreement:  These agreements never would 
be grandfathered for persons who terminate after 2004 
and would be subject to Section 409A if  taxable payments 
extend beyond the 2 ½-Month Limit.  As discussed 

above, agreements that pay severance benefits in the event 
of  a “good reason” resignation might always cause the 
agreement to exceed the 2 ½-Month Limit.

5. Individually Negotiated Severance:  If  payments are 
made beyond the 2 ½-Month Limit, the arrangement 
would be subject to Section 409A.

6. Terminal Leave (i.e., a leave of  absence at the end 
of  employment during which the employee is paid or 
continues to receive or earn benefits):   if  payments 
are made beyond the 2 ½-month limit (applied as if  
employment terminated at the beginning of  the leave), the 
arrangement likely would be subject to section 409A.

Consequences of Section 409A Applying to a Severance 
Arrangement

If  Section 409A applies to a severance arrangement, 
the severance arrangement must meet the substantive 
requirements in Section 409A.  If  it does not, material tax 
penalties are imposed on the recipient, including potentially 
immediate taxation and an additional 20% or higher tax.  The 
features typically found in severance plans that are likely to be 
problematic are these:

1. Payments made before the lapse of  six months after 
termination of  employment as to a key employee of  a 
publicly traded company.

2. Election provisions that permit an employer or employee 
to specify how taxable benefits will be provided or when 
they will commence.

3. Distribution provisions that do not establish fixed payment 
dates or reasonably short payment date windows (e.g., 
within a week of  a specified date).

4. Provisions that modify previously granted stock options, 
such as by granting an extended exercise period.

Conclusion

If  an employer has a severance plan that appears subject 
to Section 409A, the employer should have the program 
reviewed by counsel who is completely up-to-date with the 
latest Section 409A guidance and compliance know-how.  
This is especially important if  the severance arrangement 
appears to have features that would violate Section 409A.
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Notes

1.  For a general overview of Section 409A, please see our Client Alerts titled Deferred Compensation Tax Guidance Delivers Relief: Employers Need to Respond 
in 2005 (January 4, 2005) and Employers Should Act ASAP: Congress Tightens Deferred Compensation Tax Laws (October 15, 2004).  
2.  I.R.S. Notice 2005-1, Q&A-4(a) and Q&A-9.  All subsequent Q&A references are to IRS Notice 2005-1.
3.  Q&A-4(c).  The 2 ½-Month Limit applies temporarily but it is widely expected that the Internal Revenue Service will make this rule permanent.
4.  Treasury officials have informally suggested that future 409A guidance may draw a distinction between severance benefits that are tied to good reason 
resignations and severance benefits that are tied to layoffs and other involuntary terminations.
5.  Q&A-16(b).  
6.  Q&A-3(b).
7.  Q&A-19(d).
8.  Q&A-3(c). 
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