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What Is Section 409A?

Section 409A places significant new restrictions on the use by employers of “deferred
compensation” arrangements, which are defined broadly and include arrangements such as
severance or termination agreements and severance plans, arrangements, or practices. These
restrictions require, for example, that the time and form of payment be specified in the
relevant documents and meet certain requirements. (By way of only one small example, the
time and form of payment requirements would prohibit the heretofore common term that
severance will commence as soon as practicable after arelease is effective.) In addition,
these restrictions provide that there must be a six-month delay in certain termination
payments to key employees of public companies.

Failure to comply with Section 409A can result in an employee’simmediate income
recognition for all deferred amounts, as well as an additional 20% excise tax on those
amounts. An employer also would have an obligation to withhold on the amounts taxable to
employees and the failure to do so may result in penalties on the employer.

As noted above, to the extent that a severance arrangement is Section 409A-covered, the
documentation of such arrangement must bein full compliance starting January 1, 2009.
(These arrangements are already required to be in operational compliance.) See the Client
Alert here for more information regarding the upcoming compliance deadline generally.

Law However, as described below, if structured appropriately, a severance arrangement may
Workplace: avoid Section 409A coverage altogether.


http://www.proskauer.com/news_publications/client_alerts/content/2008_09_05/_res/id=sa_PDF/16788-090408-Deadline for Compliance with Code Section 409A Is Approaching-ca-v3.pdf

Code Section 409A Exceptions for Separation Pay Plans

Under itsregulations, the IRS has established broad exceptions from the rules of Section
409A for certain types of separation pay. Specificaly, the final IRS regulations provide that
the following separation arrangements are not considered deferred compensation and,
therefore, are not covered under Section 409A:

= certain arrangements providing separation pay due solely to an involuntary separation
from service or participation in awindow program in limited amounts and for alimited
period of time (discussed below);

= certain bonafide collectively bargained arrangements;
= certain foreign separation pay arrangements,

= certain reimbursement arrangements providing for expense reimbursements or in-kind
benefits for alimited period of time following a separation from service;

= certain short-term deferrals that provide payment by the March 15 following the year in
which anon-forfeitable right is created; and

= certainrightsto limited or “safe harbor” amounts of separation pay.

Involuntary Separations from Service; Window Programs

The exemption from Section 409A that most typically would apply to employers broad-
based severance plansis available for separation pay made solely in connection with an
involuntary separation from service or participation in awindow program, provided that the
following conditions are met:

= the separation pay does not exceed the lesser of two times (i) the employee’ s annualized
compensation, based upon his or her annual rate of pay for the prior taxable year
(adjusted for any increase that was expected to continue indefinitely), or (ii) the
compensation limitation under Section 401(a)(17) of the Internal Revenue Code for the
year in which the employee has a separation from service ($245,000 for 2009), and

= theplan provides that the separation pay must be paid in full no later than December 31
of the second year following separation from service.

For purposes of these rules, certain employment terminations by the employee for “good
reason” are treated as involuntary separations from service. In order for agood reason
termination to qualify as an involuntary separation from service, the event must meet certain
requirements set out in the final IRS regulations. The final regulations also contain a good
reason safe harbor definition that can be used by employers. Use of any definition other
than the safe harbor will require afacts and circumstances determination, which, if incorrect,
could result in the severance amount not being treated as paid as a result of an involuntary
termination.



Conclusion

The requirements of Section 409A and the exceptions summarized above are extremely
complicated. Employers should work with legal counsel to consider carefully whether
Section 409A will apply to their severance arrangements and, if so, how to ensure full
compliance in both operation and documentation.

Managing Change/Reductions in Force Practice Group

The Proskauer Rose Managing Change/Reductions in Force Practice Group is a multi-disciplinary practice group resident in the national
and international offices of the Firm that specializes in partnering with our clients to address all legal aspects of the planning and
implementation of workforce change in connection with job restructurings, reductions in force and corporate transactions.

For more information about this practice group, click here or contact:

Robert M. Projansky
212-969-3367 — rprojansky@proskauer.com

Marc A. Mandelman
212-969-3113 — mmandelman@proskauer.com

Steven D. Weinstein
212-969-3362 — sweinstein@proskauer.com

This publication is a service to our clients and friends. It is designed only to give general information on the developments actually
covered. It is not intended to be a comprehensive summary of recent developments in the law, treat exhaustively the subjects covered,
provide legal advice, or render a legal opinion.

BOCA RATON | BOSTON | CHICAGO | HONG KONG | LONDON | LOS ANGELES | NEW ORLEANS | NEW YORK | NEWARK | PARIS | SAO PAULO | WASHINGTON, D.C.
www.proskauer.com

© 2008 PROSKAUER ROSE LLP. All Rights Reserved. Attorney Advertising.


http://www.proskauer.com/practice_areas/areas/037
mailto:rprojansky@proskauer.com
mailto:mmandelman@proskauer.com
mailto:sweinstein@proskauer.com

