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Final 409A Regulations and Separation Pay: Never a More Critical 
Year Than 2007

By Stephen Harris, Eric Keller, Ethan Lipsig and Mark Poerio

The recently released final Section 409A Treasury 
Regulations (Final Regulations) have brought clarity
and relief with respect to the exemptions available for
plans, programs and agreements that provide for 
separation pay and expense reimbursement. If not
exempt from Internal Revenue Code Section 409A 
(Section 409A), based on one of the exclusions 
described in this Client Alert or the short-term deferral 
rule (described in our April 30, 2007 Client Alert on 
Section 409A coverage), a separation pay plan
generally will need to comply with Section 409A’s 
deferral election and payment requirements (including 
the six-month delay for specified employees of publicly 
traded companies), which will be discussed in our
upcoming client alert focused on distribution rules. 

In a welcome surprise, the Final Regulations allow for 
the “stacking” of exemptions from Section 409A.  
Among other things, this makes it possible to structure 
severance benefits in a manner that enables specified 
employees to collect significant benefits during the six-
month period after their employment terminates. It 
will, however, require action in 2007 to secure these 
exemptions, because the flexibility to make such 
changes is only available under the transition rules that 
expire on December 31, 2007.

There are two other changes that are possible only in 
2007: (1) conforming a “good reason quit provision to
the Section 409A safe harbor described below, and 
(2) imposing the six-month delay rule in plans and 
agreements covering specified employees. After 2007, 
the ability to make amendments to take advantage of 
these exemptive provisions will be lost – and there will 
be a gnashing of teeth by those who incur 409A 
penalties as a result.

Separation Pay

Although Section 409A generally applies to deferred 
compensation payable on account of separation from 
service, the following types of separation pay plan 
benefits or window (i.e., exit incentive) plan benefits 
are exempt (unless they are provided as a substitute for 
other Section 409A deferred compensation):

• Collectively bargained severance pay plan or 
window plan benefits provided to bargaining unit 
employees to the extent (i) contained in a 
collective bargaining agreement, and (ii) the 
severance pay was the subject of good faith arm’s-
length negotiations. 

• Non-collectively bargained involuntary severance 
pay or window plan benefits that (i) do not pay 
(ignoring amounts paid under a foreign 
separation pay plan and reimbursements 
described in the next two paragraphs) more than 
the lesser of two times the service provider’s 
annualized compensation (based on the annual 
rate of pay for services provided to the service 
recipient for the taxable year of the service 
provider preceding the taxable year of separation 
from services (adjusted for any increase during 
that year that was expected to continue 
indefinitely but for separation from service)) or, if 
less, two times the qualified retirement plan 
maximum compensation limit under Code Section 
401(a)(17) in effect during the year of separation 
from service (currently $225,000), and (ii) are 
completely paid by the end of the service 
provider’s second taxable year following the 
separation tax year.
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• Foreign separation pay benefits to the extent that 
such amounts are required to be paid under the 
applicable law of a foreign jurisdiction.

• Expense reimbursements made for items that 
(i) are not otherwise excludible from gross income 
and otherwise would be deductible under Section 
162 or 167 (ignoring AGI-based limits), or (ii) are 
for reasonable outplacement or moving expenses 
that the service provider actually incurs as a direct 
result of separation from service (including 
reimbursement of any portion of the loss the 
service provider actually incurs due to the sale of 
a primary residence), or (iii) are in-kind benefits, 
or payments directly from the service recipient to 
a third party that would be eligible for the 
exception described in this paragraph or the next 
paragraph if they were directly reimbursed by the 
service recipient.

This exception applies to the extent that the 
expenses may be incurred or the time during 
which in-kind benefits may be provided does not 
extend beyond the end of the second tax year of 
the service provider following the separation tax 
year, and all such reimbursements must be paid 
by the end of the following tax year.

• Medical expense reimbursements that are not 
otherwise reimbursed by a third party, to the 
extent that they would be deductible under 
Section 213 (ignoring AGI-based limits) to the 
extent that the right to reimbursement applies 
during the time the service provider would be 
entitled (ignoring the plan) to COBRA 
continuation coverage under a service recipient 
group health plan.

• Separation pay and benefits that do not exceed the 
Section 402(g)(1)(B) limits (currently $15,500).

What’s New Under the Final Regulations

Exemptions Apply Separately

The Final Regulations clarify that the exemptions 
described above apply in combination, so that a 
given service provider can receive exempt benefits 
under some or all of the exemptions.

Two Times Compensation Exemption Applies 
Even if the Maximum Limit Is Exceeded

The Final Regulations provide that the two times 
compensation exemption described above applies up 
to the amounts that fall within the permitted 
maximum, even if the total separation pay exceeds 
that amount (and that such exempt amounts are not 
subject to the six-month delay for certain specified 
employees of publicly traded entities).

As noted above, amounts a service provider receives at 
separation from service are not considered separation 
pay if they substitute for Section 409A deferred 
compensation. If an amount paid at separation from 
service is treated as a substitute for other Section 409A 
deferred compensation, any change to the time for 
payment is subject to the normal Section 409A rules.

Separation pay plans that do not have good reason quit 
provisions and only pay lump sums promptly 
following termination of employment generally would 
be exempt under the short-term deferral rule.

Separation Pay on Account of a Good 
Reason Quit

Separation pay plans that have good reason quit 
provisions normally will not be exempt from 
Section 409A under the short-term deferral rule (or the 
special two times compensation rule), unless the good 
reason constitutes an involuntary termination under 
the Final Regulations. This is a brand new feature in 
the Final Regulations.

Generally, a good reason quit will be treated as an 
involuntary termination (and, thus, benefits payable in 
the event of a good reason quit will potentially qualify 
for either the short-term deferral rule or the two times 
compensation rule) if the good reason involves service 
recipient action that results in a material negative 
change to the service provider’s relationship with the 
service recipient, such as the duties to be performed, 
the conditions under which such duties are to be 
performed, or the compensation for performing such 
services. Another factor is whether the same payments 
are made in the event of a good reason quit as are 
payable in the event of an involuntary discharge, and 
whether the service provider is required to give the 
service recipient notice of the existence of the good 
reason condition and a reasonable opportunity to cure 
the condition.
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The Final Regulations provide a safe harbor that allows 
good reason quits to be treated as involuntary 
separations if the plan requires that:

(A) The separation from service must occur 
during a predetermined limited period of 
time not to exceed two years following the 
initial existence of one or more of the 
following good reason triggers arising 
without the consent of the service provider:

(1) A material diminution in the service 
provider’s base compensation.

(2) A material diminution in the service 
provider’s authority, duties or 
responsibilities.

(3) A material diminution in the authority, 
duties or responsibilities of the 
supervisor to whom the service 
provider is required to report, including 
a requirement that a service provider 
report to a corporate officer or 
employee instead of reporting directly 
to the board of directors of a 
corporation (or similar governing body 
with respect to an entity other than a 
corporation).

(4) A material diminution in the budget 
over which the service provider retains 
authority.

(5) A material change in the geographic 
location at which the service provider 
must perform the services.

(6) Any other action or inaction that 
constitutes a material breach by the 
service recipient of the agreement 
under which the service provider 
provides services.

(B) The amount, time and form of payment on 
account of the good reason quit must be 
substantially identical to that which would 
be paid due to an actual involuntary 
separation from service, to the extent such a 
right exists.

(C) The service provider is required to notify the 
service recipient that one of the good reason 
quit triggers described above exists within a 
period not to exceed 90 days of the time the 
trigger first existed and the service recipient 
must have no less than 30 days from such 
notice to cure the problem.
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