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Important Update Affecting Severance Agreements  
 
In recent weeks, you may have received newsletters or other articles advising you to take action before 
December 31st in connection with separation agreements, executive employment agreements, and change in 
control agreements in order to conform them to certain deferred compensation rules under Section 409A of 
the Internal Revenue Code.  Section 409A generally requires executives and employers to agree, up-front, to 
specific fixed terms concerning how and when severance will be paid, including when a release of claims must 
be executed; otherwise, they run the risk of exposing the executive to a 20% penalty, over and above regular 
income taxes on the severance pay.   
 
This alert is intended to inform—and assure—you that while action may be necessary in certain 
circumstances, the vast majority of standard employment and severance agreements used by closely-held 
businesses are likely to be exempt from these rules and therefore do not need to be changed before the end 
of the year.  However, as noted below, there are some employment agreements and severance pay policies 
that are likely to be affected by the new rules.   
 
What Agreements Do Not Need to be Amended? 
 
There are two important categories of severance arrangements that are completely exempt from Section 
409A, and therefore do not need to be amended before December 31st: 
 

 “Short Term Deferrals”:  Severance that is (or under the terms of an employment agreement, would 
be) paid no later than 2 ½ months after the end of the year in which the employment terminates 
(which is almost always the case with lump-sum payouts of severance) is exempt from Section 409A.   

 
 “Involuntary Separation Pay Exception”:  Severance that is paid on account of either the employee’s 

involuntary termination of employment or certain “good reason” terminations; that is paid out by 
the end of the 2nd year following the termination of employment (such as salary continuation for a 
period of time); and that does not exceed two times annualized compensation (or $500,0001

 

, 
whichever is less) is also exempt from Section 409A.   

What Agreements Should Be Reviewed and Amended? 
 
 Employment agreements, separation agreements, or change in control agreements that provide a 

large amount of severance exceeding the involuntary separation pay exception, that provide for 
severance payments over an extended period of time (e.g., 6 month payments made over the course 
of the employer’s payroll schedule), or that provide severance for events other than involuntary or 

                                                           
1 Twice the annual limit on compensation that can be taken into account under the tax law for qualified plan 
contributions.  In 2012, the qualified plan limit on annual compensation was $250,000, and thus twice that amount is 
$500,000.  This amount may increase in future years depending on cost-of-living adjustments. 



good reason termination (such as death or disability), are likely considered to be “deferred 
compensation” that is subject to Section 409A.   

 
 These types of agreements should be reviewed, and amended if necessary, to conform to new IRS 

guidelines that require specific terms that payments will be made (or begin) either (i) on a fixed date 
that is either 60 or 90 days following the employee’s separation from employment; or (ii) during a 
specified period that is not longer than 90 days following the employee’s separation from 
employment, except that if the period of time that the employee has to consider and sign the 
agreement (such as the ADEA waiver period) could straddle two taxable years, payment must be 
delayed to the later year, regardless of when the release is delivered and becomes irrevocable.  
Amendments made by December 31st will also be able to take advantage of some specific, but short-
lived, transitional relief that enables an employer to avoid providing the employee with an 
information statement to be filed with the employee’s federal income tax return.   

 
What Should You Do? 
 
 Inventory and analyze all agreements that condition severance upon the execution of a release 

(including separation, employment, change in control, equity and similar agreements). 
 
 Determine whether each agreement is currently exempt, or can be restructured and amended to be 

exempt, from Section 409A,2

 

 under either the short-term deferral or involuntary separation pay 
exemptions.   

 For those agreements that are not covered under either of these exemptions, and therefore subject to 
Section 409A, take the appropriate action to amend them to conform to the new IRS guidelines 
about the timing of severance payments.  This may require you to get approval from the employee in 
writing; get approval from your Board of Directors and/or Compensation Committee; and prepare 
certain required statements that have to be attached to the tax returns of your organization (and of 
the employee, in certain cases). 
 

 Consider adding a clarifying paragraph to future agreements reflecting that the arrangement should 
be considered exempt from Section 409A (if the exemption standards are met). 

 
 
 

* * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * 
 
Please let us know if you have any questions about these new developments, or if we can assist in reviewing 
or updating your agreements to satisfy the requirements of Section 409A. 
 

ISLER DARE RAY RADCLIFFE & CONNOLLY, P.C. 
1945 Gallows Road, Suite 650 

Vienna, Virginia 22182 
703-748-2690 

 
Andrea I. O’Brien         Vi D. Nguyen 
aobrien@islerdare.com                vnguyen@islerdare.com 

                                                           
2 Whether an existing arrangement that is currently subject to Section 409A can be amended and restructured to be 
exempt under the short-term deferral or involuntary separation pay exceptions noted above depends on whether the 
severance payments are considered earned and vested before the amendment is finalized. 
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