Chapter 6

Severance plans

Severance benefits ordinarily take theform of cash payments made by an employer to an
employee whose employment is involuntarily terminaed because of circumstances beyondthe
employee@ control. In many indugries and in many parts of the county, providing severance
bendits to involuntarily terminaed workers has been commonplace for alongtime, and the
cugom of providing severance pay pre-daes ERISA by many years. Althoughseverance
payments often are nolonge made as a matter of course, severance policies still remain avery
common feature of employer-provided bendfit packages.

Y et in spite of thar long history and thar relative smplicity when compared with penson or
group hedth plans severance plansremain oneof themos misundestood and litigaion-prone
types of employee bendfit arrangements. At least four factors have contributed to this
phenomenon:

1. thewidevariety of reasonsfor paying severance, which leadsto great diversity in how
plansare structured;

2. thefact tha asubtie and easily-misundestoodtest developed in the courts determines
whether a severance pay policy isgovened by ERISA or by state law;

3. awidespread but mistaken bdief tha maintaining an unwritten or informal severance
policy can prevent the application of ERISA to an employer® severance practices; and

4. thefact tha unde certain circumstances, a severance plan may be covered unde ERISA
as eithe awelfare ben€fit plan or apenson bendfit plan.

This chagpter discusses each of these pointsin turn, beginning with an overview of thevariety of
reasonsemployers adopt severance arrangements, and theresulting diversity in plan types.

Varieties of severance arrangements

Thereasonsemployers offer severance pay vary. Some employer's adoptseverance policies only
on an Gis neededObasis to provideincome continuation to a specific group of employees who are
terminated because of an event that is aready in the works, such asthediscontinuaion of a



produd line Othe employers establish a uniform and broad-based severance policy well before
they anticipate a need to implement it, in part asaway of reassuring current and progpective
employees tha they will have some protection from unanticipated jobloss. Still other employers
use severance pay as a Qquid pro quoOfor aterminated employee@ release of claims againg the
employer, especialy in the context of aredudionin force. There also are employers b
paticularly sole proprietors and family-owned companies Bthat make theamountof grants of
severance pay based on variousfactors such as cugom, a sense of loydty, and other
congderationswhich may not have been articulated or communicated to employees.

Given thediffering reasonsfor adopiing severance policies, severance arranganents rangefrom
informal practicesto relatively formal employee benefit planswith significant ongong
administrative requirements. A lessformal severance arrangament may consst of nothing more
than an employer@ cusom of providing terminated employees with a small cash gift, or an ad
hocdecisionto make amodest payment to aterminated employee on a one-time basis.

A moreformal severance arrangement typically will provideterminated employees with either a
lump-sum mondary payment, or payment in indallments over time. Severance payments may
be made from the enployer® genera assets or from atrug fund. Theamountof the benefit
payments generaly will be calculated usngan established formula tha applies uponthe
occurrence of oneor more pre-established events. Criteria used in calculating theamountof the
individud® ben€fit often indudethe employe=® length of service and rate of compensation.
Theemploye may limit the class of employees eligible for benefits (for example by
distinguishing between full-time and part-time employees, or by eligibility criteriabased on
location), as well as the circumstances unde which they may become eligible for benefits (for
example, plant cloangsor redudionsin force).

Coverage of severance
plans under ERISA

Severance bendits are amongthetypes of bendfits tha can be subject to therequirements
imposed by ERISA. Infact, in some cases, there may betwo bases on which a severance benefit
plan can be covered unde ERISA. Thefirst and more obviousbasisistha severance benefits
are oneof the categories of benefits described in Section 302(C) of the Labor Management
RelationsAct of 1947(LMRA). ERISA defines welfare benefit plansto indudes planstha
provide any of the benefits described in Section 302(c) of theLMRA, subsection (6) of which
indudes Qpooled vacation, holiday, severance or similar benefits.O As discussed in Chapter 1,
Overview of employee benefits law, courts have ruled tha because of thereference in
Section 302() to Geverance . . . bendfits OERISAG reference to Giny benefit described in
Section 302()Oindudes severance bendfits. Furthermore, judicial decisionsalso provide



suppot for the propostion tha severance benefits may come within the meaning of the phrase
vendfitsin theevent of . . . unemployment.O

The second reason severance arrangements can fall within ERISAG mandaesistha severance
bendfits arguably result in adeferral of compensation to or beyondthetermination of
employment. In such cases, thearrangament may fall within ERISA® definition of apension
plan.

Theissue of whether a given severance arranganent is covered by ERISA tendsto be
determined mog often by whether the arrangament is a (plan, fundor programOthat meets the
definition of a plan unde Section 3(1) of ERISA. A fundel severance pay plan ordinaily is
goveaned by ERISA regardiess of itsterms. An unfunded severance pay arrangement is quite
likely to besubject to ERISA if thereis any ongoing administrative process for determining
whether, when, and in wha amountseverance benditsare due Likewise, an unfundel
severance arrangament is likely to be subject to ERISA if there is any possibility tha
discretionay judgnent might be applied to determine whether, when, or in wha amount
severance benefits are due

Courts have not applied uniform standadswhen resolving theissue of ERISA coverage of
severance plans. At least onecourt has founda (planOwhere the employer had an ongoing
administrative process for compliance with a state statute. Courts have applied ERISA to a
variety of arrangements, induding a voluntary separation plan, when theterms were disclosed in
a series of meetingswith employees and there was an ongoing need to determine eligibility for
plan bendfits.

On the other hand, a court foundthat an ERISA-covered plan did not exist where an employer
had a cusom of smply paying employees oneweek of pay for each year of employment upon
termination. Furthermore, where asingle payment is madeto selected employees upon
termindion (regardless of thereason for terminaion), courts are more likely to find tha there is
nether an exercise of discretion nor any ongong administration requirement, andthusno
ERISA-goveaned plan. Another court hdd tha a severance arranganent that induded aone
time $75000lump-sum payment and the ability to coninuecoverage under the employer®
group health plan did notentail sufficient administrative involvement to establish aplan. (This
was the casg, in pat, because the administrative requirements for the continued hedlth coverage
did not amountto establishing a new medical plan, butingead were ssmply afundion of
employer® existing hedlth plan).

The payment of aonetime, lump-sum severance payment requiring no exercise of
administrative or discretionay fundionstypically does notimplicate ERISA. Likewise, offers
of Gtay-onCbonuss to employees who remain with an employer througha certain date are



genedly notERISA-govened plans Employer policies providing for paymentin lieu of notice
of terminaion are not plansunde ERISA. Individud employment agreements tha providefor
severance payments also are not ERISA plans (althoughit is possible to have an ERISA-
govend plan tha cove's only oneemployee). Itispossible, however, for an employment
contract to require an employe to pay severance independently of (and potentially in addition to)
any bendfits dueunde an ERISA-govened severance plan.

Furthermore, the mere fact that an employe has offered severance benefitsin thepast, or has
made a decision to extend such bendfitsin thefuture, is not necessarily sufficient to establish the
existence of aplan. Thequestion of whether or nat a plan has been established islargdy
circumstantial. For example, ERISA has been hdd to apply to aplan that was cast asa
confidential severance pay policy distributed only to corporate officers and employee relations
staff managers, even thoughthe plan purported to provide nothing more than a flexible and
genea guidefor officers and managersin exercising ther discretion to award severance pay on
elimination of an employee@ postion.

Treatment as welfare plans,
pension plans or payroll practices

An ERISA-govened plan tha provides participants or other beneficiaries with severance or
similar bendfits, but does not provideretirement bendits, is an employee welfare ben€fit plan. .
Severance planstha are welfare plans are exempt from many of ERISA@ strictures, indudingits
minimum participaion and vesting standards  Such plansare also exempt fromthe Act@
minimum fundng requirements, and are not subject to ERISA® genera requirement to hold plan
assetsin trud.

While mog severance plansare Quelfare bendfit plansOunde ERISA, certain design features of
severance plans induding theamount of the ben€fits provided unde a plan, the payout period,
and/or the conditionsfor recelving those benefits may cause the arrangament to be characterized
asa (penson planOunde ERISA.

Severance plansare similar to penson planstha both provide benefits (usudly cash payments)
to workers following terminaion of employment. In some cases, a severance plan will have
more of the characteristics of apenson plan than awelfare plan. In such situaions the plan may
be congdered to provideretirement bendfits. If so, the plan will be subject to significantly more
rigorousreporting, disclosure and fidudary requirements under ERISA.

Thesubgance of a severance plan will deerminewhether it istreated as awelfare plan or a
penson plan unde ERISA. Whilethe plan doaument (or summary plan description) may
characterize the payments as early retirement or specia early retirement bendfits, the plan may



still beawelfare plan (rather than a pengon plan) if benefits are payable only uponan
employee@ involuntary terminaion by reason of aplant shutdown or similar event.

A severance plan will betreated as a pengon plan (and therefore subject to ERISAG more
stringent fidudary, reporting and disclosure requirement) if the prindpd effect of the
arrangeament is to evade ERISAQ standards applicable to penson plans Unde the applicable
DOL regulations a severance plan will betreated as a penson bendfit plan if:

¥ thepayment of benefitsis contingent on the employee( retirement
or

¥ thetotal amountof the payments exceedstwice the employee@ annud pay during the
year immediately preceding the employee® termination

or
¥ al payments are notcompleted within 24 monthsof terminaion.

In contrast to theless stringent requirements imposed on welfare plans a severance planthat is
consdered to bea penson plan will besubject to ERISAG minimum participaion and vesting
standards Such plansalso may be subject minimum funding requirements, and berequired to
hold assets of the severance plan in trust. Furthermore, severance plansfallingwithin ERISAG
definition of a penson plan also may berequired to meet applicable federa tax qudification
requirementsin order to avoid unfavorable tax consequences to employees.

Conditioning benefits on retirement

If a severance plan makes payment of benefits contingent on an employee(@ retirement,
the plan will bedeemed a penson plan unde ERISA. A severance plan tha provides a
pendon-type bendit (or paymentin lieu of bendfits unde the employer@ retirement plan)
will be subject to treatment as a penson plan. Theuse of age and service requirements
for eligibility can cause a severance plan to betreated as providing penson bendfits. For
example, a severance pay arrangament was foundto be contingent onretirement where
bendfits were available only to employees between 60 and 65 years of age, and
employees who opted to receive benefits waived their rights to future employment with
theemployer. Likewise, a severance plan that conditioned eligibility on completing 10
years of service and reaching age 65 also was subject to treatment as a retirement plan.

Severance plansthat condition eligibility onfactorsthat will result in bendfits unde the
plan beng pad (primarily or entirely) to former employees who also meet the criteriafor
bendfits unde the terms of the employer@ retirement plan also may cause the severance



plan to be contingent onretirement. Such planswill betreated as providing penson
bendits (with all of the attendant additiond reporting and administrative requirements).

Limits on benefit
amounts and payment periods

For a severance plan to avoid treatment as a pengon plan, thetotal amountof ben€fits
provided to the employer may notexceed an amount equd to twice the employee®@
annud compensation for theyear immediately preceding the terminaion of his or her
employment. For purposes of thislimitation, theterm Gainnua compensationOis thetotal
of all compensation that would have provided to the employee had he or she worked the
full year. Thisindudes notonly salary, bonugs and other cash payments, butthe cash
valueof adl bendfits having amondary value

Additiondly, in order for a severance pay plan notto be deemed a penson plan, al
payments mug be completed within 24 monthsof terminaion of service. Thereis,
however, oneexception to thisrule. If theemployee isterminaed as pat of a Qimited
program of terminationsOthe payments must be completed within 24 months after the
employee reaches his or her nommal retirement age or 24 months after termination,
whichever islater. A Qimited program of terminaiongOis a program that, when begun,
is scheduled to end on acertain dae or uponthe occurrence of certain specified events
and unde which theemployees who are to beterminaed are specified in advance,
provided tha the program isin writing, contains sufficient information to demondrate
tha all required conditionshave been met, and is available to DOL.

Potential problemsin
administering severance plans

Informal establishment
of severance plans

It is notuncommon for employersto fail to set outtheterms of thar severance bendfit
plansin writing (or in awritten document sufficient to meet ERISA® reporting and
disclosure standads). Planstha are unwritten, or tha do notformally spdl outall
required terms, are often referred to as Gnformal plansO TheemployeesOrights unde an
informal plan, induding any conditionsfor eligibility, will be determined applying
genead prindples of law to thefacts and circumstances. Thewritten terms of the plan (or
thelack of them) may well limit the employer@ ability to modify, amend, or terminae
theplan.



When determining whether or nat a severance plan has been created informally, courts
first lookto any written representationstha promise or limit bendfits. Courts then
congder al other evidence tha would indicate the presence or absence of an informal
plan. Such evidence indudesinternd or distributed doauments, oral representations
existence of atrug or accountto fundbenefits, the payment of benefits, thereasonable
undestanding of employees, and the employer@intent. Oral representationsby the
employer@ management may be evidence of a plan (except to the extent they contradict
written terms of a plan). Moreover, in the absence of amore formal plan doaument, the
existence and terms of a severance plan may beinferred from references or descriptions
in employe handbooks However, evidence tha an employer consdered adoping a
severance program will not, in and of itself, demonstrate tha such a policy was actudly
implemented.

Failure to meet ERISAG
administrative requirements

Notwithsanding ERISAG requirement that severance plansbein writing, some
severance plansare pooily doaumented or notreduced to writing at all. Inthose
circumstances, courts will lookto a number of factorsto identify the employess who are
eligible for severance benefits. These factorsindude the extent of the employer®
procedura violationsof ERISA, treatment of similarly situated workers, and whether a
triggeing event (such as redudion-in-force) has occurred.

When aplanisnotformally doaumented, in addition to potential questionsregarding the
employees eligible for bendits, theamountof benefits (induding the meansfor
calculating tha amoun{ may also bein dispute. For example, if theterms of the
severance plan are inadequaely doaumented (or altogeher absent), any decisonto deny
aclam for benefits could be seen as self-serving or subject to aconflict of interest.

Likewise, thefailure to comply with ERISAG procedural requirements can have
significantimplications |ssues such as the deference given to the plan administrator(3
decision and the enforceability of any administrative exhaugion requirement may be
affected by afailure to comply with the Act@ requirement for reasonale claims
procedures. |f the employer@ procedural violations demongrate a disregard for ERISAG
mandaes, they may factor significantly in a court@ determinaion of whether the
employe has acted impropely in denying benefits. I1n such cases, the circumstances
surrounding the bendfit denial may cause the court to lower the level of deference given
to the plan administrator@ interpretation of theplan@ provisions Procedurd violations
tha can subdantively changetherelationsip between the employer and employee
indudethefailure to distribute a summary plan description (keeping the arranganent



QGecretQ and failure to advise a claimant of his or her rights to appeal (potentially
aleviating any duty to exhaud those appeal rights before suing).

Discrimination issues

Employers may design ther severance plansto limit eligibility to certain classes of
employees, induding employees who are eligible only by making affirmative elections
unde the plan (thoughseverance planstha are treated as penson plansmay belimited in
this ability). For example, a severance pay plan may limit eigibility for benefitsto those
employees whos employment is terminated through no fault of thar own. In cases
where this is the plan@ pumpose, theadministrator (provided he or she applies and
interprets the plan@ terms on areasonzble and consistent basis) could deny a claim for
bendfitsto employees who are discharged for cause. Such situaionscould indudean
employee terminated for repeated violationsof theemployer@ rules, or failure to peform
his or her job duties; an employee terminaed when his employer discovered that he had
falsified his application for employment usng a college transcript showing a degree the
employee had not earned; or an employee who violated his employer® sexud harassment

policy.

On the other hand, discriminaing between older and younge workersin paying
severance benefits may run afoul of the ADEA. Unde regulationsissued by the Equal
Employment Oppatunity Commission (EEOC), an employer may offer additiond
bendfits, such asincreased severance pay, to older employeesif thereisareasonale
basis to condudetha those benefits will counteract problems related to age
discriminaion, and the offer of additiond benefitswill not accomplish practices
prohibited by the ADEA.

Unde prope circumstances, older workers may waive thar ADEA rightsin
consderation of certain enhanced early terminaion benefits. Such waivers are subject to
the stringent requirements to meet the &knowing and voluntaryOstandad imposed on
such waivers by the Older Workers Benefit Protection Act (OWBPA).

Employerstha deny severance benefits to employees who are eligible for retirement,
while offering payments to (younge) terminated employees who are notretirement
eligible, may beaccused of discriminaing onthebasis of age unless the payments are
made pursuant to an employee ben€fit plan tha qualifies unde the ADEAQ bendfit plan
exception. Denial of severance bendfits based on digibility for retirementistoo closely
related to ageto be areasonable factor other than agetha could allow denial of severance
bendits withoutviolatingthe ADEA. (Such treatment would likely make the plan
subject to treatment as a penson plan, rather than awelfare plan) Thus an employe®
policies providing tha, in the event of plant cloangs severance benefits would not be



provided to employees eligible for retirement or early retirement would conditute illegd
agediscrimination. A severance pay plan tha denies ben€fits to employees over age 55
and eligible for early retirement, butwhich pays severance bendits to employees unde
age 55 with vested pensonrights, also violates the ADEA.

On the other hand, an employer usudly does not violate the ADEA when it payslump
sumdistributionsto younge employees fromits penson fundin conjundionwith a
facility closure. Thedistributionsfrom the employer@ penson fundare notdesigned to
replace thelog income resulting from lay-off, butrather to pay those employees not
eligible for retirement the amount aready duethem unde theterms of the penson fund.
Because the penson-dligible older employees may opt to receive penson payments, they
are nottreated adversely.

Moreover, severance plansmay condition benefits on the employee® meeting certain
terms and conditions Examples of such conditionsindudenon-disparagement
provisonsand releases (induding those with covenants notto sue). While such waivers
are permissible conditionsfor severance benefits unde ERISA, thar effectiveness may
be affected by other statutes or regulations induding (as discussed above) the Gknowing
and voluntaryOrequirements imposed on such waivers by the OWBPA.

Amendment and
termination of severance plans

ERISA genedly provides no guaantee of vested rights unde welfare plans induding those
severance planstha are welfare plans Thus the extent to which an employee@rightto
severance benefitsis vested is strictly dependent on the applicable plan doauments. Because
welfare bendfits geneally do notvest, an employe usudly will not befoundto have violated
ERISA by amending, redudng, or eliminating benefits unde tha plan unless an examination of
the plan doaument establishes tha the employer granted vested benfits.

Severance plans and Code Section 409A

The American JobsCreation Act of 2004added anew provisionto the Internd RevenueCode
Section 409A, tha can impo< punitive tax consequences on employees who paticipaein a
honquadified deferred compensation plan.O Section 409A is discussed in greater detail in
Chapter 10, Nonqualified deferred compensation plans. Severance plansgenerally meet
the definition of aonqudified deferred compensation planOunde Section 409A. However,
the IRS has published regulationstha exempt severance plansfrom coverage unde

Section 409Aif the planssatisfy certain conditions Onesuch conditionistha the plan may not



providefor or pay benditsin the case of avoluntary separation from employment (except in the
case of a Qvindow program,Oas discussed bdow). Theremaining conditionsset limits onthe
amountof severance pay and onthe payment period. Theregulationsgenerally exempt such
arrangements where the entire amountof payments does not exceed two times the service
provider@ annud compensation or, if less, two times thelimit on annud compensation that may
betaken into accountfor qudified plan pumposes ($225000for calenda year 2007) each for the
calenda year before theyear in which the service provide separates from service, and provided
further tha the arrangement requires that all payments be made by no later than theend of the
second calenda year following theyear in which the service provider terminaes service. These
limitationsgeneraly are consstent with the safe harbor unde which severance plansmay be
treated as welfare plansunde the applicable Department of Labor regulations and should allow
mog of these arrangements to avoid coverage under Section 409A

The proposd regulationsalso exempt so-called Qvindow programsOfrom coverage unde
Section 409A if certain criteriaare met. A Qvindow programOis a program tha encourages
voluntary terminaion of employment during alimited period of time by offering finandal
incentives ove and aboveany pod-employment benefits to which an employee would otherwise
beentitled.



