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WHEN DOES THE
TAXPAYER HAVE A RIGHT
TO AN IRS APPEAL?
by Leandra Lederman, Bloomington,
IN, and Stephen Mazza, Lawrence, KS

The Internal Revenue Manual pro-
vides that “[t]he Appeals mission

is to resolve tax controversies, with-
out litigation, on a basis which is fair
and impartial to both the Government
and the taxpayer and in a manner that
will enhance voluntary compliance
and public confidence in the integrity
and efficiency of the Service.” I.R.M.
¶ 8.1.1.1(2) (Feb. 1, 2003). As the
recent decision in Estate of Weiss v.
Commissioner, 90 T.C.M. (CCH) 566
(2005), T.C. Memo. 2005-284, sug-
gests, taxpayers sometimes assert in
deficiency cases that they have a sub-
stantive right to an Appeals confer-
ence, relying on regulations that
provide: 

In any case in which the district
director has issued a preliminary
or “30-day letter” and the tax-
payer requests Appeals consid-
eration and files a written
protest when required…against
the proposed determination of
tax liability, except as to those

taxes described in paragraph
(a)(3) of this section, the taxpay-
er has the right (and will be so
advised by the district director)
of administrative appeal to the
Appeals organization.

Proc. Reg. § 601.106(b). 
Case law, however, holds the regula-

tions “directory and not mandatory in
legal effect,” Luhring v. Glotzbach, 304
F.2d 560, 565 (4th Cir. 1962); see also
Rosenberg v. Comm’r, 450 F.2d 529,
533 (10th Cir. 1971). Thus, courts have
held that IRS failure to provide a confer-
ence with Appeals is not a violation of
due process, Rosenberg, supra, at 533;
Cupp v. Comm’r, 65 T.C. 68, 83 (1975),
aff’d, 559 F.2d 1207 (3d Cir. 1977)
(unpublished table decision), and does
not invalidate a notice of deficiency,
Luhring, supra, at 563; Anderson v.
Comm’r, 85 T.C.M. (CCH) 1187 (2003),
T.C. Memo. 2003-112; Wisniewski v.
Comm’r, 56 T.C.M. (CCH) 1227 (1989),
T.C. Memo. 1989-60. 

A taxpayer who ignores a 30-day let-
ter usually will receive a notice of defi-
ciency. If the notice of deficiency was
not issued by Appeals and the taxpayer
timely petitions the Tax Court, IRS
Counsel typically will refer the case to
the Appeals Office for “consideration of
settlement” under Revenue Procedure
87-24, 1987-1 C.B. 720. Estate of Weiss,
supra, points out that “once a taxpayer’s
case is docketed in the Tax Court, there
is no provision in the procedural rules
for a taxpayer to request an Appeals
conference” (citing cases). Thus,
although docketing the case in Tax
Court will likely result in Appeals con-
sideration of any case in which Appeals
did not issue the notice of deficiency,
petitioning the Tax Court will not give
the taxpayer an opportunity to request
an Appeals conference (unlike the
opportunity generally afforded in a 30-
day letter), much less give rise to a right
to such a conference. 

A case in Appeals on a “protest”
basis (responding to a 30-day letter) is
known as a “nondocketed” case. I.R.M.
¶ 8.1.1.4.2(2)(F) (Feb. 1, 2003).

Requesting an Appeals conference in
response to a 30-day letter is particu-
larly important if the taxpayer will
seek the recovery of litigation costs
under section 7430. Section
7430(b)(1) provides that litigation
costs cannot be awarded if the taxpay-
er did not “exhaust[] the administra-
tive remedies available to such party
within the Internal Revenue Service.”
Treasury regulation section 301.7430-
1(b)(1)(i)-(ii) interprets that provision
to require the taxpayer’s participation
in a nondocketed IRS Appeals confer-
ence, or, if no conference was granted,
to have requested such a conference
and filed a protest if necessary in
order to obtain a conference. That reg-
ulation has been applied to preclude
eligibility for section 7430 recoveries
in some cases in which taxpayers did
not participate in Appeals confer-
ences. See, e.g., Haas & Assocs.
Accountancy Corp. v. Comm’r, 117
T.C. 48 (2001), aff’d, 55 Fed. Appx.
476 (9th Cir. 2003) (unpublished);
Davis v. Comm’r, 90 T.C.M. (CCH)
166 (2005), T.C. Memo 2005-202. 

Thus, in the deficiency context, an
Appeals conference is not a right, but
forgoing such a conference can
adversely affect a future claim under
section 7430. Could the IRS’s failure
to provide Appeals consideration
nonetheless create some procedural
advantage for the taxpayer? The peti-
tioner in Estate of Weiss maintained
that the IRS’s failure to grant the estate
an Appeals conference constituted
grounds for shifting the burden of
proof to the IRS. Section 7491 reallo-
cates the burden of proof from the tax-
payer to the IRS, but only if the
taxpayer satisfies certain conditions
and only in court proceedings arising
from audits beginning after July 22,
1998. Internal Revenue Service
Restructuring and Reform Act of
1998, Pub. L. No. 105-206, § 3001(a).
Because of the effective date of the
legislation, section 7491 did not apply
to the estate’s proceeding. Moreover,
the Tax Court found that no other
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INTRODUCTION: The Points
to Remember in this issue range
from tax procedure to internation-
al tax and conclude with employ-
ee benefits. First, Leandra
Lederman and Stephen Mazza
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right to an administrative appeal.
Nancy Beckner then illuminates
the effects of newly proposed and
final regulations on withholding
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sion applies in the case of sever-
ance payments.
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authority supported a burden of proof
shift in these circumstances.  

Had section 7491 applied, would the
IRS’s failure to afford the taxpayer a
nondocketed Appeals hearing, standing
alone, have resulted in a shift in the
burden of proof? Aside from a net
worth limitation, which applies to part-
nerships, corporations, and trusts, the
conditions that must be satisfied to
cause the burden to shift represent
affirmative obligations on the taxpay-
er’s part. Among other requirements,
the taxpayer must supply credible evi-
dence supporting the taxpayer’s factual
assertions, satisfy applicable substanti-
ation requirements, and cooperate with
IRS requests for “witnesses, informa-
tion, documents, meetings, and inter-
views.” I.R.C. § 7491(a)(1), (2). The
legislative history to section 7491
expands upon the cooperation require-
ment: “A necessary element of fully
cooperating with the Secretary is that
the taxpayer must exhaust his or her
administrative remedies (including any
appeal rights provided by the IRS).”
H.R. Conf. Rep. No. 105-599, 105th
Cong., 2d Sess. 239. 

Thus, while a taxpayer seeking a
burden shift under section 7491—
much like a taxpayer seeking litigation
costs under section 7430—is com-
pelled to have participated in Appeals
consideration, if available, nothing in
the burden of proof shift rules appears
to establish an obligation on the IRS’s
part to provide taxpayers in deficiency
cases with access to administrative
settlement procedures. The statute
merely requires that the IRS’s requests
for information and access be “reason-
able;” it does not establish conditions
under which those requests must be
made. I.R.C. § 7491(a)(2)(B).    

In contrast with deficiency cases, a
taxpayer who is the subject of a federal
tax lien or levy proceeding has the affir-
mative right to request an Appeals hear-
ing as part of the Collection Due
Process (CDP) procedures. I.R.C. 
§§ 6320(b)(1) (CDP appeal rights 
triggered by notice of federal tax lien);
6330(b)(1) (CDP appeal rights available
prior to levy). Unless the taxpayer failed
to receive a notice of deficiency or did

not otherwise have an opportunity to
challenge the underlying tax liability,
the taxpayer may not dispute the exis-
tence or amount of the asserted liability
during the CDP hearing. I.R.C. 
§ 6330(c)(2)(B). Cf. Montgomery v.
Comm’r, 122 T.C. 1 (2004) (holding
that taxpayers who had not been sent
notice of deficiency could challenge
amount of self-reported liability). The
taxpayer may raise spousal defenses 
and discuss collection alternatives dur-
ing the CDP hearing. See Treas. Reg. 
§ 301.6320-1. The taxpayer also has 
the right to obtain judicial review of the
Appeals Officer’s determination. I.R.C.
§ 6330(d). 

Since the CDP process was estab-
lished in 1998, the IRS and the courts
have struggled to establish the precise
rules for requesting and conducting
CDP hearings. See, e.g., Keene v.
Comm’r, 121 T.C. 8 (2003) (reviewed
by the court) (Tax Court decision find-
ing taxpayer entitled to audio record a
CDP hearing despite previously issued
Treasury Regulations); Nestor v.
Comm’r, 118 T.C. 162 (2002) (reviewed
by the court) (Tax Court considered but
did not decide whether taxpayer was
entitled to a copy of his transcript of
account from Appeals officer).
Nonetheless, if the taxpayer properly
requests Appeals consideration as part
of the CDP process, some form of
Appeals consideration usually must
occur. Treas. Reg. § 301.6330-1(d)(1).
But see Lunsford v. Comm’r, 117 T.C.
183 (2001) (reviewed by the court) (Tax
Court refused to remand the case for a
CDP hearing and decided case on the
record before it); Chief Counsel Notice
CC-2003-031 (Sept. 11, 2003) (taxpay-
er not entitled to face-to-face CDP hear-
ing if taxpayer intends to raise only
frivolous arguments). 

Thus, generally a taxpayer who
receives a 30-day letter has the oppor-
tunity to request Appeals considera-
tion as part of a deficiency case, and
may wish to do so to protect proce-
dural opportunities under sections
7430 and 7491. A taxpayer who peti-
tions the Tax Court in response to a
90-day letter may also end up negoti-
ating with Appeals but lacks a formal

opportunity to request an Appeals
conference. The deficiency context
contrasts with collection cases, in
which the taxpayer, having received a
lien or levy notice, has the affirmative
right to request Appeals considera-
tion. The Estate of Weiss case con-
firms that, outside the CDP context,
there is no substantive right to an
Appeals conference. 

LIMITED RELIEF FROM
OVER-WITHHOLDING
FOR PARTNERSHIPS
AND THEIR FOREIGN
PARTNERS: NEW
SECTION 1446
REGULATIONS
by Nancy Beckner, Newville, PA

A previous Point that appeared in
the Fall 2003 issue of this
NEWSQUARTERLY briefly described
section 1446 withholding and what
were then newly proposed section
1446 withholding regulations (the
“2003 Proposed Regulations”), as part
of a broader discussion of the use of
partnerships by inbound foreign
investors. Treasury has now published
final section 1446 regulations (Treas.
Reg. §§ 1.1446-1 through -5 [the
“Final Regulations”]), and temporary
and proposed regulations (Temp. Reg.
§1.1446-6T and Prop. Reg. §1.1446-6
[collectively, the “Temporary
Regulations”]). These regulations
(T.D. 9200, 70 Fed. Reg. 28702, May
18, 2005) are generally effective for
partnership taxable years beginning
after May 18, 2005, but a partnership
may elect to have them apply to part-
nership taxable years beginning after
December 31, 2004. The preamble
(the “Preamble”) includes an exten-
sive description of both the Final and
Temporary Regulations. 

OVERVIEW OF SECTION 
1446 REGIME 

Section 1446 requires partnerships
having foreign partners to withhold
U.S. income tax with respect to each
foreign partner’s allocable share of
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partnership effectively connected tax-
able income (“ECTI”). Tax must be
withheld even if the partnership makes
no distributions, and the partnership is
required to pay estimated section 1446
tax in installments during the partner-
ship’s taxable year. (A different rule
applies to publicly traded partnerships
having effectively connected gross
income; such partnerships pay the sec-
tion 1446 tax by withholding on distri-
butions to foreign partners under Reg.
§1.1446-4.) Tax must be withheld at
the highest applicable rate (the section
1 rate for non-corporate partners and
the section 11 rate for corporate part-
ners); however, under the Final
Regulations, the partnership may be
able to consider preferential rates
applicable to long-term capital gains
or other special items of partnership
income or gain. (Reg. §1.1446-
3(a)(2)(ii)). A foreign partner takes the
withheld tax into account in determin-
ing estimated tax and also credits it
against such partner’s actual tax liabil-
ity for the year with respect to effec-
tively connected income, claiming a
refund if the withheld tax exceeds the
actual tax due. 

The section 1446 withholding
regime can result in tax being with-
held in excess of a foreign partner’s
actual tax liability because, with limit-
ed exceptions under the Temporary
Regulations, a partnership cannot take
into account its foreign partners’ effec-
tively connected losses from non-part-
nership activities or such partners’ loss
carryovers in determining the amount
of section 1446 tax, and current year
partner-level items cannot be taken
into account. Also, because the
requirement to pay installments of sec-
tion 1446 tax is not dependent on the
partnership having cash available for
distribution to foreign partners, from
which the tax can be withheld, the
withholding requirement can place a
burden on non-foreign partners, par-
ticularly in partnerships that have can-
cellation of indebtedness (“COD”)
income. The Final and Temporary
Regulations do not resolve either of
these problems, except to the limited
extent the certification procedures of

the Temporary Regulations may
reduce a partnership’s section 1446 tax
obligation with respect to certain for-
eign partners. Drafters of partnership
agreements should, therefore, continue
to consider mechanisms to address the
possibility that section 1446 withhold-
ing tax could exceed foreign partners’
shares of distributable cash and could
have an adverse economic affect on
other partners. For further discussion
of issues posed by the May 18, 2005
proposed regulations, see letter of
Nov. 4, 2005, submitted by the
Section. Michael J. Karlin and Alan I.
Appel had principal responsibility for
preparing those comments, which
raised concerns relating to both the
Proposed/Temporary Regulations and
the Final Regulations and recom-
mended several changes. ABA Tax
Section Comments on Proposed Regs
on Partnership Withholding, 2005
TNT 215-11 (November 8, 2005).

FINAL REGULATIONS

The Final Regulations modify and
clarify the 2003 Proposed Regulations
in several ways, including the follow-
ing: (1) they more closely align section
1446 documentation requirements with
the section 1441 withholding regime,
including use of Forms W-8ECI and W-
8EXP (Reg. §1.1446-1); (2) they clarify
certain documentation questions involv-
ing tiered partnerships; (3) they clarify
that, if a foreign tax exempt organiza-
tion is a partner, section 1446 withhold-
ing applies only to the partner’s
allocable share of ECTI which is
includable in the partner’s calculation of
unrelated business taxable income
under section 512 (Reg. §1.1446-
3(c)(3)); (4) they address several tax
calculation, payment and reporting mat-
ters (Reg. §1.1446-3), including: reten-
tion of the rule that section 1446 trumps
section 1445 withholding with respect
to dispositions of U.S. real property
interests, retention (with two excep-
tions) of the 2003 Proposed
Regulation’s partner notification
requirements, treatment of a partner-
ship’s payment of withholding tax
installments as “advances or drawings,”

introduction of a rule permitting section
1446 withholding at preferential rates
for long-term capital gains and certain
other items, and modification of the
deemed filing and payment rules which
can affect additions to tax, interest and
penalties for noncompliance with sec-
tion 1446; and (5) they provide special
rules for tiered trust or estate structures,
clarify certain notice provisions involv-
ing publicly traded partnerships, elimi-
nate a publicly traded partnership’s
ability to elect withholding based on
shares of ECTI rather than distributions
and address certain “look through”
rules for tiered partnership structures. 

Notwithstanding comments to the
contrary suggesting other approaches,
the Final Regulations do not offer any
exception with respect to foreign part-
ners’ allocable shares of partnership
COD income and gain from foreclo-
sures, with section 1446 tax ameliorat-
ed only to the extent available using
the certification procedures of the
Temporary Regulations (see Part B. of
the Preamble).

SOME PROVISIONS OF 
SPECIAL INTEREST

1. Use of Preferential Rates. In
determining the rate of section 1446
tax, a partnership may now consider
the type of income or gain applicable
to a foreign partner and the preferen-
tial rates applicable to such income,
rather than using the highest section 1
or section 11 rates otherwise mandat-
ed. Thus, for example, for long-term
capital gains allocable to a non-corpo-
rate foreign partner, the partnership
can pay section 1446 tax at the highest
capital gains rate. However, a partner-
ship cannot use a preferential rate
where the rate depends upon the cor-
porate or non-corporate status of a
partner and such status has not been
established by documentation or the
regulations otherwise direct the part-
nership to use the highest applicable
section 1446(b) rates. 

2. Deemed Cash Distributions
under Section 1446(d). When a 
partnership pays section 1446 tax with
respect to a partner, the payment is
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generally deemed to be a distribution
to the partner. To reduce the likelihood
that installment payments during the
year, if treated as distributions, will
trigger gain recognition under sections
731 and 741, the Final Regulations
treat the deemed distribution as an
advance or drawing (within the mean-
ing of section 1.731-1(a)(1)(ii))
against the partner’s distributive share
of partnership income. Consequently,
the ramifications of the partnership’s
payment of section 1446 tax will gen-
erally be considered by the partner at
the end of partnership’s taxable year.
This special rule does not affect the
date the partnership (or partner) is
considered to have paid the tax for
purposes of section 6654 and section
6655 failures to pay estimated tax.

3. Refunds. Non-publicly traded
partnerships may obtain refunds for
section 1446 taxes paid to the extent
that the amounts are not reflected on a
Form 8805 issued to a partner.
Publicly traded partnerships (which
pay tax based on distributions) are still
subject to the refund provisions of sec-
tion 1464 and its regulations. 

4.Additions to Tax, Interest and
Penalties. Part C.6 of the Preamble
addresses additions to tax, interest and
penalty matters, and Treas. Reg.
§1.1446-3(e)(4) offers several impor-
tant examples of how these provisions
function. The following provisions are
of special interest:

(i) Effect on Partnership of
Partner Estimated Tax Payments. If
a partnership fails to file and pay its
section 1446 tax, a partner’s payment
of estimated tax will not provide the
partnership with any benefit with
respect to the partnership’s computa-
tion of underpayment additions to tax
under section 6655; the partnership is
deemed to have paid the tax only when
the partner has paid the tax, with such
payment being credited to the partner-
ship’s account on the later of the date
the tax is considered paid by the part-
ner for purposes of sections
6511(b)(2), (c) and 6512 or the last
date for paying the section 1446 tax
without extensions. 

(ii) Elimination of Deemed Filing
Rule. The partnership “deemed fil-

ing” rule is eliminated. Thus, a part-
nership will not be “deemed” to have
filed Forms 8804 or 8805 at any time,
and once the failure to file penalty
under section 6651(a)(1) begins to
accrue, a partnership may affirmative-
ly stop the accrual only by filing Form
8804. In other words, if a partnership
fails to file Form 8804 and section
1446 tax has not been paid (or deemed
paid) by the prescribed payment date,
the failure to file penalty begins to
accrue and can only be stopped by fil-
ing or when the statutory limit of the
penalty has been reached. 

TEMPORARY REGULATIONS

In a departure from the 2003
Proposed Regulations, the Temporary
Regulations permit a partnership to
adjust its section 1446 tax to consider
a foreign partner’s deductions and
losses that are reasonably expected to
be available to reduce the partner’s
U.S. income tax liability on the part-
ner’s share of ECTI from the partner-
ship. Certain foreign partners may
certify deductions and losses to the
partnership to reduce section 1446 tax,
but a certification will only be effec-
tive for the partnership year for which
it is submitted. Before each install-
ment date or Form 8804 filing date,
the partnership will then consider
whether the procedures in the
Temporary Regulations apply. A part-
nership is not obligated to consider a
partner’s certified deductions or losses
or may consider only a portion of such
certified amounts. 

A partner may submit a certificate
only if the partner has met the Reg.
§1.1446-1 documentation require-
ments and can represent either that he
timely filed, or will timely file, a U.S.
income tax return for each of the pre-
ceding four years and for the partner’s
taxable year for which the certificate
is considered. The partner must also
make certain representations regard-
ing timely payment of tax. Generally
foreign trusts and estates are not per-
mitted to use the certification proce-
dure, except for certain grantor trusts
when the grantor meets the documen-
tation and other requirements of the

Temporary Regulations. There are also
limitations and special procedures for
tiered partnerships.

A foreign partner can only certify
deductions and losses that are or will be
reflected on the partner’s U.S. return
filed for a taxable year ending prior to
the installment due date (or Form 8804
filing date) for the partnership taxable
year for which the certificate is consid-
ered. A partner may also certify a loss
that was set forth on a Form K-1 from
the partnership in a prior year but was
not reflected on a prior year return’s
because it was suspended under section
704(d). The partnership may not consid-
er certified net operating loss deduc-
tions in excess of 90% of the partner’s
allocable share of ECTI. 

A partnership is generally not
relieved from liability for section 1446
tax (or penalties and interest) if the
partnership or the IRS determines a
partner’s certificate is defective or is
updated and the section 1446 tax
increases. If the partnership has rea-
sonably relied on the certificate, it
should not be subject to the section
6655 additions to tax. The Temporary
Regulations provide several examples
of the effect on a partnership when a
partner’s certificate is found defective.
Counsel and other partnership advi-
sors should analyze carefully the certi-
fication procedures and ascertain the
level of risk the partnership assumes if
it takes into account such certificates
in determining the partnership’s sec-
tion 1446 withholding tax. The certifi-
cation process may also raise
additional conflict of interest issues
among partners and between certain
partners and the partnership. 

CONCLUSION

The foregoing discussion is intend-
ed to highlight some of the more
important features of the Final and
Temporary section 1446 Regulations
and to identify a few of the concerns
which partnerships and partners may
encounter under the section 1446
withholding tax regime. 
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NAVIGATING SEVERANCE
ARRANGEMENTS IN 
THE SECTION 409A SEA
CHANGE
by Frank Tripodi, New York, NY

Section 409A of the Internal
Revenue Code (the “Code”), 
and the subsequently issued 
proposed regulations, 70 Fed. Reg.
57930 (Oct. 4, 2005), establish an
entirely new regime to address the
operation of nonqualified plans 
that provide for the deferral of 
compensation. Previous Points in 
this NEWSQUARTERLY have discussed
various aspects of the changes
wrought by the enactment of section
409A. See, e.g., David Pratt, The 
Not-So-Brave New World of Deferred
Compensation, Sec. Tax’n NEWS-
QUARTERLY, Fall 2005 at 8. This Point
will address the implication of section
409A for severance arrangements.

Under the new regime, typical sev-
erance arrangements are treated as
plans that provide for the deferral of
compensation, even though few would
have considered such arrangements to
be deferred compensation prior to the
enactment of section 409A. Thus, both
severance compensation under broad
based severance plans and individual
severance arrangements must be test-
ed to determine compliance with sec-
tion 409A. A failure to do so may
expose participants in such arrange-
ments to the 20% tax and interest pro-
visions of section 409A. 

EXCEPTIONS TO THE
APPLICATION OF SECTION 409A

Severance arrangements, as well as
deferred compensation generally
earned and vested prior to January 1,
2005 are grandfathered and not sub-
ject to section 409A, provided that
such arrangements are not materially
modified after October 3, 2004. In
order to be earned and vested, the
compensation must not be subject “to
either a substantial risk of forfeiture
(as defined in [Treas. Reg.] §1.83-3(c))
or a requirement to perform further

services.” Notice 2005-1, Q&A #16.
Unfortunately, as virtually all sever-
ance arrangements require continued
service by the employee until actual
termination, few, if any, severance
arrangements with current employees
would be considered earned and vested
prior to the date on which an employ-
ment relationship terminates.
Therefore, virtually any existing sever-
ance arrangement with a current
employee will not fit into this excep-
tion. Of course, payments made under
severance arrangements which were
earned and vested prior to January 1,
2005 (where, for example, an employ-
ee terminated employment prior to this
date) will continue to remain subject
only to prior law and will avoid taxa-
tion under section 409A.

For currently existing severance
arrangements, one of two broad based
exceptions from the application of
section 409A may be available. First,
any severance arrangement that is
payable upon an involuntary separa-
tion from service (or which is part of a
window program) and that is collec-
tively bargained under an arms-length
negotiation will not be considered to
provide a deferral of compensation.
Prop. Reg. §1.409A-1(b)(9)(ii).
Second, an exception from deferral of
compensation also exists for employ-
ees who are not parties to a collective-
ly bargained agreement. To qualify for
this exception, payments upon the
involuntary separation from service
(or under a window program) under
these types of arrangements must not
exceed the lesser of: (a) two times the
employee’s annual compensation in
the calendar year prior to the year of
the separation from service or (b) two
times the maximum limit on annual
compensation under qualified plans
under section 401(a)(17) for such year
(this limit is $210,000 in 2005 and
$220,000 in 2006). Prop. Reg.
§1.409A-1(b)(9)(iii)(A). Additionally,
to use this exemption from section
409A, all payments must be fully
made by the end of the second calen-
dar year after the year in which the
separation from service occurs. Prop.
Reg. §1.409A-1(b)(9)(iii)(B). These

exceptions allow many involuntary
separation arrangements for rank and
file employees, and even for some
executives, to remain unaffected by
section 409A.

Under yet another exception, the
short-term deferral exception, sever-
ance pay will not be considered
deferred compensation if at all times
all severance payments will be made
within 21/2 months after the end of the
later of the employer’s or employee’s
fiscal year in which the severance pay-
ments were no longer subject to a sub-
stantial risk of forfeiture. Prop. Reg.
§1.409A-1(b)(4). Thus, severance pay-
ments under an involuntary separation
arrangement made in a lump sum or
over a short period (up to 141/2 months
depending on the date the employee
terminates) would not be subject to
section 409A.

ISSUES WITH GOOD REASON

Unfortunately, language in the
Preamble to the section 409A pro-
posed regulations raises significant
concerns about the application of the
short-term deferral exception. The
Preamble leaves open the question
whether the inclusion of a provision
for constructive termination or for ter-
mination for “good reason” would
result in the severance arrangement no
longer being subject to a substantial
risk of forfeiture. According to the
Preamble, “the Treasury Department
and the IRS are not confident that
amounts payable upon a voluntary
separation from service, and amounts
payable only upon a termination of
services for good reason, always may
be adequately distinguished….
Accordingly, the regulations do not
treat the right to a payment upon a sep-
aration from service for good reason
categorically as a right subject to a
substantial risk of forfeiture.” 70 Fed.
Reg. 57941. Many employment con-
tracts include a good reason termina-
tion provision on the theory that an
employer should not be able to force
the employee to resign by materially
altering aspects of an employment
arrangement to avoid paying the con-
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tractually agreed severance. Under the
Service’s current interpretation, the
inclusion of such constructive termi-
nation provision to protect the employ-
ee may lead any such severance
arrangement not only to be classified
as free from a substantial risk of for-
feiture, but also to fail to qualify as an
involuntary separation agreement. 

The position taken in the Preamble
has two consequences. First, com-
mencing with the date that the
arrangement is executed, the payments
will not be considered to be subject to
a substantial risk of forfeiture. Thus,
the short-term deferral rule will not be
applicable and the deferred amounts
must then comply with section 409A.
For severance arrangements, the most
troublesome issue in complying with
section 409A arises with respect to
specified employees of public compa-
nies (as defined in section 416(i) with-
out regard to paragraph (5)). Section
409A provides that payments made to
a specified employee of a publicly
traded corporation upon a separation
from service must be delayed for at
least six months following that separa-
tion. I.R.C. § 409A(a)(2)(B)(i). If the
short-term deferral exception applied,
payments to a specified employee
could be made immediately in lump
sum (or in installments that would oth-
erwise comply with the short-term
deferral exception); however, if the
specified employee’s severance
arrangement includes a good reason
termination provision, then, under the
Service’s current interpretation, the
employee may not be able to receive
payments during the six-month wait-
ing period. This remains the case even
if the employee does not exercise the
good reason provision and is actually
terminated without cause by the
employer (provided that the employee
would receive the same or greater pay-
ments upon a good reason termination
as the employee would receive upon a
termination without cause). 

Second, the arrangement might no
longer be considered solely an invol-
untary separation arrangement.
Because section 409A imposes a tax at
the plan level, a violation of section

409A in a single plan in a category of
deferred compensation will cause all
plans in the same category to become
subject to the penalty and interest pro-
visions of section 409A. There are
four categories of plans for deferred
compensation: account balance plans,
non-account balance plans (such as
defined benefit retirement plans),
involuntary separation plans and all
other plans (including equity awards
governed by section 409A). Prop. Reg.
§1.409A-1(c)(2). Thus, if a severance
contract with a good reason provision
is simultaneously an involuntary sepa-
ration arrangement and also an
“other” plan, and if such contract were
to fail to comply with section 409A,
then all severance arrangements as
well as all plans in the other category
could be immediately subject to the
penalty and interest provisions of sec-
tion 409A.

Finally, the Service’s position 
regarding good reason provisions is
inconsistent even within section 409A.
The preamble notes that payments
upon a purely voluntary separation
from service may not always be ade-
quately distinguished from true con-
structive terminations; therefore the
inclusion of a good reason provision
may be tantamount to the absence of a
substantial risk of forfeiture. However,
when addressing grandfathered
arrangements, the inclusion of the same
good reason provision does not make
the benefits under an arrangement
earned and vested. Given this double
standard, planners must carefully con-
sider the Service’s position on good
reason provisions.

COMPLYING WITH SECTION 409A

Complying with section 409A gen-
erally means ensuring that payments
deferred under the severance arrange-
ment follow the election and distribu-
tion rules under the Code. The initial
election to defer compensation must
generally be made on or before the
end of the fiscal year immediately 
preceding the first fiscal year in which
the services relating to the compensa-
tion are first performed. I.R.C. 

§ 409A(a)(4). Under separation 
agreements negotiated around the 
time of the employee’s termination, it
seemed that no valid election could be
timely made, as the compensation
payable would arguably have related 
to services performed either in the
current year or even in prior years.
Fortunately, the Service has in the 
proposed regulations provided that the
initial election for involuntary separa-
tion arrangements (as stated above,
this would apparently not currently
include arrangements where a good
reason termination was applicable)
may be made up to the time the
employee has a binding right to the
payment, provided that such severance
compensation is the subject of an
arm’s length negotiation. Prop. Reg.
§1.409A-2(a)(9). 

Although section 409A requires
that distributions generally be made
under a fixed schedule, severance
plans raise special issues. Although
payments under a compliant plan may
generally be spread over any fixed
period of time agreed to by the parties,
certain items of severance must be
restricted to a limited payment period
to comply with section 409A. For
example, reimbursement arrange-
ments generally do not comply with
the distribution rules under section
409A. However, some reimbursement
arrangements, such as moving expens-
es or reimbursements of medical cov-
erage under a discriminatory health
plan, will be exempt from section
409A provided that reimbursements
for taxable amounts expire by the end
of the second taxable year following
the year of the termination of service.
Prop. Reg. §1.409A-1(b)(9)(iv). These
types of reimbursement arrangements
are exempt regardless of whether the
termination was involuntary or volun-
tary, i.e., under a severance arrange-
ment providing for good reason. Also,
as discussed above, distributions of
deferred compensation under a section
409A compliant plan to a specified
employee on account of a termination
of severance must not commence until
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All programs listed below are subject to rescheduling or cancellation. For the latest information, please refer to the
corresponding contact information.
DATE PROGRAM INFORMATION
May 17 SALT & Tax Shelter s - Polic y, Practices & Pr oblems ABA Tax Section

Washington, DC, Georgetown University Law Center CLE www.law.georgetown.edu/c le
202-662-9890

May 31 “Last Wednesda y” Teleconf erence: New Bankruptc y Act - ABA Tax Section
Tax and Nontax Issues Relating to the Closel y Held Business www.abanet.or g/tax
and Its Owner s 202-662-8670

June 8-9 Charitab le Giving Techniques ,  ALI-ABA
Boston, MA www.ali-aba.or g

800-253-6397
June 22 Tax CLE on the Road: Tax Aspects of Real Estate Transactions ABA Tax Section; Atlanta Bar 

Atlanta, GA Tax Section; Georgia Bar
Tax Section
www.abanet.or g/tax
202-662-8670

June 28 “Last Wednesda y” Teleconf erence: Fiduciar y Income Tax ABA Tax Section
(Topic TBA) www.abanet.or g/tax

202-662-8670
July 19-21 Estate Planning f or the F amil y Business Owner ALI-ABA

Chicago, IL www.ali-aba.or g
800-253-6397

August 3-8 ABA Ann ual Meeting ABA Meetings & Travel
Honolulu, HI www.abanet.or g/ann ual/2006

800-285-2221
October 5-6 Consolidated Tax Return Regulations ALI-ABA

Washington, D.C. www.ali-aba.or g
800-253-6397

SECTION MEETING CALENDAR
www.abanet.or g/tax/meetings

2006 JOINT FALL CLE MEETING, October 19-21 , Hyatt Regency, Denver, CO
2007 MIDYEAR MEETING, January 18-20, Westin Diplomat, Hollywood, FL

MAY MEETING, May 10-12, Grand Hyatt, Washington, DC
JOINT FALL CLE MEETING, September 27-29 , Hyatt Regency and Fairmont, Vancouver, BC

2008 MIDYEAR MEETING, January 17-19, Hyatt Regency and Ritz Carlton, Lake Las Vegas, NV
MAY MEETING, May 8-10, Grand Hyatt, Washington, DC
JOINT FALL CLE MEETING, October 9-11 , Hyatt Regency, Chicago, IL

CLE CALENDAR
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at least six months after a termination
of service. 

AMENDING EXISTING
ARRANGEMENTS

Employers should review separa-
tion plans and employment contracts
to ensure that timing of payments as
well as the benefits payable under

those plans either comply with or are
exempt from section 409A.
Additionally, if the Service maintains
an unfavorable position on good rea-
son provisions, the parties to a sever-
ance contract, especially for key
employees at public companies,
should determine whether the exis-
tence of a constructive termination

provision is more important than
potentially having to wait at least six
months for severance payments to
begin. The Preamble to the proposed
regulations provides that such amend-
ments to comply with section 409A
may only be made until December 31,
2006, so employers should undertake
such reviews as soon as possible. m

POINTS TO REMEMBER
FROM PAGE 21


