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“There Will Be A Few Changes”

The involuntary separation of an
employee, manager or executive
can be a shock to both the indi-
vidual and the organization.  Out-
side of the Fortune 500, formal
severance pay plans are rare, and
so these separations often in-
volve individu-
ally negotiated
s e v e r a n c e
agreements.

“Joel’s last day
will be Friday. We
have agreed to
continue his pay
for three months,
to continue his
medical and dental coverage for six
months, and to allow him to continue
to pay for his optional life insurance
until he has found a new job. We also
agreed that he will be eligible for the
Profit Sharing Plan contribution at the
end of the year.”

“Can we do that ? “

Before answering the question,
we thought a brief review of the
variables involved in offering
severance pay arrangements
might be helpful.  We have found
that a little planning and careful
negotiating with providers can
make the difference between a
“yes” and a “no” answer.

BACKGROUND

To provide for a smooth transi-
tion and to avoid legal disputes,
many companies offer severance
pay arrangements to involun-
tarily terminated employees.  In

addition to
cash compen-
sation, an
e m p l o y e r
might offer
other benefits
to terminated
emp loyee s ,
such as health
care and life

insurance coverage, the payment
of accrued vacation time, and
outplacement assistance.  A
signed release form in which the
employee gives up any potential
rights to sue the employer in
exchange for receiving the ben-
efits frequently accompanies
severance and early retirement
benefit packages.

The term “severance pay” has no
technical tax definition but gen-
erally refers to a payment to a
former employee in connection
with termination of employment.
Severance arrangements are

BENEFITS FOR SEPARATED EMPLOYEES
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sometimes simply informal em-
ployer pay practices such as ad
hoc payments for an isolated
termination, but can also be
formal, ERISA-governed, plans
that have specific administrative
requirements.  The Bureau of La-
bor Statistics 1997 survey indi-
cates that only 37% of employ-
ees are covered by formal sev-
erance pay plans.  Most other
employers negotiate informal
severance pay arrangements as
events occur.

SERVERANCE  PAY PLANS

Formal

A formal severance pay plan
looks much like any other ERISA-
covered welfare benefit plan and
operates under similar rules.  The
plan should be in writing, make
appropriate filings, and comply
with ERISA’s fiduciary standards.
To avoid being deemed a pension
plan, severance pay plans must
limit benefits to no more than
twice the employee’s prior an-
nual compensation and com-
plete all payments within 24
months of the termination.

Even without a written summary
plan description (SPD) or plan
document, severance pay ar-
rangements can still constitute
an ERISA-covered plan.  Some
courts have determined that a
formal plan exists if established
administrative procedures, past
practices, or specific circum-
stances imply the existence of
(1) intended benefits, (2) in-
tended beneficiaries, (3) a
source of financing, and (4) a
procedure to apply for and col-
lect benefits.  Most standard em-

ployment agreements, such as
personal service agreements, do
not create ERISA-covered plans.
However, the applicability of
ERISA does not depend on the
number of em-
ployees covered
and courts have
ruled that some
i n d i v i d u a l
agreements do
constitute for-
mal severance
pay plans.

Informal

Informal severance pay plans
don’t exist as a company policy;
they are established as needed.
When a situation such as a plant
closing or executive termination
occurs, a company extends or
negotiates a “one-time” offer to
the affected employee(s).  By
definition, there is no plan docu-
mentation except for the con-
tract agreements and waiver
notices drafted at the time of
the event.  The offer has no
specific boundaries, but  typi-
cally follows the pattern of
formal severance pay plans and
includes cash compensation
outplacement services, and ex-
tensions of coverage under ben-
efit plans.

Formal vs. Informal

From a legal perspective, the ar-
rangements are quite different.

A formal severance pay plan op-
erates under ERISA’s basic pre-
emption rules to the extent that
state laws “relate to” the plan.
ERISA provides the exclusive rem-

edies to par-
ticipants and
p r e e m p t s
state causes
of action for
benefits.  An
informal sev-
erance plan
does not op-
erate under
ERISA’s pre-

emption of state contract en-
forcement for claims related to
severance payments.

From a tax perspective, a sever-
ance arrangement’s status as a
formal plan has no effect on the
tax treatment of severance ben-
efits payable.  Whether formal or
informal, severance pay is gen-
erally considered taxable com-
pensation to the recipient and a
tax deductible ordinary and nec-
essary business expense to the
company.  Severance benefits
provided through the company
group benefit plans are gener-
ally not taxable compensation
to the recipient and are tax de-
ductible to the company.  How-
ever, extensions of benefits un-
der self-funded plans could con-
stitute impermissible discrimina-
tion under Internal Revenue
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Code section 105(h).  When this
occurs, the value of the dis-
criminatory coverage becomes
taxable wages to the ex-em-
ployee.

From a qualified retirement
plan perspective, a severance
arrangement’s status as a for-
mal plan has no effect because
participation in qualified     re-
tirement plans must cease at the
date of termination.  Any ex-
tension of retirement benefits
must either be done through a
non-qualified retirement ar-
rangement or through payment
of additional taxable income.

Benefit extensions are permis-
sible for welfare benefit plans,
but there are significant differ-
ences between extending cov-
erage through formal and infor-
mal severance pay plans.

EXTENDING

WELFARE BENEFITS

Formal Plans

When a formal severance pay
plan exists, many group benefit
plan contracts can be modified
in advance to allow for ex-
tended coverage. If a   formal
severance pay plan calls for a
one week extension of health
benefits for each year of service,
the defined extension can be
added to the eligibility and ter-
mination sections in a welfare
plan SPD.  For insured plan ar-
rangements, the carrier under-
writing the risk will typically
want to review the specific sev-
erance pay document and may
want to adjust premiums to re-
flect risk.  Under self-funded

plan arrangements, stop loss in-
surance     providers must be no-
tified of the provisions and care
must be taken to ensure that the
extension does not constitute
impermissible discrimination un-
der IRC Section 105(h).

Severance extensions can typi-
cally be added to group medi-
cal, dental, vision, EAP, life in-
surance and optional life insur-
ance plans - both insured and
s e l f - f unded .
However, due to
the specific con-
tract language
and high risk of
claims, exten-
sions are not
typically avail-
able for group
short term and
long term disability benefits.  If
a severance pay plan calls for ex-
tension of disability coverage,
individual disability contracts
could be  underwritten that al-
low for   continuation of cover-
age after separation of employ-
ment.

Informal Plans

By their variable nature, infor-
mal severance pay arrangements
cannot be pre-negotiated into
group benefit plan contracts,
therefore, post-agreement spe-
cial arrangements must be made.
In some situations, carriers/pro-
viders will agree to specific “one-
time” extensions of coverage.  In
many situations, statutory ex-
tensions of coverage and exist-
ing contractual extensions will
be available to provide benefits.
Finally, if health evidence can be
provided, the departing em-

ployee can enroll for individual
coverage. If the individual has
sufficient “credible coverage” as
provided in the Health Insurance
Portability and Accountability
Act (HIPPA), heath evidence re-
quirements will be waived.

Specific “one-time” extensions
can sometimes be negotiated for
medical, dental, vision, EAP, and
life insurance.  Self-funded
health plan arrangements offer

the most flex-
ibility, but
stop loss in-
surers must be
notified and
S e c t i o n
105(h) dis-
cr iminat ion
rules will ap-
ply.  Insured

short and long term disability
plans are the least flexible and
carriers generally will not extend
coverage.  There are no guaran-
tees that “one-time” extensions
will be available under any plan.

In most cases, informal sever-
ance pay benefits are provided
through statutory benefit
extensions (e.g., COBRA) and
continuation or conversion op-
tions found in the existing
group benefit plan contracts.
COBRA typically allows group
medical, dental, and vision cov-
erage to be continued.  Group life
insurance contracts frequently
include conversion privileges
that can be exercised under a
severance arrangement.  Group
optional life plans often include
portability features that allow
coverage to continue after ter-
mination.

Continued on Page 4
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1998 INDEXED PLAN LIM-
ITS

Our technical bulletins are written and produced by the
McGraw Wentworth staff and are intended to inform our
clients and friends on general information relating to em-
ployee benefit plans. They are not intended to provide ei-
ther legal or tax advice. Consult your legal counsel or tax
advisor in matters that directly affect your benefit plans.

When using COBRA, be sure
that a standard COBRA notice
is provided and that the sepa-
rated employee elects cover-
age.  The company can pay CO-
BRA premium
for a period
of time and,
if time re-
mains, the
ex-employee
may continue
p a ymen t s .
Even under
COBRA, self-
funded arrangements may still
run afoul of Section 105(h) dis-
crimination rules if the ex-em-
ployee was highly compen-
sated.  Importantly, the length
of the COBRA continuation pe-
riod is not affected by the com-
pany payments and will be lim-
ited to the statutory duration
(e.g., the 18-, 29- or 36-
months).

For group life conversions, the
company can agree to pay the
conversion policy premium for
the period specified in the sev-
erance pay arrangement with
the ex-employee continuing
payments after that time.  Be

careful to understand the type
of conversion available under
your group life contract because
some conversion options require
payment of higher cost whole

life premiums.
Under group
optional life
plans, the bet-
ter contracts
allow for ex-
employees to
continue cover-
age at the same
rates paid prior

to termination, while other con-
tracts call for a higher premium
or do not allow for continuation
after termination.  If available,
the company can agree to pay
premiums for a period of time,
with the former employee   con-
tinuing payments after that
time.

Advance planning for informal
agreements will avoid many
problems.  To be safe, the dura-
tion of the severance offer
should not exceed the available
COBRA extension period unless
you have a quality health plan
conversion option. Negotiate
with your carrier for a group life

conversion option, preferably
using low cost term insurance,
and for a group optional life
portability feature.  If disabil-
ity is a concern, as it often is
for executives, consider imple-
menting individual contracts
that can be extended after  the
termination.  Most importantly,
make sure the person negoti-
ating the severance agreement
understands what is available.

CAN WE DO THAT ?

So, can we deliver on the promises
made to Joel in our opening?

Yes.

Extend Joel’s COBRA coverage
and have the company pay his
medical and dental premium for
the six month period.  He can
continue COBRA coverage for
another 12 months by self-pay-
ing after the six months expire.
Make arrangements to have his
optional life changed to an
individually billed (portable)
arrangement and have him send
the bill to the company until he
finds that new job.  Finally,
calculate his profit sharing pay-
ment and provide it as a tax-
able income bonus payment
with a tax gross up, if needed,
to make him whole.

We hope that you find this in-
formation helpful.  We provide
it as a general guide and to
share our experience with these
situations.  We always recom-
mend that you consult your tax
and legal counsel for specific
advice about handling sever-
ance pay arrangements and the
extension of benefit plan cov-
erage.


