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FMLA “Worksites”

Q I am trying to determine whether some of our 
employees are eligible for Family and Medical 

Leave Act (FMLA) benefits. To do that, I need to deter-
mine the worksite of each employee. How do I make 
that determination for employees who are frequently 
traveling and for those of our employees who we have 
allowed to work from home?

A  Under the FMLA, an employee is not eli-
gible for FMLA benefits if the employer has 

fewer than 50 employees within 75 miles of the 
employee’s worksite. As a result, it is important 
for employers to understand where their employ-
ees’ worksites are. Most of the time, this is an easy 
determination. The FMLA regulations state that an 
employee’s worksite under the FMLA will ordinar-
ily be the site to which the employee reports for 
work. The regulations go on to define the worksite 
for employees with no fixed worksite (such as truck 
drivers, pilots, and some salespersons). For these 
employees, their worksite is the site to which they 
are assigned as a home base, from which their work 
is assigned to them, or to which they report. For 
example, for transportation employees, the regula-
tions state that their worksite is the terminal to 
which they are assigned and report for work, from 
which they depart, and to which they return after 
completion of a work assignment. Finally, the regu-
lations provide that an employee’s home is generally 
not a worksite. So, for employees who work from 
home, their home is not their worksite. Rather, the 
regulations provide that their worksite is the office 

to which they report and from which assignments 
are given.1

Tax Deduction for ESOP Dividends

Q  My company, a C corporation, has an employee 
stock ownership plan (ESOP) for its employees. 

What are the requirements for my company to be able 
to take a tax deduction for dividends that the company 
pays with respect to employer securities in the ESOP?

A Under Internal Revenue Code (Code) Section 
404(k), a C corporation may take a deduction for 

a taxable year for the amount of any “applicable divi-
dend” paid in cash by such corporation with respect to 
“applicable employer securities.” “Applicable employer 
securities” means, with respect to any dividend, 
employer securities which are held on the record date 
for such dividend by an ESOP which is maintained by 
the corporation paying such dividend, or any other 
corporation which is a member of a controlled group 
of corporations which includes such corporation. An 
“applicable dividend” means any dividend which, in 
accordance with the ESOP plan provisions, (i) is paid 
in cash to the participants in the plan or their ben-
eficiaries, (ii) is paid to the plan and is distributed in 
cash to participants in the plan or their beneficiaries 
not later than 90 days after the close of the plan year 
in which the dividend is paid to the plan, (iii) is, at 
the election of such participants or their beneficiaries, 
payable as provided in clause (i) or (ii), or paid to the 
plan and reinvested in qualifying employer securities, 
or (iv) is used to make payments on an ESOP loan, 
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the proceeds of which were used 
the acquire the employer securities 
with respect to which the dividend 
is paid. Note that condition (iv) in 
the prior sentence will not be satis-
fied with respect to any employer 
security unless the plan provides that 
employer securities with fair market 
value of not less than the amount of 
such dividend are allocated to such 
participant for the year in which the 
dividend would have been allocated 
to the participant.2 An ESOP may, 
but is not required, to allow partici-
pants to elect to receive dividends in 
one or more of these forms.

In order for ESOP dividends 
subject to an election to be “appli-
cable dividends” under Code Section 
404(k), the election must be provided 
in a manner that satisfies the follow-
ing requirements: (a) a participant 
must be given a reasonable opportu-
nity before a dividend is paid or dis-
tributed to the participant in which 
to make the election, (b) a participant 
must have a reasonable opportunity 
to change a dividend at least annu-
ally, and (c) if there is a change in the 
plan terms governing the manner in 
which the dividends are paid or dis-
tributed to participants, a participant 
must be given a reasonable oppor-
tunity to make an election under the 
new plan terms prior to the date on 
which the first dividend subject to the 
new plan terms is paid or distributed. 
An ESOP will not fail to comply with 
these notice requirements merely 
because it provides that, if a par-
ticipant fails to make an affirmative 
dividend election, one of the options 
offered to participants is treated 
as a default election. Participants 
must be fully vested in dividends 
with respect to which a corpora-
tion claims a deduction under Code 
Section 404(k). Note that the Internal 
Revenue Service (IRS) is authorized 
to disallow any dividend deduction 
that constitutes an avoidance or eva-
sion of taxation, which includes the 
authority to disallow a deduction for 
unreasonable dividends. Otherwise, 
a C corporation that pays an ESOP 
dividend for any of the reasons noted 

above should be able to take a tax 
deduction for those dividends paid, 
subject to the requirements of Code 
Section 404(k) and applicable IRS 
guidance thereunder.

Severance and 401(k) 
Plan Deferrals

Q  Our 401(k) plan allows defer-
rals from “compensation,” with 

the definition of “compensation” 
being tied to wages on box 1 of the 
Form W-2. We report severance pay-
ments in box 1 on the Form W-2, yet 
our outside administrator is telling 
us that we cannot withhold deferrals 
from those severance payments. Is 
that correct? That seems counter to 
the reason that we have been using 
the “box 1” definition of compensa-
tion under our plan—simplicity.

A Yes, it is correct, subject to 
making sure that we are speak-

ing about the same types of pay-
ments when your question refers to 
“severance.” Tax regulations issued 
under Section 415 of the Internal 
Revenue Code provide that, in order 
for payments to be includible as 
“compensation” under a 401(k) 
plan, those payments must be made 
to the employee before termina-
tion of employment. Of course, 
there are exceptions to this rule. 
The first exception is for amounts 
that are compensation for services 
rendered and that would have been 
paid anyway even if the employee’s 
employment had not terminated. 
Examples include an employee’s final 
paycheck that does not get issued 
until after the employee’s termina-
tion date, or a bonus that was earned 
and is subsequently paid out and it 
is only because of happenstance that 
the bonus payment date is after the 
employee’s termination date. The 
second exception is for amounts paid 
as a cash-out of accrued but unused 
paid employee leave time (such as 
vacation) that the employee could 
have used had he or she remained 
employed. The third exception is for 
payments of nonqualified deferred 
compensation that would have been 
paid at the same time even if the 

employee’s employment had not 
terminated.

For each of the exceptions, the 
payment must be made within the 
applicable time frame, which is the 
later of two-and-a-half months after 
the employee terminates employment 
and the end of the “limitation year” 
(often, the plan year) in which the 
employee terminates employment. If 
the conditions of these exceptions are 
met, then your “severance payments” 
may be includible in compensation. 
You will want to carefully review 
how your plan document defines 
“compensation,” as not each of these 
amounts are required to be includible 
in the definition of “compensation” 
(the distinction is between permissive 
and mandatory). However, any other 
post-employment compensation, 
including what many think about 
when they use the term “severance” 
(e.g., a certain amount or number of 
weeks of pay that one receives upon 
termination of employment, usually 
in exchange for signing a release of 
claims), may not be included in the 
definition of “compensation” and, 
therefore, may not have amounts 
withheld from and deposited into the 
401(k) plan, even though the sever-
ance payment will be reported in  
box 1 of the Form W-2.

Cobra Continuation 
Coverage Rights If 
Company Terminates 
Group Health Insurance 
Plan

Q  My company may be filing 
for bankruptcy and terminat-

ing all of our employees, as well as 
terminating our sole group health 
insurance plan. If we do this, will the 
terminated employees have COBRA 
continuation coverage rights?

A It depends. The Consolidated 
Omnibus Budget Reconciliation 

Act of 1985 (COBRA) is a federal 
law that generally applies to all 
private-sector group health plans 
maintained by employers that had at 
least 20 employees on more than 50 
percent of its typical business days in 
the previous calendar year. COBRA 



requires group health plans to offer 
continuation coverage to covered 
employees, former employees, 
spouses, former spouses, and depen-
dent children when group health plan 
coverage would otherwise be lost due 
to certain events, including, without 
limitation, a covered employee’s job 
loss or reduction in hours for rea-
sons other than gross misconduct. 
COBRA sets rules for how and when 
plan sponsors must offer and provide 
continuation coverage, how employ-
ees and their families may elect 
continuation coverage, and what cir-
cumstances justify terminating con-
tinuation coverage. The group health 
plan of an employer in bankruptcy 
proceedings continues to be subject 
to COBRA during the course of the 
bankruptcy. Although actions against 
the employer are automatically 
stayed when an employer declares 
bankruptcy, actions against a benefit 
plan sponsored by the employer or 
against plan fiduciaries for fidu-
ciary breach are not subject to the 
automatic stay. If your company is 
subject to COBRA, even after your 
company terminates its group health 
insurance plan, if another member 
of your company’s controlled group 
maintains any group health plan, 
the terminated employees will have 
COBRA continuation coverage 
rights under that plan (as will other 
COBRA qualified beneficiaries). If 
your company has retiree health cov-
erage and is filing for Chapter 11  
bankruptcy, note that both the 
Bankruptcy Code and COBRA 
contain special rules for retiree health 
plans that would need to be analyzed 
separately.

For example, the Bankruptcy 
Code restricts termination of 
retiree health plans in Chapter 11 

bankruptcies, and prevents employ-
ers from reducing or eliminating 
health plan payments to retirees 
from any health plan pre-dating the 
bankruptcy filing (1) without per-
mission from the court, or (2) after 
the reorganization is completed. A 
court will not approve reduction or 
termination of retiree health ben-
efits unless it is established that the 
changes are necessary for the reorga-
nization and are fair in comparison 
to the impact of the proceedings on 
other parties. COBRA also has spe-
cial rules for Chapter 11 bankrupt-
cies and covered retirees and their 
family members.

Note also that, if your company 
reorganizes through a stock sale 
or asset sale, if the selling group 
ceases to provide any group health 
plan to any employee in connec-
tion with the sale, the buying group 
may become a “successor employer” 
that is obligated to provide COBRA 
coverage under any group health 
plan maintained by the buying 
group, in accordance with COBRA’s 
rules (and may become a “succes-
sor employer” under COBRA even 
if the reorganization is in connec-
tion with a bankruptcy proceeding). 
If there is no successor employer, 
COBRA coverage ends on the date 
on which an employer (and any 
controlled group member) ceases 
to provide any group health plan 
to any employee. If your company 
terminates its group health insur-
ance plan, and no other member of 
your company’s controlled group 
maintains a health insurance plan, 
the employees who are terminated 
simultaneously with the termina-
tion of the group health insurance 
plan will not have any COBRA 
rights, as there would be no plan 

under which to continue coverage 
through COBRA. If all controlled 
group health plans are terminated, 
the plan administrator is required to 
provide a notice of termination to 
any qualified beneficiaries who are 
currently on COBRA and who will 
be losing COBRA coverage before 
the end of the maximum coverage 
period as a result of the plan termi-
nation. This notice must be provided 
to the qualified beneficiaries as soon 
as practicable following the decision 
to terminate COBRA coverage. Once 
plan coverage is terminated, there 
should be no obligation to provide 
COBRA election notices to new 
qualified beneficiaries.

In addition, many states have 
enacted state continuation of cov-
erage laws that are similar to or 
in many cases more favorable to 
employees. It is important to review 
state law requirements as well. ❂

Notes
1.	 See generally 29 C.F.R. Section 825.102 & 

825.111.
2.	 For more information, see Code Section 404(k).
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