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Many employers maintain policies which allow employees to cash-
out all or a portion of their accrued vacation or sick days upon 
request.  Unfortunately, these good intentioned employers run the 
risk of triggering unintentional tax consequences for the company 
and its employees under a tax principle known as the “constructive 
receipt doctrine”.  By carefully drafting these policies to comply with 
IRS regulations, employers can go a long way in minimizing its 
tax exposure and reduce the risk of negatively affecting employee 
morale.  

The constructive receipt doctrine is provided for in Treasury 
Regulation Section 1.451-2.  The doctrine provides that an 
individual who has an unqualified, vested right to receive payment 
of income must recognize that income, regardless of whether 
the individual had exercised the right to receive such income.  
See Treas. Regs. § 1.451-2(a).  Consequently, taxpayers find 
themselves owing taxes on money they have not yet received.  
A number of private letter rulings issued by the IRS address the 
application of this doctrine to employer vacation time cash-out 
policies and the rulings indicate that as soon as an employee with 
accrued vacation time becomes eligible to receive cash in lieu of 
this earned time, the value of this cash option becomes taxable to 
the employee.  

From an employers perspective, the potential tax liability is more 
troublesome.  Under federal and state employment tax laws, 
an employer is responsible for the collection and payment of 
employment related taxes related to wages.  Failure to collect and 
remit these taxes at the time by which employees are charged with 
this taxable income could result in penalties and interest to the 
company.  The IRS has the ability to assess unpaid taxes on the 
constructively received payments going back three years.    
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The IRS does suggest a mechanism for allowing employees and 
employers to defer these tax consequences until the earned time is 
actually cashed-out.  The IRS requires employees to elect to cash-
out vacation and sick days before the beginning of the tax year in 
which the vacation and sick days begin to accrue.  By making this 
election, employees successfully defer taxation on this income 
until the amounts are actually paid or otherwise made available.  
Similarly, employers are not responsible for collecting employment 
taxes until the vacation and sick days are actually cashed-out.  The 
key factors in these rulings are that the elections be irrevocable and 
made before the year in which the earned time accrues.    

Based on these principles, we recommend that vacation cash-
out policies allow for an irrevocable election to be made by the 
employee prior to the beginning of the tax year for which earned 
time available to be cashed-out begins to accrue (i.e., elect 
before December 31st to cash-out vacation days to be earned the 
following year).  

There is some room for flexibility for employees who find 
themselves in hard times.  Under the treasury regulations, 
income is not constructively received if the taxpayer’s control of 
its receipt is subject to substantial limitations or restrictions.  See 
Treas. Regs. § 1.451-2(a).  Using other provisions in the Internal 
Revenue Code which govern the taxation of compensation as a 
guide of what may constitute a substantial limitation or restriction, 
employers may allow for the cash-out of vacation and sick days 
due to “unforeseeable emergencies” without triggering these tax 
consequences.  According to the applicable treasury regulations, 
the policy must define an “unforeseeable emergency” exactly how 
the phrase is defined in the treasury regulations and the policy 
restricts employees to cashing-out only that amount of money 
which is reasonably necessary to satisfy the emergency need 
(which may include any amounts necessary to pay for any federal, 
state, or local income taxes or penalties reasonably anticipated 
to result from the cash-out)”.  See Treas. Regs. § 1.409A-3(i)(3)
(ii).  Under this scenario the employee’s rights to a cash-out are 
substantially limited to specific circumstances defined by the Code 
and the amount of cash available is limited to actual need.

the Devine, Millimet & Branch Labor, Employment and Employee Benefits 
Group offers this free Friday E-Mail Alert service to provide information on 
recent developments in labor, employment and employee benefits law.  if 
you have any questions about this e-mail, or if you know of anyone else 
who may be interested in receiving these alerts, please send us an e-mail 
at employment@devinemillimet.com.
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