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I. INTRODUCTION

Profit sharing benefits are a source of income upon which employees’ rely
and place a significant value.l Employees value their profit sharing benefits
because these benefits enhance their financial security, especially after
retirement, by operating as a source of supplementary income.2 Depending
upon the provisions within a profit sharing plan, an employee can become
eligible for profit sharing benefits either during employment or at termination
from employment.3 There is, however, no guarantee that employees who
would normally be entitled to their profit sharing benefits at termination, will

1See IR.C.§§61(a)(1), 401(a) (West 1994); see also Thomas E. Wood, Setting Objectives
for Profit Sharing Plans, in GUIDE TO MODERN PROFIT SHARING 17 (1973).

2Robert V. Thonander, Variations of the Profit Sharing Theme, in GUIDE TO MODERN
PROFIT SHARING 1 (1973).

3.
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510 CLEVELAND STATE LAW REVIEW [Vol. 42:509

indeed receive the total benefit credited to their profit sharing account when
they terminate from employment.4

Most profit sharing plans provide that the nonvested® portion of an
employee’s profit sharing benefit can be forfeited when the employee incurs a
break in service.6 A break in service often results in termination.” Employees
can also break their service with an employer by quitting, retiring, dying,
becoming disabled, getting laid-off, or being discharged for cause.8 Some of
these methods of incurring a break from service are voluntary while others are
involuntary.? Whether an employee’s profit sharing benefit can be forfeited
may depend on whether his break in service was voluntary or involuntary.10

The issue that will be addressed here is whether a break in service that occurs
because of a natural disaster should result in the forfeiture of an employee’s
nonvested profit sharing benefit. Part one will focus on the effects of a natural
disaster on employment. Part two will discuss the operation of a profit sharing
plan. Part three will examine the nature of involuntary terminations. Part four
will evaluate court decisions on how break in service rules should apply to
involuntary terminations. Part five will propose a statutory amendment to the
break in service rule. The conclusion will then recommend how break in service
rules should be applied to terminations which occur as a result of a natural
disaster.

I1. THE EFFECTS OF A NATURAL DISASTER UPON EMPLOYMENT

A natural disaster is a force of nature-such as a tornado, an earthquake, a
hurricane, or a flood-which occurs without any human intervention and

4See, e.g., Tafoya v. Western Conference of Teamsters Pension Trust Fund, 909 F.2d
344 (9th Cir. 1990).

5Nonvested benefits are the portion of an employee’s total profit sharing benefit
which canbe forfeited when the employee terminates fromservice. SeeJames R. Simone,
Statutory Framework, Language and Fiduciary Responsibility Provisions of ERISA, in
INTRODUCTION TO QUALIFIED PENSION AND PROFIT SHARING PLANS 1989 15 (Tax Law &
Practice Course Handbook Series No. 289, 1989).

6See Retirement Equity Act of 1984, Pub. L. No. 98-397, 98 Stat. 1426 (codified as
amended in scattered sections of 26 U.S.C.).

7Van Fossan v. International Bhd. of Teamsters Union Local No. 710 Pension Fund,
649 F.2d 1243, 1244 (7th Cir. 1981); Vermeulen v. Central States, Southeast and
Southwest Areas Pension Fund, 490 F. Supp. 234, 235 (M.D. N.C. 1980).

8Edwin F. Boynton, The Vesting Schedule, in GUIDE TO MODERN PROFIT SHARING 79,
82 (1973).

IWhipp v. Seafarers Vacation Plan, 832 F.2d 853 (4th Cir. 1987) (finding that an
employee who had been laid-off was involuntarily terminated); see also Vermeulen v.
Central States, Southeast and Southwest Areas Pension Fund, 490 F. Supp. 234 (M.D.
N.C. 1980) (finding that an employee who quit his job had voluntarily terminated his
employment).

10See, e.g., Lee v. Nesbitt, 453 F.2d 1309 (9th Cir. 1971).
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1994] SINGLE-EMPLOYER PROFIT SHARING PLANS 511

cannot be prevented by reasonable care or due diligence.ll Natural disasters
usually cause property as well as human damage.12 In addition, natural
disaster can disrupt the lives of individuals as well as the operations of
businesses.13

As a means of demonstrating good business practice, an employer may plan
for the disruptions that a natural disaster can generate by undertaking strategic
defenses and managerial approaches that can overcome the unforeseen
repercussions of a natural disaster.14 Planning for the occurrence of a natural
disaster has become imperative since there has recently been and may continue
to be a rise in the number of occurrences of natural disasters in the United
States.15 These natural disasters have not only increased in volume but also in
severity.16 For example, in 1992 there were a record 1,297 tornadoes in the
United States.17 Also in 1992, Hurricane Andrew and Hurricane Iniki struck
South Florida and Hawaii respectively, causing millions of dollars in damage.18

The United States Small Business Administration’s (hereinafter SBA)
disaster assistance program made loans totaling $847 million to the more than
18,000 businesses that were affected by Hurricanes Andrew and Iniki and other
disasters.19 The total SBA loans in 1992 were almost double the $443 million in
loans made by the SBA in the previous year for disaster relief.20 In addition, in
the summer of 1993, six states along the Mississippi River experienced major
flood damage.?! The flood submerged 17,000 square miles of land and caused
$12 billion in property damage.22 Because of these natural disasters, families

115ee BLACK'S LAW DICTIONARY 33 (6th ed. 1990).

12Kai Erikson, After the Flood: How Long Can a Disaster Last?, NEwW REPUBLIC, Sept. 6,
1993, at 14.

13Sharon Nelton, Prepare for the Worst, NATION'S BUS., Sept. 1993, at 20; see also
Rosalind Resnick, Protecting Computers and Data, NATION'S BUS., Sept. 1993, at 26.

14 ARTHUR A. THOMPSON, JR & A. ]J. STRICKLAND III, STRATEGIC MANAGEMENT:
CONCEPTS AND CASES 4 (6th ed. 1992).

15Stephen Petranek, The Force of Nature, LIFE, Sept. 1993, at 31.
1614,

17]d. at 36-37.

18Nelton, supra note 13, at 21.

1914

20]4.

21 Andy Neff, Flood Victims Keep Weathering the Storm, NATION's CITIES WKLY., July
12,1993, at 1.

22Erikson, supra note 12.
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512 CLEVELAND STATE LAW REVIEW [Vol. 42:509

and individuals were displaced from their homes,2 and thousands of
businesses were temporarily or permanently damaged.24

Some businesses in the areas affected by a natural disaster incur structural
damage.25 The structural damage, at times, forces these businesses either to
cease or to reduce the level of their operations.26 A cessation or reduction in
operations frequently leads to a reduction in the number of workers needed by
the businesses.2? A significant number of workers can, therefore, become
unemployed after an area is struck by a natural disaster.28 For example,
Hurricane Andrew caused severe structural damage to 1,200 businesses in
South Florida.29 Many of these businesses did not terminate operations because
of the structural damage.30 Instead, these businesses continued operating by
setting up offices and stores in trailers.3! In cases where the trailers were
significally smaller than the original structures, fewer employees were needed
to operate the business.32 Thus, a reduction in the areas workforce ensued.33
One clear aftermath of the natural disaster caused by Hurricane Andrew was
the termination of a large number of workers in South Florida.34

Some of those employees who became terminated as a result of natural
disasters like Hurricane Andrew had been participants in company sponsored
profit sharing plans.35 Whether those employees were entitled to any of their
profit sharing benefits upon termination depended upon the terms of their
respective plans. Most profit sharing plans specify that employees who are not
entitled to their nonvested employer contributed benefits at the date of their

2314,

24Nelton, supra note 13.

255ee, e.g., Gus Carlson, Jobless in South Florida, MIAMI HERALD, Jan. 3, 1993, at 1k.
26 See Nelton, supra note 13.

27See Gregg Fields, Dade’s Job Exodus: Labor Force Has Shrunk Since Storm, MiaMI
HERALD, Jan. 1,1993, at 1C.

2814.
2904.

30See Oscar P. Musibay, Homestead Businesses Tackle Back, Miami HERALD, Nov. 12,
1992, at KE.

314,

32Interview with Earl G. Haynes, Store Manager, Rite Aid Pharmacy, in Miami, Fla.
(Dec. 24, 1993).

331d.
34See supranote 27.

35Interview with Sonia E. Haynes, Store Manager, Life Uniform Stores, in Miami,
Fla. (Dec. 24, 1993).
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1994] SINGLE-EMPLOYER PROFIT SHARING PLANS 513

separation, will forfeit those benefits.36 Moreover, nonvested employer
contributed benefits can only be forfeited if the employee is unable to return to
work with the plan sponsoring employer one year or more after the break in
service commenced.3” On the other hand, an employee cannot forfeit profit
sharing benefits derived from his own contributions to a profit sharing plan.38
Employee contributions are always fully vested and, therefore, can never be
forfeited3? Thus, ‘profit sharing plans make a distinction between an
employee’s right to his own contributions to the profit sharing plan as opposed
to the contributions that employers make to profit sharing plans on behalf of
their employees.

The profit sharing plan. provision which executes a forfeiture upon
nonvested employer contributions when an employee incurs a break in service
is commonly termed the break in service rule (hereinafter the rule).40 Currently,
under profit sharing plans that include a break in service rule, those employees
who have been separated from service for one year or more, due to a natural
disaster or otherwise, will forfeit the nonvested portion of their employer
contributed profit sharing benefits.41 In order to illustrate the significance of a
loss of nonvested profit sharing benefits to employees, a discussion of the
operation of profit sharing as a part of an employee’s total compensation
package follows.

III. PROFIT SHARING PLANS

A single-employer profit sharing plan is established and maintained by an
employer to enable employees or their beneficiaries to participate in the
organization’s profits42 A profit sharing plan is a program by which
employees’ receive a share of the employer’s profits in addition to their regular
compensation.43 With a single-employer plan (hereinafter employer) only
one employer, typically an employer operating for a profit, contributes to the

36Stephen T. Lindo, Introduction to Qualified Plans: ERISA Vesting Rules, in
INTRODUCTIONTO QUALIFIED PENSION AND PROFIT SHARING PLANS 1989193, 217 (Tax Law
& Prac. Course Handbook Ser. No. 289, 1989).

37Hd. at 212.

38Max J. Schwartz, Introduction to Qualified Plans: Minimum Vesting Standards, and
Service Counting, in INTRODUCTION TO QUALIFIED PENSION AND PROFIT SHARING PLANS
1986 at 159, 169 (Tax Law & Prac. Course Handbook Ser. No. 242, 1986).

391d.; see also Simone, supra note 5, at 15.

40See, e.g., Cann v. Carpenters Pension Trust, 662 F. Supp. 501, 502 (C.D. Cal. 1987),
aff'd, 989 F.2d 313 (9th Cir. 1993).

41Lindo, supra note 36, at 211, 217.

42JosePH J. MELONE & EVERETT T. ALLEN, JR., PENSION PLANNING: PENSIONS, PROFIT
SHARING, AND OTHER DEFERRED COMPENSATION PLANS 288 (1966).

43Thonander, supra note 2, at 1.
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528 CLEVELAND STATE LAW REVIEW [Vol. 42:509

provisions for breaks in service due to a natural disaster.206 Most of the court
decisions on break in service rules have been in relation to the application of
the rules to multi-employer pension plans.2%7 Qualified profit sharing plans are
one form of pension plan.208 Profit sharing plans are defined contribution
plans.209 The other form of pension plan is a defined benefit plan.210 The courts’
treatment of break in service rules within pension plans will also be applicable
to profit sharing plans.

V. COURT DECISIONS REGARDING BREAK IN SERVICE RULES

Prior to the enactment of ERISA, federal courts attempted to avert the
inequitable loss of pension benefits by plan participants.211 The courts’ strategy
was to impose a standard of reasonableness on the trustees who determine
participants’ eligibility for pension benefits.212 "A denial of benefits would be
reversed by the Court if the plaintiff demonstrated that the Trustee ... had acted
in an “arbitrary and capricious’ manner."213

The leading pre-ERISA case that dealt with whether a break in service rule
was arbitrary and capricious when applied to an involuntary break in service
was Lee v. Nesbitt.214 In Lee, a multi-employer pension trust was established for
the benefit of unlicensed seamen.215> Under the trust provisions, the trustees
were given the discretion to establish requirements governing eligibility for

206See, e.g., Bolton v. Construction Laborers’ Pension Trust, 954 F.2d 1437 (9th Cir.
1992); Tafoya v. Western Conference of Teamsters Pension Trust Fund, 909 F.2d 344 (9th
Cir. 1990); Whipp v. Seafarers Vacation Plan, 832 F.2d 853 (4th Cir. 1987); Siles v.ILGWU
Nat’l Retirement Fund, 783 F.2d 923 (9th Cir. 1986); Dudo v. Schaffer, 720 F.2d 661 (3d
Cir. 1983); Knauss v. Gorman, 583 F.2d 82 (3d Cir. 1978).

207See, e.g., Lee v. Nesbitt, 453 F.2d 1309 (9th Cir. 1971) (involving employers who
were members of the maritime industry).

208Bloss, supra note 62.

209Defined contribution plans are plans “that provide[] an individual account for each
participant. [The] participant’s benefit is determined by the value of his or her account,
which is based on the amount of contributions allocated to the account plus any income,
expenses and investment gains and losses charged to the account.” Simone, supra note
5,at13.

210A defined benefit plan is a pension plan "that provides a definite and set formula
under which the amount of a participant’s pension is determined . . . In defined benefit
plans the amount of the employer’s contribution is actuarially determined each year . ..
[The benefits in this type of pension plan] are guaranteed by [the Pension Benefit
Guarantee Corporation]." Simone, supra note 5, at 12.

211Sge Van Fossan v. Intemational Bhd. of Teamsters Union Local No. 710 Pension
Fund, 649 F.2d 1243, 1246 (7th Cir. 1981).

2124

213[d. (emphasis added).
214453 F.2d 1309 (9th Cir. 1972).
2154, at 1310.
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1994] SINGLE-EMPLOYER PROFIT SHARING PLANS 529

benefits.216 The trust also had a rule that if a person did not work in covered
employment for at least 200 days, that person would incur a break in service.217
A break in service would result in the cancellation of the employee’s previous
pension credits.218

In Lee, the employee suffered a break in service when he failed to work for
200 days between 1955 and 1957.219 The employee did not work during that
period because no employment was available.220 The employee’s break in
service was, therefore, involuntary. Nevertheless, the break in service resulted
in the forfeiture of the employee’s credited service, and the loss of his pension
benefits.221 The employee claimed that the break in service rule should nothave
been applied to his involuntary termination and that such an application of the
rule by the trustees was unreasonable.222 The Ninth Circuit held that a break
in service rule was not per se invalid.222 However, the court stated that a
determination of whether a break in service rule was applied arbitrarily and
capriciously would depend on whether or not the termination was
voluntary.224

A. Post-ERISA: Court Decisions

The arbitrary and capricious standard of review continued to be applied by
the courts subsequent to the enactment of ERISA.225 The standard was
illustrated in Van Fossan v. International Brotherhood of Teamsters Union Local No.
710 Pension Fund226 where a 60 year old employee who had accumulated 20.5
years of active service was denied his pension benefits by the plan’s trustees.227
The trustees had denied the employee’s application for pension benefits
because the employee had not been employed by a covered employer for a

216]4. at 1310-11.
21714 at 1311.
218y,

2191 e, 453 F.2d at 1311.
22014,

2214, at 1310-12.

22214 at 1311.

223]d. at 1312; see also Bolton v. Construction Laborers’ Pension Trust, 954 F.2d 1437,
1439 (9th Cir. 1992); Tafoya v. Western Conference of Teamsters Pension Trust Fund,
909 F.2d 344, 348 (9th Cir. 1990); Van Fossan v. International Bhd. of Teamsters Union
Local No. 710 Pension Fund, 649 F.2d 1243, 1249 (7th Cir. 1981).

224 e, 453 F.2d at 1312.
225Van Fossan, 649 F.2d at 1246.
226[4. at 1243.

22714, at 1245.
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530 CLEVELAND STATE LAW REVIEW [Vol. 42:509

period of 156 consecutive weeks.228 According to the provisions of the pension
plan, an employee would incur a break in service and would lose all of his prior
credited service if he did not work in covered employment for 156 weeks
consecutively.229

The employee, in Van Fossan, had ceased working because of a pain in his
shoulder.230 A shoulder injury, is a condition that would normally constitute
an involuntary termination.231 Applying the pre-ERISA arbitrary and
capricious standard of review, the Seventh Circuit found that "[a] distinction
between voluntary and involuntary breaks in service [is] crucial to determining
the arbitrariness of the operation of a given break in service rule."232 The court
stated that no break in service provision was arbitrary and capricious per se.233
The application of a break in service rule to a circumstance beyond the
employee’s control, the court stated, would, however, be found to be
arbitrary.234 Furthermore, the court stated that if the break in service of the
employee was involuntarily brought about, pre-ERISA case law would support
a finding of arbitrariness.235 The court stated thata ruling to the contrary would
"permit [a] break in servicerule to . .. effectively eliminate [an] employee’s right
to a pension."236

In Bolton v. Construction Laborers’ Pension Trust for Southern California,237 the
Ninth Circuit reiterated the ruling that whether a break in service rule was
invalid would depend on the voluntariness of the break.238 The employee in
Bolton was denied his pension benefits because of a break in service due to his
inability to find work that qualified under his employer’s pension plan
provisions.239 The pension plan in Bolton was funded solely by employer
contributions.240 The court held that under a plan funded solely by employer
contributions, pension benefits could reasonably be denied to an employee
who failed to work the minimum number of years required by the pension

22814,
22914, at 1244.
230Van Fossan, 649 F.2d at 1244.

231See, e.g., Tafoya v. Western Conference of Teamsters, 909 F.2d 344, 346 (9th Cir.
1990).

2328ee, e.g., Van Fossan, 649 F.2d at 1248,

233]d. at 1249.
23414

2354,

236]d, at 1248.

237954 F.2d 1437 (9th Cir. 1992).
238]d. at 1440.

2391d. at 1438.

240[4. at 1439.
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1994] SINGLE-EMPLOYER PROFIT SHARING PLANS 531

plan.241 In Bolton, however, the employee had worked for more than the
minimum number of years required by the plan.242 Moreover, funds had been
contributed to the plan by the employer as a result of the employee’s efforts.243
As a result, the court stated that the plan should provide for the determination
of whether the employee’s break in service was voluntary before denying him
benefits.244 The court further stated that the employee could avoid forfeiture
of his pension benefits under the break in service rule if he proved that the
break in service was involuntary.245

A ruling by a federal court that a termination by a plan participant was
involuntary does not guarantee that the court will invalidate the application of
a break in service rule to that participant.246 For example, the Ninth Circuit in
Tafoya v. Western Conference of Teamsters Pension Trust Fund247 held thata pension
plan’s break in service rule which provided pension benefits following certain
involuntary breaks in service, but not others, was valid.248 Under the break in
service provision, a plan participant who stopped working because of a total
disability would not have a break in service charged to him.249 In contrast, a
participant who had at least a two year break in service due to a partial
disability would have his previously earned credits cancelled.250

The employee, in Tafoya, had sustained an involuntary two year break in
service as a result of a back injury.251 Unlike the employee in Lee v. Nesbitt,252
the employee in Tafoya had not completed the minimum period of employment
required for vesting.253 The court, nevertheless, followed its holding in Lee that
"even if an employee, through no fault of his own, [was] prevented from
completing a minimum period of employment, he may be denied . . . pension
[benefits]."254 The court further stated that a break in service rule that excluded

24114 ; see, e.g., Lee v. Nesbitt, 453 F.2d 1309, 1312 (9th Cir. 1971).

242Bolton v. Construction Laborers’ Pension Trust, 954 F.2d 1437 (9th Cir. 1992).
24314,

2444

24514, at 1440.

246]14.

247909 F.2d 344 (9th Cir. 1990).

248]4. at 346.
24914,

250]4.

2514,

252453 F.2d 1309 (9th Cir. 1971).
253See Tafoya, 909 F.2d at 349.

254]4. at 348 (quoting Lee v. Nesbitt, 453 F.2d 1309, 1311 (9th Cir. 1972)) (emphasis
added).
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asmall percentage of involuntarily terminated employees would notbe viewed
as arbitrary.255

The court’s ruling in Knauss v. Gorman,2% further demonstrates how a break
in service rule may be upheld when applied to an involuntarily terminated
employee.257 In Knauss, an employee brought an action to recover pension
benefits denied him on account of the application of a break in service rule.258
The employee in Knauss lost his job when his employer went bankrupt.259 The
trustees denied the employee’s claim for pension benefits because the
employee had incurred a four year break in service.260 The trustees in Knauss
advanced the argument that the break in service rule was necessary to ensure
that there would be a consistent stream of payment for covered employees.261
Those continuous payments, according to the trustees, were necessary to pay
pension obligations that had accrued on the basis of past service, for which no
employer contributions had been made.262 The trustees asserted that the break
in service rule was necessary to maintain the financial viability of the plan.263
The Third Circuit held that the evidence produced by the trustees was
insufficient to demonstrate that the break in service rule was necessary to avert
insolvency due to any unforeseen distribution of pension funds.264 The court
stated, nevertheless, that the application of a break in service rule would be
upheld under circumstances where invalidating the rule would result in the
pension fund becoming insolvent.265

Despite prior court decisions to the contrary, the court in Whipp v. Seafarers
Vacation Plan266 suggested that in order to avoid a finding that a break in
service rule is arbitrary and capricious, employers should make a distinction
between how the rule will operate in light of voluntary as opposed to
involuntary terminations.267 The break in service rule in Whipp was
implemented "to provide [an] incentive[] for long-term employment in the. ..

25514,

256433 F. Supp. 1040 (W.D. Pa. 1977), vacated, 583 F.2d 82 (3d Cir. 1978).
25714, at 1040-41.

25814,

25914,

260]4.

261Knauss v. Gorman, 583 F.2d 82, 90 (3d Cir. 1978).

26214,

263]4. at 91.

26414. at 91; see also Tafoya, 909 F.2d at 348.

265Knauss, 583 F.2d at 91.

266632 F. Supp. 1487 (D. Md. 1986), rev'd, 832 F.2d 853 (4th Cir. 1987),
267]4. at 1494.
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1994] SINGLE-EMPLOYER PROFIT SHARING PLANS 533

industry."268 The district court opined that the plan’s failure to distinguish
between voluntary and involuntary breaks in service would not encourage
members to stay in an industry when there were no jobs available.269 The
Fourth Circuit, however, stated that a failure to differentiate between voluntary
and involuntary breaks in service would not render a break in service rule
invalid.270

B. Avoiding the Break in Service Rule

Some plans have sought to diminish the harsh consequences of break in
service rules by suspending the application of the rule during a “grace
period."271 For example, under the plan at issue in Cann v. Carpenters Pension
Trust for Southern California, 272 a participant could avoid the break in service
rule for up to three consecutive years if the participant could not obtain covered
employment within that time.2”3 The employee in Cann was involuntarily
unemployed for four years.274 As aresult, theemployee requested a suspension
of the break in service rule.27> The request was denied.276 The employee’s prior
service credits were disregarded for pension benefit purposes because of the
employee’s four year break in service.277

In Cann, the district court held that "the [trustee’s] rule that grace periods for
involuntary unemployment [could] only have a length of three years [was] . ..
unreasonable on its face."278 The court stated that the application of the rule
punished employees for events beyond their control.272 The court further
stated that the grace period did not further the interests of the trustees in
weeding out transient employees.280 The court noted that an unlimited grace
period for involuntary unemployment would have allowed the plan to attract
and retain employees as well as avoid penalizing employees for circumstances

26814. at 1493.
26914,
270Whipp v. Seafarers Vacation Plan, 832 F.2d 853 (4th Cir. 1987).

271See, e.g., Cann v. Carpenters Pension Trust, 662 F. Supp. 501, 502 (C.D. Cal. 1987),
aff d, 989 F.2d 313 (9th Cir. 1993).

27214

2734.

27414,

27514, at 503.

276Cann, 662 F. Supp. at 503.
27714. at 502.

278]d. at 504.

2791d. at 503.

280]4. at 504-05.

Published by EngagedScholarship@CSU, 1994

25



534 CLEVELAND STATE LAW REVIEW [Vol. 42:509

beyond their control.281 Thus, the three-year grace period provision would not
achieve the employer’s alleged objective of retaining loyal employees.

VI. PROPOSED STATUTORY AMENDMENT

Profit sharing benefits are earned income.282 No employer contribution is
credited to an employee unless the employee performs a service for the
employer.283 Forfeiture of profit sharing benefits, whether vested ornonvested,
is forfeiture of earned income.284 Therefore, an employer should not be allowed
to deprive an employee of the benefits he has eamed without substantial
justification.

The principal reason why employers utilize deferred profit sharing plans is
to attract and retain qualified employees.?85 Since deferred plans havea vesting
feature, employees have to remain in the plan for a term of years in order to
obtain benefits under the plan.286 Break in service rules are instituted in profit
sharing plans to encourage employees to remain with the employer.287 An
employer does not have to utilize a break in service rule in his profit sharing
plan.288 The rule is widely utilized, nevertheless, because employers believe
that employees will remain with the organization in order to collect all their
accrued profit sharing benefits.289 A plan thatwithholds an employee’saccrued
benefits for voluntary as well as involuntary breaks in service, however, will
not encourage employees who could potentially be affected by the rule to
remain with the employer.2%0

281Cann, 662 F. Supp. at 505.

282See IR.C. § 61(a)(1) (West 1994). Because some profit sharing benefits are not paid
outimmediately does not mean that these benefits are not earned.

283Raymond H. Giesecke, The Company Contribution, in GUIDE TO MODERN PROFIT
SHARING 37, 39 (1973).

2845ee Retirement Equity Act of 1984, Pub. L. No. 98- 397, 98 Stat. 1426 (codified as
amended in scattered sections of 26 U.S.C.).

285Thonander, supra note 2, at 2.
2861 R.C. § 411(a)(2)(West 1994).

287See, e.g., Whipp v. Seafarers Vacation Plan, 632 F. Supp. 1487, 1493 (D. Md. 1986)
(noting trial testimony which revealed that the purpose of the pension plan was to
encourage long-term employment).

288See Retirement Equity Act of 1984, Pub. L. No. 98- 397, 98 Stat. 1426 (stating thata
profit sharing plan may utilize a break in service rule).

289See, e.g., Tafoya v. Western Conference of Teamsters Pension Trust Fund, 909 F.2d
344, 348 (9th Cir. 1990) (noting plaintiff's admission that the primary purpose for abreak
in service rule is encouraging industry loyalty); Whipp, 632 F. Supp. at 1493 (noting that
an objective of pension plans is to encourage long term employment).

290See, e.g., Whipp, 632 F. Supp. at 1493.
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A natural disaster is unforeseeable.291 Employees neither envision being
unemployed as a result of a natural disaster nor do they anticipate the period
of unemployment lasting for over a year.292 Under these circumstances, a break
in service rule unnecessarily punishes displaced employees.293 The
punishment unfolds when employers exercise break in service rules to deny
the displaced employees their nonvested profit sharing benefits.2%

Employers have been relentless in justifying the application of break in
service rules against involuntarily terminated employees.295 Employers
contend that the rule ensures that those employees who put the most into the
business will get the most out of it.2% Also, employers assert that the rule not
only weeds out transient employees but also rewards loyal employees.297 Some
employers have also insisted that break in service rules are necessary to protect
the very existence of their profit sharing plans.298

Federal courts have acknowledged that break in service rules serve a useful
function.2%9 Evenin cases where employees had been involuntarily terminated,
all the extenuating circumstances were considered by the court before a ruling
was made that the break in service rule was invalid.3%0 The courts have,
nonetheless, recommended that employers make a distinction in their deferred
benefit plans between how a break in service rule will operate in the case of
voluntary as opposed to involuntary terminations.301 The courts have not,
however, held that an involuntary termination will automatically render a
break in service rule inapplicable.302

Some employers have voluntarily tried to diminish the negative
consequences that a break in service rule can have on involuntarily terminated

291See BLACK'S, supra note 11.

2928ee, e.g., Carlson, supra note 25,
293See, e.g., Whipp, 632 F. Supp. at 1493.
29414

2955¢e, e.g., Tafoya v. Western Conference of Teamsters Pension Trust Fund, 909 F.2d
344, 348 (9th Cir. 1990) (stating that the use of a break in service rule is a policy choice
which trustees are allowed to utilize) (citing Harm v. Bay Area Pipe Trades Pension Plan
Trust Fund, 701 F.2d 1301, 1306 (9th Cir. 1983)); Knauss v. Gorman, 583 F.2d 82, 90 (3d
Cir. 1978) (alleging financial necessity as the basis for using a break in service rule).

296See, e.g., Knauss, 583 F.2d at 90.

297See, e.g., Whipp, 632 F. Supp. at 1493.

298See, e.g., Knauss, 583 F.2d at 90.

299See Lee v. Nesbitt, 453 F.2d 1309, 1312 (9th Cir. 1971).
300See, e.g., Knauss, 583 F.2d at 90.

301 Whipp, 632 F. Supp. at 1494.

302See, e.g., Tafoya, 909 F.2d at 344.

Published by EngagedScholarship@CSU, 1994

27



536 CLEVELAND STATE LAW REVIEW [Vol. 42:509

employees.303 For example, some employers have suspended the operation of
the rule for a limited period of time designated as a grace period.3%4 The courts
have notembraced this limited grace period provision.3%5 Courts have, instead,
stated that an unlimited grace period should be offered, if one is to be offered
at all.306

The Tax Code currently allows employers to utilize a break in service rule in
their profit sharing plans.307 The Tax Code, however, does not give employers
precise direction on how the rule should be applied.308 Congress can follow
the direction of the federal courts on the issue of the application of break in
service rules to involuntary terminations. Court rulings would serve as an
appropriate foundation for a congressional amendment to the rule. A
congressional amendment should make definitive prescriptions regarding
how the rule should be applied. A congressional amendment is necessary
because the issue as to whether the rule should apply similarly to voluntary as
well as involuntary terminations has not been resolved.3%® The federal courts
have tried to resolve the issue, but the circuit court decisions conflict with
regard to the application of the rule and, therefore, the rule’s application
remains ambiguous.310

Application of the rule would operate to the disadvantage of employees who
break their service because of a natural disaster in a similar fashion to the
disadvantage that female workers experienced prior to 1986. The years of
service prior to a break in service were disregarded by many plans when female
workers incurred a break in service due to pregnancy.311 Congress sought to
remedy the discriminatory impact of the vesting schedule on female workers
by reducing the number of years an employee was required to work in order
to be vested.312 Similarly, because of the injustice that will and has resuited
from the application of a break in service rule to employees who are
involuntarily terminated because of a natural disaster, Congress should amend
the rule. Congress needs to make the application of the rule more precise by

303See, e.g., Cann v. Carpenters Pension Trust, 662 F. Supp. 501, 502 (C.D. Cal. 1987).
30474,

30514. at 504.

3061d. at 505.

3071 R.C. § 411(a)(6) (West 1994).

308]4.

309See, e.g., Bolton v. Construction Laborers’ Pension Trust, 954 F.2d 1437 (9th Cir.
1992) (evaluating whether a plan should take into account the voluntariness of a
participant’s break in service).

310[d.; see also Knauss v. Gorman, 583 F.2d 82 (3d Cir. 1978).
3115ee Retirement Equity Act of 1984, Pub. L. No. 98-397, 98 Stat. 1426, 1436.
312Gee id.
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singling out the factor or factors that will be determinative of whether a break
in service has occurred.

Congress should amend the break in service rule to require that the following
conditions be considered before the rule is applied. First, employers should
consider the circumstances that led to the termination.313 Second, employers
should examine how a break in service rule would affect terminated
employees. Third, employers should evaluate whether the rule is necessary to
ensure the financial viability of their plan.314

Congress has tried to mitigate the negative effects of the rule by providing
that years of service before a break would count as service credits if the
employee returned to service with the employer and completed one year of
service.315 This provision was premised on employees being able to return to
covered employment.316 After a natural disaster has struck, an employer may
or may not be able to continue operating.317 A business that has permanently
ceased operations because of a natural disaster will have undergone what is
synonymous to a plant closure.318 According to the Tax Code, a break in service
rule is inapplicable to employees who are terminated as a result of a plant
closing319 Thus, employees who are involuntarily terminated because of a
plant closure become fully vested; thus, they are entitled to both their vested
and nonvested profit sharing benefits.

After a natural disaster, some employers in the affected area may remain in
business, but they may operate at a reduced level with a reduced staff.320
Employees who are terminated by those employers may or may not be able to
return to work.321 Even though these businesses continue to function, for the
involuntarily terminated employee the effect is the same as if the business had
ceased operation. Hence, the employee who cannot return to work, through no
fault of his own, is analogous to the employee who is terminated because of a
plant closure, and should be treated accordingly. As a result, the Tax Code
should make the operation of a break in service rule inapplicable to employees
who are involuntary terminated because of a natural disaster.

313See Whipp v. Seafarers Vacation Plan, 632 F. Supp. 1487, 1494 (D. Md. 1986).
314See, e.g., Knauss v. Gorman, 583 F.2d 82, 91 (3d Cir. 1978).
315LR.C. § 411(a)(6) (West 1994).

316See Retirement Equity Act of 1984, Pub. L. No.98-397, 98 Stat. 1426, 1436 (amending
the Tax Code, because Congress believed that a one year leave of absence was not
sufficient time for female employees to take care of personal matters).

317See, e.g., Musibay, supra note 30.
3185¢0 29 U.S.C. § 2101(a)(2)(1988).
3191.R.C. § 411(d)(3)(West 1994).
320See, e.g., Fields, supra note 27, at 1C.
3218ee id.
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Providing statutory exceptions for victims of a natural disaster is not a novel
proposition.322 In fact, The Worker Adjustment and Retraining Act specifically
states that employers are not required to give employees notice of a mass lay-off
if the lay-off ensued from a natural disaster.323 Congress should, thus, amend
the Tax Code to require that employers make a distinction in their deferred
benefit plans between how a break in service rule will operate in the case of
voluntary as opposed to involuntary terminations. The amendment should
further bar the application of a break in service rule to employees who are
involuntarily terminated as a result of a natural disaster and, through no fault
of their own, are unable to return to covered employment.

VII. CONCLUSION

Employees who incur a break in service under an employer sponsored
deferred profit sharing plan are in jeopardy of forfeiting their nonvested profit
sharing benefits when a natural disaster causes the termination of their
employment. These employees will forfeit the nonvested portion of their profit
sharing benefits if they incur a break in service and are unable to resume
employment with their employer. The Tax Code allows employers to deny
employees their nonvested benefits if the employees’ incur a break in service.
The courts, on the other hand, have generally invalidated the application of
break in service rules to involuntarily terminated employees. The courts,
however, do not guarantee that in every case where an employee is
involuntarily terminated, the break in service rule will be inapplicable.

In order to preclude the forfeiture of nonvested benefits of the victims of
natural disasters, Congress should amend the break in service rule. The
amendment should prohibit the application of a break in service rule to
employees who break their service because of a natural disaster, and as a result
are incapable of resuming employment with the employer. With a
congressional amendment to the break in service rule in place, the
determination of whether an employee is entitled to his nonvested benefits
would no longer be left to the discretion of employers or plan administrators.
Instead, the amended break in service provision would ensure that employees
who have been involuntarily terminated because of a natural disaster, would
receive both their vested and nonvested profit sharing benefits.

MARIE ELLEN HAYNES

3225229 U.S.C. § 2102 (1988) (excepting employers from notifying employees of mass
lay-offs that will occur due to a natural disaster).

32314,
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