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This article reviews the Internal Revenue Service’s position regarding the accrual
of benefils by former employees in a defined benefit plan. A pre-ERISA ruling by
the Service provided that former employees may not accrue benefits under a
defined benefit plan. The Service has issued piecemeal guidance crafting numer-
ous exceptions to 1s original pre-ERISA position, to the point where the exceptions
have swallowed the general rule. There bave also been important case law devel-
opments in recent years dealing with the limited protections accorded some of
these benefit accruals under ERISA. This article examines the authorities dealing
with post-employment accruals and suggests that the Service abandon any
remaining restrictions on post-employment benefit accruals.

The ERISA web remains astonishingly tangled on what to our minds
seem to be the most basic points of law. One of these tangled areas
involves the question of whether a qualified defined benefit plan may
continue to accrue benefits for former employees. A 1973 Internal
Revenue Service ruling held that post-employment benefit accruals are
not permitted, and since then has cast a long but uncertain shadow
over the law. The Service has since published so many exceptions to
its original ruling that there appears to be almost nothing left to the old
position. But its skeletal remains continue to cast doubts on the permis-
sibility of the most basic post-employment benefits, such as cost of liv-
ing adjustments (COLAs) and certain kinds of window benefits. Recent
case law has added to the confusion by shifting the grounds of the
debate and suggesting that these benefits are permitted—but are not
protected from elimination or cutback.

In this article we trace the law dealing with the limitations (or lack
thereof) on accrual of post-employment benefits, beginning with pre-
ERISA law and ending with some startling recent cases dealing with the
application of the Code Section 411(d)(6) “anti-cutback” rule to bene-
fits accrued by former employees.
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BACKGROUND

The limitation on post-employment benefit accruals has its roots in
pre-ERISA law. Revenue Ruling 73-328, 1973-1 C.B. 201 involved a con-
tributory defined benefit plan that provided former employees with
additional years of credited service for years in which they continued
making contributions to the plan. According to the 1973 ruling, these
post-employment accruals disqualified the plan. While noting that the
regulations provide that the term “employee” in the Code Section
401(a) regulations includes “former employees,” the ruling concluded
that the coverage of former employees is “allowed only for the purpose
of providing pension benefits for the period during which the individ-
uals were the employees of the employer and does not contemplate
additional credit for periods after the employee’s service.” In effect, the
ruling concluded that a plan would violate the “exclusive benefit” rule
of Code Section 401(a)(2) if the plan allows a benefit to accrue for a
former employee.

How far the limitation on post-employment accruals reached was
unclear under Revenue Ruling 73-238. Plan practice tended to ignore a
broad application of the proscription. Employers typically provided for
ad hoc cost-ofliving type increases to the benefits of former employ-
ees. Employers also typically provided benefits to retirees in the form
of past service grants. Plans often counted as pensionable earnings var-
ious sorts of compensation payments that were not paid until after an
employee terminated employment, such as bonuses for the last year of
work. Similarly, plans often counted severance pay as pensionable earn-
ings even if the severance pay was paid out over a period of time
extending beyond termination of employment. The Service never
specifically blessed these kinds of post-employment accruals in any for-
mal way, but plans routinely were approved in determination letter
applications with these kinds of provisions.

Revenue Ruling 73-238 was not the Service’s first ruling to deal with
the active participation in a pension plan by a former employee, and its
conclusion was not at all predictable based on previous authorities.
Indeed, in a 1966 published ruling, the Service seemed to espouse a
much broader view of the law.

Revenue Ruling 66-175, 1966-2 C.B. 82 approved a provision in an
industrywide multiemployer plan that allowed a former employee to
make after-tax contributions to a plan in order to prevent a forfeiture
of a previously accrued benefit. Limited to its facts, the ruling stands
only for the proposition that post-employment credits are permitted
for vesting purposes. The rationale expressed in the ruling was far
broader, however, and seems at odds with the view expressed in the
1973 ruling.The ruling noted that the post-employment employee con-
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tribution feature was acceptable because it was “analogous to a provi-
sion permitting participation on the part of former employees or
employees on leave” The ruling went on to conclude that “such provi-
sions are permitted in qualified plans by Code Section 1.401-1(b)(4) of
the regulations provided they do not result in prohibited discrimina-
tions, are uniformly applied, and do not result in duplication of bene-
fits”The reference to the notion of benefit “duplication” suggested that
additional benefit accruals could be provided to former employees
without violating the exclusive benefit rule. Curiously, Revenue Ruling
66-175 was not cited, either favorably or unfavorably, when Revenue
Ruling 73-238 was published.

The status of Revenue Ruling 66-175 after the publication of Revenue
Ruling 73-238 was uncertain. Together, the two rulings could be read to
stand for the proposition that post-employment credit is permitted for
vesting purposes, but not benefit accrual purposes. A 1974 technical
advice memorandum (TAM), however, declined to adopt this reconcilia-
tory approach, but rather read the 1973 ruling as overruling the 1966 rul-
ing. TAM 7403066900A (March 6, 1974) involved a plan covering state
teachers. The plan included a provision counting reemployment by a
nonprofit, nonsectarian private school within one year of termination
with the state system as service that would entitle the individual to a
future pension. This provision was in the nature of a vesting break-in-
service provision and did not appear to increase the participant’s
“accrued benefit” under the plan. Nonetheless, citing Revenue Ruling 73-
238 and without discussion of Revenue Ruling 66-175, the TAM conclud-
ed that the vesting service-bridging provision violated Code Section 401.

Another pre-ERISA ruling further complicated the mix. Revenue
Ruling 62-139, 1962-2 C.B. 123 held that the “exclusive benefit” rule
was not violated if a plan provided for a past service grant, even if it
was with an unrelated employer. Read together with the 1973 ruling,
the 1962 ruling apparently meant that for benefit accrual purposes, a
plan could count pre-employment service with an unrelated employer,
but not post-employment service.

SERVICE GUIDANCE AFTER ERISA

Enactment of ERISA did little to clear up the picture. With one limit-
ed exception, ERISA did not directly address the question of post-
employment accruals in a defined benefit plan. ERISA did prohibit such
accruals for defined contribution plans. This limitation, however, was
achieved by virtue of the Code Section 415 limit and by limiting the
“compensation” upon which contributions can be based to compensa-
tion paid as a current employee.’ The rule for post-employment accru-
als under a defined benefit plan remained unclear, and has become
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even more blurred by narrow Service guidance permitting certain
post-employment benefit increases based on severance pay, COLAs,
limitation changes, and service with a successor employer.

Severance Pay

ERISA touched on one limited aspect of the post-employment accru-
al question in the context of the ERISA service-counting rules. As orig-
inally formulated by the Labor Department, the ERISA service-counting
rules, which are used in both the vesting and accrual rules, require
some counting of post-employment time.The hours of service regula-
tions required at least 501 “hours of service” to be counted if an indi-
vidual was paid by a plan sponsor for the non-performance of duties
and this rule applied “irrespective of whether the employment relation-
ship has terminated.”>This rule covered paymcnfs due to such things as
layoff, military duty, or leave of absence. But there has been longstand-
ing uncertainty whether this rule also required plans to count “hours
of service” resulting from severance pay.

The Service’s later guidance did little to clarify the uncertainty
regarding the treatment of severance pay. Private Letter Ruling
8031091 (May 9, 1980), for example, provides that “hours of service”
must be created with respect to severance pay benefits. Although the
ruling did not so state, the question has always arisen whether its con-
clusion was based on the preamble to the Labor Department’s final
1976 “hours of service” regulations. The preamble specifically listed
“severance pay” as among the type of payments giving rise to “hours of
service” under the “non-performance of duties” prong of the definition.?
But our informal understanding gleaned from discussions with staffers
who worked on the regulation back then is that the preamble’s refer-
ence to “separation pay” was a typographical error. Severance pay had
been specifically included in the text of earlier drafts of the “hours of
service” regulation, but was deleted from the final, published version of
the regulation. The preamble’s reference to “severance pay” should have
been eliminated to coordinate with the wording of the final regulation,
but was mistakenly left in the published preamble.

To date, and despite this ambiguity, surprisingly, little law has been
developed on the treatment of severance pay under the “hours of serv-
ice” definition.The Service itself reversed course and in 1995 indicated
that separation pay does not give rise to “hours of service” under the
service-counting rules, despite the contrary conclusion reached in
Private Letter Ruling 8031091. This informal answer appeared in the
“Super Gray Book” prepared in connection with the 1995 Enrolled
Actuaries Conference.*
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COILAs

The Service revisited the question of post-employment benefit
accruals in developing the nondiscrimination regulations under Code
Section 401(a)(4) and 410(b). Most generally, the regulations provide
for separate nondiscrimination testing of former employees.> The regu-
lations thus implicitly allow some post-employment accruals, but their
intended scope is unclear. Their examples of permitted post-employ-
ment accruals are limited to plan amendments providing ad hoc COLA
type benefit increases to retired participants.® In none of the described
cases were the post-employment accruals promised to the employee
before the employee retired. The Service’s apparent blessing of COLAs
added gratuitously only after retirement seems hard to reconcile with
its position that post-retirement accruals violate the exclusive benefit
rule. The Service apparently intends to permit post-retirement benefit
accruals in the form of COLAs—but absent any theoretical justification,
how much more is unclear.

Service with a Successor Employer

Regulations under Sections 401(a)(4) and 410(b) also permitted Lim-
ited post-employment accruals with a successor employer. Under these
rules, a plan may continue to count a former employee’s service and
compensation with a successor employer for benefit accrual purposes
as long as (1) the plan sponsor has a legitimate reason to count the
service or compensation under its plan (such as might happen when a
plan sponsor sends employees to work for the joint venture) and (2)
the employee is expected to return to work for the plan sponsor.’

In cases where the employee has permanently ceased working for
the plan sponsor and has no reasonable prospect to return to work
with the plan sponsor, additional accrual service can be credited in two
cases. The first is where the successor employer provides some ongo-
ing business benefit to the original employer.® The second is where the
plan sponsor continues to treat the individual as an “employee” for sig-
nificant purposes unrelated to the plan. In this case, a rebuttable pre-
sumption arises for the first two years that the individual will return to
work with the plan sponsor.’ Unfortunately, the regulation does not pro-
vide any examples of what it means to be “treated” as an employee for
non-plan purposes, and it provides no examples of situations that will
rebut the presumption that the individual will return to employment.

The nondiscrimination regulations set forth an even more liberal set
of rules if a plan counts work with another employer for purposes of
vesting and early retirement entitlement service. Here, the plan spon-
sor still must have a legitimate business reason to count the “imputed”
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service for vesting and entitlement service. But there are no restrictions
in counting this service, even if the employees are not expected to
return to work with the plan sponsor.” The more liberal treatment of
vesting and entitlement service under the nondiscrimination rules is
consistent with a line of cases requiring plans to count early retirement
“grow-in” service with a successor employer after a business disposi-
tion." But regulations would appear to go beyond the case law.
Decided cases require grow-in service only where such post-disposi-
tion grow-in is arguably an embedded part of the benefit accrued dur-
ing the course of the employee’s employment with the predecessor
employer. But regulations  appear to permit grow-in service entitle-
ments added after such employment.

Likewise, Service regulations provide a more liberal set of rules if a
plan merely counts in the plan formula the coxidpensation paid to the
individual by a successor employer after a business divestiture.
Assume, for example, that an employer sells a division, but negotiates
with the buyer to continue to recognize compensation paid by the
buyer. This technique is sometimes referred to as “inflation-proofing”
the previously accrued benefit, because it intends to keep the final pay
aspect of the plan intact. Regulations under Code Section 414(s)
(which defines “compensation” for certain qualified plan purposes)
provide that the compensation paid to the participant by the successor
employer can be counted under the selling employer’s plan even if
there is no ongoing business benefit flowing from the buyer to the sell-
er after the sale of the division, and even if the participant has no
prospect of returning to work with the seller.”

While all provide post-employment accruals in various cases, these
regulations would seem to differ greatly in their underlying theory. In
the first examples we discussed, post-employment accruals are allowed
only for former employees whose service continues to provide a busi-
ness benefit of some kind to the employer. There is an element of ongo-
ing business nexus in these examples. In the next kind of example—
imputed grow-in service with a successor employer for early retire-
ment benefits and imputed post-employment compensation for pur-
poses of inflation proofing the benefit—there is no nexus to the
employer’s current business. Nor do the regulations require that these
second kind of post-employment accruals be embedded in the accrued
benefit as earned by the employee before he or she terminates service.
Rather, these examples appear to permit purely post-employment addi-
tion of accruals to a former employee’s benefit. As with COLAs, the
Service’s liberal position in these cases is hard to reconcile with its ear-
lier position that post-employment accruals are prohibited by the
exclusive benefit rule.
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Retroactive Limit Changes

The Service also has dealt with the subject of post-employment
accruals in a couple of instances dealing with application of the statu-
tory benefit limits. For example, regulations under Code Section 415
provide that the pension benefit of a retired employee whose benefit
had been constrained by the Code Section can be increased to accord
with any higher Code Section 415 limit arising from a COLA adjust-
ment.” The increase in the benefit payable by the plan is clearly treat-
ed as a plan “accrual” for plan purposes in the year the increased 415
limit goes into effect.” The Service blessed a similar accrual arising
from a statutory increase in the Code Section 401(a)(17) compensation
limit. In 2002, EGGTRA increased the Code Section 401(a)(17) com-
pensation limit from $170,000 to $200,000. Revenue Ruling 2003-11
provides that a plan may be amended to apply the increased compen-
sation limit to retired participants.®

Plan Mergers

The Service also dealt with post-employment benefit accruals in
connection with the merger of nonqualified plan benefits into a quali-
fied plan. In Private Letter Ruling 9516005 (December 22, 1994), the
Service considered a nonqualified deferred compensation plan that
had been assumed in corporate acquisition. The plan covered retirees
of the seller, and the buyer merged the nonqualified plan into the
buyer’s pension plan.The ruling concluded that the merger of this plan
for retirees of the seller into the buyer’s pension plan did not violate
the exclusive benefit rule of Code Section 401(a). The ruling did not
mention Revenue Ruling 73-238, but presumably the rationale was that
qualified plan accruals for the retirees of the seller were like a past serv-
ice grant from the perspective of the buyer.

SUMMING IT UP: REPEAL OR REVISION?

Reconciling the Service’s approaches to post-employment accruals
into a single coherent position is no easy task. On the one hand,a 1973
published ruling restricts accruals by former employees, but on the
other, numerous later rulings and regulations seem to spell out excep-
tions for post-employment accruals in such diverse areas as COLAs,
service with a successor employer, and retroactive benefit increases
due to statutory limit changes.

One possibility is that the Service intended to repeal altogether the
post-employment accrual restrictions of the 1973 ruling. As we have
noted already, regulations under Sections 401(a)(4) and 410(b) provide
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for separate nondiscrimination testing of former employees.’ At the
very least, these show that the principles of Revenue Ruling 73-238 do
not bar all benefit accruals for former employees. Indeed, many inter-
pret the separate testing requirement as an implicit but total repeal on
restrictions on post-employment accruals. When read more closely,
however, the regulation’s examples are limited to plan amendments
providing ad hoc COLA-type benefit increases to retired participants.”
Rather than the broader reading espoused by some, this part of the reg-
ulation arguably only stands for the permissibility o/f post-termination
COLA accruals.

Moreover, in guidance issued after regulations, and in the preamble
to the Code Section 401(a)(4) regulations, the Service has continued to
pledge fealty to the restrictions imposed by Revenue Ruling 73-238.%°
For example, Notice 92-31 proposes changes m certain safe harbors
under the nondiscrimination regulations for post-employment accru-
als. But, states the Notice,“as under current law, any credit for imputed
service must satisfy the requirement of Section 401(a)(2) that a plan be
maintained for the exclusive benefit of employees” Acknowledging
the conflict with Revenue Ruling 73-238, the Notice promised that the
1973 ruling would be modified to conform to the positions taken in
the nondiscrimination rules. But to date no such modified ruling has
been issued in the 11 years since the publication of the nondiscrimina-
tion regulations.

Trying to make sense of it all, it appears that the key factor in deter-
mining whether a benefit can be accrued by a former employee is how
the benefit is crafted. A post-employment benefit increase is apparent-
ly acceptable if expressed in terms of the participant’s original service
and compensation with the employer. This would permit both perma-
nent cost-ofliving features in plans as well as ad hoc cost-ofliving
adjustments for retirees. This also explains why benefits can be
increased for retirees because of increases in the Code Section 415 or
401(a)(17) limits. Extending this rationale, it should likewise be accept-
able to apply to retirees other formula adjustments that base the bene-
fit on a participant’s pay and service with the plan sponsor. An exam-
ple would be an amendment changing a formula from one based on 1
percent times final pay and service, to one based on 1.2 percent of final
pay and service, and extending the change to retirees. Presumably, the
same rationale would support an amendment affecting previously
retired participants that recognized additional past years of service or
prior pay with the plan sponsor that may have not been counted under
the original formula.

The regulation also makes it clear that additional value can be deliv-
ered to a former employee involved in a business divestiture if the addi-
tional “benefit” deals in the form of vesting credit or early retirement
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subsidy credit. Additional normal retirement accruals based on service
with a successor employer in a business divestiture also are permitted
to a limited extent if the successor business “provides some ongoing
business benefit to the original employer.”"”

QUESTIONS REMAIN

Even after trying to draw a straight line through a tangled mass of
guidance, questions remain on what principle, if any, may be deduced
from it all. Consider, for example, an early retirement window benefit
that is extended to participants who terminated employment within
some time limit before the window benefit was first announced. This
kind of provision is common because it attempts to avoid the problem
of determining when the new benefit was first “seriously considered,’
which might have triggered some fiduciary duty to announce the
upcoming benefit enhancement to employees. If this benefit is extend-
ed to already terminated employees, and grants three additional years
of service for benefit accrual purposes, the question arises whether any
of the three already-described exceptions to Revenue Ruling 73-238
would apply.The benefit enhancement in this case is not expressed in
terms of a cost-of-living increase or in terms of the participant’s prior
service and compensation with the plan sponsor; rather, the additional
benefit is enhanced by counting mythical service with the employer.

NEW TWIST BY SHEET METAL WORKERS

We have so far discussed the question of post-employment accruals
only as a plan qualification question. While examining Service guidance
under other Code provisions (such as the nondiscrimination rules), we
have discussed it only as the basis for inferring that, at least in some
cases, the Service will allow that post employment accruals do not vio-
late the exclusive benefit requirement of section 401(a)(2).

Almost no case law sheds light on this basic qualification issue. But
two recent cases have given rise to a separate question concerning
post-employment accruals: are the accruals protected under the anti-
cutback rule of section 411(d)(6), and are they deductible?

In Board of Trustees of the Sheet Metal Workers’ National Pension
Fund v. Commissioner, 318 E3d 599 (6th Cir. 2003), aff’g 117 T.C. 220
(2001), the Fourth Circuit and the Tax Court examined whether a
COLA that was extended to retired employees after their retirement
was protected against takeaway under Code Section 411(d)(6).
Consistent with its apparent blessing of COLAs under the Section
401(a)(4) regulations, the government never questions whether such
COLAs were permitted in the first place. And the Tax Court noted in
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passing that a “retiree may enjoy COLAs added after retirement”®
Having briefly dealt with this threshold issue, the Tax Court held, and
the Fourth Circuit affirmed, that Code Section 411(d)(6) only protects
benefits that were “stockpiled” during an employee’s working years.
According to the Fourth Circuit and the Tax Court, a2 benefit is only a
“stockpiled” benefit that is protected as an “accrued benefit” if the plan
participant had been promised the benefit before the individual termi-
nated employment. These COLAs were not in this category, and thus
could be eliminated by a plan amendment. /,

Describing the ERISA “accrued benefit” requirements in contract-like
terminology, the Fourth Circuit referred to the COLA benefit as a “gra-
tuitous benefit” that could be withdrawn without impairing the prom-
ised benefit. A similar result was reached in the U.S. District Court in
Maryland in 1992 in another case dealing with an amendment eliminat-
ing a cost-of-living benefit extended to retirees. Scardelletti v. Bobo,
1997 U.S. Dist. LEXIS 14428 (D.Md. 1997).

The holdings of the Sheet Metal Workers and Scardelletti cases are
surprising. While we expect further developments on this issue, we
think they have at least one immediate implication. Employers extend-
ing benefit increases to retirees should consider clarifying in the plan
document whether they intend these benefits to be unprotected from
take-away, as permitted by these cases, or whether to add Code Section
411(d)(6)type protection to these benefits in the form of a plan
amendment. Of course, in light of the absence of consideration given
for such “gratuitous benefits,” the question arises whether such protec-
tions would be enforceable in light of the Fourth Circuit’s contract-like
analysis, but this issue is beyond the scope of this article.

We would also note that the Fourth Circuit’s “gratuitous benefit”
analysis of post-retirement COLAs reminds us of old case law under
Section 162, holding that a mere gratuity is not deductible as an “ordi-
nary and necessary” business expense under that section.21 If it still
existed, this restriction would apply to the deductibility of contribu-
tions for “gratuitous” post-employment COLA grants and other benefit
enhancements, under the threshold language of Section 404(a), which
provides that contributions to a qualified plan are deductible only if
“otherwise” deductible under Chapter I of the Code, including, of
course, Section 162. We believe that the Service is unlikely to mount a
serious challenge to the deductibility of such payments, however. The
Tax Court was always skeptical of the idea that payments to individu-
als with a past employment connection were “gratuitous” and thus
nondeductible.22 The idea was discarded virtually altogether by the
Supreme Court for income inclusion purposes in Duberstein v.
Commissioner, 363 US 278 (1960). While the principles for income
inclusion under Section 62 of the Code do not necessarily correspond

BENEFITS LAW JOURNAL 14 VOL. 16, NO. 3, AUTUMN 2003




Accruing Benefits for Retired Employees

with those for deductions under Section 162, in fact the “nonde-
ductible gratuity” line of cases does not seem to survive the Duberstein
decision. As with the question of whether “gratuitous” benefits may
ever be protected from cutback by plan amendment, however, a full
exploration of this question is beyond the scope of this article.

CONCLUSION

The rules regarding post-employment accruals have been in flux for
more than 30 years. The Service’s pronouncements in this question
were unclear before ERISA, and have grown even murkier over recent
years. Since there is little or no policy reason to prevent plans from
increasing benefits for former employees, the Service gradually has
blessed a wide variety of exceptions to the broad prohibition set forth
in Revenue Ruling 73-238.The post-employment accruals that clearly
pass muster are those where the benefit enhancement represents some
percentage increase in the benefit that was accrued during active
employment.The Service now would be well served to revisit Revenue
Ruling 73-238 and to modify or withdraw the ruling altogether.To our
way of thinking, the complete abandonment of Revenue Ruling 73-238
makes some sense. Why should it matter how a plan sponsor describes
the method of increasing a benefit for a former employee? The partic-
ular plan technique is just a matter of words, and the bottom line is that
an increased benefit is delivered to an individual who had an employ-
ment nexus with the employer.
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