
Volume 93 
Issue 3 Dickinson Law Review - Volume 93, 
1988-1989 

3-1-1989 

Qualified Retirement Plans for Small Businesses: An Evaluation of Qualified Retirement Plans for Small Businesses: An Evaluation of 

the Utility of Vesting Schedules After the Tax Reform Act of 1986 the Utility of Vesting Schedules After the Tax Reform Act of 1986 

Richard J. Kovach 

Follow this and additional works at: https://ideas.dickinsonlaw.psu.edu/dlra 

Recommended Citation Recommended Citation 
Richard J. Kovach, Qualified Retirement Plans for Small Businesses: An Evaluation of the Utility of Vesting 
Schedules After the Tax Reform Act of 1986, 93 DICK. L. REV. 497 (1989). 
Available at: https://ideas.dickinsonlaw.psu.edu/dlra/vol93/iss3/4 

This Article is brought to you for free and open access by the Law Reviews at Dickinson Law IDEAS. It has been 
accepted for inclusion in Dickinson Law Review by an authorized editor of Dickinson Law IDEAS. For more 
information, please contact lja10@psu.edu. 

https://dickinsonlaw.psu.edu/
https://dickinsonlaw.psu.edu/
https://ideas.dickinsonlaw.psu.edu/dlra/vol93
https://ideas.dickinsonlaw.psu.edu/dlra/vol93/iss3
https://ideas.dickinsonlaw.psu.edu/dlra/vol93/iss3
https://ideas.dickinsonlaw.psu.edu/dlra?utm_source=ideas.dickinsonlaw.psu.edu%2Fdlra%2Fvol93%2Fiss3%2F4&utm_medium=PDF&utm_campaign=PDFCoverPages
https://ideas.dickinsonlaw.psu.edu/dlra/vol93/iss3/4?utm_source=ideas.dickinsonlaw.psu.edu%2Fdlra%2Fvol93%2Fiss3%2F4&utm_medium=PDF&utm_campaign=PDFCoverPages
mailto:lja10@psu.edu


Qualified Retirement Plans for Small
Businesses: An Evaluation of the Utility
of Vesting Schedules After the Tax
Reform Act of 1986

Richard J. Kovach*

Beginning in 1989, qualified retirement plans must conform
with vesting changes required by the Tax Reform Act of 1986.1 The
Act generally requires the use of a vesting schedule restricting plan
participants to either a five-year, "all or nothing" schedule,' or a
three-to-seven year graded schedule that permits gradual vesting of
accrued benefits through a series of stages corresponding to the at-
tainment of years of service with the employer sponsoring the plan.'
Actually, a third vesting model exists, one related to permitted plan
participation criteria.4 Typically, a qualified retirement plan may re-
quire no more than one year of service as a qualification for partici-
pation in the plan;5 however, a retirement plan which requires two

* Professor of Law, The University of Akron School of Law. A.B. 1970, Oberlin Col-

lege. J.D. 1974, Harvard Law School. The author is grateful for the financial support received
to write this article from the David L. Brennan Fellowship Fund.

1. Tax Reform Act of 1986, Pub. L. No. 99-514, 100 Stat. 2085 (1986). Section
113(e)(1) of the Act makes the new vesting requirements effective for plan years beginning
after December 31, 1988, set out as Effective Date of 1986 Amendment note under I.R.C . §
411 (Supp. IV 1986).

2. 1.R.C. § 41 1(a)(2)(A) (Supp. IV 1986). A plan participant with fewer than five years
of service loses all of his or her accrued benefit upon permanent cessation of employment, but
once five years of service are attained, the accrued benefit becomes "100 percent vested" and
subsequent termination of employment results in no forfeiture of any portion thereof. Subse-
quent footnote and textual references to the Internal Revenue Code will also be expressed in
the form "I.R.C. § "

3. I.R.C. § 411(a)(2)(B) (Supp. IV 1986). The nonforfeitable percentage is 20% after
three years of service, with an additional 20% for each year thereafter, until 100% vesting
occurs upon the attainment of seven years of service.

4. Technically, employees may be divided into two categories - participants and non-
participants - for employee benefit plan purposes. I.R.C. § 410 (Supp. IV 1986) addresses
minimum participation requirements and thus regulates how and when an employee changes
from a non-participant to a participant. Section 411, which deals with minimum vesting stan-
dards, regulates an employee's rights to plan benefits that can accrue only after the employee
becomes a plan participant. Both sections are incorporated by reference into § 401(a), which
functions as a list of rules that must be met by a "qualified" retirement plan in order for
certain favorable tax mechanisms to apply. I.R.C. §§ 401(a)(3), (a)(7) (Supp. IV 1986).

5. I.R.C. § 410(a)(1)(A) (Supp. IV 1986) permits a qualified plan to predicate partici-
pation status upon an employee's reaching age 21 and completing one year of service. Section
410(a)(3)(A) defines a year of service as being not less than 1,000 hours of service in a 12-
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years of service prior to participation in the plan can also qualify if
the plan grants one hundred percent vesting once the employee ful-
fills the two-year waiting period.' This rule effectively operates as a
two year participation and vesting rule. The purpose of this article is
to outline various reasons why many employers may prefer to choose
the two year, one-hundred percent vesting alternative, particularly
employers who operate small businesses with limited resources to
devote to the increasingly complicated problem of maintaining com-
pliance with the qualification criteria of the Employee Retirement
Income Security Act of 1974 (ERISA).7

I. The Vesting Concept in Qualified Retirement Plans

A. Function and Operation of Vesting Schedules

Qualified retirement plans present a quite favorable package of
tax benefits.8 Substantial economic and administrative burdens, how-
ever, often accompany the implementation of such plans. Naturally,
employers who undertake such arrangements would like to obtain
the tax advantages available, as well as any potential non-tax advan-
tages, 9 for the least possible cost, risk,'0 and administrative inconve-
nience. Accordingly, the design of a qualified retirement plan will
often reflect consideration of certain portions of the generally appli-
cable qualification criteria that permit a range of employer discre-
tion. 1 The vesting concept has always occupied an important place

month period. Consequently, the one year of service criterion has the effect of making many
part-time employees permanent non-participants.

6. I.R.C. § 410(a)(l)(B)(i) (Supp. IV 1986).
7. Employee Retirement Income Security Act of 1974, Pub. L. No. 93-406, 88 Stat. 829

(1974) (hereinafter ERISA) (codified at 29 U.S.C. §§ 1001-1461 (1982)).
8. Deferral of income recognition is permitted for participants under I.R.C. § 402 (Supp.

IV 1986), even though the employer gets an immediate deduction under I.R.C. § 404 (Supp.
IV 1986). Also, since earnings from contributions are not taxed while kept in trust (as a result
of § 501(a)), distributees may take advantage of favorable distribution taxation mechanisms
like rollovers under § 402(a) and five- or ten-year income averaging under § 402(e); and in
many instances, employment taxes can be avoided by virtue of § 3121(a)(5)(A).

9. Non-tax advantages include provision of retirement income security for key employ-
ees, enhancement of employee morale, increasing competitiveness in obtaining a competent
and skilled work force, and discouraging efforts to organize unions.

10. In view of the growing complexity of laws and regulations affecting retirement plans,
the possibilities for inadvertently violating the particulars of such laws and regulations create a
unique category of business risk which must be competently managed to eliminate claims and
actions by employees, ex-employees, or their beneficiaries, whose expectations include not just
the delivery of promised benefits, but certain accompanying tax advantages as well. In addi-
tion, employers are becoming increasingly cognizant of the potential for government interven-
tion, liability for breaches of fiduciary responsibility, and various fines and penalties. See e.g.,
I.R.C. §§ 4971-4981A.

11. These include both participation standards under § 410 and vesting standards under
§ 411, as well as the integration of contributions or benefits with the Social Security system
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in the array of criteria that allow employer discretion to permit indi-
vidually designed pension plans.12

Accrued benefits that are forfeited by plan participants who are
less than one-hundred percent vested when they terminate employ-
ment have a direct effect on the economic operation of a plan in one
or both of two ways. First, an employer may apply such forfeitures
as offsets against employer contributions otherwise mandated or de-
sired under a plan.' 3 Second, vesting forfeitures may be allocated to
augment the accrued benefits of plan participants who remain with
the employer." Thus, forfeitures can reduce the employer's funding
costs in providing a designated level of benefits, or they can increase
the level of benefits that result from a designated amount of funding
costs. The employer's perception in either instance is usually one of
substantial economic savings, which no doubt accounts for the popu-
lar use of vesting schedules in qualified plans.

Many employers also view vesting schedules as a means to re-
ward long and faithful service rendered by competent employees. A
vested pension benefit provides a more effective incentive than the
promise of a gold watch upon retirement. The concept of rewarding
long and faithful service is also commonly applied in pension plans
that use a "unit benefit" formula.' 6 Because of statutory restrictions
on the use of vesting schedules first implemented in 1974,11 however,
accrued benefit formulas in pension plans typically incorporate the
service reward concept to a greater, and more uniformly ratable de-
gree, than do vesting schedules.' 7

under § 401(a)(5) and operation of a variety of benefit, forfeiture allocation, and contribution
allocation formulas (absent discrimination against rank-and-file employees) under § 401(a)(4).

12. To a large extent, the Code's allowance for a degree of employer discretion makes
individually designed retirement plans complicated and difficult to operate. One is able to ap-
preciate this point best by comparing the wordy and intricate plan document of a plan quali-
fied under I.R.C. § 401(a) (Supp. IV 1986), which usually has dozens or scores of pages, with
the relatively simple and short document executed to create an Individual Retirement Account
under § 408.

13. Under I.R.C. § 401(a)(8) (Supp. IV 1986), a defined benefit pension plan must not
use forfeitures to increase the benefits of remaining participants. Rather, forfeitures must be
used to reduce the employer's subsequent contributions to the plan.

14. In defined contribution plans, forfeitures are typically used to increase the account
balances of remaining participants.

15. An example of a unit benefit formula is one that promises a participant 2% of his or
her average annual compensation for each year of service up to thirty years.

16. See segment I.C. of this article, infra for a description of the major vesting arrange-
ments first permitted under the Employee Retirement Income Security Act of 1974 (ERISA).

17. With respect to participants having few years of service, accrued benefits formulas
(unlike "all or nothing" vesting schedules) are precluded from denying benefit accruals alto-
gether as a result of complex and specific rules contained in I.R.C. § 411(b) (Supp. IV 1986).
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B. Vesting and Plan Qualification

Section 401(a)(7) of the Internal Revenue Code specifically in-
corporates the minimum vesting rules of I.R.C. Section 411 as nec-
essary to the tax favored qualification of a retirement plan.18 When
ERISA was enacted in 1974, Congress expressed the following senti-
ment regarding minimum vesting standards:

Coverage under a pension plan does not aid an individual if
he later forfeits his right to his pension benefits upon voluntary
or involuntary termination of employment. This is an important
consideration in view of the fact that ours is a fairly mobile
economy where employees tend to change jobs frequently, espe-
cially in their younger years. Moreover, the cyclical and techno-
logical nature of certain industries results in frequent layoffs
over a work career for employees in those industries, as in aero-
space and defense. The committee bill . . . deals with this prob-
lem by requiring pension plans to grant covered employees rea-
sonable minimum vested rights to their accrued benefits.' 9

The concept of "reasonable minimum vested rights" encom-
passed much more than merely designating permitted alternative
vesting schedules, however. It was necessary to include in Section
411 ancillary rules that address, among other things, permitted for-
feitures based upon events other than termination of service;20 how
service credit is to be determined in computing where an employee is
on a particular vesting schedule;21 the rights of existing participants
when the employer changes from one permitted vesting schedule to
another;22 how turnover under permitted vesting schedules is to be
tested under the independent anti-discrimination rule of I.R.C. Sec-
tion 401 (a)(4);23 and what circumstances in the nature of a plan ter-
mination will result in an acceleration of vesting rights notwithstand-
ing a participant's position on a permitted vesting schedule.24

Obviously, preservation of a plan's package of tax benefits and com-
pliance with the non-tax features of ERISA involves vesting admin-

18. For purposes of non-tax regulation of retirement plans, § 203 of ERISA also con-
tains minimum vesting standards that largely parallel those of I.R.C. § 411 (Supp. IV 1986).

19. H.R. 2, 93d Cong., 2d Sess., 120 CONG. REc. 4722-23 (1974). (The House Floor
Explanation on ERISA § 203, Minimum Vesting Standards.)

20. I.R.C. § 411(a)(3) (Supp. IV 1986).
21. I.R.C. § 411(a)(4)-(7) (Supp. IV 1986).
22. I.R.C. § 411(a)(10) (Supp. IV 1986).
23. 1.R.C. § 411 (d)(1), (2) (Supp. IV 1986). With respect to contributions or benefits,

I.R.C. § 401(a)(4) generally prohibits qualified plans from discriminating in favor of highly
compensated employees to the detriment of rank-and-file employees.

24. I.R.C. § 411(d)(3).
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istration that goes far beyond the mere selection of one of the statu-
torily designated vesting schedules.

C. Available Vesting Schedules

But use of the vesting tool begins with selection of a permitted
vesting schedule, and from 1974 through 1988,25 employers were
generally allowed to implement a vesting schedule no less restrictive
than one of the following alternatives: "10-year vesting," involving
no vesting at all until a participant acquired ten years of service, at
which time one-hundred percent vesting occurred;"a "5-to-15-year
vesting," which granted twenty-five percent vesting upon the attain-
ment of five years of service, with an increasing percentage for each
year of service thereafter up to fifteen years, at which point one-
hundred percent vesting occurred;2 7 "Rule of 45" vesting, which
granted fifty percent vesting after five years of service graded up to
one-hundred percent vesting after ten years, as long as the sum of
the participant's age and service equalled or exceeded a statutorily
designated number;28 and "4-40" vesting, which granted forty per-
cent vesting upon attainment of four years of service, graded to one-
hundred percent vesting after eleven years.29

As a result of the Tax Equity and Fiscal Responsibility Act of
1982,30 plans deemed to be "top heavy""1 must incorporate a vesting
schedule no less restrictive than either one of the following: a 6-year
graded schedule;32 or a schedule that allows no vesting for partici-
pants who have not attained three years of service but grants one-
hundred percent vesting once three years is attained. 3

The vesting choices accorded top heavy plans were not affected
by the Tax Reform Act of 1986, a ' but vesting schedules for non-top

25. See supra note 1.
26. I.R.C. § 411 (a)(2)(A) (1954).
27. I.R.C. § 411 (a)(2)(B) (1954).
28. i.R.C. § 41 l(a)(2)(C) (1954).
29. Rev. Proc. 75-49, 1975-2 C.B. 584. The Internal Revenue Service recuired use of

this vesting schedule if employee turnover inordinately worked to the detriment of rank-and-
file employees under one of the "permitted" vesting schedules of I.R.C. § 411 (a)(2) (1954).
See § 411(d)().

30. Tax Equity and Fiscal Responsibility Act of 1982, Pub. L. No. 97-248, 96 Stat. 324
(1982).

31. Generally, § 416(g) (1982 & Supp. IV 1986) defines a "top heavy" plan as one
under which more than 60% of the accrued benefits inure to "key employees."

32. I.R.C. § 416(b)(l)(B) (1982). Twenty percent vesting is granted at attainment of
two years of service, plus an additional 20% per year thereafter, until full vesting is achieved
with six years of service.

33. I.R.C. § 416(b)(l)(A) (1982).
34. H.R. CONF. REP. No. 841, 99th Cong., 2d Sess. 11-426, reprinted in 1986 U.S. CODE

CONG. & AD. NEWS 4075, 4514 (Conference Report incorporated the Senate Amendment).
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heavy plans were substantially altered. Such plans may use vesting
schedules no less restrictive than either: "5-year vesting," with no
vesting at all until a participant acquires five years of service, at
which time one-hundred percent vesting occurs;"3 or "3-to-7-year
vesting," which grants twenty percent vesting upon the attainment of
three years of service, with an additional twenty percent per year
thereafter until one-hundred percent vesting is granted after seven
years of service."8

In addition, the Tax Reform Act of 1986 altered the special
participation/vesting rule of I.R.C. Section 410(a)(1)(B) so that no
employer willing to grant one-hundred percent vesting upon an em-
ployee's initial participation in a qualified plan can predicate entry
into participation status upon more than two years of service. The
prior Code provision allowed predication to be based upon three
years of service. 7 Choosing the Section 410(a)(1)(B) alternative
may be likened to selection of no vesting schedule at all. In effect, an
employer so choosing selects a two-year "all or nothing" vesting
schedule. In this respect, the Section 410(a)(1)(B) alternative resem-
bles the vesting schedules mentioned above, which grant no vesting
at all until either ten or five years of service have been earned (at
which time one-hundred percent vesting must occur). This latter
comparison ends, however, upon our noting that the Section
410(a)(1)(B) alternative, unlike the "all or nothing" vesting sched-
ules, makes it impossible for a participant to incur any forfeiture of
accrued benefits upon termination of employment, since accrued
benefits do not commence until an employee becomes a participant
in the plan, at which time he or she would become 100% vested in
the first dollar of accrued benefit.

II. Major Technical Difficulties Involving Vesting Schedules

A. Crediting of Service Problems

Adoption of a vesting schedule that leads to forfeiture of ac-
crued benefits according to the years of service earned by a partici-
pant inevitably leads to complexities involving the crediting of years

35. I.R.C. § 41 l(a)(2)(A) (Supp. IV 1986).
36. I.R.C. § 411 (a)(2)(B) (Supp. IV 1986).
37. Employers wishing to subject new participants to a vesting schedule allowing 100%

vesting later than upon the attainment of two years of service would not be permitted to predi-
cate plan participation upon attainment of more than one year of service, § 410(a)(1)(A)
(Supp. IV 1986). Note that benefit accrual cannot commence for an employee until he or she
becomes a participant, but benefit accrual, once established, can be forfeited upon untimely
severance of service as a result of application of a vesting schedule. See supra note 5.
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of service.3 8 Frequently, complications result when the employer at-
tempts to compute service years for employees who are terminated
but are later re-employed. This is a common occurrence in industries
that reduce employment during economic downtrends by ordering
layoffs that are later reversed by rehiring former employees - often
according to seniority - when economic conditions rebound. The
service crediting problems that arise for such employers can be ex-
amined under permissive rules that distinguish between the crediting
of pre-break years of service to "post-break" contributions or bene-
fits and the crediting of post-break years of service to "pre-break"
contributions or benefits.3 9

These rules are contained in I.R.C. Section 411(a)(6) and (7)
and can be illustrated by an example involving a plan participant
who terminates employment after attaining three years of service ap-
plicable to a seven year graded vesting schedule. 0 If the former em-
ployee is rehired after a period of one-year breaks in service, his or
her re-entry into active plan participation status will generate an in-
quiry into the number of years of service to be credited under the
plan's vesting schedule, since upon renewal of participation status
additional benefit accruals will commence and any second potential
termination of employment may result in forfeitability of at least a
portion of the new accrued benefits. New years of service earned af-
ter re-employment will count on the plan's vesting schedule toward
newly acquired accrued benefits, but will the three years of service
earned prior to the original termination of employment also count? 4'

Under Section 411(a)(6)(B), the employee's three pre-break
years of service can be ignored until the employee has completed a
year of service after being rehired. Nonetheless, since a year of ser-

38. The "year of service" concept applies simultaneously to participation status (usually
a one-time determination), vesting (the degree to which one's plan interest is non-forfeitable
upon separation from employment), and benefit accrual (generally the extent to which a par-
ticipant will receive an allocation of employer contributions and thus create or augment a plan
interest during a plan year). See 29 C.F.R. § 2530.200b-l(a) (1987).

39. If an employee returns to service too soon after separating from employment, his or
her status as a plan participant ought not, logically, be adversely affected. It was thus neces-
sary to create a standard to identify a reasonably substantial interruption of what normally is
full-time employment status. This standard is the "one-year break in service," defined in I.R.C.
§ 41 l(a)(6)(A) (1982 & Supp. IV 1986) as a twelve-consecutive month period designated in
the plan during which a participant has not completed more than 500 hours of service.

40. See supra note 36 and accompanying text.
41. For vesting purposes only, in order for any years of service to count, they must not

be disregarded under plan provisions incorporating any of the six possible exclusions of service
set forth in I.R.C. § 41 l(a)(4) (1982 & Supp. IV 1986). For example, a plan may ignore years
of service during any period for which the employer did not maintain the plan. See I.R.C. §
411(a)(4)(C) (1982 & Supp. IV 1986).
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vice for vesting purposes is comprised of one thousand hours of ser-
vice,42 and benefit accrual would normally be predicated upon the
same one thousand hours standard,"3 Section 411(a)(6)(B) would
not likely prevent application of the three prior earned years of ser-
vice to determine the participant's vested percentage of his or her
post-break accrued benefits. This is because the creation of such
post-break accrued benefits would normally coincide with fulfillment
of the one-year "lookback" period required by Section 411 (a) (6) (B).

On the other hand, I.R.C. Section 411 (a)(6)(D) might have a
detrimental effect. If the participant had first terminated employ-
ment with no vested accrued benefit, this provision would permit
prior service to be ignored if: the number of consecutive one-year
breaks in service equal or exceed (a) five years and the employee has
attained no more than five years of service; or (b) the number of
years of prior service if the employee has attained more than five
years of service." Because the participant in our example was
twenty percent vested in his or her old accrued benefit at the time of
original termination of employment, he or she would not lose the
three prior earned years of service by virtue of this rule."5

The rules of I.R.C. Section 411(a)(6)(B) and (D), adopted in
many qualified plans, set forth a complicated method to credit ser-
vice toward newly earned accrued benefits following a re-hiring.
These rules, however, do not address the problem of whether post-
break service may be applied to increase vesting in a participant's
pre-break accrued benefit. Assume our hypothetical participant had
an account balance (accrued benefit) 46 of $10,000 when he or she
originally terminated employment. Since the participant had only
three years of service applicable to a seven year vesting schedule, his
or her vested accrued benefit would be only twenty percent, or
$2,000. Thus, upon original termination of service the plan adminis-
trator could deliver to the terminated employee a check for $2,000
and set the remaining $8,000 aside for eventual reallocation among
remaining participants as a forfeiture. When the person in question
is later re-hired after one or more years of break in service, addi-
tional years of service earned would advance the newly re-participat-
ing employee further on the vesting schedule respecting both newly

42. I.R.C. § 411(a)(5)(A) (1982 & Supp. IV 1986).
43. 29 C.F.R. § 2530.200b-l(a) (1987).
44. I.R.C. § 411(a)(6)(D)(i) (1982 & Supp. IV 1986).
45. Note the effect of the rule in I.R.C. § 41 l(a)(6)(D) upon the five-year "all or noth-

ing" vesting option of § 41 l(a)(2)(A).
46. I.R.C. § 411(a)(7)(A)(ii) (1982 & Supp. IV 1986).
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earned accrued benefits and prior earned accrued benefits (the
$10,000 account balance). If vesting increases in the old accrued
benefit, this effect would be inconsistent with creating an $8,000 for-
feiture upon initial termination of service.

The problem is remedied, with complications, in one of two
ways authorized under I.R.C. Section 411(a)(6) and (7). Section
41 1(a)(6)(C) permits the plan to disregard the new years of service
(as applied to the old accrued benefit only), 7 if the employee partici-
pated in a defined contribution plan, or insured defined benefit plan,
and incurred five consecutive one-year breaks in service. The pri-
mary result of administering a plan under this rule is that forfeitable
accrued benefits must be held in suspense for the requisite five-year
period before forfeiture allocations can proceed.48 What happens to
the $8,000 held in suspense if the employee returns to service before
five consecutive one-year breaks in service transpire? The remaining
account balance would continue to share in the plan trust's earnings,
and the newly re-participating employee's vesting growth in the seg-
regated account would be determined from time to time by reference
to one or the other of two formulas expressed in the Treasury Regu-
lations for Section 411."1

I.R.C. Section 411(a)(7) approaches the problem of what to do
with potentially increasing vesting in an old, pre-break accrued bene-
fit by, in effect, permitting the plan to ignore the old accrued benefit
itself, rather than by cancelling the new years of service as Section
411(a)(6)(C) does. 50 Section 411(a)(7) makes no distinction in the
operation of its rule based upon the type of qualified plan, so that

47. I.R.C. §§ 41 l(a)(6) and (7) contain no rules permitting the plan to disregard pre-
break years of service properly earned as applied to pre-break accrued benefits. Thus, the
$2,000 vested accrued benefit would remain nonforfeitable. Likewise, post-break years of ser-
vice cannot be ignored with respect to post-break accrued benefits.

48. Immediate forfeiture of the $8,000 upon the participant's initial termination of ser-
vice would leave the employee, upon his or her return to service, with the prospect of increased
vesting in an unfunded accrued benefit. Such a consequence would not be consistent with
maintaining the plan's qualification status. See Treas. Reg. § 1.411 (a)-7(d) (as amended by
T.D. 8038, 1985-2 C.B. 130).

49. Treas. Reg. § 1.411 (a)-7(d)(5)(iii) allows a plan to adopt either X=(AB (RxD))-
(RxD) or X-(AB D)-D. X is the participant's vested amount; P is the vesting schedule per-
centage at the relevant time; AB is the participant's account balance at the relevant time; D is
the amount of the distribution taken by the participant upon original termination of employ-
ment; and R is the ratio of the account balance at the relevant time to the account balance
after the distribution.

50. I.R.C. § 411 (a)(7)(B) (1982 & Supp. IV 1986) does this by permitting the employer
to disregard the service performed to create the old accrued benefit after the employee receives
a distribution of his or her entire vested interest. Thus, the rule does not affect the employee's
original vested interest; rather, the rule affects only his or her ability to increase vesting in the
original accrued benefit later upon re-participation following a break in service.
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non-insured and insured defined benefit plans alike, as well as all
defined contribution plans can use Section 411(a)(7). Nevertheless,
like I.R.C. Section 411(a)(6)(C), I.R.C. Section 411(a)(7) imposes
a distinct technical requirement based upon whether the departing
participant incurs a period of five consecutive one-year breaks in ser-
vice. That is, if the employee returns to service within such period,
he or she must be given the opportunity to repay the vested distribu-
tion originally made.51 Upon repayment, the plan must resurrect the
old accrued benefit.5 2 In addition, the Treasury Regulations for
I.R.C. Section 411 permit the old accrued benefit to be recon-
structed from an additional employer contribution, plan earnings, or
vesting forfeitures ripe for allocation.53 Consequently, an employer
could choose a method that would coalesce with the I.R.C. Section
411(a) (6) (C) implicit requirement to carry forfeitable accrued bene-
fits in a suspense account until the period of five consecutive one-
year breaks in service has passed, by requiring that its defined con-
tribution plan set the unvested accrued benefit aside until the five
year repayment period has lapsed. Such a rule would assist the em-
ployer and plan to avoid the happenstance expense of reconstructing
an old accrued benefit.54

Unlike Section 411 (a) (6) (C), Section 411 (a) (7) imposes an ad-
ditional requirement to the effect that the original distribution of an
employee's vested interest in excess of $3,500 cannot be made with-
out the employee's permission.5 If an employee has a vested interest
exceeding $3,500 at the time of separation from service and wishes
to avoid potential taxation that would result from a distribution, 6 he
or she may refuse to consent to a distribution. In that event, the rule
of Section 411 (a)(7) could not be invoked to solve the problem of
crediting post-break service to pre-break accrued benefits. The plan
would have to rely on Section 411(a)(6)(C), assuming it was the
kind of plan covered by that rule.

51. I.R.C. § 411(a)(7)(C) (1982 & Supp. IV 1986).
52. Id.
53. Treas. Reg. § 1.411(a)-7(d)(6)(iii)(C) (as amended in 1985).
54. Since Treas. Reg. § 1.411(a)-7(d)(4)(v) requires resurrection of the accrued benefit

to its original level, potential liability would not altogether be eliminated if the accrued benefit
is devalued after the employee's original termination from service. The plan must recredit the
returning employee to at least the value of his or her accrued benefit at the original distribu-
tion date, even if the trust subsequently experiences investment losses.

55. I.R.C. § 411(a)(7)(B) (1982 & Supp. IV 1986).
56. I.R.C. § 402(a)(1). The employee might also avoid taxation by taking the distribu-

tion and rolling it over within 60 days to an Individual Retirement Account under I.R.C. §
402(a)(5) (Supp. IV 1986). Nevertheless, the employee may wish to leave the interest intact
under the plan if the plan's trust investment performance is attractive, especially if the em-
ployee is only years, rather than decades, away from his or her retirement year.
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An overall examination of the rules of I.R.C. Section 411(a)(6)
and (7) reveals that the complexities imposed by these rules result
directly from the concept of vesting forfeitures. Employers, and par-
ticularly small employers who may wish to avoid administrative diffi-
culties in the operation of their qualified retirement plans, can avoid
reliance on Section 411(a)(6) and (7) by adopting the vesting ap-
proach of Section 410(a)(1)(B), which permits the employer to pre-
vent any employee from obtaining participation status for at least
two years57 while granting all participants one-hundred percent vest-
ing in all accrued benefits. By eliminating the possibility for forfeit-
ures, a plan relying on Section 410(a)(1)(B) can avoid computations
linking pre-break and post-break years of service, extended mainte-
nance of separate suspense accounts for old accrued benefits, and
either catch-up vesting computations under algebraic formulas 58 or
recomputed accrued benefits under Section 411(a)(7)(C).

B. The Problem of Partial Terminations

Although the rules of I.R.C. Section 411 (a)(6) and (7) add a
measure of complexity to the operation of a qualified plan, they can
be followed with precision when given appropriate attention by a
knowledgeable plan administrator. Furthermore, these rules only de-
mand full attention in cases involving the rehiring of former employ-
ees, a common situation for many employers but by no means a fre-
quent concern for all employers. By contrast, the problem of partial
plan terminations is governed by no fixed and precise operative rules
and is not affected in its complexity by whether an employee who
terminates service is ultimately re-hired.

As set forth in I.R.C. Section 411(d)(3), upon a termination,
partial termination, or complete discontinuance of contributions
under a retirement plan, all affected employees must become fully
vested in their accrued benefits.5 This requirement should pose no
problems when a plan is completely terminated, since such a termi-
nation would require a deliberate act by the employer, and all plan
participants would simultaneously enjoy full vesting. Unfortunately,
a partial termination is often not a specifically planned event, but
rather an inadvertent consequence of a reduction in an employer's

57. Entry into participation status may be delayed slightly more than two years by oper-
ation of § 410(a)(4).

58. See supra note 49.
59. In other words, if a participant would otherwise be less than fully vested under a

vesting schedule permitted under I.R.C. § 411(a), the participant's vesting will be accelerated
to 100% once § 411(d)(3) is invoked.
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workforce, determined under a "facts and circumstances" test."' Oc-
casionally, economic conditions will force an employer to close oper-
ations at a particular location or even shut down an entire division,
resulting in involuntary termination to a substantial group of em-
ployees. On other occasions a workforce shrinkage is not so specifi-
cally identified, but rather simply manifested via general layoffs or
position eliminations that affect a variety of functions or depart-
ments. In any event, a substantial enough reduction in workforce can
lead to a finding that a partial termination has occurred, and the
affected (eliminated) employees must accordingly be granted full
vesting, notwithstanding the position of individuals on the qualified
plan's vesting schedule.61

Because all the facts and circumstances connected with a busi-
ness contraction are examined, the rulings and cases involving partial
terminations due to workforce reductions offer no clear, objective
guidelines for determining when a partial termination will be found.
Indeed, a partial termination has been determined in one situation
involving only a 19.4 percent reduction in workforce,"2 while under
other conditions a forty-seven percent reduction was deemed insuffi-
cient to find a partial termination."

Technically, there is no reason to suppose that small businesses
are any less susceptible to inadvertent partial terminations than large
ones. For example, consider the case of a small business having only
four full-time employees, including the founder-owner of the busi-
ness. Assume each of the four employees is a participant in a quali-
fied retirement plan sponsored by the employer. If, due to adverse
business conditions, the employer is compelled to discharge two of
the employees, the workforce would be reduced by fifty percent.
Under a majority of authorities,6 such a reduction would at least
raise the partial termination issue, and, depending on other pertinent

60. Treas. Reg. § 1.411(d)-2(b)(l) (as amended by T.D., 7501, 1977-2 C.B. 133). As
these regulations indicate, a partial termination can also result from a plan amendment that
affects the rights of a group of employees.

61. Employees who remain will continue to be vested in their accrued benefits only as
allowed by the vesting schedule. That is, full and immediate vesting is granted only with re-
spect to the part of the plan (represented by the accrued benefits of the departing employees)
that is terminated. Treas. Reg. § 1.411(d)-2(b)(3) (as amended by T.D. 7501, 1977-2 C.B.
133).

62. I.R.S. Priv. Ltr. Rul. 7902030 (Oct. 10, 1978).
63. I.R.S. Gen. Couns. Mem. 39344 (May 31, 1983).
64. See, e.g., Tipton and Kalmbach, Inc. v. Commissioner, 83 T.C. 154, 160 (1984)

(stressing that as long as a significant percentage of plan participants are discharged, a finding
of partial termination may be made, despite the employer's lack of intent to deprive partici-
pants of benefits - for example, when terminations are based upon a decrease in business).
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facts and circumstances,65 the plan could easily be found to require
that the two discharged employees be given full vesting upon their
departure. If, in fact, the employees were given less than adequate
distributions as a result of the plan administrator's simply processing
the distributions under the plan's vesting schedule, the plan's qualifi-
cation status would be jeopardized.

A "complete discontinuance of contributions" under a plan
could lead to the same result.6 Such a discontinuance would be dis-
tinguished from a mere temporary cessation of contributions, could
not be avoided with only nominal contributions, and is, like partial
terminations, subject to a facts and circumstances test.61 Since all
participating employees would be adversely affected by a complete
discontinuance of contributions, the edict of Section 411 (d)(3) re-
quiring full vesting would apply to all participants. A risk of disqual-
ification would therefore exist with respect to employees who receive
less than optimum severance distributions due to the application of a
vesting schedule, while the employer may be in the process of incur-
ring a technically-determined but inadvertent complete discontinu-
ance of contributions.68

I.R.C. Section 411 (d)(3) presents administrative difficulties that
require considerable monitoring of plan and employer operations.
These difficulties result directly from the concept of vesting forfeit-
ures. Plans adopting the one-hundred percent vesting-upon-participa-
tion approach of Section 410(a)(1)(B) thus further avoid the Section
411 (d)(3) threat to their qualification status.

C. Additional Vesting Problems

Adoption of a vesting scheme that permits less than full vesting
for some plan participants leads to a variety of additional technical
difficulties. One difficulty that has been of particular concern to the

65. Treas. Reg. § 1.411 (d)-2(b) states that all facts and circumstances bearing on the
issue must be considered, and these include exclusion of a group of previously-covered employ-
ees by reason of termination.

66. A complete cessation of contributions is most likely to occur with respect to a profit-
sharing plan, since such plans are permitted to grant discretion to the employer to determine
whether, and to what extent, an annual contribution is made. Pension plans, on the other hand,
are subject to the minimum funding standards of I.R.C. § 412 (1982 & Supp. IV 1986) which
compel the employer to make appropriate, continuing contributions.

67. Treas. Reg. § 1.411 (d)-2(d)(I) (as amended by T.D. 7501, 1977-2 C.B. 133).
68. Treas. Reg. § 1.41 I(d)-2(d)(2) states that a complete discontinuance of contribu-

tions, once determined, becomes effective not later than the last day of the taxable year of the
employer following the last taxable year of the employer for which a substantial contribution
was made under a profit sharing plan. No guidance is given in the regulations to assist an
employer in determining what constitutes a "substantial contribution."
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Internal Revenue Service is that involving the interaction of I.R.C.
Section 411, which permits the use of specific vesting schedules, and
Section 401(a)(4), which states that the contributions or benefits of
a qualified plan must not discriminate in favor of highly compen-
sated employees.6 9 Even if an employer adopts a statutorily desig-
nated vesting schedule, it is possible (and in many instances, likely)
that the degree of employee turnover experienced by the employer is
such that highly compensated employees tend to vest more fully than
rank-and-file employees. If rank-and-file employees quit or are dis-
charged much more frequently than highly compensated ones, an
otherwise permissible vesting schedule will operate in a discrimina-
tory manner contrary to the requirement of Section 401(a) (4). This
potential problem is acute enough to have caused Congress to in-
clude in Section 411 a direct reference to Section 401(a)(4)."°

But how can the Internal Revenue Service and the plan admin-
istrator determine whether a permitted vesting schedule operates in
a discriminatory manner? As is frequently the case in making quali-
fication determinations for retirement plans, a "facts and circum-
stances" approach is necessary. Various attempts have been made by
the Internal Revenue Service to formulate quasi-objective tests for
measuring when and whether turnover of rank-and-file employees
will result in the prohibited discrimination. The confusion generated
by these attempts may have reached a peak, illustrated by IR 80-
85,71 at which the Internal Revenue Service basically takes the ap-
proach that, respecting vesting related violations of I.R.C. Section
401(a)(4), "we will know one when we see it."72

Thus, it is clear that if after six years of plan operation only one
employee, the sole shareholder of the employer, has a vested accrued
benefit, a presumption that the plan's vesting schedule is discrimina-
tory will arise.78 On the other hand, if the class of employees who
have vested benefits at a particular time represents a "reasonable
cross section" of all employees, a vesting schedule will be deemed

69. Highly compensated employees are defined in I.R.C. § 414(q) (Supp. IV 1986). The
definition refers to specific compensation levels but also deals with an employee's status as an
officer or shareholder of the employer.

70. I.R.C. § 411(d)(l) (Supp. IV 1986).
71. I.R.S. News Release IR-80-85 (Aug. 4, 1980).
72. Treas. Reg. § 1.41 l(d)-l(c) stands as underlying authority for this view by virtue of

the general promulgation that findings of discriminatory vesting shall be made on the basis of
the facts and circumstances of each case, allowing for a "reasonable disparity" between the
vested benefits of the "prohibited group" (now, highly compensated employees as referenced in
I.R.C. Section 401(a)(4) (Supp. IV 1986)) and the vested benefits of other employees.

73. I.R.S. News Release IR-80-85 (Aug. 4, 1980) (Example 5).
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nondiscriminatory.74 No guidance is given, however, to assist one in
determining precisely what constitutes a reasonable cross section be-
yond situations that parallel those devised by the Internal Revenue
Service to illustrate the concept. 75 Although one potential test for
discrimination creates a "safe harbor" in cases involving total ac-
crued benefits for prohibited group employees that are less than
vested benefits for rank-and-file employees, 76 many smaller employ-
ers will be unable to rely on this test due to lack of a large rank-and-
file workforce, particularly when the business by its nature has a
high employee turnover rate. Of course, plans adopting the one-hun-
dred percent vesting-upon-participation approach of I.R.C. Section
410(a)(1)(B) avoid the vesting discrimination problem altogether,
since all plan participants are always fully vested.

Likewise, such plans avoid various procedural complexities asso-
ciated with a number of other qualification features. These include
the requirement that a participant who has three years of service be
given an election to have his or her nonforfeitable percentage com-
puted under a plan's former vesting schedule when a new vesting
schedule is being implemented. 7 Written notice of such election
must be given to each affected participant, and precise timing re-
quirements for the election period must be observed. 78 Failure to
comply with these requirements, even if inadvertent, could result in a
plan's disqualification, since the new vesting schedule will not be
deemed to satisfy Section 411(a)(2). 79

I.R.C. Section 401(a)(19) is another qualification feature that
would not apply to a plan adopting Section 410(a)(1)(B). This provi-
sion, applicable to "thrift" plans that involve matching employer and
employee contributions, permits forfeiture of employer contributions
upon a participant's withdrawal of employee contributions only if the
participant is less than fifty percent vested under the plan's schedule.
But such forfeitures are further complicated by I.R.C. Section

74. Id. (Examples 2-4).
75. The examples given in I.R.S. News Release IR-80-85 illustrate the concept result

through hypothetical charts that list compensation ranges while showing the number of vested
employees in each range compared to the total number of employees in that range. How em-
ployers with workforces varying significantly from the hypotheticals should determine compen-
sation ranges, and what disparities in vested versus nonvested employees at each range will be
tolerated, is not known.

76. Id. (Example 1).
77. I.R.C. § 411(a)(10)(B) (Supp. IV 1986). An employer does not always have a

choice in changing its plan's vesting schedule. A change in the law can mandate amendment of
vesting schedules, as occurred under the 1986 Tax Reform Act, or an employer might have to
change a vesting schedule to meet the negotiated demands of an employees' organization.

78. Temp. Treas. Reg. § 1.411 (a)-8T (1977).
79. I.RC. § 41 l(a)()0)(B) (1982 & Supp. IV 1986).



93 DICKINSON LAW REVIEW SPRING 1989

411 (a)(3)(D), which requires that the withdrawn employee contribu-
tions must have been mandatory contributions,8" and that the plan
contain a complicated "buy back" provision allowing a plan partici-
pant to reinstate the forfeited employer-derived accrued benefit upon
the participant's repayment of the withdrawn employee contribu-
tions.81 As was the case with Section 411 (a)(7), forfeitures in this
context are thus accompanied by considerable administrative bother
and potential inadvertent noncompliance with mandated procedures

and 82and notices. 8

Plans adopting I.R.C. Section 410(a)(1)(B) also need not be
burdened by rules for excluding vesting years of service that may
apply differently to various categories of employees.83 By making all
employees one-hundred percent vested upon attainment of participa-
tion status, there is no need to count years of service for vesting pur-
poses. Consequently, there would be no need to deal with technical
exclusions affecting the crediting of vesting service years. Further-
more, defined contribution plans using the Section 410(a)(1)(B) ap-
proach may better facilitate the participants' use of a plan loan pro-
vision. Such provisions permit a participant to borrow from the
qualified trust on the strength of the security available from the par-
ticipant's vested accrued benefit.84 I.R.C. Section 72(p) treats par-
ticipant loans as taxable distributions unless certain restrictions re-
garding the amount and terms of the loans are observed. 85 These
restrictions include a limitation on the dollar amount of a loan based
upon the extent of the employee-borrower's nonforfeitable accrued
benefit.86 Thus, delays in attaining such benefits due to vesting
schedules can correspondingly delay participants' access to loans
under plans that include loan provisions as a convenience to
employees.

Finally, if a plan adopts the Section 410(a)(1)(B) approach, the
employer will not have its contribution deduction delayed or jeopard-
ized in a taxable year when the plan might lose its qualifications
status. Under I.R.C. Section 404(a)(5), a contribution made to a
plan during a nonqualification year is not deductible for that year
unless the contribution is correspondingly included in the gross in-

80. I.R.C. § 411(a)(3)(D)(i) (1982 & Supp. IV 1986).
81. I.R.C. § 411(a)(3)(D)(ii) (Supp. IV 1986).
82. See supra notes 51-54 and accompanying text.
83. I.R.C. § 411(a)(4) (Supp. IV 1986).
84. Such loan provisions, properly regulated, are authorized under I.R.C. § 4975(d).
85. I.R.C. § 72(p)(2) (Supp. IV 1986).
86. I.R.C. § 72(p)(2)(A)(ii) (Supp. IV 1986).



QUALIFIED RETIREMENT PLANS

comes of the participants. I.R.C. Section 402(b)(1) states that for
nonqualified trusts, contributions are to be included in the gross in-
come of participants in accordance with I.R.C. Section 83. This lat-
ter Code section provides that the granting of a property interest (for
example an accrued benefit in an employee benefit plan trust) by a
recipient of services (employer) to a provider of such services (em-
ployee-participant) results in an inclusion in gross income only to the
extent that the interest granted is either transferable by the recipient
or not subject to a substantial risk of forfeiture.81 Interests in em-
ployee benefit plans are generally not transferable by virtue of typi-
cal compliance with the qualification feature requiring that plan ben-
efits may not be assigned or alienated. 88 As a result, for employee
benefit plans the income recognition issue under Section 83 is predi-
cated upon the "substantial risk of forfeiture" concept, which in turn
is governed by the plan's vesting schedule. Accordingly, the em-
ployer's deduction for contributions made during a year when the
plan happens to be disqualified is directly affected by the extent to
which the participants in the plan are vested in such contributions. If
the plan has no vesting schedule, the immediate availability of the
employer's deduction is preserved.89

III. Evaluation of the Purported Benefits of Vesting Schedules

A. Costs Savings

It should be clear from the foregoing review of the technical
implications of vesting schedules that an employer, and particularly
a smaller employer desiring to minimize plan complexities and ad-
ministrative costs, should consider using a vesting schedule only if
such demonstrably results in substantial offsetting benefits.

Under the vesting schedule choices available prior to the 1986
Tax Act,9" it may have been easy to simply assume that protracting
vesting over a decade or more would eventually result in costs sav-
ings that would make undertaking the necessary administrative bur-
dens worthwhile. Now that the majority of plans are forced to

87. I.R.C. § 83(a) (Supp. IV 1986).
88. I.R.C. § 401(a)(13)(Supp. IV 1986).
89. This is so as long as a plan having more than one participant maintains separate

accounts for each participant. I.R.C. § 404(a)(5) (Supp. IV 1986). This requirement may be a
problem for many defined benefit pension plans but poses no difficulty for defined contribution
plans, which must account separately for each participant's annual addition under I.R.C. §
415(c) (Supp. IV 1986).

90. See supra notes 25-29 and accompanying text.
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choose schedules that operate in a three-to-seven year range,91 such
costs savings assumptions should be carefully re-examined. This is
especially so in view of the additional "probationary" year prior to
participation that can be imposed by employers who implement
I.R.C. Section 410(a)(1)(B).

Employee turnover patterns are the key to making an appropri-
ate choice respecting vesting. Actual, historical employee turnover
patterns, not assumed or imagined circumstances, should be ex-
amined. The employer can choose a period of time ending at the
present,92 determine the number and identity of employees who ter-
minated full employment during that period, and project the data
into the future while considering any likely future trends or events
that could alter the historical pattern. For example, the analyst
would want to consider the impact of any substantial business expan-
sion or contraction of the employer likely to occur in the near future.

Employers already having a qualified plan will find this analysis
easier, since data on employee turnover relevant to operation of a
former vesting schedule should already exist. The analyst can simply
take this data and re-apply it hypothetically under the new vesting
schedule choices. Employers implementing a qualified plan for the
first time will find it necessary to extend the application of turnover
data to include assumed plan contributions that will determine hypo-
thetical accrued benefit allocations for the departed employees.

Small employers, especially those in very competitive industries
that typically pay lower wages, may be surprised at how few cost
savings are available under currently permitted vesting schedules. To
illustrate, consider a small employer maintaining a fairly constant
full-time workforce of ten employees, including the owner-founder of
the business. The employer now wishes to implement a qualified
profit-sharing plan. Assume the following data is collected from a
seven-year lookback of employee turnover. During the past seven
years the employer has hired twenty-five persons, and eight of these
are still employed.9" Of the seventeen persons who quit or were dis-
charged, seven terminated employment before earning one year of

91. Under the 1986 Tax Reform Act, multi-employer plans covering employees under a
collective bargaining agreement can still use a ten-year "all or nothing" vesting schedule.
I.R.C. § 41 l(a)(2)(C) (Supp. IV 1986).

92. Since the longest permitted vesting schedule available to most employers is now the
seven-year graded schedule of § 411 (a)(2), a seven-year examination period stretching back
from the present may be a logical period of time to use.

93. Assume the current workforce of ten employees consists of these eight, plus the
owner-founder, plus one other employee hired prior to the beginning of the seven-year exami-
nation period.



QUALIFIED RETIREMENT PLANS

service,9" seven before earning two years of service,95 one before
earning three years of service, 96 one before earning four years of ser-
vice,97 and one before earning five years of service.98

Under the best of circumstances (from the employer's perspec-
tive), only three employees could have suffered total forfeitures in a
seven-year period. 99 Fourteen persons would never have even become
plan participants under a Section 410(a)(1)(B) adoption, and eight
employees would have become one-hundred percent vested plan par-
ticipants, irrespective of which vesting choice had been made. Now
assign wage and contribution rates to the three hypothetically af-
fected employees. Take their rates of pay, say an average of $15,000
per year each, and assume a typical contribution rate of seven per-
cent of compensation per year. 10 Since benefit accruals would not
commence until an employee became a plan participant, the three
employees together would have no more than a total of six years of
service for benefit accrual purposes. 1' Thus, under the best scenario,
there would be a total, forfeitable accrued benefit of seven percent of
$15,000 times six years of service, or $6,300, for an annual average
forfeiture of one-seventh of $6,300 or $900 per year over the seven-
year period.

If the three employees in question had been participants in a
plan using Section 410(a)(1)(B), three fewer years of service for
benefit accrual purposes would have been credited. Although the em-
ployees would have departed with one-hundred percent vesting in
their accrued benefits, the total vested accrued benefits would have
been only $3,150. Consequently, the true "savings" -under the plan
using the most restrictive vesting schedule as compared to Section

94. These persons could have been excluded from plan participation under 9
410(a)(I)(A).

95. These persons, as well as the first seven, could have been excluded from plan partici-
pation under § 410(a)(l)(B).

96. This person would have become a plan participant in any event, but could have lost
at least a majority of his or her accrued benefit under any available vesting schedule.

97. Again, this person would have become a plan participant, but could have had a
100% vested accrued benefit if the plan was using the three-year "all or nothing" schedule of
§ 416(b)(l)(A). All other potentially available schedules would have resulted in a loss of at
least a majority of his or her accrued benefits.

98. This plan participant could have lost all of his or her accrued benefit under the 9
41 l(a)(2)(A) schedule, 60% of the accrued benefit under the § 41 l(a)(2)(B) schedule, and
only 40% under the § 416(b)(1)(B) vesting schedule.

99. Assuming adoption of the five-year "all or nothing" schedule of § 411 (a)(2)(A).
100. The actual allocation rate for the owner-founder could be substantially greater if

the plan is integrated with the Social Security system under authority of §§ 401(a)(5) and
401(l)(2).

101. Assuming application of the one-year of service participation requirement as au-
thorized by § 410(a)(1)(A).
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410(a)(1)(B) amounts to only $450 per year in this illustration.
When the employer considers that properly effected forfeitures typi-
cally get re-allocated to the accrued benefits of all participants in a
profit sharing plan, the marginal benefit given to the ten remaining
participants would not justify the administrative complexities result-
ing from adoption of a vesting schedule.

The above illustration indicates that the forfeiture value of a
particular vesting schedule is predicated directly upon both the num-
ber of terminating employees and the extent to which terminating
employees quit service in precisely the range of service years covered
by a vesting schedule. If an employee terminates service either prior
to attainment of participation status or subsequent to the maximum
service period covered by the vesting schedule, the vesting schedule
has no impact respecting the employee's economic status under the
plan. In other words, and in view of the Section 410(a)(1)(B) alter-
native, vesting schedules really only have an economic impact during
a maximum five-year service period from service year two until ser-
vice year seven. If the plan adopts the Section 411(a)(2)(A) five-
year "all or nothing" schedule, the effective range of impact shrinks
to only three years. Additionally, adoption of the three year schedule
of Section 416(b)(1)(A) reduces the range to a mere year. Obvi-
ously, an employer should carefully examine its experienced turnover
trends in view of this limited range of vesting schedule
effectiveness. 10

B. Intangible Considerations in the Selection of Vesting Devices

As mentioned previously, many employers who might wish to
include a service reward concept in their qualified retirement plans
can do so most effectively by adopting the unit benefit concept when
designing their accrued benefit formulas.103 With the current maxi-
mum vesting schedule effectiveness range of one to five years, the
service reward concept should no longer be a serious consideration

102. Great variations exist from one industry or occupation to another respecting em-
ployee turnover. The Bureau of Labor Statistics studied occupational separations during a
twelve month period between 1980 and 1981 and found that 20% of all employed persons left
their occupation and transferred to another or stopped working for any reason except death.
Nineteen occupations (e.g., child care workers, food industry employees, file clerks, and con-
struction laborers) had separation rates exceeding 33%. Twenty occupations (e.g., health care
professionals, lawyers, and accountants) had separation rates of less than 9%. Employees from
each group would likely fall outside the range of vesting schedule effectiveness. See Eck, New
Occupational Separation Data Improve Estimates of Job Replacement Needs, 107 MONTHLY
LAB. REV. 3, 8 (1984).

103. See supra notes 15-17 and accompanying text.
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when choosing vesting alternatives.
One consideration that has motivated small business owners in

the past to adopt a vesting schedule is the prospect that the owner
herself or himself can personally benefit from a share of vesting for-
feitures allocable to the owner's accrued benefit. Again, such per-
sonal benefit diminishes greatly according to the character of em-
ployee turnover and the number of other employee-participants who
must also share in such forfeitures. Given a proper analysis of the
owner's personal stake in potential forfeitures versus the additional
administrative complexity, many business owners would likely not
want to adopt a vesting schedule.

Since so many plans have included vesting schedules in the
past,"" employers who now choose to grant one-hundred percent
vesting upon plan participation can represent to their workforces
that their benefit package contains the atypically "generous" feature
of full and immediate vesting. Presumably, this would contribute to
an employer's competitiveness in attracting new employees and en-
hance the morale of newly hired workers who are about to enter par-
ticipation status.

IV. Conclusion

The I.R.C. Section 410(a)(1)(B) alternative permitting a two
year participation delay if full vesting is granted each participant
deserves careful consideration while employers contemplate the lim-
ited vesting schedule choices remaining after the 1986 Tax Reform
Act. The Section 410(a)(1)(B) approach may be particularly attrac-
tive to small business employers, who are likely to be inordinately
burdened with the many administrative complexities that accompany
vesting schedules. In any event, an employer that uses a vesting
schedule after 1988 should do so only after a thorough cost savings
analysis has demonstrated that substantial economic benefits will re-
sult to the employer or plan participants.

104. One survey of 763 employers adopting defined contribution plans indicates that in
1987 only 11% of plans involving fewer than 500 participants provided for full and immediate

vesting. THE WYATT COMPANY, 1987 SURVEY OF RETIREMENT AND CAPITAL ACCUMULATION

PLANS (1987), at 8.
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