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Don’t Take Forfeitures for Granted

Retirement plans have long subjected
employer contributions to vesting schedules,
rewarding tenure by increasing the
participant’s ownership in those contributions
in proportion to their years of service.
However, several law firms have recently
challenged this long-standing and common
practice, arguing that using forfeitures to
offset employer contributions is not in the best
interests of participants or beneficiaries, as
ERISA requires.

What Are Forfeitures?

“Vesting” in a retirement plan means ownership, according to the IRS. More specifically, this means that
workers vest, or own, a certain percentage of their account in the plan each year, depending on a
timeline established by the plan. Amounts that are not vested — earned, by virtue of their hours or
service — may be forfeited by employees when they are paid their account balance. Vanguard reports
that more than half of the plans it administers impose vesting requirements on employer contributions.

Now, when a worker leaves prior to becoming 100% vested in those contributions, those “forfeited”
account balances may, according to established regulatory guidance, be either (1) used to offset
employer contributions, (2) applied to reduce plan expenses, or (3) reallocated to the remaining
participants in the plan.

Committee Considerations

The litigation filed thus far has alleged that the decision on how to reallocate plan forfeitures by the plan
fiduciaries was a fiduciary decision and not in the best interests of participants — even though the IRS
allows plans to make this decision. In fact, this practice has been common among retirement plans for
decades.

While these cases are still working their way through the courts, in view of how many plan committees
routinely make decisions on the disposition of forfeitures, careful consideration on those determinations
going forward would be prudent.
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As a result, retirement plan fiduciaries may want to consider the following:

1. Review the plan document to confirm how/if it says forfeitures are to be reallocated (some of
the suits have alleged that plan committees have not followed the terms of the plan
document).

2. If the plan document leaves the decision to the plan committee, in consultation with an ERISA

attorney, consider amending the document to remove that decision from plan fiduciaries —
either by spelling out a specific order of reallocation, or by leaving that decision to those not
affiliated with the plan (say, the board, as a plan design decision).

3. Consider immediate vesting for eligible participants. Note that this has cost and
communication implications. Recent research by Vanguard finds that vesting does not provide
a systematic retention benefit, though there is a 2.5% recovery of employer contributions for
the average plan.

In short, don't take forfeitures for granted.
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