
The Impact of Furloughs vs. Layoffs on your Retirement Plan

This Alert is to assist plan sponsors in assessing how laying off versus furloughing your employees will impact the retirement plan and

the rights of the participants.

First, if your employees are working remotely and you are still able to pay them, the plan impact is relatively small. But if you have had

to reduce your workforce, whether through a furlough or a layoff, there may be a bigger impact depending on how you manage that

reduction.

The first key question to understand: what is the difference between a furlough and a layoff? There are some similarities. In both

situations:

• The workers are not performing any duties and they are not getting paid.

• The workers did not cease working for any performance-related reason.

• And the employer and the workers have some expectation of going back to work at some point.

However, this is where the similarities end.

Though “furlough” is not a common legal term and is not used in ERISA, it means placing the employee on an unpaid suspension of

work. There is no work for them to do and they are not getting paid. However, they remain an employee. A furloughed employee may

continue to have access to the company health and welfare benefits during the furlough period, and they continue to have access to

the benefits of the company retirement plan.

Whereas a “layoff” involves an actual termination of employment, with no promise or expectation that the worker will be re-hired by

the employer. The employee no longer has access to the health and welfare benefits and are deemed terminated from the company’s

retirement plan.

In some states, such as California, the rules related to a “furlough” are complicated, and it is probably best to consult with a labor

lawyer to understand your obligations to these workers. That said, for retirement plan purposes, the distinction is still meaningful.

In the rest of this piece, we’ll focus on the retirement plan issues and the differences between the two categories of workers:

Laid Off Employees

Although a laid off employee has been terminated from employment, they continue to be a “participant” in the employer retirement

plan, with most of the rights of any employee participant. There are some changes from actively employed participants:

• A terminated employee is entitled to take a distribution of their benefit from the plan, though they are not required to do so.

• However, if they have a participant loan, the loan may immediately become due upon termination of employment (depending on

the plan documents). Nor would most plans allow for a terminated participant to request a new loan from the plan.

• Employee deferrals are no longer eligible to be made to the plan.

Furloughed Employees

Since they remain employees of the employer (though unpaid and not providing services):

• They may only take a distribution of their benefits if the plan permits “in-service” distributions. However, this rule is relaxed for

certain eligible employees under the CARES Act, specific to the novel coronavirus (COVID-19) pandemic.

• If the terms of the plan permit, they will generally be able to take a hardship distribution and/or a new participant loan.

• If they already have a participant loan, it does not automatically come due when they cease working; and under the CARES Act,

they receive a one year repayment “holiday.”

Practice Note: If the plan does not permit participant loans or limits the number of loans, you might consider amending the plan to

permit employees to take a loan, at least for the remainder of 2020. Before making this change, you should discuss it with your

recordkeeper, advisor, and counsel.
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Employer Contributions

Laid off employees will no longer receive any employer contributions, but what about the furloughed employees? The latter group will

also not receive any matching contributions because they have no eligible compensation and will no longer be making deferrals to the

plan. In plans that provide for employer contributions, the furloughed employees also may not meet the eligibility requirements for

such contributions (such as a 1,000 hour requirement).

Practice Note: You may want to consider amending the plan for 2020, but this is something that you should carefully consider and

discuss with the recordkeeper, advisor, and counsel.

Other Issues

The rules for qualified retirement plans have a number of other requirements that could be impacted by the reduction in your

workforce. For example, under the tax rules, there is a concept of a “partial plan termination.” This is an issue that will apply in the

case of laid off employees but not furloughed employees so long as they remain on furlough. While this is a facts and circumstances

test, a partial plan termination is generally defined as a significant reduction (20%) of the participants in the plan. There are many

considerations in what determines the percentage of reduction, such as regular turnover. However, if a partial plan termination occurs,

the affected workers must immediately be 100% vested in any benefits, even if they have not otherwise met the requirements under

the plan’s vesting schedule. This will not impact elective deferrals or, in most cases, the employer matching contributions, since

deferrals must be 100% vested and matching contributions often are 100% vested already. But, it may impact employer profit sharing

contributions.

In addition to the above, employers should consider other laws, such as the WARN Act.

Action Steps

It’s important that you communicate any significant changes to your workforce, whether a layoff or a furlough, with the plan

recordkeeper, service providers and benefits counsel. We suggest you communicate any other changes you may want to make in the

plan during this time.

If you have any other questions, please do not hesitate to reach out to your SageView consultant.
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