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Introduction

Section 198-c of the New York Labor Law' provides
for criminal and other sanctions against employers who
fail, neglect or refuse to pay “benefits or wage sup-
plements” to employees within thirty days after such
payments are required to be made. As defined by the New
York statute, the phrase “benefits or wage supplements”
includes reimbursements for expenses, health, welfare
and retirement benefits, and vacation, separation or holi-
day pay.? In Gilbert v. Burlington Industries, Inc.,? the Se-
cond Circuit Court of Appeals, in dismissing plaintiffs’
severance pay claims under New York law, held that the
provisions of Section 198-c are pre-empted by the
Employee Retirement Income Security Act of 1974
(“ERISA”)* insofar as the State statute ‘“relates to”
severance pay ‘‘plans.”

The United States Supreme Court’s affirmance without
opinion of Gilbert,5 together with the related Fourth Cir-
cuit case of Holland v. Burlington Industries, Inc. (collec-
tively, the “Burlington cases™),® confirms that unfunded
severance pay policies may constitute “employee welfare
benefit plans”? covered by ERISA and that state law
“relating to” such severance plans is pre-empted by the
federal statute. The Court’s affirmance of the Burlington
cases has not, however, resolved a number of other issues
concerning the application of ERISA to severance pay
policies. As demonstrated by recent case law, federal
courts have consistently failed to delineate the appropriate
criteria for determining whether an employer has in fact
“established or maintained” an “employee welfare benefit
pltan” within the meaning of ERISA. The courts have also
failed to set forth clear standards for determining whether
plan participants were “arbitrarily and capriciously” denied
severance benefits in corporate divestiture cases.
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This article examines these recent cases and the
issues that need to be resolved in analyzing the applica-
tion of ERISA to severance pay policies.®

ERISA Welfare Plans

ERISA is a comprehensive remedial statute design-
ed “to improve the equitable character and soundness of
private employee benefits plans and to establish minimum
standards of fidiciary conduct for those who administer
such plans.’? Employers who have benefit plans that are
subject to ERISA must comply with the reporting and
disclosure requirements'® and the fiduciary responsibili-
ty standards of the statute.’ Unlike pension plans,
employee welfare benefit plans are not subject to ERISA’s
minimum funding and vesting provisions.’? The federal
statute does, however, provide a private right of action to
plan participants to enforce their rights under either a pen-
sion or welfare benefit plan.’3

Section 3(1) of ERISAY™ defines the terms “employee
welfare benefit plan” and “welfare plan” to include:

[Alny plan, fund, or program which was heretofore or
is hereafter established or maintained by an employer
or by an employee organization, or by both, to the ex-
tent that such plan, fund, or program was established
or is maintained for the purpose of providing for its par-
ticipants or their beneficiaries, through the purchase of
insurance or otherwise, (A) medical, surgical, or hospital
care or benefits, or benefits in the event of sickness,
accident, disability, death or unemployment, or vaca-
tion benefits,. . . or (B) any benefit described in section
186(c) of this title (other than pensions on retirement
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or death, and insurance to provide such pensions).

The section 186(c) cited in subsection (B) of the
foregoing definition refers to Section 302(c) of the Labor-
Management Relations Act ('LMRA")'S which concerns,
in relevant part, money paid to trust funds ‘‘for the pur-
pose of pooled vacation, holiday, severance or similar
benefits . . "1 According to the regulations promulgated
by the Department of Labor pursuant to ERISA, the effect
of citing section 186(c) in the statutory definition of
“employee welfare benefit plan” is “to include within [this]
definition . . . those pians that provide holiday and
severance benefits, and benefits which are similar.. . "V
In order to have the “establishment” of a plan, fund or pro-
gram within the meaning of ERISA, “the surrounding cir-
cumstances must be such that ‘a reasonable person can
ascertain the intended benefits, a class of beneficiaries,
the source of financing, and procedures for receiving
benefits” 18 The absence of a formal written policy is
not, in itself, determinative of whether an ERISA plan
exists.19

ERISA Pre-emption

Section 514(a) of ERISA2? contains an express pre-
emption provision that provides, in pertinent part:

Except as provided in subsection (b) of this section, the
provisions of this subchapter and subchapter Il of this
chapter shall supersede any and all State laws insofar
as they may now or hereafter relate to any employee
benefit plan described in section 1003(a) of this title and
not exempt under section 1003(b) of this title. . . .2

In Shaw v. Delta Air Lines,?2 the Supreme Court held
that the pre-emption language of Section 514(a) must be
broadly defined as follows: “A law ‘relates to’ an employee
benefit plan, in the normal sense of the phrase, if it has
a connection with or reference to such a plan.'23 The
Shaw Court rejected the view that state statutes or com-
mon law claims are pre-empted only when they attempt
to regulate matters such as reporting, disclosure, or
fiduciary responsibilities or any other areas expressly
covered by ERISA.24 In addition, the Supreme Court
made clear in Metropolitan Life Insurance Co. v.
Massachusetts?s that “[t]he pre-emption provision was in-
tended to displace all state laws that fail within its sphere,
even including state laws that are consistent with ERISA’s
substantive requirements.’’26

Burlington Cases

In the Burlington cases,?” plaintiffs brought suit
against their former employer for severance pay on the
grounds that their employment was “involuntarily ter-
minated” within the meaning of the defendant’s severance
pay policy when the operating division for which they had
been working was sold as a going concern to another com-
pany. The records on appeal in both Gilbert and Holland
showed that the plaintiffs continued to do the same work
for their new employer as they had done for the defend-
ant prior to the sale.
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In order to ensure that its employees would accept
employment with the purchaser of the division, defend-
ant agreed not to retain any employees who the purchaser
wished to hire and not to rehire these individuals for a
period of at least six months after the sale. In Holland, the
record also showed that defendant had agreed to provide
severance pay to any employee who was terminated by
the purchaser within six months after the sale.

The severance pay policy upon which plaintiffs bas-
ed their claims was fully set forth in a manual that was
not distributed to employees. Under the express terms of
the policy, employees were deemed to be eligible to
receive “payroll severance” if they were “involuntarily ter-
minated” for reasons including the ‘“elimination or
modification of operations or other job elimination due to
bona fide organizational changes...."26 A summary
description of this severance policy was contained in an
employee handbook. Shortly before the sale of their divi-
sion, the plaintiffs were informed by the defendant that they
would not receive severance benefits whether or not they
accepted a position with the purchaser.

Plaintiffs commenced suit against defendant alleging
causes of action under state law or, in the alternative, under
ERISA.2° The New York State Commissioner of Labor in-
tervened in Gilbert demanding that defendant pay
severance benefits to plaintiffs in accordance with the pro-
visions of Section 198-c of the New York Labor Law.

In both Holland and Gilbert, the district court held that
the defendant’s unfunded severance pay policy was an
“employee welfare benefit plan” and that the plaintiffs’
state law claims for severance pay were pre-empted by
ERISA.30 The district court in Holland also held that the
defendant’s decision to deny plaintiffs severance pay was
neither arbitrary nor capricious within the meaning of
ERISA, an issue not reached by the district court in
Gilbert.3!

On appeal, the Second Circuit affirmed the district
court’s holding that an unfunded serverance pay policy
is an ERISA plan under either Section 3(1) (A) or (B) of
the federal statute. The court apparently teached this con-
clusion without considering whether the “‘established or
maintained” requirement of Section 3(1) had been satisfied
by the facts of Gilbert. Instead, the Second Circuit con-
cluded that severance pay, although “often a reward for
past service,'32 serves the same purpose as unemploy-
ment benefits and is therefore an “employee welfare
benefit plan” under the Section 3(1)(A).

Relying on the federal regulations3?® and legislative
history34 to Section 3(1)(B), the Gilbert court concluded
that a “‘reasonable construction” of this Section also en-
compassed unfunded severance pay plans in spite of the
reference in Section 3(1)(B) to the Taft-Hartley trust
language of Section 302(c) of the LMRA.3% The Second
Circuit again did not articulate whether the “‘established
or maintained’’ requirement of ERISA had been satisfied
or which facts of the case satisfied this requirement. The
Fourth Circuit in Holland similarly concluded that an un-
funded severance pay plan is an ERISA plan under the
provisions of Section 3(1) without considering the issue
of whether the defendant had in fact “established or main-
tained” such a plan.3¢
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The Pre-emption Issue

Citing the Supreme Court’s decision in Shaw v. Delta
Air Lines,3 the Second and Fourth Circuits in the Bur-
lington cases also confirmed that the plaintiffs’ state law
claims were pre-empted by ERISA. The Second Circuit re-
jected the plaintiffs’ argument that “ERISA cannot be
deemed to pre-empt state wage collection statutes
because such legislation is a fundamental exercise of the
states’ police power.’3 In addition to representing an ex-
ercise of a traditional police power, the Gilbert court
reasoned that, in order to avoid ERISA pre-emption, the
statute “must also affect the plan in too tenuous, remote
or peripheral a manner to warrant a finding that the law
‘relates to’ the plan.”32 The Second Circuit concluded
that, although Section 198-c of the New York Labor Law
was an exercise of a traditional police power, “the state
statute does not have such a remote and tenuous connec-
tion to Burlington’s severance pay plan so as to allow us
to conclude that it does not ‘relate to’ it.”4°
The Fourth Circuit in Holland similarly concluded that
the North Carolina Wage and Hour Act*' was pre-empted
by ERISA. Among the reasons cited by the Holland court
for its decision was the need to ensure “uniformity in
employer obligations” through the exercise of ERISA pre-
emption. The Gilbert and Holland courts also held that
plaintiffs’ breach of contract and other common law claims
were pre-empted by ERISA.

Arbitrary and Capricious Standard

The Fourth Circuit in Holland held that the defend-
ant’s denial of severance benefits to plaintiffs was not “ar-
bitrary and capricious” within the meaning of ERISA. The
Holland court rejected the plaintiffs’ invitation to deviate
from the Fourth Circuit’s arbitrary and capricious
standard4? under the facts of this case, reasoning that “it
is necessary to ensure that primary responsibility rests with
administrators ‘whose experience is daily and continual,
not with judges whose exposure is eposodic and occa-
sional,. . . This objective holds true whenever consistent
administration of a pension plan or welfare benefit plan
covered by ERISA is at issue."43 In addition, the Fourth
Circuit distinguished the facts of Holland from those of
Blau v. Del Monte Corp.** where the Ninth Circuit found
that the “wholesale and flagrant” flouting of ERISA's pro-
cedural requirements by the employer in that case were
factors to be considered in determining whether the denial
of severance benefits after a corporate divestiture was “ar-
bitrary and capricious.”45

The Second Circuit in Gilbert, in considering whether
defendant should be estopped from raising the defense
of pre-emption because it had failed to comply with
ERISA’s reporting, disclosure and fiduciary re-
quirements,*8 adopted the approach of Blau that under
certain circumstances an employer’s non-compliance with
the procedural requirements of ERISA will work a
“substantive harm” justifying a finding that the employer’s
denial of severance pay was arbitrary and capricious.4’
The Gilbert court reasoned that the Blau approach “both
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eliminates any incentive on the part of employers not to
comply with the Act’s reporting, disclosure and fiduciary
requirements, and avoids inconsistent treatment of claims
under state law.'48 The Second Circuit therefore remand-
ed the “arbitrary and capricious” issue to the district court,
finding it “unnecessary and undesirable to hold Burl-
ington estopped from raising the defense of
pre-emption.”4®

Recent Cases

Since the Burlington cases, most courts have failed
to apply clearly defined criteria for determining whether a
severance pay policy is in fact an ERISA plan and whether
the denial of severance benefits after a corporate
divestiture is “arbitrary and capricious” within the mean-
ing of the statute. With respect to the first issue, courts
have been willing to state those factors which do not
disprove the existence of a severance pay plan under
ERISA, but have failed to consider whether the “establish-
ed or maintained”’ requirement of Section 3{1), as set forth
in Donovan v. Dillingham,5® was also satisfied.

In Mylstar Electronics, Inc. v McNeil 5! for example, the
district court, without referring to Dillingham, rejected the
argument that lack of funding and failure to comply with
ERISA's procedural requirements established that a
severance pay policy was not an “employee welfare benefit
plan” covered by the federal law. In Molyneux v. Arthur
Guinness and Sons, PL.C.,5%2 however, the Southern
District of New York utilized the Dillingham criteria in con-
cluding that the defendant had not established a
severance pay “plan” within the meaning of ERISA.
Among the factors cited by the Molyneux court for deter-
mining whether or not ERISA plan has been “establish-
ed” is the existence of claim procedures (written or un-
written), the identity of the employee group covered, and
the method of financing or calculating benefits.53 Other
courts have not used this analysis in determining whether
an ERISA severance pay plan had been “established or
maintained.”

The standards for determining whether the denial of
severance benefits after a corporate divestiture is “arbitrary
and capricious” under ERISA were summarized in
DeAngelis v. Warner Lambert Co.,5¢ by the Southern
District of New York as follows: ‘(1) whether the challeng-
ed interpretation of the plan is fair and reasonable in the
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context of the entire plan;. . . (2) whether the challenged
interpretation has been uniformly applied in similar situa-
tions;. . . (3) whether the grant of severance benefits would
render a double recovery of benefits to the plan par-
ticipants; . . . and (4) whether the plan administrator has
violated ERISA's procedural requirements so consistent-
ly and flagrantly that a substantive harm has been work-
ed on the plan participants. . ..”’55 The last factor was
developed by the Ninth Circuit in Blau v. Del Monte
Corp.5¢ and has been viewed as requiring a higher level
of statutory violation than those ordinarily required under
the “arbitrary and capricious” standard.5” Courts have
recognized, however, that a fiduciary’s failure to comply
with ERISA’s procedural requirements does not in itself
entitle claimants to any substantive remedy.58

Despite the “arbitrary and capricious” standards sum-
marized in DeAngelis, courts in recent cases have often
only identified that conduct which is not in violation of the
fiduciary responsibilities imposed by ERISA by merely
distinguishing the facts of Blau from the facts of their deci-
sions. The difficulties in ascertaining the appropriate stan-
dards for determining whether the denial of severance
benefits after a corporate divestiture is “arbitrary and
capicious” stem directly from the facts of Blau which do
not appear to be materially different from those of other
cases in which Blau has been readily distinguished.5¢

In Blau, the defendant concealed its severance pay plan
from its employees, failed to create procedural mechan-
isms for benefit determinations, and ““made no attempt to
comply with any of the duties that ERISA places upon a
benefit plan administrator.’60

The defendant in Blau also failed to follow the standards
of its severance pay policy by requiring actual unemploy-
ment rather than job elimination ““from the Corporation”
as a condition to the receipt of severance benefits after
a corporate divestiture.81

Upon facts similar to Blau, courts have summarily

dismissed severance pay claims in corporate divestiture
cases involving alleged procedural and other ERISA viola-
tions, even where actual unemployment was not required
by a severance pay plan for the receipt of benefits. In
DeAngelis v. Warner Lambert Co.,%2 for example, the
court held that there was no “arbitrary and capricious”
conduct in the denial of severance benefits after a cor-
porate divestiture, where procedural violations existed and
where a “job elimination” provision was interpreted, as in
Blau, to require actual loss of a position as a condition
to the receipt of severance benefits.83 Other courts in cor-
porate divestiture cases have also not found an employer’s
procedural violations of ERISA sufficient to support claims
for severance pay under the “‘arbitrary and capricious”
standards where actual unemployment was deemed to be
a plan requirement.84

Conclusion

The Supreme Court’s affirmance without opinion of
the Burlington cases has left unresolved critical issues
regarding the criteria for determining whether a severance
pay “plan” has been ‘“‘established or maintained” within
the meaning of ERISA and whether an employer’s denial
of severance benefits after a corporate divestiture is “ar-
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bitrary and capricious.” In light of the significant amount
of litigation that has been occurring with respect to claims
for severance pay after corporate divestitures, the Court
may soon have the opportunity to resolve these issues.65
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