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Lear Eye Clinic, Ltd. v. Commissioner, 106 T. C. 23 (1996)

Prior  service  with  a  predecessor  entity  may  be  counted  as  “service  with  the
employer”  under  section 415(b)(5)  if  the  transition  results  in  a  mere technical
change  in  the  employment  relationship  with  continuity  in  the  substance  and
administration of the business.

Summary

In Lear Eye Clinic, Ltd. v. Commissioner, the Tax Court addressed whether prior
service  with  a  predecessor  entity  could  be  counted  toward  the  section  415(b)
maximum benefit limitations in a defined benefit pension plan. The court held that
service with a sole proprietorship that was later incorporated and sponsored the
plan could be included as “service with the employer,” given the continuity of the
business operations. Conversely, in Brody Enterprises, the court ruled that service
with unrelated prior employers did not count due to lack of continuous relationship.
The decision emphasizes the importance of examining the substance over the form
of  employment  transitions  in  determining  service  credits  under  defined  benefit
plans.

Facts

Samuel Pallin operated a medical practice as a sole proprietor from 1975 until
October 1, 1979, when he incorporated it as Lear Eye Clinic, Ltd. , with Gerald
Walman. Pallin continued his practice without changes in duties, staff, or patients.
In 1984, Lear adopted a defined benefit plan with Pallin as the sole participant,
counting his service from 1975. In Brody Enterprises, Marvin Brody claimed service
from his prior employment with the IRS, Altheimer & Gray, and a purported sole
proprietorship, none of which had a continuous relationship with Brody Enterprises.

Procedural History

The case was remanded from the Ninth Circuit for further consideration after the
Tax Court’s  initial  decision in  Citrus  Valley  Estates,  Inc.  v.  Commissioner.  The
parties filed a supplemental stipulation of facts and briefs, leading to the Tax Court’s
supplemental opinion on the issue of counting prior service under section 415(b)(5).

Issue(s)

1.  Whether  service  with  a  sole  proprietorship  that  was  later  incorporated  and
sponsored the plan constitutes “service with the employer” under section 415(b)(5)?
2. Whether service with unrelated prior employers constitutes “service with the
employer” under section 415(b)(5)?

Holding

1. Yes, because the transition from sole proprietorship to corporation involved only a
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technical change in the employment relationship, with continuity in the substance
and administration of the business.
2. No, because there was no continuous relationship between the prior employers
and the plan sponsor.

Court’s Reasoning

The court focused on the substance of the employment relationship rather than its
formal  structure.  In  Pallin’s  case,  the  court  found  continuity  in  the  medical
practice’s operations, staff, and patients, despite the technical change to corporate
form.  The  court  cited  Burton  v.  Commissioner  and  other  cases  where  similar
continuity  justified  counting  prior  service.  For  Brody,  the  court  found no  such
continuity with his prior employers, emphasizing the lack of relationship between
those entities and Brody Enterprises. The court also considered congressional intent
to prevent abuse while allowing benefits proportional to years of service, supporting
its decision to count Pallin’s prior service.

Practical Implications

This decision guides attorneys in determining how to count prior service in defined
benefit  plans.  It  emphasizes  the  need  to  examine  the  continuity  of  business
operations  and  employment  relationships,  rather  than  just  formal  changes  in
business structure. Plan sponsors and administrators must carefully assess whether
prior  service  should  be  included  based  on  the  substance  of  the  employment
relationship. The ruling may influence how businesses structure their pension plans
and transitions, ensuring that employees receive appropriate benefits based on their
service  history.  Subsequent  cases,  such  as  those  involving  similar  issues  of
continuity, will likely reference this decision in analyzing service credits.


