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MEMORANDUM FOR DANIEL . JONES, MANAGER, ENMPLOYEE PLANS ,
GETERMINATIONS QUALITY ASSURANCE STAFF
FROM. Andrew £ Jucky
Agreements

<
SUBJECT: Regquest for Technical Assistance (1)

Srvan, ;%% tor, Employse Plans Rulings and

This Memarandum is In response 1o your Request for Technicai Assistance,
dated March €. 2009, concerming immediste ressle provisions in employes stock
ownership plans (within the meaning of internal Revenue Code sectinn
4875(e})(7)] and intermal Reverue Code section 408(h).

laguss

1. Whether a disghibution from an employee stock ownership plan
{"ESOFT) of stogk that is sublec! 1o an immadiate resale provision meste the
requirements of Infernal Revenue Code ("Cade™) section 408(h), specifically the
put option requirement of Code segtion 408{h11HBY

2. Whether the immedate resale provisions set fonth in Rev. Proc,
200323, as modiied by Rev. Proc. 2004-14, may be spolied to any distibutions
of stock from an ESOP or are limiled solely 1o situations involving the roliover of
&-Corporation stock from an 8 Corporation ESOP o an IRA,

3. Whnether disinbutions from an ESOP of siock that is subject o
immediste raugle previsions, i the case of a plan under which i rusiee of plan
sdministeator has discretion to determine which participants will receive
distriputions in Cash and which participants will receive distiButions in the form of
employer securities violates the nondiscrminaiion requiremens of the Code,

lssues 1 and 2 Mandatory §

With regard 1o issues 1 and 2, Code cection 409(R)(1) sravides that & paicipant
who.is entitied 10 & distribution from an ESOP must (A) have the right © demand
trat hig or her benefits be distibuted in the form of employer securities, and (B)
e employer securities are nol readily tradatis on an ostablished markatl, the
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pericipant must have the dght 1o require the employer 1 repurchase the
smployer securities under s fai valuation formula (the "put option™).

Code section 408(h)(Z (A} provides, generally, that benefits under the ESOP may

be distributed in cash or in the form of employer seowrities, provided that the plan
otherwise rmests the equirements of Code sections 408(h) and 4875(e)(7).

Code section 409{h )2 WBI) states that 3 plan, as described in section

A08(h)(2 1B} shal notbe trealed as failing 10 megl the reguirements of this
subsection or section 401(3) merely because i does not permilt 2 participant to
exercise the right descrbed in paragraph {1 )(A) i such plan provides that the
participant entitled to a distribution has a right 1o receive the distribution in cash,
axcept that such plan may distdbute employer securities subject 1o 3 reguirement
that sych securities may be resolil 10 the employer under terms which meet the
rppuirernems of paragraph (148,

Code Section 4US(nY2 KB} provides that section 40S(h {2 B) applies to 3 plan
which is established and maintained by (1) an empleyer whose charter or bylaws
restrict 1he ownership of substantially sbes y alt uistanding employer
securities 1o employees or 10 a trust described in section 401a), or (1) an 8
corporation. Section <0WhYZYE), 28 anacted under the Tax Reform Act of 1086
{"TRA'GE"). was amended under the Taxpayer Beliof Act of 1997 1o include §
corporptions,

Code sertion 400(h)i4) pravides that an employe’ is deemed 1o satisfy the ot
option requirgment under Code section S08(R{1KE) if it provides a put option
petiod of gt least 80 days following the distribution date of the amployer
secyritios and, i the pul option is notexercised within such 80-day paried, for sn
additipnal periog of at least 60 days in the following plan vesr as provided in
regulations promulgated by the Secretary of the Tressury,

Revenue Procedures 2003-23, 2003-1 C B, 599, and 2004-44, C.B. 489, provide
that the Service will actent The position that an S somoration’s slestion will not ke
atfacted as a result of an ESOP's distribution of S torparation stock in 3 direct
roliover o an IRA I the terms of the ESOP require that the § corporation (or the
ESOP) rapurshase this stock immedisiely upon the ESOF's distributian of this
sioak 1o gy A,

The Conferance Repon 1o TRA 88 siates:

The Corference agreement adopts the provision in the Senate
amenadment which permits a plan sponsored by a corporation whose
bylaws of charler restict cwnership of sebstantially sl outstanding
employer securitics to employees or certan rusts o disiribute emplover
sesurilies in genain cases. The conferses intend that, if cuch plan does
distribute employer securities, the distribution requirements and put sptior
FEGUIETMments gererally apolicable o BR0Ps (sxeapt iy the roguilremant
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that the employee has & rght lo demand the! distribution be paid in
employer securities] wil apply to the distibution. (emphasis added).

pnatysis and Conclusion:

We have delermined that, with regard 1o plens descriped in Code section
A00IRY2HENN] (e, ap Scorporation Or & company whivse chaderor Dyiows
restrict the ownership of substanially all oulstanding employer secunties lo
employees or o a trus! described in Code section 401(a)) which provide for the
distritution of ermplover securities subject o immediate resa e 10 the employer or
in appropriate cases to the ESOP (Le.. "mandaiory repurchase”} are consistent
with the statutory Tramework of seclion 40B(n}. This s without regard feowhather
the distribusion is made 10 a participant o a5 a diract rolipver 1o an IRA. Becauss
the participant In such plan does rot have the right to demand employer
securities to begin with. there is no abuse when such Aght i not extendead to the
participant upon the distibution of employer securities. Rather, these orovisions
give the distributes the added benefit of capital gaing treatment on the proceeds
of the mand atory repUrchase which sxeaeds the cogl Basis #f the gdisiibuted
siock (e, the netunrealized approciation). See section 1.402{a1- 1 {R)(1) of the
‘Treasury Baguigtiong,

if 80 S-vorpocation or @ company whose charter of bylaws restrict the ownershis
Hof substantially all outstanging employer securities, 45 destribed above andin
Code sectior A08(RY2YB U, desires 1o provide for the distribution from an
ESOP of empiyer securities subect 1o immediate 185216 to the employer. the
plan must contain applicable language to so pravide,

tssue 3: Plan Administratol

Law:

Code secton 407(e)i4) penerally prawides that oontnbulions or benafls under @
gualified plan may not discrminaie it favor o1 Highincompensaled employees
fes detingd in Codersaction 47445,

Section 1.401(a)4 4{a) of the Income Tax Reguiations ("Reguigtions”) provides
the rules for determining whebwr banefiis, nghts o features proviged under &
plan {i.e., af optionat forms of benefit, sncillary benelits, snd other rights and
features avallable 1o any emplovee under Tho plan) are made available in a
mondiscrranglory Mahner

Benefils, rghts, and fesiyres proviced wnder a plan are mace aveiladie to
employees n 8 nondiscrimingory mannsr only if sach benatl, right. or feature
satisfies the currem avaiiabiiity requirement under section 1.401(aja)-4(b; of the
Reguletions and the effective availability requirement under section 1.401(a)4)
4ic) of the Regulations.
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Section 1.400(a)4-4(b ! of the Regulstions provides that the “sument svailability’
requiremaent is satislien f the group of employees to whom 2 berefil nght or
feature is currently available duding a plan year sslisfies the rRinimum caverage
?‘%{ﬁiﬁif&ﬁ‘iﬁﬁi& of Code section 410(b} (without regerd to Code sedion &10bYE
and the rogulations thareunder).

Section 1.401{a1{44{c} of the Regulations provides that the “sffective
avallability” requirement is satislied If, based on all of the relevant facts and
circumgtances, the group of empioyess 1o whom g Denefil, right, or feslure is
pffuciively gvaiiable doss vot substantially faver highly-compensated employesy,

Beotion 140 a4 of he Regulstions defines “optional form ol barnefit us g
gistnbution gllernative (ncudiag the normal Torm of beneil) hat 15 availabile
under the plan with respect o benefits Sesoribed in Code section 41 1{d )6
Section 1.411d}-3(g)(8) defines the types of benelils protected under Code
section 41T HANEL

Section 1411 -3(g)6 )] doseribes the meening of the term “optional form of
benefil” for purposes o’ Code section 411{dNE).

Sections 1.41 oy Boueil snd 1 401 a4 4] sach provide that differen
nptional forms of benefit exist if a distribution ahemative s not pavables on
substantisly the same terms ag another distribution allemative, For this purpose
e inclugdes all terms affecting the value of the optional form ncluding, butnot
fimited 1o, 1erms relating (0 banelt payment schadule, timing, sommencement of
benell, meden of gisribulion g, noosh srp kind), and baricioant siaction
rights with regard to benefit distributions.

Segtion 1 A0H2 A -AdHE) of the Regulatons providos, mer siin, that an BSOP
doees nol 184 to selisly sovtions 140 e4-4ib) o7 (o) merely Decouse i makes s
gigribution option avalsbie solly 10 8l qupliied paricicams builtin the moning
ol Code section 40T 2B 0. or mersly Desguse the restrictisns of Code
suotion 40090 apply 10 Cengn ingividuals,

Anatysiz snd Conclusion:

The distribution of a benefit in the form of emplover securities, instead of in cash
{or vice versa), s 2 diswnibtion shermetive and, therelore, an aptiona! form of
banefit gz delinged in section 1 401/ 8)4v4le! of he Regulatons, Under sootion
1.401a)4-4(a) of the Regulations, such form of bernefit is a benefit, ight, or
teature of & plan which mugt be made available 1o paricipents under a gqualified
glan i & nordiseriminatory manner,

Therefors, & plan which allows the pian adminisirator of plan trusiee to use He
diseretion in determining which pasicipartg regeive g partiouler type of
distibution under the plan will inherently viclate Code section 40Hal4), because
e digseetion sforded %m plan adminisyotos or plab usiee inmaking sush
determination will resullin codam sotional lorms of bene nof belng made
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“gureanthe or sflactvely avarlable o al Bian perticiperds under the olan, a8

required under the Regulations,

Howavar, as provided under section 1.401(a){4)-4(d)(6) of the Regulations, an
ESOP m&g provide that certain lorms of banelit sre ovaliable solely 1o “qualified
participants” within the meaning of Code gection 407(a)(28)(8) 1},
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DEPARTMENT OF THE *ﬁﬁaﬁﬁﬁ*
INTRANAL BEYCRUL STRWICH
WASMINETON 0.0 20226

MENMORANDUM FOR mgm JONES, zzé i ‘w EP DETERMINATIONS

sua.szm“ Responss t6 Techmical At

5@; 10 ba included in an awWe stock
saning of [nternat Reverive Code section

1. For purposes of mwang the requirements of infernal Revenue Code
{"Code™) section dﬁ%{a}{z&} may an empioyer stock ownership plan {ESOP)

ia) O&fm maﬁ?‘iw Wﬁmsm in m 8s "3 panicivant or former

{0} Z}eﬁm Quaﬁm'pammpam asan emaiwea who has completed at
‘ sepvice” inslead of 10 “years of panticipstion™?

{c} Pﬁmﬁx B amsm;zam who has enained age 55 but whn has compieted
2 L YRS pation i the plan 1o be treated as @ “qualified

. ance em betem aminmg age 5510 he wawd as 3
quaaﬁeé Aicipant upon his or her atiaming age 55 aler severance
frommy amawym@

1 the above dofirvtions are permited, does ﬂw special ESOP rute under ayec:xmf
1.401 {3}{4}4{6}{6} of tne Income Tax Regulations fthe "Reguiations™) still apply
in sach case 1o the pian?

2. May an ESOP require a pacicipant to complete et least 1,000 bours of

_gendce in order i be credited with 2 “year of pafﬁcsaawr*? May an ESOP
define “year of participetion” a5 a plan yesr in which 4 paricipant has an account
baiance under ine ESOP (regardiess of whether he of sha is actively employed
in such year and eligible for B contributiorvaliacation under the oian, andfor
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regardless of whether he of she has competed atleast 1,000 hours of service {or
sther rrindrmurn Suring such period??

3 iy thie event thal an atemative definition of “qualified participant” as
deserthed ahave vinlates Dods sestion AUHEYER) -~ what relio], T any, would be
avaiabie o aplan sponser whose ES0P wilizes such definition, paricu @ﬁ*g i the

plan sponsor has reliance on a delermination letter which approves such
gefinpon’

ement of the Law:

Coda section A0NANZE) was sdded To the Code by section 1175{8) of the Tax
Feform Act of 1988 ["TRA 867}, and sels forth cenain reguirements that must be
satisfied by an ESOP inorder for the ESOP 19 be qualfied under Code section
401(al,

Code seption 4071{a){28)B) provides that an ESOP must aliow each "gualtied
paficipant” 1o elect, within 80 days after the close of each plgn vear in the
“gualified eledin parod” o direct the plan o diveesify @ certain percentage of
the qualitied participant's account.

Code section 401{a)(28)(B)( 1] defines “qualified panicipant’ as any employee
whn has complated ot least 10 years of paicipation under the plan and has
attaned age 55.

Code soction 401{e) 28} BV definag "qualificd election pedod” genarsily as the
§-plan year-perod beginping with the laterof —

fa)  the 1% plan veer in which the individual first became a qualfied
pariepant, or

{b v Tiret plar vesr beoinring 28er Decernber 31, 1286,
Code sechion A01{aY28) does not define “vear of participation”,

For purposes of the diversfication requivement of Code section 401 {a {2818
the Genseal Explanation of the Tax Relorm Act of 1986 by the Staff of the Joint
Comminees on Tasation (the ‘Blue Book™) states, o8 poge 435, 1l "ihe
gieprafication reguiremedt seplies with taspec o panticipanms who have
separated from service wik the employer.” (smphasis sdded),

i addtion, e Blue Book provides e Tollowang txample

. Pagume a pavtcipert v 8 calender vesr BEEOF ermingied
ﬁ?}%ﬁ,&yfmﬁ i 1BE7, when the padicipant has 10 years of
paticioahon grd is age 54, The participant's sccount balance
serhaang i the plan. The pardcipant wik becOmE 8 spniifiod
participant beginring in 1988 (the vaar o whish the partopant

B
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anaing age 553, and wil be sigible w direct diversification during
the snnua! clection periods in 1888 1980, 1991, 1982, 1993 and
1884 (ermphisis added

*&1

in order o faciitats the issuance of BSOP determination lelees, with regarnd o
e dotinion of ‘gualfied participant” under Code seclion 40 a4 2B B i we
have adopigd an imenm position that @ plen may delfing “year o7 paricipation” for
such purpose a3 any yaar in which an individual has sssels in an scoount wwler
the ESOP, regardiess of whether such individual is employed by the employer 8t
suck tiras and reosrdiess of whather such indbhadusl has completed 1,000 hours
of service (or such lesser number realirad under the definithorn of "y o
zorvice” under the plardin e plan vear,

Plass whth currently hove rofe restrigive language ooy keep thet angustge or
may adopt less restictive language reflecting our imarim position: Mowsver,
existing plan language cannot be made more restriclive,

Eor grample, o plen which defines “yoeor of particioalion” o8 a yesrin whithan
smpioyve e sormplates at least 1 000 bourg of Bervice may retainothat languags o
armend e plan lo provide Tor beas restrotive language (e, Tower howrs of
serace regquiretl, 4 nd howrs of servioe reguited, ¢10.). However, g tlan tha!
defines “yoear of participation” 85 any year in which the padicipant has an ageourn
balance under the plan cannot e amended 1o add any additional requirements.
ik By the Teguirtrnert 8 Be an employes or e complete o corlain number of
hours of service,

Motwihgtanding the forsgoing, f 8 plan proviges thgd, inorder B auaitves s
“epislfiod perticionnd” wunder e oler, an indbiduslmus! complers 5 nurnber of
houes ot serdios hat s o erpess of the number of houre of Service thal e
idividual st complete i order o be oredited with 8 “yede of service” for olber
aurposes unger ihe plan, the plen mes! be armended 1o provide that the number
af hours of service raguired o be completed by the ndbvidoad wy order to guaily
as# "ounlifed parfcipant” does ngl excond the raanber of hours of sendio
required Tor @ "yaar of service’ for oiher purposes under the plan.

Accordingly. with regord 1 the gelfinftion of “qualified padicipend for purposes of
Code section 407 {a)28). we conclude 28 'oliows 10 the guestions presented:

1. {ay The term parfcipantand foomer partivipant’ mpy be ulloed by & plan,
for purposes of such definition, instead of the tarm “employee”,

Oy The termn “vaar of servics” may be wliized by the pan, for purposes of
such definition, mstoad of the term “year of participation”, provided that rot more
than 1,000 bows of serece gre reguined under the slan o order 10 Do cradied
with 8 “year of service” or, in the gltemative 2 “year of partsipstion”

TaE
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ey The plar must provide tat i order lo be 2 “quaslified parlicipent” an
ingividual must nave anained sge 55 and completsd nof fess than 10 years of
garticipation Inthe plan, o 10 vaers of sendce, as provided under the plan, ang

{4y A plan may provide that o pericipant with 10 or more vears of
panicipation who hag o severanee Trom employment before sttaining age 5518
tregled 85 & “gusiified panicipant” upon Ms or her altaining 552 55 afiar
sgvarance from emgloyment

As provided o the special ESOP rule ungder Soption 14014 4{008) ol e
Fegulations. an ESOP generally will not fadl to satisly sections 1 .407(a)(d»4ib) &
(o} mercly bacause it mdkes an investment diversification dghior festure oo
distribution option svailable seicly to sl “qualified pericipants” within the mesning
of Code secton 401 (o288, as described heren,

2. A defintion of “yegr of participation” ulifized by a plan for purpeses of Code
sedion 4018 )[28) may nolregulrg the compietion of mors than 1.000 hours of
service. And, as stated above, sn hour of serece reguirsment is not mandatory.
Therglors, a “yesr of parlicipation” may be defined under the plan a5 a year in
which an inghidusl has on atcound Balance undee the pilan, renardiens o
whether he or she is actively smploved in such year andior igible 1o reonie @
enrrbutiondaliocation uader the piae for such vaar,

3, Birgg vz aternslive defivitions desoribend above gy be wilized by ESOP
SPONSOE, We don't believe that any relie! will be necessary.

4. Undll further natice, an employer may use ony of the approved definitions set
forth above for the purpose of Code sechion 401326}, provided that the
defintons ysed are clearly sol forth in the ESOP plan document.

i




DEPARTMENT OF THE TREASURY
INTERNAL REVENUE SERVICE
WASHINGTON, D.C. 20224

TAX EXEMPT AND
GOVERNMENT ENTITIES

DIVISION : : FEB 23 2010

MEMORANDUM FOR DANIEL R. JONES, MANAGER, EP DETERMINATIONS
QUALITY ASSURANCE '

FROM: Andrew E. Zuckerman,. I?irec:tor, Empigyee Plans Rulings and
Agr eements = “’ \Mﬁ&q\!\. %JL S 3’-“"354:“{—\

A

SUBJECT: Response to Technical Asé\istance Request

This memorandum responds to your Request for Technical Assistance, dated December
14, 2009, with regard to exempt loan provisions in non-leveraged employee stock
ownership plans (“ESOPs”).

Issue:

Whether, in the case of a non-leveraged ESOP that includes exempt loan provisions, the
Determinations Branch should (a) request that the plan sponsor strike the exempt loan
language from the plan document, or (b) add a caveat to the determination letter stating
that the plan may not rely on such letter with respect to the exempt loan provisions.

Conclusion:

Non-leveraged ESOPs are permitted to include exempt loan language as a
contingency in the event the plan becomes leveraged. We see no reason to require that
such language be stricken from the plan document, or to include a caveat in the
determination letter stating that the plan may not rely on the letter with respect to the
exempt loan provisions. Such provisions are similar to other contingency language that
we allow plans to include, such as participant loan provisions. The request indicates that
obligating non-leveraged ESOPs to strike exempt loan language would be consistent with
our position on 401(k) safe harbor language, but the policy rationale behind prohibiting
safe harbor language as a contingency does not apply here. In a.401(k) safe harbor plan,
an employer who includes safe harbor language as a contingency might disadvantage
participants by implementing the safe harbor provisions only when the plan fails to pass
ADP testing. The participants would not be able to predict the amount of employer
contributions they would receive in a given year. Exempt loan provisions, on the other
hand, raise no such concern. Moreover, the draft instructions for Form 5300, dated
January 2010, state that a plan containing loan language for a leveraged ESOP must be
marked as such, even though the plan has not utilized the provision in operation. Thus, in
future determination letter applications, non-leveraged ESOPs containing exempt loan
language will need to identify themselves as leveraged in their Forms 5300, even if the
language is included only as a contingency.



DEPARTMENT OF THE TREASURY
INTERNAL REVENUE SERVICE
Washington, D.C. 20224

Daté: ‘December 14, 2009 | |
MEMORANDUM FOR Daniel R. Jones, Mgr, EP Determinations Quality Assurance

FROM: Donald J. Kieffer Jr., Area 1 Manager (acting), EP Determinations

SUBJECT: ESOP exempt loan language provisions

As you are aware, several issues are pending in Headquarters for informal technical
assistance on matters related to ESOP arrangements. | believe three separate
responses have been returned to date, numbered as “TA-1" through “TA-3", or the
approximate thereof. A fourth is currently pending. Please add the following issue to
this pending assistance request.

EP Determinations cadre staff requests a formal interpretation on the issue of "unused"”
exempt loan language in a nan-leveraged ESOP application. This issue arises where a
plan determination fter submission identifies the plan as "non-leveraged”, within the
meaning of § 4975(e), on the application form. In many of these submissions,
notwithstanding this entry, the plan document contains exempt ioan provisions.

When this issue has been raised by determination specialists; on query, a typical
employer / practitioner response is to the effect that this language is "in case" in nature:
the plan contains this language as a contingency in the event that the sponsor ever
secures leverage financing. ' ;

EP Determinations requires a response as to two alternatives. One is whether this
language can be requested to be stricken from the document. For example, if an
application indicates that the plan is non-leveraged, but nevertheless it contains exempt
loan language, specialists would contact the representative and require all exempt loan
provisions to be redacted. This would ensure that reliance on any favorable
determination letter is given only to employed, rather than contingent or “default”
provisions.’ '

An alternate, Determinations would propose adding a specific caveat that indicates no
reliance is to be given with regard to these provisions. Currently, a caveat is added
only to the extent that the plan indicates it is leveraged. Adding a negating caveat,

' This would be consistent with our position taken on safe harbor as opposed to traditionaf 401(k) plan
language.
200 Sheffield Street Mountainside, N.J 070092




although contrary to current policy, would indicate clearly that we have not ruled on
“unused language.”

Please advise accordingly, and thank you in advance for your consideration.

200 Shefficld Strect Mountainside, NJ 07092




DEPARTMENT OF THE TREASURY
INTERNAL REVENUE SERVICE
WASHINGTON, D.C. 20224

FEB 2 3 2010

TAX EXEMPT AND
GOVERNMENT ENTITIES
DIVISION

MEMORANDUM FOR DANIEL R. JONES, MANAGER, EP DETERMINATIONS

QUALITY ASSURANCE
FROM: JoAnna H. Weber, Acting Director, Exgployap Plans Rq}ings and
Agreements “ o L

SUBJECT: Response to Technical Assistance Request\(#fi)

This memorandum is in response to your Request for Technical Assistance, dated April
3, 2009, with regard to rebalancing and reshuffling provisions in employee stock
ownership plans (“ESOPs”) (within the meaning of Internal Revenue Code (“Code”)
section 4975(e)(7)) and stock bonus plans. The guidance in this memorandum is to be
used to determine appropriate plan language. Please contact us if additional guidance is
needed with respect to specific plan provisions.

Issues:

1) Whether an ESOP or stock bonus plan can include a reshuffling provision which
allows a trustee, fiduciary, and/or administrator, at its discretion, to involuntarily
exchange employer stock held in the account of one or more participants for cash
or other assets allocated to the accounts of one or more plan participants in view
of several potential violations of law that may arise from the implementation of
such provisions. Specifically, does the transfer of assets pursuant to a reshuffling
provision cause the plan to operate in violation of sections 1.401-1(b)(1)(i), (i1) or
(iii) of the Income Tax Regulations (“Regulations”) and Revenue Ruling 80-155,
respectively, by contravening prior allocations to participant accounts of 1)
employer contributions, in cash or employer stock, and 2) earnings on trust
assets?

2) Whether an involuntary transfer of assets made in accordance with a reshuffling
provision violates the diversification requirements of Code sections 401(a)(28)
and 401(a)(35) and/or plan provisions for voluntary self-direction of participant
accounts by altering prior allocations of cash, stock and other assets made by the
trustee, fiduciary or administrator at the instruction of the participant. '

3 Whether the establishment and implementation of a reshuffling provision is
consistent with the fundamental nature of how trusts under a defined contribution
plan are structured and operated. With the exception of participant self-directed
accounts, which hold assets segregated from assets of the general trust in an




account established in the name of the participant, amounts held in the accounts of
other participants merely reflect the value of trust assets which are allocated to
such accounts for bookkeeping purposes. Assets allocated to these accounts can
be acquired, invested or disposed at the discretion of the trustee, fiduciary and/or
administrator, subject to trust provisions and the fiduciary standards of the
Employee Retirement Income Security Act (“ERISA”). In light of the foregoing,
the trustee or administrator is at liberty to engage in transactions involving
employer stock, cash or other assets held in the general trust fund without having
to adjust allocations to participant accounts to reflect exchanges of assets between
the accounts in accordance with a reshuffling provision.

4) Whether a reshuffling provision which operates to contravene a prior allocation of
stock made to a participant’s account in the form of an employer contribution to
the plan or an allocation to a self-directed account pursuant to written instructions
from the participant will cause the plan to:

a. violate the current and effective availability requirements of section
1.401(a)(4)-4 of the Regulations with respect to the right of a participant
to retain the employer stock held in his or her account and participate in
the growth of stock value, unless and until the stock is distributed to the
participant upon the occurrence of a distributable event, including an
election made by an eligible participant in accordance with Code section
401(a)}(28)(B), or \

b. violate the current and effective availability requirements of segtion
1.401(a)(4)-4 of the Regulations with respect to the right of a participant
to a particular form of investment when assets transferred to and from a
participant’s account pursuant to a diversification election made in
accordance with Code sections 401(a)(28) and 401(a)(35) and/or plan
provisions for voluntary self-direction of assets held in participant
accounts are removed from the account by application of a reshuffling
provision.

5) Whether the transfer of stock from a self-directed participant’s account in
accordance with a reshuffling provision causes the plan to violate Code section
411(a)(11) by placing a significant detriment on a participant who elects to defer a
distribution until it is no longer immediately distributable by denying the
participant the opportunity to choose among investment alternatives with
materially different risk and reward characteristics. Refer to section 1.411(a)-
11(c)(2) of the Regulations and Rev. Rul. 96-47.

Example Plan Language

D The Trustee may debit a Participant’s Company Stock Subaccount with one type
of Employer Securities provided the Trustee credits such Participant’s Company stock
Subaccount with another type of Employer Securities equal in fair market value as




determined by the Independent Appraiser as of such date. The Trustee may debit a
Participant’s Company Stock Subaccount provided the Trustee credits such Participant’s
Other Investments Subaccount on the date of such debit with assets equal to the fair
market value of the Employer Securities debited as determined by the Independent
Appraiser of such date.

2) Required Divestiture for Participants Who Have Attained the Age of 60: The
Trustee shall transfer from a Participant’s account the Employer stock in such
Participants account in accordance with the following schedule:

Attained Age Fraction of Stock to be Transferred

60 1/8
61 177
62 176
63 175

04 Y%
65 1/3
66 Y
67 100%

The transfer of the stock in the Participant’s account shall be made internally within the
Plan or sold by the Plan. The consideration to the Participant's account shall be the fair
market value of the stock as of the date of such transfer. Once the transfers take place,
the Participant shall be entitled to direct the investment of the Participant’s non-stock
account in accordance with the provisions of 9.15.

Background and General Statement of the Law:

Code section 4975(e)(7) provides that the term “employee stock ownership plan” means a
defined contribution plan -- (A) which is a stock bonus plan which is qualified, or a stock
bonus and a money purchase plan both of which are qualified under section 401(a), and
which are designed to invest primarily in qualifying employer securities; and (B) which is
otherwise defined in regulations prescribed by the Secretary. A plan shall not be treated
as an employee stock ownership plan unless it meets the requirements of section 409(h),
section 409(0), and, as applicable, section 409(n), section 409(p), and section 664(g) and,
if the employer has a registration-type class of securities (as defined in section 409(e)(4)),
it meets the requirements of section 409(e).

Code section 401(a)(23) provides that a stock bonus plan shall not be treated as meeting
the requirements of section 401(a) unless such plan meets the requirements of subsections
(h) and (o) of section 409, except that in applying section 409(h) for purposes of this
paragraph, the term “employer securities” shall include any securities of the employer
held by the plan.

Section 1.401-1(2)(2) of the Regulations provides that a qualified pension, profit-sharing,
or stock bonus plan is a definite written program and arrangement which is



communicated to the employees and which is established and maintained by an
employer.

Section 1.401-1(b)(1)(ii) of the Regulations provides that a profit-sharing plan must
provide a definite predetermined formula for allocating the contributions made to the plan
among the participants and for distributing the funds accumulated under the plan after a
fixed number of years, the attainment of a stated age, or upon the prior occurrence of
some event such as layoff, illness, disability, retirement, death, or severance of
employment. A formula for allocating the contributions among the participants is definite
if, for example, it provides for an allocation in proportion to the basic compensation of
each participant.

Section 1.401-1(b){1)(iii) of the Regulations provides that a stock bonus plan is a plan
established and maintained by an employer to provide benefits similar to those of a
profit-sharing plan, except that the benefits are distributable in stock of the employer
company. For the purpose of allocating and distributing the stock of the employer which
is to be shared among his employees or their beneficiaries, such a plan is subject to the
same requirements as a profit-sharing plan. See also Code section 409¢(h)(2) for special
rules applicable to ESOPs (via Code section 4975(e)(7)) and to stock bonus plans (via
Code section 401(a)(23))..

Code section 411(d)(6) provides that a plan amendment may not decrease a participant’s
accrued benefit.

Section 1.411(d)-4, A-1(d) of the Regulations provides that the right to a particular form
of investment (e.g., investment in employer stock or securities or investment in certain
types of securities, commercial paper, or other investment media) is not a section
411(d){6) protected benefit.

Code section 401(a)(4) provides that a trust created or organized in the United States and
forming part of a stock bonus, pension, or profit-sharing plan of an employer for the

- exclusive benefit of his employees or their beneficiaries shall constitute a qualified trust

under this section if the contributions or benefits provided under the plan do not

discriminate in favor of highly compensated employees (“HCEs™) (within the meaning of

Code section 414(q)).

Section 1.401(a)(4)-4 of the Regulations provides rules for determining whether the
benefits, rights, and features provided under a plan (i.e., all optional forms of benefit,
ancillary benefits, and other rights and features available to any employee under the plan)
are made available in a nondiscriminatory manner. Benefits, rights, and features
provided under a plan are made available to employees in a nondiscriminatory manner
only if each benefit, right, or feature satisfies the current availability requirement and the
effective availability requirement of this section.

Section 1.401(a)(4)-4(b) of the Regulations provides that the current availability
requirement is satisfied if the group of employees to whom a benefit, right, or feature is




currently available during the plan year satisfies section 410(b) (without regard to the
average benefit percentage test of § 1.410(b)-5).

Section 1.401(a)(4)-4(b)(2) of the Regulations provides that whether a benefit, right, or
feature that is subject to specified eligibility conditions is currently available to an
employee generally is determined based on the current facts and circumstances with
respect to the employee. '

Section 1.401(a)(4)-4(c) of the Regulations provides that the effective availability

. requirement is satisfied if, based on all of the relevant facts and circumstances, the group
of employees to whom a benefit, right, or feature is effectively available does not
substantially favor HCEs.

Section 1.401(a)(4)-4(d)(6) of the Regulations, which provides special rules for ESOPs,
states that an ESOP does not fail to satisfy the current availability and effective
availability requirements merely because it makes an investment diversification right or
feature or a distribution option available solely to all qualified participants (within the
meaning of section 401(a)(28)(B)(iii)), or merely because the restrictions of section
409(n) apply to certain individuals.

Section 1.401(a)(4)-4(e)(3)(i) of the Regulations defines “other right or feature,” in
general, to mean any right or feature applicable to employees under the plan. Different

rights or features exist if a right or feature is not available on substantially the same terms

as another right or feature.

Section 1.401(a)(4)-4(e)(3)(iii) of the Regulations provides that “other rights and
features” include, but are not limited to, the right to direct investments and the right to a
particular form of investment including, for example, a particular class or type of
employer securities (taking into account, in determining whether different forms of
investment exist, any differences in conversion, dividend, voting, liquidation preference,
or other rights conferred under the security).

Section 1.401(a)(4)-10 of the Regulations provides the rules for applying the
nondiscrimination requirements of Code section 401(a)(4) to former employees. A plan
satisfies section 401(a)(4) with respect to the availability of benefits, rights and features
provided to former employees if any change in the availability of any benefit, right or
feature to any former employee is applied in a manner that, under all the facts and
circumstances, does not discriminate significantly in favor of former HCEs.

Code section 401(a)(28)(B)(i) provides that a trust which is part of an employee stock
ownership plan (within the meaning of section 4975(e)(7)) or a plan which meets the
requirements of section 409(a) shall not constitute a qualified trust under this section
unless each qualified participant in the plan may elect within 90 days after the close of
each plan year in the qualified election period to direct the plan as to the investment of at
least 25 percent of the participant’s account in the plan (to the extent such portion
exceeds the amount to which a prior election under this subparagraph applies). In the




case of the election year in which the participant can make his last election, the preceding
sentence shall be applied by substituting *“50 percent” for “25 percent.”

Code section 401(a)(28)(B)(i1) provides that a plan meets the above requirement if:
(I) the portion of the participant’s account covered by the election under clause (i) is
distributed within 90 days after the period during which the election may be made, or
(ID) the plan offers at least 3 investment options (not inconsistent with Regulations
prescribed by the Secretary) to each participant making an election under clause (i) and
within 90 days after the period during which the election may be made, the plan invests
the portion of the participant's account covered by the election in accordance with such
-election. ’

Code section 401(a)(35) provides that a trust which is part of an applicable defined
contribution plan shall not be treated as a qualified trust unless the plan meets the
following diversification requirements: (1) participants may divest employer securities in
their accounts attributable to employee contributions and elective deferrals, and reinvest
an equivalent amount in investment options described below; (2) participants who have
completed at least 3 years of service and their beneficiaries (or beneficiaries of deceased
participants) may divest employer securities attributable to elective deferrals and reinvest
an equivalent amount in the investment options described below, and (3) the plan must
provide at least 3 investment options other than employer securities that are diversified
and have materially different risk and return characteristics.

Code section 411(a)(11) provides the consent requirements that must be satisfied with
respect to certain distributions in order for the plan to qualify under section 401(a).

Code section 411(a)(11)(A) provides that if the present value of any nonforfeitable
accrued benefit exceeds $5,000, a plan meets the requirements of this paragraph only if
such plan provides that such benefit may not be immediately distributed without the
consent of the participant.

Section 1.411(a)-11(c)(2)(i) of the Regulations provides that a consent to a distribution is
not valid if a significant detriment is imposed under the plan on any participant who does
not consent to a distribution. This section further provides that whether or not a
significant detriment is imposed shall be determined by examining the particular facts
and circumstances.

Revenue Ruling 96-47, 1996-2 C.B. 35, involved a profit-sharing plan that allowed
participants to choose among a broad range of investment alternatives in directing the
investment of their accounts, but restricted terminated participants who did not elect an
immediate distribution to investing their accounts in a money market fund. The revenue
ruling concluded that the loss of the right to choose among a broad range of investments
is a significant detriment under section 1.411(a)-11(c)(2)(i) of the Regulations imposed
on a participant who does not consent to a distribution.




Analysis and Conclusion:

For purposes of our analysis, we define “rebalancing” as the mandatory transfer of
employer securities into and out of participant plan accounts, usually on an annual basis,
designed to result in all participant accounts having the same proportion of employer
securities. A plan provision that allows participants to opt out of such mandatory
transfers is not a rebalancing provision, but is rather a provision providing for participant-
directed investment elections. “Reshuffling” is the mandatory transfer of employer
securities into or out of plan accounts, not designed to result in an equal proportion of
employer securities in each account.

As stated in section 1.411(d)-4 of the Regulations, the right to a particular form of
investment (e.g., investment in employer stock or securities) is not a section 41 1(d)(6)
protected benefit. Accordingly, plan provisions may provide for rebalancing or
reshuffling, subject to the limitations set forth below.

Any plan provision providing for the mandatory transfer of stock must meet the
requirements of section 1.401-1(a)(2) of the Regulations (for a “definite written
program”) as well as sections 1.401-1(b)(1)(ii) and (iii) (requiring a definite
predetermined allocation formula). Thus, in general, the provision must have language
that directs the plan administrator as to the number of shares or amount of cash to transfer
in or out of plan accounts. In addition, the plan must state the manner in which the
transfers will be effectuated, such as the date of valuation.

In addition, the right of each participant to have or not have a particular form of
investment in his or her account is a plan right or feature that is subject to the current and
effective availability requirements of section 1.401(a)(4)-4 of the Regulations. Any plan
provision that raises issues of current or effective availability in form may be considered
inappropriate. Plans must also meet these requirements in operation. Rebalancing,
which treats all participants the same, will not raise issues of current and effective
availability. Because terminated employees comprise a coverage group under section
1.401(a)(4)-10, a plan provision providing for the transfer of all employer securities from
plan accounts of terminated employees also does not raise issues of current or effective
availability in form. However, see our response to issue #5 below, where we discuss the
application of section 1.411(a)-11(c)(2) of the Regulations to this provision. Further, a
reshuffling provision will not fail to satisfy section 1.401 (2)(4)-4 in form merely because
it imposes age or service conditions on the availability of an investment option.

The right to retain employer securities is not a protected benefit under section 41 1{d)(6),
but the diversification rights in sections 401(a)(28)(B) and 401(a)(35) include a
participant’s right not to have shares diversified pursuant to such sections mandatorily
transferred back into his or her account. As a result, any rebalancing or reshuffling
provision must preclude shares diversified under sections 401(a)}(28)(B) or 401(a)(35)
from being mandatorily returned to participants’ accounts.




Applying these principles to the two examples, the plan language in Example 1 would
fail to satisfy section 1.401-1(b)(1) of the Regulations because it allows the Trustee
discretion over which pammpams accounts receive ESOP shares and which accounts are
divested of their shares."

The language in Example 2, on the other hand, provides a definite formula by which
employer stock will be transferred from participants’® accounts: starting at age 60, a
fraction of a participant’s employer stock is transferred out of his or her account; this
fraction increases each year until the participant reaches age 67, at which time the
percentage is 100%. However, regarding the accounts indirectly affected by this
provision (i.e. accounts of participants who have not attained age 60), the provision needs
language providing the Trustee with a method for determining which of these
participants’ accounts, if any, will receive employer securities. For example, the plan
could specify that transfers will occur pro rata, based on the amount of employer
securities in the account of each participant under the age of 60. The provision in
Example 2 does not raise any issues of current or effective availability in form.
However, this provision raises concerns of potential violation of Code section
411(b)(2)(A) (relating to age discrimination in allocations), but we would at this time
recommend against requiring this provision to be removed (or made elective) in light of
the absence of authority to support the conclusion that, for purposes of Code section
411(b)(2)(A), the allocation rate includes investment options. Note that if this provision

- provided for mandatory transfers of employer stock into participant accounts, it must also
- preclude the mandatory transfer of shares diversified pursuant to sections 401(a)(28)(B)
or 401(a)(35) back into a participant’s account.

We conclude as follows to the specific questions raised:

1) As explained above, we agree that a reshuffling provision such as that in Example
1 that affords an administrator discretion to choose which participants will receive or
transfer shares violates section 1.401-1(b)(1) of the Regulations.

2) As to whether rebalancing or reshuffling violates Code sections 401(a)(28)(B) and
401(a)(35), our view is that it does not, so long as the rebalancing or reshuffling is carried
out within the parameters discussed above. Both Code provisions require ESOPs (and in
the case of section 401(a)(35), stock bonus plans) to allow participants to diversify the
shares in their accounts that are invested in employer securities, but neither section
prohibits mandatory transfers. As mentioned above, however, the plan may not
mandatorily reinvest a participant’s shares in employer securities after the participant has
diversified those shares pursuant to sections 401(a)(28)(B) and 401(a)(35).

3) In order to comply with various requirements for ESOPs and other stock bonus
plans, an administrator needs to keep track of the number of shares in each participant’s
account. For example, to comply with sections 401(a)(28)(B) (in the case of ESOPs) and

! It may be argued that this provision might be appropriate if it were limited by its language to actions taken
by the plan administrator that relate to specific fiduciary obligations under section 404(a)(1) of ERISA.
Should this become an issue, please discuss with us.




section 401(a)(35) (in the case of certain ESOPs and stock bonus plans), the administrator
must determine the total shares in a participant’s account so as to provide the participant
with the ability to diversify employer securities in his or her account. Similarly, section
409(p) requires that an ESOP administrator have the ability to calculate a participant’s
number of deemed-owned shares. Accordingly, any stock transactions must necessarily
result in adjustment of the stock allocations in individual accounts.

4) As previously stated, plans may provide for the rebalancing and reshuffling of
employer securities held in participants’ accounts. There is no right to a particular form
of investment, whether that investment is the result of a participant election or an
employer allocation, although shares of employer securities diversified pursuant to
sections 401(a)(28)(B) or 401(a)(35) elections cannot be mandatorily transferred back.
Otherwise, any rebalancing or reshuffling provision must meet the benefits, rights, and
features test of section 1.401(a)(4)-4 of the Regulations.

5) As previously stated, mandatory transfers of stock within a plan are permitted
under the Code (see section 1.411(d)-4 of the Regulations), although the transfer must
satisfy the nondiscrimination requirements of section 1.401(a)(4)-4 of the Regulations.
As we stated above, reshuffling provisions that apply only to terminated employees and
treat all of the terminated employees the same do not raise current or effective availability
concerns, since under section 1.401(a)(4)-10 of the Regulations, terminated employees
are tested separately from active employees. However, such reshuffling provisions must
also comply with section 1.411(a)-11(c)(2)(i) of the Regulations, which provides that
consent to a distribution is not valid if the plan imposes a significant detriment on a
participant who does not consent to a distribution. In Revenue Ruling 96-47, terminated
participants who did not elect a distribution lost the ability to choose from a range of

- investment options and were required to invest in a money market fund. The ruling
concluded that the participants experienced a significant detriment under 1.411(a)-
11(c)(2)(i). Accordingly, a plan providing participants with the option of an immediate
distribution would need to have language that preserves sufficient investment options in
order to ensure that the loss of the employer stock investment is not a “‘substantial
detriment.” For example, the plan might offer three alternative investment options such
as described in Code section 401(a)(28)(B) or might offer other choices that include a
life-cycle fund or targeted-retirement-date fund. Since ESOPs and stock bonus plans
may provide for the option of an immediate distribution upon termination of
employment, we believe that it is appropriate to request language providing for sufficient
investment options. Please discuss with us should this become an issue.

Should you have any questions concerning this memorandum or any questions on related
issues, please contact Robert Gertner at 202-283-9622 or Clare Diefenbach at 202-283-
9614.






