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Eligible Individual Account Plans

One of the objectives of a principal owner may be the use of plan assets of a qualified plan sponsored by
the corporation as working capital for the corporation. However, the corporation is generally prohibited
from such use by several rules, which would create substantial financial penalties (excise taxes), and
personal liability for plan losses attributable to such transactions. A brief summary of these rules is a
follows:

1. ERISA Section 407(a)(3) provides that a qualified plan may not maintain more than 10% of its
market value in qualifying employer securities and qualifying employer real property.

2. ERISA Section 406 provides that the acquisition of any qualifying employer real property by a
plan in excess of the “10% rule” is a prohibited transaction. Prohibited transactions require
the payment of excise taxes by the disqualified person.

3. ERISA Section 404(a) provides substantially that a fiduciary shall discharge his duties for the
sole benefit of the plan participants in the same manner as a prudent man and with
appropriate diversification. A variation on this same principle is set forth in Revenue Rule
69-494 referred to as the “exclusive benefit” rule.

The conventional means of avoiding the above-referenced rule is the use of an Employee Stock
Ownership Plan (ESOP). However, ESOP’s are subject to many requirements which may not be
appropriate in many situations. Some of these requirements are the following:

1. All distribution to all plan beneficiaries must be made in qualifying employer securities.

2. ESOP’s are designed to invest all employee participant accounts in qualifying employer
securities

3. Qualifying employer securities acquired by the plan after 31 December 1986 must be valued
by an independent appraiser [Internal Revenue Code (IRS) Section 401(a)(28)(C)].

4. The securities distributed to a participant must be subject to a put option to the plan or the
corporation.

5. Certain pass through voting must be given to the participants of the plan of such qualifying
employer securities.
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A potential solution to the above dilemma is the combination of the Eligible Individual Account
plan with the “participant control” of ERISA Section 404(c). ERISA Section 407(d)(3) defines an
Eligible Individual Account Plan as an individual account plan which “explicitly provides for the
acquisition and holding of qualifying employer securities.” The prohibited transaction rules of
ERISA Section 406 and 407 do not apply to an Eligible Account Plan if the acquisition of the
qualifying employer security is for adequate consideration and no commission is paid [ERISA
Section 408(e)]. Therefore, a plan may purchase qualifying employer securities from a
disqualified person that is an employee, officer, or stockholder of the sponsor or beneficiary of
the plan. Further, ERISA Section 408(e)(3)(B) exempts an Eligible Individual Account Plan from
the “10% rule” of ERISA Section 407(a).

If the plan participants have control or discretion as to the type of investments to be made in
their individual accounts in accordance with the regulations issued by the Labor Department
pursuant to ERISA Section 404(c), including the right to purchase qualifying securities, the plan
fiduciaries would have further insulation from fiduciary associated with participant investment
sections. Also, ERISA Section 404(a)(2) specifically exempts Eligible Individual Account Plans
from the diversification requirements of ERISA. However especially if the plan is a 401(k) plan,
great care must be taken to avoid the violation of any federal or state security rules. It would
seem that a very explicit statement as to the substantial risk of such an investment which would
tend to discourage the selection of qualifying employer securities by all participants other than
principal owners would avoid any potential security rule issues. Even so, most situations would
be exempt because of the limited size in dollars of the offering, the limited number of
participants eligible to purchase the offering, and the intrastate situs of the plan and issue. The
repeal of the 40% participation requirement of ERISA Section 401(a)(26) as to a defined
contribution plan benefit or feature results in some reduction in the need to offer stock to all
participants

The most difficult question relates to the type of qualifying employer securities which might be
available. ERISA Section 407(d)(5) defines qualifying employer securities as an employer security
which is STOCK or a marketable obligation. A marketable obligation is defined by ERISA Section
407(e) as evidence of indebtedness (bond, venture, note, etc.) which is acquired at a price
currently paid for such issue by person's independent of the issuer, not more than 25% of such
issues outstanding as owned by the plan and at least 50% of the outstanding issue is held by
persons independent of the issuer. This requirement that the price of such issue of such
marketable security must be established by independent persons would generally eliminate
their use for our stated purpose. Although ERISA Section 407(f) requires STOCK to meet similar
publicly traded percentages, ERISA Section 407(d)(5) specifically exempts the qualifying
securities of an eligible individual account plan from some such ownership diversity.

If STOCK is available under the scenario set forth, what precisely is meant by STOCK? Although a
plan qualified under IRC Section 401(a) can own S Corporation stock [IRC Section 1361(c)(b)],
such ownership shall be treated as an interest in an unrelated trade or business causing all
"pass-through" income as well as gains upon the sale of the stock to be taxable to the plan [IRC
Section 512(e)] That is, S Corporation stock income is Unrelated Business Taxable Income
(UBTI). An exception to this rule is S Corporation stock owned by an ESOP [IRC Section
512(e)(3)]. Therefore, since an eligible individual account is not an ESOP so as to avoid all of the
ESOP rules set forth above, the only type of stock which could be owned by a plan to best
benefit the account beneficiary is the stock of a C Corporation.
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Then as to a "C Corporation," what constitutes STOCK for purposes of an eligible individual
account plan? Although the STOCK issue may be some form of non-voting preferred, the issue
must nevertheless be some form of corporate ownership. Say, for example, that the issue was a
non-voting cumulative preferred stock. Unless such shares were convertible to common at the
option of the holder under some window of opportunity an argument could be made that the
issue was actually a debenture and not a stock and, therefore, subject to the independent
personal ownership rule set forth above for marketable obligations. Further, the STOCK must
trade for "adequate consideration" in order to escape the prohibited transaction rules.
Therefore, although an annual appraisal would not be required as necessary for an ESOP, the
STOCK would need to be valued by an independent appraiser whenever there was a trade of
such security. An exception to the appraisal requirement might be available upon the initial
funding of a new corporation.

info@LDSCO.com Stark | 3




<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /All
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts false
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /Description <<
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000500044004600206587686353ef901a8fc7684c976262535370673a548c002000700072006f006f00660065007200208fdb884c9ad88d2891cf62535370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef653ef5728684c9762537088686a5f548c002000700072006f006f00660065007200204e0a73725f979ad854c18cea7684521753706548679c300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /DAN <>
    /DEU <>
    /ESP <>
    /FRA <>
    /ITA <>
    /JPN <>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020b370c2a4d06cd0d10020d504b9b0d1300020bc0f0020ad50c815ae30c5d0c11c0020ace0d488c9c8b85c0020c778c1c4d560002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken voor kwaliteitsafdrukken op desktopprinters en proofers. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /PTB <>
    /SUO <>
    /SVE <>
    /ENU (Use these settings to create Adobe PDF documents for quality printing on desktop printers and proofers.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /NoConversion
      /DestinationProfileName ()
      /DestinationProfileSelector /NA
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure true
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles true
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /NA
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /LeaveUntagged
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [4000 4000]
  /PageSize [612.000 792.000]
>> setpagedevice


