
The Pension Protection Act of 2006 (Act), which was signed

into law by President Bush on August 17, 2006, significantly

impacts all defined contribution plans, including employee

stock ownership plans (ESOPs).  This Alert highlights the

provisions of the Act that apply to ESOPs.  For information

highlighting the changes applicable to defined contribution

plans generally, see the previously released Alert on this topic.

EGTRRA Changes Made Permanent

The Act makes permanent the provisions of the Economic

Growth and Tax Relief Reconciliation Act of 2001 (EGTRRA),

which were scheduled to lapse, or “sunset”, in 2010.

EGTRRA, among other things, increased the deduction limits

on contributions to non-leveraged ESOPs and stock bonus

plans from 15% to 25% of the compensation paid to plan

participants.  Employees’ elective contributions to 401(k) plans

are included as compensation but are not applied against the

25% deduction limit.  For both leveraged and non-leveraged

ESOPs, the maximum benefits that may be allocated to

employees’ accounts each year was increased to $40,000

(subsequently increased to $44,000) or 100% of

compensation, whichever is less.    

Automatic Enrollment

The Act provides much needed relief for combined ESOPs

and 401(k) plans that use automatic enrollment, and creates a

new nondiscrimination safe harbor for automatic enrollment

plans that also provide for minimum employer contributions. 

Faster Vesting for Non-Matching
Employer Contributions

The Act requires all defined contribution plans, including

ESOPs, to vest all employer contributions no later than 

• after three years of service, or 

• after six years with at least 20% vesting per year after

the second year.  

This vesting schedule is currently required for matching

contributions. The Act expands this requirement to cover all

employer contributions made to defined contribution plans. 

However, employers may elect to limit the new vesting

schedule to contributions made beginning in 2007.
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The faster vesting has limited application to an ESOP which

had an outstanding employer stock acquisition loan on

September 26, 2005.  For these ESOPs, the faster vesting

requirement does not apply to any plan year beginning before

the earlier of (a) the date on which the loan is fully repaid, or

(b) the date on which the loan was, as of September 26, 2005,

scheduled to be fully repaid.

Faster Diversification for Public Company
ESOPs

Public companies with ESOPs or employer stock funds

under their 401(k) plans, must allow participants to diversify

out of the employer stock investment.  For employer

nonelective or matching contributions, the diversification

requirements apply after the participant has completed at

least three years of service. For elective deferrals and after-

tax contributions, the diversification requirements apply

immediately.  At least three diversified investment options

must be provided (other than an employer stock fund).

Notice must be provided to participants at least 30 days

before they are eligible to exercise their diversification

rights (with a $100-per-day penalty for noncompliance).  

The new diversification rules are generally effective for plan

years beginning after December 31, 2006.  Existing plans,

with employer stock acquired in a plan year beginning prior

to 2007 and which is attributable to employer contributions,

may phase-in the new rule ratably over three years.

However, the phase-in option may not be applied to any

participants who are age 55 or older and who have at least

three years of service.  A delayed effective date applies to

collectively bargained plans.  

Stand-alone ESOPs without elective employee or matching

contributions are not subject to the new diversification rule.

Although the rule generally applies only to employer stock

that is readily tradable on an established securities market,

it may also apply to non-publicly traded employer stock

held by a plan if any member of the employer’s controlled

group (using a 50% ownership threshold) has issued a

class of stock which is publicly traded.  

Diversification Notice

The Act adds a new diversification notice requirement. A

notice must be provided no later than 30 days before the first

date on which an individual could exercise his or her election

to divest out of employer stock. The notice must include: 

• a description of the diversification right, and

• a description of the importance of diversifying the

investment of retirement account assets. 

The Secretary of the Treasury is required to provide a

model notice within 180 days of the date of enactment of

the Act.  The notice requirement is generally effective for

plan years beginning after 2006, but no earlier than 90

days after enactment of the Act.  As a result, many

companies will be required to provide the diversification

notice before the end of 2006.

Increased Bond limit for Plans holding
Employer Securities

Fiduciaries of plans and others who handle plan assets

must be bonded for at least $500,000. The Act increases

the fiduciary bond requirement to $1 million for plans that

hold employer securities. The proposal is effective for plan

years beginning after 2007. 

Limited Relief From Prohibited
Transaction Excise Tax

The Act may provide limited relief from excise tax for non-

controlling shareholders who sell stock to an ESOP in a

transaction that fails to satisfy the current prohibited

transaction exemption.  The Act contains a new prohibited
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transaction exemption that applies to the acquisition, holding

or disposition of any security or commodity if the transaction

is corrected within a certain period, generally within 14 days

after the disqualified person knows or reasonably should

have known that the transaction is a prohibited transaction

absent this new exemption.  This exemption does not apply

if, at the time of the transaction, the disqualified person knew

or reasonably should have known that the transaction would

constitute a prohibited transaction.  In addition, the

exemption does not apply to any transaction between a plan

and a plan sponsor or its affiliates that involves the

acquisition or sale of employer securities.

The extent to which the new exemption will apply to

individuals who sell employer securities to an ESOP will

depend on how broadly the Department of Labor construes

who is an affiliate of a plan sponsor. The Act does not contain

a definition of the term “affiliate,” nor is the term defined

generally in ERISA.  The definition of “fiduciary” under ERISA,

however, does provide that an affiliate of a fiduciary includes

any person who has effective control over the fiduciary.

Likewise, the term “affiliate” is defined for securities law

purposes to include any individual who is a director or a large

shareholder having the power to direct the management and

policies of the company.  If the DOL follows the securities law

concept, the new exemption may be available to minority

shareholders who sell stock to an ESOP (or who buy stock

from an ESOP) in a transaction that fails to satisfy the existing

prohibited transaction exemption, so long as the person did

not know or reasonably should have known that the

transaction would constitute a prohibited transaction and the

transaction is corrected within fourteen days after the person

learns that the transaction failed to satisfy the exemption.  
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If you have any questions about the Act and its impact on ESOPs, please contact the Seyfarth Shaw Employee Benefits

Department attorney with whom you work or any Employee Benefits attorney listed on the website at www.seyfarth.com.

http://www.seyfarth.com/index.cfm/fuseaction/attorney.attorney_search/practice_area/f047c50c-2782-4358-8ded-077d5237e754/attorneys.cfm
www.seyfarth.com
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