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LOCATING MISSING PARTICIPANTS

Written by: Jane E. Rogers, QKA

wo questions often asked by
ESOP Plan Administrators
are, “How do I find missing for-
mer plan  participants?” and
“How do I make a distribution to a partici-

pant I cannot locate?”

As a Plan Administrator, you may have
former employees who have termi-
nated employment with a vested bal-
ance in the ESOP and now that they
are entitled to a distribution from the
plan, you are unable to locate them.
Distribution notices have been mailed
only to be returned by the U.S. Postal
Service as “undeliverable.”

When a participant does not respond
to written requests regarding the distri-
bution of his/her account balance, the
participant is deemed missing and the
Plan Administrator must take the nec-
essary steps to locate the missing
participant.

SEARCH METHODS

Plan Administrators are required to
take reasonable steps to locate missing
participants. Such steps may include
the following search methods approved
by the Department of Labor (DOL) for

terminated defined contribution plans.

1. Send the distribution notice using
certified mail.

2. Review the records of other plans
sponsored by the Employer, as it is
possible that another plan of the
Employer, such as a group health
plan, may have more up-to-date in-

formation for the participant or
beneficiary.

3. Contact the beneficiary designated
by the participant to obtain a for-
warding address for the participant.

4. Use letter forwarding services pro-
vided by the Internal Revenue Ser-
vice (IRS) or Social Security Ad-
ministration (SSA). The IRS has
published guidelines under which
they will forward letters for a third
party, such as a Plan Administra-
tor's attempting to locate and pay
benefits to a plan participant. The
SSA also has a letter forwarding
service that may be used to locate a
missing participant, which is de-
scribed on their web site
(www.ssa.gov). To use either letter
forwarding service, a written request
must be submitted to the agency
with the missing participant’s social
security number. The agency will
search their records for the most
recent address and will forward a
letter from the Plan Administrator.
The letter to the missing participant
should provide contact information
for claiming the benefit and a date
by which the participant must re-
spond, as neither the IRS nor the
SSA will notify the Plan Administra-
tor as to whether the participant
was located.

If the above methods fail to locate the
participant, the Plan Administrator
should consider using the following
optional search methods:

e internet search tools
e commercial locator services

e credit reporting agencies

The fees attributable to these search
options may be charged to the missing
participant’s account. However, in
choosing the appropriate search
method, the Plan Administrator will
need to consider the size of the partici-
pant’s account balance in relation to
the cost of the service.

DISTRIBUTION OPTIONS

The Plan Administrator should also
review the plan document for guid-
ance on how to distribute benefits of
missing participants. Options which
may be included in the plan document
are:

e Safe harbor language for auto-
matic rollovers, in which distribu-
tions of $5,000 or less can be auto-
matically rolled over into an IRA
without the consent of the partici-
pant, if the safe harbor require-
ments are met (see inset on page 2
for safe harbor requirements).

o If the Employer also maintains a
401(k) plan, in the absence of par-
ticipant consent, distributions are
automatically rolled over into the
participant’s 401(k) account.

o After a specified period of time
the Plan Administrator may direct
that the participant’s account be
forfeited and reallocated to other
participants as an Employer con-
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tribution. If this option is included
in the plan, it must provide for rein-
statement if a claim is later made by
the participant or beneficiary for
the forfeited benefit.

Escheat laws require that when an indi-
vidual cannot be located, the unclaimed
funds are transferred to the state. The
DOL has taken the position that unless
the plan has been terminated, the Plan
Administrator may not escheat the miss-
ing participant’s account under a state’s
unclaimed property statute.

TERMINATED DEFINED CONTRIBUTION
PLaN'

If plan assets are being distributed from
a terminated defined contribution plan,
the Plan Administrator must attempt to
contact the missing participants through
each of the four specific search methods
indicated above, keeping a record to
prove that each method was ineffective.

If after the search processes the Plan
Administrator is unable to locate a miss-
ing participant, the DOL has approved
the following options for distributing
benefits.

Individual Retirement Plan Rollovers.
The preferred distribution option is to
transfer the missing participant’s benefit
into an individual retirement plan
(IRA). This option is more likely to pre-
serve assets for retirement purposes than
any other option. A distribution that is
transferred directly into an IRA will not
be subject to immediate income taxa-
tion, the 20% mandatory income tax
withholding requirement, or the 10%
additional tax on premature distribu-
tions that may be required.

The DOL has indicated that the Plan
Administrator will be treated as satisfy-
ing its fiduciary duties if it chooses an
IRA investment designed to preserve

Safe harbor automatic rollover requirements:

1. The amount to be rolled over to the IRA under the automatic rollover rules may not exceed $5,000

(excluding amounts attributable to prior rollovers).

2. A fiduciary must enter into a written agreement with an IRA provider that specifically addresses such
issues as the investment of funds and the IRA fees and expenses.

3. Automatic rollover amounts must be invested in investments that are designated to preserve princi-
pal while providing for a “reasonable” rate of return.

4. The written agreement with the IRA provider must maintain that IRA fees will not exceed the fees
charged by the IRA provider for comparable IRAs established for rollover distributions.

5. Participants must be given information prior to the automatic rollover, in either a summary plan de-
scription or summary of material modifications. The information must include a description of the
types of investments that will compose the IRA and how fees will be charged and allocated under the
IRA. Participants must also be informed of the person to contact to obtain more information about
the investment of the automatic rollover, including specific provider information.

6. The fiduciary must not engage in a prohibited transaction in connection with the selection of the IRA

provider or investment products.

principal and otherwise complies with
the automatic rollover safe harbor re-
quirements, even if the amount involved

exceeds the $5,000 cash out threshold.

Alternative Arrangements. If the Plan
Administrator is unable to locate an
IRA provider willing to accept a rollover
distribution on behalf of the missing
participant, the Plan Administrator may
consider the following alternative ar-
rangements:

1. Establish an interest-bearing account
in the name of the missing participant
with a federally insured bank, provided
the participant has an unconditional
right to withdraw funds from the ac-
count.

2.  Transfer missing participant’s ac-
count balances to state unclaimed prop-
erty funds in the state of the partici-
pant’s last known residence or work
The DOL believes that the
transfer of a missing participant’s ac-
count balance from a terminated de-
fined contribution plan to a state’s un-
claimed property fund would constitute
a plan distribution, which ends both the
property owner’s status as a plan partici-

location.

pant and the property’s status as plan
assets under ERISA. The transfer to
state unclaimed property funds must
comply with state law requirements.

The Plan Administrator should be
aware that transferring a participant’s
benefits to either a bank account or
state unclaimed property fund will sub-
ject the amount to income taxation,
mandatory income tax withholding and
a possible additional tax for premature
distributions.

The DOL notes that Plan Administra-
tors should not use 100% income tax
withholding as a means to distribute
plan benefits to missing participants.
The use of this option would not be in
the interest of participants and benefici-
aries, and therefore would

violate ERISA’s fiduciary requirements.

This guidance from the DOL assumes
that the terminated plan does not pro-
vide an annuity option and that no
other appropriate defined contribution
plan is maintained by the Employer to
which account balances from the termi-
nated plan could be transferred.

(Continued on page 3)

'On September 30, 2004, the DOL released Field Assistance Bulletin (FAB) 2004-02. This FAB provides guidance on the responsibilities of plan fiduciaries in connection with locating

missing participants and distributing the account balances of missing participants when a defined contribution plan is terminated.
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(Continued from page 2)

PREVENTING THE PROBLEM

While there will always be cases in
which terminated participants cannot
be located, the Plan Administrator
should make it clear in exit interviews
and on all correspondence that partici-
pants should notify the Plan Adminis-

trator of any address changes. In addi-
tion, if the company has a website for
benefit information, a notice could be
posted on the website and include a list
of “missing participants” in the hope
that a current employee may have infor-
mation as to a missing former
employee’s whereabouts.

-Jane Rogers
jrogers@sesadvisors.com

SELLING YOUR
ESOP COMPANY

Written by: Steven B. Greenapple, Esq.

hen a corporation owned

partially or entirely by an

ESOP is sold, the company’s
board of directors faces the same issues
raised in connection with the sale of a
non-ESOP company. In addition, the
board and the ESOP fiduciaries must
consider some special issues raised by
the fact that one of the company’s stock-
holders owns shares as an ERISA fiduci-

ary.
BACKGROUND

Duties of the Board of Directors.  Di-
rectors have a fiduciary duty to act in the
best interests of the corporation and its
stockholders. This duty includes a “duty
of care” and a “duty of loyalty.” In order
to protect directors from being judged in
hindsight, courts have developed a pre-
sumption known as the “Business Judg-
ment Rule (BJR).” Under the BJR, if
directors act in good faith (i.e., consis-
tent with their duty of loyalty) and on an
informed basis (i.e., consistent with their
duty of care), and if the board’s decision
is supported by a rational business pur-
pose, then the courts will not substitute
their business judgment for that of the
board. If the board’s decision is not
within the scope of the BJR, the court
would review it under a more stringent
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standard.

Duties of the ESOP Fiduciaries. ESOP
fiduciaries include the trustee, plan ad-
ministrator, and members of the invest-
ment or administrative committees. An
ESOP fiduciary must act with the care,
skill, prudence and diligence with which
a prudent person who is familiar with
such matters would act in similar cir-
They must act prudently
for the exclusive benefit of the plan par-
ticipants and their beneficiaries, and in
accordance with the plan documents
(provided the documents are consistent

with ERISA).

cumstances.

THE SALE TRANSACTION

A transaction to sell a corporation can
take many forms. In any transaction
structure, however, the board and the
ESOP fiduciaries must consider the fol-
lowing:

The Initial Proposal. A board or trustee
may actively solicit offers to purchase a
corporation; more difficult issues arise in
the context of unsolicited offers. Most
proposed transactions are initially pre-
sented to the board, but in some cases a
prospective buyer could approach an
ESOP trustee directly. In either case,

the board must consider whether an of-
fer is a bona fide offer worthy of serious
consideration. This involves considera-
tion of the proposed purchase price and
terms, as well as the ability of the pro-
posed purchaser to consummate the
transaction.

Transaction Structure. The board must
also consider the form of the proposed
transaction (i.e., whether it is a merger, a
sale of stock or sale of assets). This will
affect the tax impact of the transaction
and the process for approval of the trans-
action. For example, under most state
laws, a merger must be approved by the
vote of the holders of a majority of the
company’s stock (subject to procedures
for protecting minority shareholders),
but a sale of stock must be agreed to by
each stockholder. Under ERISA, the
ESOP trustee must pass through to the
ESOP participants the vote to approve a
merger or sale of substantially all of the
company’s assets, but the decision to sell
ESOP stock is discretionary with the
trustee unless the ESOP document pro-
vides otherwise.

Negotiation and Due Diligence. If the
transaction structure involves a sale of

stock by the ESOP, the ESOP trustee

must:

1. independently negotiate the price
and terms on behalf of participants

2. conduct a diligent, independent
investigation

3. engage qualified legal and financial

advisors and scrutinize their findings

If the transaction is structured as a
merger, the trustee’s role depends in
part on whether the ESOP owns a con-
trolling interest in the company. If so,
the trustee has all the responsibilities to
investigate and negotiate the transaction.
If not, the trustee may be limited to de-
ciding whether to go along with the
transaction or to exercise its rights under
state statutes for the protection of mi-
nority shareholders. If the ESOP owes
money on the ESOP note (which is se-



Selling Your Company

cured by unallocated shares), the nego-
tiations should address the payment of
this debt and the allocation of these
shares or, alternatively, the cancellation
of the debt in exchange for the cancella-
tion of these shares. This is particularly
important where the value of the shares
is greater than the amount of the debt.
The trustee may be able to negotiate an
additional contribution or dividend that
- subject to limits on contributions and
allocations - will result in the allocation
of these shares. The trustee should also
consider the future of the ESOP (i.e.,
whether it will be terminated, frozen or
merged into another qualified plan) and
may negotiate for a commitment to pro-
vide a continuing retirement benefit to
employees after the closing of the trans-
If the transaction takes place
within three years following the date on
which the ESOP acquired the stock (in
a transaction to which IRC §1042 ap-
plied), the sale may result in an excise

action.

tax being assessed against the company.

Can - or Must - the Trustee Sell? The
fact that an offer is for more than the
appraised value of the ESOP stock does
not necessarily mean that the trustee
must sell. The trustee must consider
the best interests of the plan partici-
pants in their capacity as participants in a
retirement plan (i.e., as financial incen-

tives and not based on job security or
other non-economic considerations).
However, the trustee can

take into account the

underlying
value of the company,
the likelihood of that
value being realized
by current manage-
ment or by a subse-

intrinsic
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ests of the plan partici-
pants. The decision should be sup-
ported by an opinion of an independent
financial advisor that the proposed
transaction is for at least adequate con-
sideration and is fair to the ESOP from
a financial point of view. If other (non-
ESOP) shareholders are involved in the
transaction, the trustee must also exam-
ine whether the consideration the
ESOP will receive is fair, relative to the
consideration the other shareholders
will receive (e.g., employment agree-
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Client Q G A
Edited by Meg Shrum, Senior Vice President

Q: We put our ESOP in place a couple of years ago using seller financing. Is it possible
that a bank would refinance that sellet note at this point?

A: Yes. While the bank environment is a bit more challenging these days, your bank (ot a lender
well-versed in ESOP lending) should be more than willing to look at taking out the seller note—
either completely or in part. Your company now has a track record of paying off an ESOP note,
your management team should be transitioning nicely, and assuming your financial outlook and
cash flows remain sound, there’s every reason to think refinancing would be an option for you.
One wotd of caution, however—if the seller note is directly to the ESOP trust rather than to the
company, care must be taken not to refinance under terms less favorable to the ESOP
participants.

Look for an in-depth article on this topic in our next issue!

Submit your own questions to asimons@sesadvisors.com

decision on how to

vote the shares owned
by the ESOP directly to
plan participants. In any pass-through
vote, participants must be provided with
sufficient information to make an in-
formed decision, sufficient time to con-
sider the information and a method of
voting that protects their privacy. How-
ever, if the trustee determines that it
would be inconsistent with its fiduciary
duties to vote the stock as instructed by
the participants, the trustee must over-
ride those instructions and vote the
stock as it determines to be prudent and
in the best interests of the participants.

CONCLUSION

The sale of a business is part of the nor-
mal course of a company’s life cycle. It
is a complex transaction, involving
many issues, questions and duties. The
fact that a company has an ESOP as a
shareholder adds a layer of complexity
and requires the fiduciary to obtain the
assistance of qualified and experienced
professionals.

-Steve Greenapple
sgreenapple@sfeglaw.com
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