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In a case recently decided by a federal district court in Indiana, Craig v. Smith, 2009 WL 438635 (S.D.
Ind. Feb. 20, 2009), Ontario Corporation was held to have violated ERISA by issuing a 10-year
promissory note in payment for shares that had been credited to the account of a former employee,
Charles A. Craig, under the company’s employee stock ownership plan (ESOP), as it violated the
requirement that the term of any note issued in satisfaction of a terminated ESOP participant’s put right
could not exceed five years.

Background

In 1999, Craig reached an agreement with the president of Ontario to retire at the end of June 2001. As
required by law, and as provided in the ESOP plan document, Craig had both the right to receive his
benefits in the form of company stock and the right to sell that stock back to the company at its most-
recent appraised value. The stock was appraised twice per year, as of June 30 and as of December 31.
Craig became aware of the December 31, 2000 valuation in March 2001. That valuation was the highest
at which the stock ever had been valued.

In early 2001, the president of Ontario requested Craig to extend his employment with the company until
the end of September 2001, which Craig was willing to do provided that he would be able to sell his
ESOP shares at a price equal to their appraised value as of December 31, 2000. The president of Ontario
agreed to this and arranged for Craig to apply for an in-service withdrawal. The plan allowed for in-
service withdrawals after age 65. Craig applied for an in-service withdrawal in April 2001 and then
immediately exercised his right to sell to the company the shares that were distributed to him from his
ESOP account. The company issued a 10-year promissory note to Craig in payment for his shares.

In the fall of 2000, Ontario’s profits began to decline, and the company eventually defaulted on the ESOP
note. It made its last principal payment on December 15, 2003 and its last interest payment on February
15, 2004. After the default, Craig brought an action against both Ontario and the ESOP for benefits due
to him and for breach of fiduciary duty.

Claim for Benefits

With respect to his claim for benefits, Craig argued that both Ontario and the ESOP had violated the
Internal Revenue Code (the Code) and the plan by issuing a 10-year note without adequate security. With
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respect to the alleged failure of the company to provide “adequate security,” the court found that the note
provided that it would become due and payable in full if the company defaulted in the payment of any
installment due. The court ruled that this constituted adequate security. However, the court went on to
find that the ESOP note violated the requirement, set forth both in the Code and in the plan, that the term
of any note issued in satisfaction of a terminated ESOP participant’s put right could not exceed five
years.

Ontario and the ESOP offered two reasons why the ESOP should not be held to the terms of the plan.
First, they argued that Craig waived his right to a five-year note by failing to object to the payment terms
when they were proposed to him. The court rejected this argument on the ground that a plan participant
may waive rights under ERISA only on a knowing and voluntary basis and that there was no evidence
that Craig was aware of the requirement in the plan and in the Code that the term of any note issued to
him in payment for his ESOP shares could not exceed five years.

The second argument advanced by the company for allowing the use of the 10-year note was that Craig
had not been deprived of any benefits under the ESOP because the note was issued to him as part of a
package of retirement benefits that was quite favorable to him. Although the court acknowledged that
this argument had some equitable force, it ruled that the ESOP remained bound by the terms of the plan.
The court stated that “ERISA does not excuse the violations of Plan terms because of good intentions.”
Therefore, the court held that the ESOP was liable to Craig for benefits that he lost as a result of
receiving a 10-year note rather than a five-year note.

Claim of Breach of Fiduciary Duty

Craig also brought a claim against Ontario for breach of fiduciary duty. To prove this claim, the court
stated that Craig had to establish the following: (1) that the company was a plan fiduciary, (2) that the
company breached its fiduciary duty, and (3) that the breach caused harm to Craig.

The court found that the company was a fiduciary because it was the plan administrator. Although the
company delegated most of its responsibilities to an ESOP committee, the court stated that the company
retained a duty to monitor the ESOP committee and that it failed to do so. In this regard, the court noted
that the president, a vice president, and the treasurer of the company were members of the ESOP
committee and that they all knew that the ESOP committee was violating the plan and the Code when it
approved the issuance of a 10-year note to Craig. The court stated that the ESOP committee members
could not “simply forget the information they obtain as ESOP committee members when they are acting
as corporate officers.” Although the company’s fiduciary duties were narrower than the duties of the
ESOP committee, the company nevertheless violated its fiduciary duty to monitor the ESOP committee
when officers of the company knew of the plan’s violation and took no action to correct it. Finally, the
court found that Craig had proved that he was harmed by the breach of fiduciary duty. The damages
awarded were the difference between what the company paid on the 10-year note and what it would have
paid on a five-year note if it had ceased payment at the same time.

If you have any questions or would like further information on the ESOP issues discussed in this case,
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IRS Circular 230 Disclosure

To ensure compliance with requirements imposed by the IRS, we inform you that any U.S. federal tax
advice contained in this communication (including any attachments) is not intended or written to be used,
and cannot be used, for the purpose of (i) avoiding penalties under the Internal Revenue Code or (ii)
promoting, marketing or recommending to another party any transaction or matter addressed herein. For
information about why we are required to include this legend, please see
http://www.morganlewis.com/circular230.
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