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Courts, IRS Weigh in on Mandatory Conversion of Terminated Participants’ ESOP Accounts

March 10, 2010

Plan sponsors of employee stock ownership plans (ESOPs) that have been submitted for a favorable 
determination letter know that the IRS is carefully reviewing plan provisions that provide for the 
mandatory conversion of a terminated participant’s ESOP account balance from employer securities to 
cash. Recent case law and IRS analysis provide a hopeful resolution that should allow ESOPs to retain 
this right, providing that newly articulated requirements are met.

Hoffman v. Tharaldson Motels Inc. Employee Stock Ownership Plan

In Hoffman v. Tharaldson Motels Inc. Employee Stock Ownership Plan, No. 3:08-cv-109 (D.N.D., Feb. 
26, 2010), the U.S. District Court for the District of North Dakota, Southeastern Division, ruled that an 
amendment made to the Tharaldson Motels, Inc. Employee Stock Ownership Plan (Plan) that required a 
terminated employee to convert his shares of Tharaldson Motels, Inc. (TMI) stock to cash was permitted 
under the terms of the Plan and the Employee Retirement Income Security Act of 1974 (ERISA). The 
terms of the amendment specifically required that “any person whose employment was terminated . . . 
must sell his shares and then must liquidate his account and take the proceeds or leave the proceeds in 
the Plan and convert the shares to some stable low risk money market account inside the Plan.”

The Plan was established in 1998 and restated in its entirety in 2002. The 2002 document was silent as 
to whether a terminating employee was permitted to retain shares of TMI stock in his or her Plan 
account. However, the court noted that prior to 2005 it was a well-established administrative practice to 
convert the account of a Plan participant whose employment with TMI ended from TMI stock to cash. 
The participant was then permitted to take a cash distribution of his or her account balance or reinvest 
the amount in a stable value fund. In other words, “Plan participants whose employment terminated 
were not allowed to retain their Plan interest in TMI stock.” In 2005, the Plan was amended to reverse 
this policy to permit terminated Plan participants to retain shares of TMI stock. The Plan was amended 
again in 2006. This amendment reinstated the original distribution policy that predated the 2005 
amendment. So after the 2006 amendment was adopted, Plan participants whose employment terminated 
were again denied the ability to remain invested in TMI stock in their Plan account.

Plaintiffs sued to have the 2006 amendment invalidated, or alternatively, to enjoin the application of the 
2006 amendment to them because of the alleged failure to disclose the changes made by the 2006 
amendment.
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The court reviewed ERISA’s “anti-cutback” rule and noted that it “prohibits amendments to a retirement 
plan that reduce a plan participant’s ‘accrued benefit.’” The court noted that ERISA protects “optional 
forms of benefit,” which generally means that a participant’s right to choose the way in which the 
payment of his or her accrued benefit will be made or applied is protected from change. Under the 
general rule, the change in the form in which payments are made under the Plan (in other words, from 
TMI stock to cash), as made by the 2006 amendment, would be a “cutback.” “The IRS has, however, 
created a safe harbor by a duly promulgated regulation allowing plans to be amended to eliminate some 
alternative forms in which an account balance can be paid under certain circumstances.” Under such 
regulations, the IRS specifically provides certain items that are not protected benefits, including “the 
right to a particular form of investment (e.g., investment in employer stock or securities).” 

The court went on to note that the “anti-cutback” rules have been relaxed in light of the fact that it has 
become easier for participants to replicate payment options available under a qualified plan through 
other means. The court focused on comments made at the time the relevant regulations were under 
consideration by the Department of the Treasury, as noted in a 2000 report: “After considering these 
comments regarding the desirability of requiring the retention of an extended payment form, and in light 
of [plan] participants’ [ability] to replicate any extended form [of investment] that a defined contribution 
plan may offer by rolling a single-sum distribution to an IRA, the IRS and the Treasury Department 
have determined that any advantage of requiring the retention of an extended payment form is 
outweighed by the countervailing considerations.” The court noted that the plaintiffs are free to take 
their single-sum distribution and roll it into an IRA, at which point the plaintiffs may have self-directed 
investment choices without “burdening the Plan with the cost of providing the particular option they 
choose.”

As a final comment, the court again focused on the fact that the “anti-cutback” rules guard against the 
erosion of an accrued benefit. As noted by the court, this requirement does not protect “benefits 
expected but not accrued.” “The expectation of the Plaintiffs, that the TMI stock would increase in value 
should TMI be sold, is not an accrued benefit, but rather an expectation not covered by the anti-cutback 
rule.” Additionally, the court acknowledged the Plan as a tool to motivate employees. “The holding of 
shares by present employees motivates the employees to maximize their efforts to promote company 
profitability. Their efforts should not go to increase the value of shares held by departed employees 
whose efforts are not increasing the value of the shares but are speculating on the increase in the value 
of the shares.” As a result of this analysis, as long as the Plan protects an “accrued benefit,” the court 
found that changes made to the form and structure of the Plan do not give rise to a breach of fiduciary 
duty claim. 

On a Motion to Dismiss, the court ruled that the plaintiffs cannot state a claim upon which relief can be 
granted.

Response to Technical Assistance Request (#4) 

Three days before the court ruled in the Hoffman case, the IRS issued a memorandum (Memo) in 
response to a Request for Technical Assistance with respect to rebalancing and reshuffling provisions in 
ESOPs. For purposes of the Memo, “rebalancing” is the “mandatory transfer of employer securities into 
and out of participant ESOP accounts, usually on an annual basis, designed to result in all participant 
accounts having the same proportion of employer securities.” Alternatively, “reshuffling” is the 
“mandatory transfer of employer securities into or out of ESOP accounts, not designed to result in an 
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equal proportion of employer securities in each account” (i.e., reshuffling is generally referred to with 
respect to a terminated participant’s account as conversion or segregation of such account into cash). 
The IRS reviewed both concepts under the stringent requirements imposed upon defined contribution 
plans in general and ESOPs in particular, including the discrimination requirements, anti-cutback rules, 
and participant diversification rights.

The IRS concluded that the right to a particular form of investment is not a protected benefit. Plan 
provisions may provide for rebalancing or reshuffling, subject to certain limitations, listed below:

 Plan provisions providing for the mandatory transfer of stock must be set forth in a “definite 
written program” and set forth a “definite predetermined allocation formula.” The plan must, 
therefore, set forth the number of shares or amount of cash to transfer in or out of plan 
accounts and the manner in which transfers will be effectuated, including the date of 
valuation.

 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 effective availability requirements. 
“Rebalancing which treats all participants the same, will not raise issues of current and 
effective availability. [Additionally] because terminated employees comprise a [separate] 
coverage group . . . a plan provision providing for the transfer of all employer securities from 
plan accounts of terminated employees [i.e., reshuffling] also does not raise issues of current 
or effective availability in form.”

 The right to retain employer securities is not a protected benefit. However, the diversification 
rights applicable to an ESOP include a participant’s right “not to have shares diversified 
pursuant to [the ESOP diversification requirements] mandatorily transferred back into his or 
her account.” For example, if a participant diversifies employer securities pursuant to a valid 
diversification election, the ESOP may not, under a rebalancing theory, transfer such 
employer securities back into the participant’s account.

 Reshuffling provisions that apply only to terminated employees and treat all of the 
terminated employees the same do not raise discrimination issues. However, the Treasury 
Regulations specifically provide 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. . . . 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, a plan may offer 
three alternative investment options or might offer other choices that include a life-cycle fund 
or targeted-retirement date fund.

In the two separate instances discussed above, the IRS and a District Court each recognized the ability of
an ESOP to convert a terminated participant’s ESOP account from employer securities to cash. The 
Memo published by the IRS specifically identified both rebalancing and reshuffling as permissible 
provisions to be included in an ESOP. This is good news for those ESOPs that wish to convert the 
account balances of terminated participants from employer securities to cash. However, it is important to 
note that the IRS’s conclusions may require those ESOPs that wish to use either the rebalancing or 
reshuffling feature to review the ESOP provisions to ensure the necessary provisions are incorporated in 
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such a way as to meet the various plan document requirements set forth in the Memo. Furthermore, so as 
not to run afoul of the consent requirements outlined in the last bullet point above, plan administrators 
should consult with counsel to ensure their ESOP properly offers alternatives to investment in employer 
securities. Failure to do so may result in a reshuffling provision that does not comply with the IRS’s
requirements in either form or operation.

If you have any questions or would like more information on any of the issues discussed in this 
LawFlash, please contact any of the following Morgan Lewis attorneys:

Chicago
David Ackerman 312.324.1170 dackerman@morganlewis.com
Theodore M. Becker 312.324.1190 tbecker@morganlewis.com
Brian D. Hector 312.324.1160 bhector@morganlewis.com
Elizabeth S. Perdue 312.324.1180 eperdue@morganlewis.com
Louis L. Joseph  312.324.1726 louis.joseph@morganlewis.com

Dallas
Riva T. Johnson 214.466.4107 riva.johnson@morganlewis.com
John A. Kober 214.466.4105 jkober@morganlewis.com
Erin Turley 214.466.4108 eturley@morganlewis.com
Allison T. Wilkerson 214.446.4120 awilkerson@morganlewis.com

Los Angeles
Scott E. Adamson 213.612.7365 sadamson@morganlewis.com

San Francisco
Marc R. Baluda 415.442.1399 mbaluda@morganlewis.com
Nicole A. Diller 415.422.1312 ndiller@morganlewis.com
D. Ward Kallstrom  415.422.1308 dwkallstrom@morganlewis.com

Washington, D.C.
Gregory C. Braden 202.739.5217 gbraden@morganlewis.com
Daniel L. Hogans 202.739.5510 dhogans@morganlewis.com
Michael R. Holzman 202.739.5685 mholzman@morganlewis.com
Gary B. Wilcox 202.739.5509 gwilcox@morganlewis.com

About Morgan, Lewis & Bockius LLP

With 22 offices in the United States, Europe, and Asia, Morgan Lewis provides comprehensive 
transactional, litigation, labor and employment, and intellectual property legal services to clients of all 
sizes—from global Fortune 100 companies to just-conceived startups—across all major industries. Our 
international team of attorneys, patent agents, employee benefits advisors, regulatory scientists, and 
other specialists—more than 3,000 professionals total—serves clients from locations in Beijing, Boston, 
Brussels, Chicago, Dallas, Frankfurt, Harrisburg, Houston, Irvine, London, Los Angeles, Miami, 
Minneapolis, New York, Palo Alto, Paris, Philadelphia, Pittsburgh, Princeton, San Francisco, Tokyo, 
and Washington, D.C. For more information about Morgan Lewis or its practices, please visit us online 
at www.morganlewis.com.
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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.

This LawFlash is provided as a general informational service to clients and friends of Morgan, Lewis & Bockius LLP. It should not be construed as, and does not constitute, legal advice on any 
specific matter, nor does this message create an attorney-client relationship. These materials may be considered Attorney Advertising in some states. 

Please note that the prior results discussed in the material do not guarantee similar outcomes. 
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