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Introduction

By definition, an employee stock ownership plan (“ESOP”) is a retirement plan designed
to invest primarily in qualifying employer securities. Accordingly, an ESOP can be a great way
to provide employees with an equity stake in their employer while also serving as a method of
corporate finance. Indeed, almost 40 years ago, Senator Russell Long—widely regarded as the
“father of ESOP legislation”'—explained:

Just as in 1862, when Congress passed a law to allow Americans who had very little
money to own and develop up to 160 acres of land, we should now give Americans
the opportunity to become owners of our growing frontier of new capital (stock).
The way to do this is through laws which encourage the development of programs
like ESOP[s].?

But no prudent person would ignore the risks associated with ESOPs and the Employee
Retirement Income Security Act of 1974, as amended (“ERISA”), is not forgiving to those
charged with protecting the interests of participants and beneficiaries of retirement plans.
Subject to a standard that is “the highest known to the law™ and faced with an evolving legal
landscape, ESOP fiduciaries have good reason to think carefully about how best to protect their
plans from risk.

This paper begins by focusing on general ERISA requirements, including the duty of
prudence and the duty of loyalty with an emphasis on insiders who serve as ESOP fiduciaries. It
then explores recent developments in the law relating to ESOPs sponsored by closely held
companies. The risk of catastrophic loss associated with ESOPs is considered thereafter. This
paper concludes with a discussion of a new mechanism to protect ESOPs from the risk of large
losses—the ESOP Protection Trust.

ERISA Imposes Strict Standards of Conduct on ESOP Fiduciaries

ERISA was enacted to protect the interests of participants and beneficiaries in employer-
sponsored retirement and health and welfare plans.* The statute does so, in part, by establishing
strict standards for persons responsible for the management and administration of employee
benefit plans, including the management or disposition of plan assets.” These persons are known
as fiduciaries and, under ERISA, they can be held personally liable for losses to a plan resulting
from their breaches.’

A fiduciary has duties of loyalty and prudence and a duty to follow the documents and
instruments governing a plan unless they are inconsistent with ERISA. Normally, a fiduciary



also has a duty to diversify investments unless clearly prudent not to do so. However, ESOPs are
a special variety of retirement plan. Because ESOPs are designed to invest primarily in
employer securities, fiduciaries are exempt from the diversification requirement when investing
in employer stock as well as ERISA’s prudence requirement to the extent that it mandates
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diversification.

While much could be written on each of ERISA’s fiduciary duties, the duty of prudence
illustrates how rigorous they are. ERISA requires that a fiduciary carry out his or her duties
“with the care, skill, prudence, and diligence under the circumstances then prevailing that a
prudent man acting in a like capacity and familiar with such matters would use in the conduct of
an enterprise of a like character and with like aims.”® Some commentators refer to this prudence
standard as the prudent expert rule because of its emphasis on a prudent person “familiar with
such matters.” However, at least one court has rejected the prudent expert characterization and
explained that “the level of knowledge required of a fiduciary will vary with the nature of the
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plan.”

Regardless of how ERISA’s prudence standard is characterized, it is unquestionably a
demanding standard. Procedural prudence—often a primary focus of the courts—and
substantive prudence both are required. Procedural prudence focuses on the investigation
performed by a fiduciary in reaching a decision."" Thus, documenting a prudent process serves
to protect fiduciaries against allegations of breach and is recommended by ERISA attorneys.
Often times, prudent conduct will require the retention of professionals to advise a fiduciary.
Nonetheless, reliance on the advice of professionals is not a complete defense to allegations of
fiduciary breach.'?

Substantive prudence focuses on the soundness of a fiduciary’s decision after a prudent
investigation.”> Embedded in the concept of substantive prudence is the rejection of a good faith

standard: “[A] pure heart and an empty head are not enough.”"*

Despite this high standard, fiduciaries are not guarantors of plan investments—prudence
is to be judged at the time of the decision, not from the benefit of hindsight.

ERISA’s fiduciary standards draw largely from the common law of trusts and trust law is
a good place to start when the statute is unclear. However, one area where the statute
significantly deviates from trust law is its creation of prohibited transactions and self-dealing
violations. ERISA prohibits a variety of transactions between a plan and a party in interest."” A
party in interest is defined to include nine categories of persons with a relationship to the plan,



employer, employee organization, or plan service providers, including plan fiduciaries,
employees, officers, directors, service providers, and individuals and entities that exceed certain
ownership thresholds.'®

In addition, ERISA prohibits three different types of transactions between plans and plan
fiduciaries, generally referred to as self-dealing violations.'” The first, itself known as self-
dealing, prohibits a fiduciary from dealing with plan assets in his or her own interest. The
second prohibits a fiduciary from acting on both sides of a transaction between a plan and a party
with interests adverse to a plan or participants or beneficiaries. And the third prohibits a
fiduciary from accepting kickbacks relating to transactions involving plan assets. The first and
third self-dealing prohibitions involve plan assets whereas the second, by its plain language, does

not require plan assets for a breach to occur.

ERISA’s prohibited transaction and self-dealing provisions are per se violations—the fact
that a covered transaction might benefit a plan is not enough to avoid a violation of the law. This
is not to say, however, that no exemptions exist to prohibited transactions and, to a much more
limited extent, self-dealing prohibitions. Indeed, ERISA’s prohibited transaction provisions are
so broad that exemptions are required to allow plans to engage in normal operations, and ESOPs
are no exception. But, since the prohibitions are per se, the burden of demonstrating that an
exemption is applicable rests with the party seeking to fall under the exemption'® thereby making

it more difficult for fiduciaries to defeat lawsuits when prohibited transactions are at issue.

A key exemption for ESOPs, ERISA § 408(e), permits the purchase or sale of qualifying
employer securities if the transaction is for “adequate consideration.” Qualifying employer
securities are defined to include employer stock."” Where there is no generally recognized
market for qualifying employer securities, adequate consideration means “the fair market value”
of the security “as determined in good faith by the trustee or named fiduciary pursuant to the
terms of the plan and in accordance with regulations promulgated by the Secretary.”® In 1988,
the Department of Labor (the “DOL”) proposed a regulation relating to the definition of
“adequate consideration.”®' Among other things, the proposed regulation describes the content
required for written valuations that form the basis of fair market value. While the proposed
regulation has never been finalized, practitioners continue to rely on it for guidance relating to
valuation of closely held stock. If satisfied, the adequate consideration exemption applies to
prohibited transactions and self-dealing violations, with the exception of the prohibition against
kickbacks.”> However, satisfying the ERISA § 408(e) exemption does not excuse an ESOP

fiduciary from his or her duties of prudence and loyalty and the duty to follow plan documents.*



While the above summarizes several important ERISA concepts, two more should not be
overlooked. ERISA makes the appointment of fiduciaries and the selection of service providers
a fiduciary function and requires fiduciaries who appoint other fiduciaries or select service
providers to monitor such fiduciaries and service providers. ERISA also imposes a set of co-
fiduciary duties that can make fiduciaries liable for actions or omissions of other fiduciaries
under certain circumstances.**

Thus, an ESOP fiduciary is held to an extremely high standard when purchasing, holding,
and selling employer stock, as well as when performing other fiduciary activities. This is the
result of ERISA’s demanding fiduciary standards and its prohibited transaction and self-dealing

provisions.

The Duty of Loyalty and Insiders as ESOP Fiduciaries

Like the duty of prudence, the duty of loyalty establishes a high bar for ERISA
fiduciaries. The duty of loyalty requires a fiduciary to perform his or her functions in the sole
interest of plan participants and beneficiaries and for the exclusive purpose of providing benefits
and defraying appropriate expenses of a plan.

Although ERISA permits a corporate officer to wear two hats—that is, serve as an officer
while also serving as a fiduciary—this situation can be particularly problematic for fiduciaries of
closely held companies that sponsor ESOPs. While a fiduciary may wear two hats, he or she
must wear the fiduciary hat when carrying out fiduciary functions.” As the Second Circuit
Court of Appeals explained over 30 years ago, fiduciary “decisions must be made with an eye

single to the interests of the participants and beneficiaries.”*°

When a company insider who is also a fiduciary is placed in a situation where he or she
may benefit from a course of action taken by a plan (separate from the benefits that may be
conferred on participants), courts have reviewed fiduciary decisions with heightened scrutiny.”’
Perhaps the Seventh Circuit Court of Appeals put it best in Leigh v. Engle when it described two
avenues that a court might follow when evaluating an alleged breach of the duty of loyalty:

The first avenue focuses on the potential for conflicts of interest between the
fiduciaries and the plan beneficiaries. Where the potential for conflicts is substantial,
it may be virtually impossible for fiduciaries to discharge their duties with an “eye
single” to the interests of the beneficiaries, and the fiduciaries may need to step aside,
at least temporarily, from the management of assets where they face potentially
conflicting interests. The second avenue involves a broader inquiry into the
fiduciaries’ actions where they may have substantial interests . . . Where it might be
possible to question the fiduciaries’ loyalty, they are obliged at a minimum to engage
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in an intensive and scrupulous independent investigation of their options to insure
that they act in the best interests of the plan beneficiaries.”

Company insiders serving as ESOP fiduciaries may be confronted with various conflict
situations. For example, an owner of a closely held ESOP who desires to sell his or her shares
might also serve on the committee responsible for determining the price to pay for the purchase
of shares by the ESOP.

A fiduciary with a conflict should carefully consider how to proceed. In some conflict
situations, the best course of action may be to appoint an independent fiduciary. In other conflict
situations, a fiduciary might decide to recuse himself or herself from participation in the relevant
ESOP decision.”” This may be appropriate with regard to the example above when the
fiduciary/owner is only one member of the committee voting on the decision. However, other
ESOP fiduciaries serving on such a committee should consider whether their ability to act in the
sole interest of participants is affected by their relationship with the owner.*

Duties of ESOP Fiduciaries Have Been Interpreted Through Litigation

Not surprisingly, since 1974 when ERISA was passed, litigation has clarified the duties
of ESOP fiduciaries. Although significant guidance has been provided, the facts and
circumstances will often shape the precise nature of conduct required of an ESOP fiduciary and

the law continues to evolve.

Alleged improper valuation of company stock has been the focus of a number of seminal
ESOP decisions.”’ A good example of the standard that courts apply to ESOP valuations is
provided by Reich v. Valley National Bank of Arizona, a federal case decided in 1993. There, the
Secretary of Labor sued the trustee of an ESOP that had been created to finance a leveraged
buyout that took the sponsor of the ESOP private. In a multi-investor transaction, the ESOP
purchased employer stock with the proceeds of a $35.5 million employer loan. The ESOP repaid
$17.5 million of the loan, but the employer went bankrupt a few years later and the ESOP sold its
stock for a mere $250,000. The valuation of company stock cited by the trustee as a defense to
allegations of fiduciary breach relied on company representations about its finances without
independently verifying such representations. After citing an earlier ESOP appellate decision
explaining that “[a]n independent appraisal is not a magic wand that fiduciaries may simply
wave over a transaction to ensure that their responsibilities are fulfilled,”*” the court held that a
fiduciary cannot passively accept an appraiser’s valuation.” For this reason and others, the court
held that the trustee was liable for breach of fiduciary duty.



Despite the rigorous standard reflected in cases like Valley National Bank, prior to 2014,
ESOP fiduciaries could rely upon at least one favorable legal standard. Specifically, multiple
appellate courts had adopted a presumption of prudence applicable to ESOP fiduciary decisions
to invest in or hold employer securities. The presumption, known as the Moench presumption
after Moench v. Robertson®* decided by the Third Circuit Court of Appeals, was not always
expressed the same way by the appellate courts. In its strong form, the presumption of prudence
required plaintiffs challenging the decision of an ESOP fiduciary to buy or hold employer stock
to “make allegations that clearly implicate [] the company’s viability as an ongoing concern or
show a precipitous decline in employer’s stock . . . combined with evidence that the company is

on the brink of collapse or is undergoing serious mismanagement.”””

But, in Fifth Third Bancorp v. Dudenhoeffer, the Supreme Court rejected the Moench
presumption and held that ERISA’s prudence standard applies to all ESOP fiduciaries, except
that prudence does not require diversification to the extent that an ESOP invests in qualifying
employer securities.”® The Court made clear that the nonpecuniary goal of promoting ownership
and other potential benefits of investing in employer stock that do not relate to achieving
financial retirement security for participants are not appropriate considerations when evaluating
the duty of prudence. As discussed further below, some ESOP commentators believe that
employee ownership of company stock can contribute to increased productivity and promote a
positive company culture’’—Dudenhoeffer puts to rest any arguments that such benefits might
constitute a defense to allegations of imprudence.

While the Supreme Court articulated a favorable pleading standard for fiduciaries when
publicly traded stock is at issue,’® for closely held ESOP companies, the retirement of the
Moench presumption increases potential fiduciary liability and makes it more difficult to dismiss
litigation. This is because some appellate courts had applied the Moench presumption at the
pleading stage of litigation.”> Notably, respected commentators have contended that
Dudenhoeffer will have little impact on ESOPs sponsored by closely held companies because
disputes relating to such companies typically focus on the valuation of company stock where no
presumption had been applied by courts to disputes over the determination of adequate
consideration.” However, at the very least, Dudenhoeffer signals the faithful adherence by the
Supreme Court to a strict interpretation of the fiduciary standards imposed by ERISA on ESOP
fiduciaries.

Another significant development in 2014 relates directly to the valuation of closely held
company stock. After two years of litigation, the DOL settled a lawsuit with GreatBanc Trust
Company (“GreatBanc”) involving alleged ERISA violations. According to the DOL,



GreatBanc allowed the Sierra Aluminum Company ESOP to purchase employer stock from
insiders for more than adequate consideration. GreatBanc allegedly failed to satisfy its fiduciary
duties to investigate an appraisal that relied upon inappropriate financial projections by Sierra
Aluminum Company. GreatBanc and the DOL entered into a settlement agreement that
obligates GreatBanc to comply with various conditions relating to GreatBanc’s trustee services
involving private ESOPs. In an attachment to the settlement agreement, the DOL outlines
procedures that broadly apply to situations where GreatBanc acts as a fiduciary to any private
ESOP and the ESOP is selling or purchasing, considering selling or purchasing, or has received
an offer to sell or purchase employer securities.

The attachment is notable for the detailed requirements that it imposes. It sets forth
general requirements relating to the selection and use of valuation advisors (“Appraisers”),
conflicts of interest of Appraisers that would preclude GreatBanc from selecting them (including
former work on behalf of the employer), and requirements to document the process used by
GreatBanc in selecting Appraisers. The attachment describes nine items that GreatBanc must
request that Appraisers document in valuation reports, many of which focus on whether company
financial projections are reasonable and reliable. It obligates GreatBanc to seek audited
unqualified financial statements relating to the employer and to carefully consider and document
any decision to proceed with a transaction if only unaudited or qualified financial statements are
made available. The attachment also outlines conditions that GreatBanc must follow in
reviewing information that it receives and the Appraiser’s valuation report, and the attachment
requires GreatBanc to keep extensive documentation relating to its review process. Moreover,
the attachment requires GreatBanc to preserve records for at least six years and sets forth
conditions relating to debt financing of ESOP transactions, claw-back arrangements, and the
retention of other professionals.

Finally, despite its level of detail, the attachment indicates that it should not be
interpreted to be a list of all of GreatBanc’s obligations and that compliance with the attachment

does not relieve GreatBanc of any of its other duties under ERISA.

The GreatBanc settlement received particular attention because of comments of Phyllis
Borzi, the Assistant Secretary of Labor of the Employee Benefits Security Administration
(“EBSA”), indicating that the ESOP industry should take notice of the protections that
GreatBanc is required to institute due to the settlement.*' Assistant Secretary Borzi’s comments
also resonate because ESOPs have long been an enforcement priority for the DOL and the DOL

has recently increased its enforcement efforts. According to a recent Wall Street Journal article,



Timothy Hauser, Deputy Assistant Secretary for Program Operations of EBSA, stated that
“valuation is the first, second, third and fourth problem” relating to ESOPs.#

Risk Associated With a Concentrated Stock Position

The high standard imposed on pension plan fiduciaries is intended to protect retirement
assets of participants and beneficiaries. But even when fiduciaries fulfill their duties, there is
significant risk associated with typical ESOP holdings.

Because ESOP fiduciaries are exempt from ERISA’s diversification requirement, ESOPs
are permitted to hold a concentrated position in employer stock. Armed with modern portfolio
theory, most investors look at diversification as the best method to achieve the least risk for a
given return. Thus, one can question whether ESOPs are good vehicles at all to efficiently
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maximize investment returns.

And perhaps a larger concern for retirement plans and their fiduciaries should be
catastrophic stock risk. Large losses are devastating to participants who rely on the value of plan
assets to provide sufficient retirement income. The Internal Revenue Code requires qualified
ESOPs to permit participants to diversify as they approach retirement.** However, this does not
protect the entire population of participants in an ESOP with a concentrated stock position from

losses from which a company never adequately recovers.

A fascinating report from J.P. Morgan Asset Management—in which ESOP fiduciaries
and investors in general should take interest—examines the pervasiveness of “catastrophic loss”
in Russell 3000 companies.*> “Catastrophic loss” is defined as “a decline of 70% or more in the
price of a stock from its peak, after which there was little recovery such that the eventual loss
from the peak is 60% or more.”*® According to the report, from 1980 to 2014, 40% of all stocks
that had been a part of the Russell 3000 suffered a catastrophic loss. The same report also
highlights how even the largest public companies are susceptible to large losses—320 companies
have been deleted from the S&P 500 since 1980 due to significant distress.*’

The J.P. Morgan report describes 10 factors, including government policy changes and
technological innovation, that are effectively outside of the control of management and can
jeopardize the ongoing viability of companies. The report concludes with the following
profound observation: “The factors outside management control . . . are a formidable list, and
have grown in complexity since we first drafted this report 10 years ago. This is perhaps the

most important epiphany we gained from the study: that exogenous forces may overwhelm the



things we can control.”*® And because the Russell 3000 measures a broad segment of the public
equity market in the United States, it is reasonable to assume that the risk of catastrophic loss is
greater for closely held companies. Thus, it is safe to say that ESOP investment in employer

stock is a risky venture.

All of this is also significant because, as discussed in more detail below, fiduciaries of
ESOP companies with significant declines in stock value become targets for ERISA lawsuits.
Indeed, the ERISA defense bar routinely (and pejoratively) refers to cases alleging fiduciary
breach after large declines in stock prices as “ERISA stock drop cases.”

The Benefits of ESOPs Do Not Alter Fiduciary Duties or
Mitigate Concentrated Stock Risk

Advocates of ESOPs focus on a number of benefits to employees and employers relating
to such plans. They emphasize that ESOPs are funded with employer money and that there is a
correlation between larger total employer retirement plan contributions and ESOPs.”® They point
to data indicating that many companies offer a diversified retirement plan along with an ESOP.”!
Further, they contend that ESOPs are associated with increased employee productivity, that
ESOP companies are less likely to lay off employees, and that ESOPs generally can contribute to
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a positive “ownership culture.””” While all of these points may have merit, none alters ERISA’s

fiduciary duties or adequately addresses the issue of concentrated stock risk.

Initially, it is important to recognize that fiduciaries are not insulated from their ERISA
duties to participants and beneficiaries or from exposure to personal liability because a plan is
funded by employer contributions.”™ A fiduciary has a duty to protect plan assets regardless of
the source of contributions to a retirement plan. The gratuity theory of pensions—positing that
retirement benefits are provided gratuitously by employers and can be taken away at the will of
employers notwithstanding the accrued or vested status of benefits>*—was expressly rejected
with the passage of ERISA.” As the Seventh Circuit Court of Appeals aptly explained in an
ESOP lawsuit: “[T]here are no free lunches; any benefit that an employer confers on an
employee is reckoned by the employer as a cost and so affects the overall level of compensation
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that [it] is willing to pay.””” The DOL likewise would be unsympathetic to an assertion that

somehow responsibility is lessened because an ESOP is funded with employer contributions.

Similarly, offering multiple retirement plans does not reduce exposure to ERISA liability.
For example, if an ESOP is offered along with a 401(k) plan and the ESOP suffers losses caused
by fiduciary breach, 401(k) gains, if any, cannot be used to offset ESOP losses or reduce



personal liability for fiduciary breach. With regard to losses, fiduciaries should also be aware
that courts have held that “doubt or ambiguity” relating to losses attributable to fiduciary breach
generally is resolved against the fiduciary.’’

Moreover, a 401(k) plan paired with an ESOP is highly unlikely to bring concentrated
stock risk to an acceptable level from the standpoint of modern portfolio theory. A study
focusing on ESOPs offered by companies in the State of Washington found that employees who
participated in a company ESOP and another retirement plan still averaged 60% of total
retirement assets in employer stock.”® According to one scholar, “[IJeading ESOP advocates
concede that anything more than 20 percent is probably too much concentration in a single

asset.”

Furthermore, any effort to shift employer retirement contributions to a diversified plan
to reduce the percentage of total retirement assets held in employer stock to 20% or less would

likely diminish the benefits of the ownership culture touted by ESOP advocates.

And as to the contention that ESOPs are correlated with improved productivity and job
security and that they help create a positive ownership culture, of course, none of these points
addresses the issue of concentrated stock risk.

Potential Fallout From Large Declines in the Value of Employer Stock

Assume that an ESOP company loses 85% percent of its value and that the majority of
the retirement portfolios (the total retirement assets held in all plans sponsored by the employer)
of participants is held in employer stock. What would likely happen next?

Depending on the dollar figure of the decline, it is likely that ERISA plaintiffs’ lawyers
would take a close look at the facts and circumstances. ERISA creates a statutory cause of action
that allows participants and beneficiaries, the Secretary of Labor, and fiduciaries to bring suits
for fiduciary breach.”’ Participant complaints serve as a common source of lawsuits filed by
private attorneys (including class actions) and the DOL. As demonstrated by the onerous
requirements set forth in the GreatBanc settlement and other guidance, complying with fiduciary
duties in connection with the valuation of closely held stock is no easy task.’ Thus, one of the
first areas of conduct that is typically scrutinized is fiduciary acceptance of the valuation of
company stock. The smaller the decline or the more that a decline can be mitigated, the less
likely a lawsuit is to be filed, especially by private lawyers.

Even if no lawsuit follows a decline in value, the benefits of an ownership culture

frequently cited by ESOP advocates likely would be eliminated if such a decline remains
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unmitigated. After all, an employee who has spent years working at an ESOP company only to
learn that not only are there serious questions about his or her job security, but that most of the
value of his or her retirement assets has been erased is not likely to be a motivated employee.
This conclusion is bolstered by evidence that indicates that “workers who participate in ESOPs
tend to have little or no capital investment outside their homes and retirement plans.”®
Therefore, ESOP participants likely do not have a high risk tolerance for large declines in the
value of employer stock when so much of their ability to retire comfortably depends on the value

of their ESOP assets.

Mitigation of Risk for Closely Held ESOPs

With the above in mind, obviously it is important for an ESOP fiduciary to carefully
attend to his or her duties. But how can built-in risk be reduced while still remaining faithful to
the purpose of ESOPs?

Recently, a new method to mitigate risk, known as the ESOP Protection Trust (the
“EPT”), has become available. The EPT is a concept designed to protect ESOPs from large
losses offered by StockShield, LLC and Dowling Hales. The EPT relies on diversification and
insurance principles to achieve its purpose. It produces a payout to an ESOP when there is a
decline of greater than 50% of the value of company stock owned by an ESOP.

The EPT typically protects a $10 million position in company stock (although a company
may be permitted to participate in more than one EPT if additional protection is desired). A
group of 10 to 20 ESOP companies contributes annually to fund the EPT. If there is no decline
in excess of 50% of the value of company stock of any participating company over the 10-year
life of the EPT, then no funds are paid out to any ESOP and 70% of the EPT proceeds are
returned to the contributing companies. The remaining proceeds are payable to the EPT
sponsors as a 30% success fee. If there is a decline of greater than 50% in the stock value of one
or more participating companies, then EPT assets are paid to the affected ESOP or ESOPs to
help restore the lost value. Any remaining EPT assets are returned to the contributing companies
that did not suffer a greater than 50% decline in stock value less fees and expenses. The
maximum payout from the EPT to any ESOP sponsored by a contributing employer is $5
million. Payouts cannot exceed the total assets held by the EPT. Reimbursement to ESOPs of
participating companies is made on a pro rata basis if there are eligible declines in the value of
company stock owned by more than two ESOPs that would otherwise exceed the total assets
held by the EPT.
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There are a few additional characteristics of the EPT that merit attention. Based on
eligibility criteria, each company is approved for participation prior to being permitted to
contribute. Among other things, the financial strength of the company, history of earnings, and
the quality of management are evaluated. EPTs may consist of groups of industry-focused
companies or industry-diverse companies. Information relating to the ESOP sponsored by the
proposed company is also evaluated, including company valuations and recent DOL
investigations. Potential participants in the EPT can decline to join the EPT within a specified
time frame if not satisfied with other proposed participants. Contributions to the EPT are
invested in a managed portfolio of U.S. Treasuries maturing at the approximate time when the
EPT is set to terminate.

Finally, compensation of the EPT sponsors (StockShield, LLC and Dowling Hales) is tied
to the amount of excess assets remaining upon termination of the EPT—there is a direct
reduction in compensation whenever there are any eligible losses. There would be no incentive
compensation whatsoever whenever there is any eligible loss of $3 million or more on any $10
million pool. This compensation arrangement incentivizes the selection of the best group of

contributing companies.

In light of ERISA’s fiduciary standards and the risk of concentrated stock positions, the
EPT does all of the following:

e Reduces the risk of large ESOP losses thereby increasing the retirement security of
ESOP participants;

e Reduces the risk of ERISA litigation—Iarge losses are reduced and the EPT
demonstrates that the company carefully considered how to mitigate ESOP risk;

e Provides cost-effective protection for ESOP participants and beneficiaries because
contributions to the EPT are made by the company rather than the ESOP; and

e Permits the company to recoup contributions less fees and expenses in the event that
there are no losses or there are eligible losses under $10 million.

The author is aware of no similar method of protection for closely held ESOPs.
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Conclusion

ERISA imposes demanding standards that are particularly acute for fiduciaries of ESOPs
sponsored by closely held companies. Even when ESOP fiduciaries fulfill their duties, they face
substantial risk associated with concentrated stock positions.

The ESOP Protection Trust is a new mechanism that mitigates concentrated stock risk
and the potential for fiduciary breach litigation. Indeed, it may be the best option for companies
that want to ensure that retirement assets are sufficiently protected while at the same time
reaping the benefits of widespread employee stock ownership.

This paper has been prepared for informational purposes only and does not constitute legal or
tax advice. Competent legal counsel should be consulted before taking any action relating to the
subject matter of this paper. ERISA Expert Services, LLC is not affiliated with any sponsor of
the ESOP Protection Trust. Funding for this paper was provided by StockShield, LLC.
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