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internal Revenue Service Department Of%QQ;'r;:d::uc‘,

Washingion, DT 2002

Contact Person.

X X X X X XX X X X
XX XXX Telephone Numbaear:
X X X X X X X X X X
In Reference to:
Attn: XXXXX T:EP:RA:T2/50-
Date: 06967
\.J:"\\E\J f Z LZL‘:JU
Leaend:
Corporation A = XXXXX
Plan X = XxXXXXX

Dear XXXXX:

This letter is in response to a ruling request
submtted on your behalf by your authorized representative
on xxxxx, 1998, as supplenented by letters dated Xxxxxx,
1998, xxxxx, 1999 and xxxxx, 1999. The request concerns
t he consequences for an enployee stock ownership plan
("ESOP") under Internal Revenue Code sections 4975(d)(3),
4975(e)(7) and 415(c)(2) of a proposed election under Code
section 1362.

The followng facts and representati ons have been
submtted in support of the rulings requested:

Ef fective xxxxx, 1997, Corporation A established Plan
X, an ESCOP which is intended to neet the requirenents of
Code sections 401(a) and 4975(e)(7). Corporation A also
mai ntains a defined benefit plan and a profit-sharing plan
with a cash or deferred arrangenent feature.

Plan X financed the purchase of Corporation A stock by
borrowi ng funds from Corporation A ("Corporate Loan"), and
by issuing to each selling sharehol der prom ssory notes
guaranteed by Corporation A ("Seller Notes"). The Corporate
Loan and Seller Notes together constitute the "Plan X Loans"
referred to herein. You represent that the Plan X Loans are
exenpt within the nmeaning of section 54.4975-7(b) of the
Exci se Tax Regul ati ons.

Plan X pledged as collateral for the Corporate Loan
those shares of Corporation A stock attributable to the cash
consideration paid pursuant to the tender offer. The shares
of Corporation A stock attributable to the cash consi der-
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ation along with the shares of Corporation A stock
attributable to Seller Notes were credited to a single
suspense account under Plan X which, you represent, conplies
in all respects wth the requirenments of section 54.4975-
11(c) of the regul ations.

As contributions by Corporation A to Plan X and
di vidends on unall ocated shares of Corporation A stock are
used to nmake principal and interest paynents on the Plan X
Loans, a pro rata portion of the shares credited to the
Pl an x suspense account is released from such account and is
allocated to individual participant accounts under
Plan X pursuant to an allocation fornula set forth in the
Pl an x docunent.

Corporation A intends to elect, in accordance with the
provi sions of Code section 1362, Subchapter S corporate
stat us. Corporation A will anmend Plan X to provide that
S Corporation distributions from Corporation A with respect
to unallocated shares will be used to repay the | oans. The
S Corporation distributions will consist of dividends to the
extent that Corporation A has accunul ated earnings and
profits fromits prior status as a C corporation and anounts
comng from Corporation A s accunul ated adjustnents account
("AAA") maintained in accordance with code section 1368.
The AAA is not increased by capital contributions. All
anounts held within it would be payable as dividends under
Code section 301 if Corporation A remained a C Corporation

Based on the above facts and representations, the
followi ng rulings have been requested:

1. If Corporation A makes an election under Subchapter S of
the code, Corporation aA’s S Corporation D stributions nade
with respect to unallocated securities of Corporation A held
by Plan X may be used to nake principal and interest
paynents on the Plan X Loans w thout violating the

requi renents of section 4975(d)(3) of the Code and its
acconpanyi ng regul ati ons.

2. If s Corporation Distributions, as described above, made
by Corporation A with respect to unallocated securities of
Corporation A held by Plan X are used to repay the Plan X
Loans, such amounts, and the release and allocation of
Corporation A securities from the Plan X suspense account
attributable to such anobunts, do not constitute "annua
additions" wthin the neaning of section 415(c)(2) of the
Code.

Code section 401i{a) provides that a trust created or
organized in the United States and formng part of a stock
bonus, pension, or profit-sharing plan of an enployer for
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t he exclusive benefit of his enployees or their
beneficiaries shall constitute a qualified trust under this
section if certain requirenents are net.

Code section 4975(e)(7) generally defines an ESOP as a
defined contribution plan which is a stock bonus plan which
is qualified under Code section 401(a), and which is
designed to invest primarily in qualifying enployer
securities.

Code section 4975 inposes a tax on prohibited
transactions, but provides an exenption in section
4975(d)(3) for a loan to a |leveraged ESOP (as defined in
section 4975{e)(7)) if such loan is primarily for the
benefit of participants and beneficiaries of the plan
Requi renents concerning the interest rate and collatera
must al so be met.

Section 54.4975-7(b)(2}(ii) of the regulations provides
that an exenpt loan will be subjected to special scrutiny to
ensure that they are primarily for the benefit of
participants and their beneficiaries.

Section 54.4975-7(b)(3) of the regulations states that
an exenpt loan nust be primarily for the benefit of the ESOP
participants and their beneficiaries, and that all of the
surrounding facts and circunstances will be considered in
determ ning whether the |loan satisfies this requirement. It
further states that no loan will satisfy this requirenent
unless it satisfies the requirenents of section 54.4975-
7(b)(5) of the regul ations.

Section 54.4975-7(b)(5) of the regulations states in
part that no person entitled to paynent under the exenpt
loan shall have any right to assets of the ESOP other than
(i) collateral given for the loan, (ii) contributions (other
than contributions of enployer securities) that are nade
under an ESOP to meetits obligation under the |oan, and
(iii) earnings attributable to such collateral and the
i nvestnent of such contributions. Section 54.4975-7(b)(5)
further states that paynments nade with respect to an exenpt
| oan by the ESCOP during a plan year nust not exceed an
amount equal to the sum of such contributions and earnings
received during or prior to the year |less such paynments in
prior years.

Section 54.4975-11(c) of the regul ations provides that
all assets acquired by an ESOP with the proceeds of an
exenpt | oan under Code section 4975(d)(3) nust be added to
and maintained in a suspense account. They are to be
wi thdrawn from the suspense account by applying the
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applicable regulations as if all securities in the suspense
account were encunbered.

In this case, the subject S Corporation Distributions
consisting of anmounts from either accunul ated earnings and
profits or fromthe AAA are earnings attributable to
unal | ocated securities of Corporation A held in the suspense
account as assets acquired by Plan X with the proceeds of
the Plan X Loans. Accordingly, with respect to ruling
request one, we conclude that use of such anobunts to nake
principal and interest paynents on the Plan X Loans will not
cause the Plan X Loans to fail to satisfy Code section
4975(d) (3).

Code section 415(a) provides, in pertinent part, that a
trust which is part of a pension, profit-sharing or stock
bonus plan will not constitute a qualified trust under Code
section 401(a) if, in the case of a defined contribution
plan, contributions and other additions under the plan wth
respect to any participant for any taxable year exceed the
[imtation of subsection (c).

Code section 415(c)(l) provides that contributions and
other additions with respect to a participant exceed the
[imtations of this subsection if, when expressed as an
annual addition (as defined below), such annual addition is
greater than the |esser of $30,000, or 25 percent of the
participant's conpensati on.

Code section 415(c)(2), defines an "annual addition" as
the sum for any year of enployer contributions, enployee
contributions and forfeitures.

Wth respect to ruling request two, we conclude that
since the subject S Corporation Distributions are earnings,
such Distributions made by Corporation A with respect to the
unal | ocated securities of Corporation A held by Plan X used
to repay the Plan X Loans, and the release and allocation of
Corporation A securities from Plan X attributable to such
amounts, do not constitute "annual additions” within the
meani ng of Code section 415(c)(2).

This ruling letter is based on the assunption that Plan
X will continue to be otherwi se qualified under Code
sections 401(a) and 4975(e)(7) at all relevant tines. Al so,
this ruling is based on the assunption the AAA satisfies the
requi rements of Code section 1368 at all relevant tines.

This ruling is directed only to the taxpayer who
requested it. Code section 6110(k)(3) provides that it may
not be used or cited by others as precedent.
vy
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A copy of this ruling letter has been sent to your

aut hori zed

representative in accordance wth a power of

attorney on file with this office.

Encl osures:

Sincerely yours,

(algaed) JOYCB B. FLOTD

Joyce E. Floyd, Manager

Enpl oyee Pl ans Technical Goup 2
Tax Exenpt and Governnent Entities
Di vi sion

Copy of ruling
Del eted copy of ruling

Noti ce of

CC:

Intention to Disclose

xxxxx Key District Ofice
Attn: Chief, EP/EO

XXXXX, Esquire
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