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Client Alert 
Deadline Extended for New Qualified Plan 
Employer Stock Diversification Requirements 
The Pension Protection Act of 2006 (PPA 2006) made sweeping changes to the laws governing 
employee benefit plans, including adding new diversification requirements for most tax-qualified 
defined contribution plans holding publicly traded employer securities.  The new diversification 
requirements take effect as early as January 1, 2007, and certain employers must provide plan 
participants with advanced notice of the new diversification requirements.  As expected, late last 
week, the Treasury Department and Internal Revenue Service (1) extended the deadlines for 
complying with some aspects of the new diversification requirements, (2) extended the deadline for 
providing the required notice, and (3) issued a model notice to comply with the new notice 
requirement.  The extensions and model notice were issued under IRS Notice 2006-107.  For a link 
to the IRS notice, click here or go to www.chadbourne.com/PPA.htm.   
 
What Are the New Diversification Requirements? 

The PPA 2006 gives participants (and certain other individuals, such as alternate payees) in 
tax-qualified defined contribution plans that hold publicly traded employer securities the right to 
diversify their plan accounts held in such securities.  The holding of publicly traded employer 
securities via an investment company or similar pooled investment vehicle (such as a mutual fund) 
is generally not sufficient to trigger the diversification requirements.  However, a plan will be 
considered to hold “publicly traded employer securities” if a plan holds employer securities that are 
not publicly traded, yet any participating employer or member of its controlled group has issued any 
class of stock that is traded on an established securities market.  Certain ESOPs are exempted from 
the diversification requirements. 

Covered plans will be required to permit participants to diversify immediately their employee 
deferral, after-tax, and rollover accounts held in publicly traded employer securities.  A participant 
need not be given the right to diversify employer contribution accounts (both non-elective and 
matching) held in such employer securities until the participant accrues three years of service.  
Participants must be given the choice to diversify into at least three different investment options, 
each with materially different risk and return characteristics.  Plans can limit diversification to 
reasonable time periods that occur at least quarterly, although participants generally must be given 
the opportunity to diversify as frequently as they may make changes to other investment elections. 

The new diversification requirements also greatly limit a plan’s ability to provide a benefit (such as 
an increased matching contribution) conditioned upon a participant’s continued investment in 
employer securities and to limit a participant’s ability to invest in employer securities if the 
participant transfers money out of that investment.  For example, a plan limit that prevents 
participants from investing in employer securities for the six-month period after he or she transfers 
money out of the employer securities investment option will generally not be permissible.  It is 
permissible to limit a participant’s ability to re-invest in employer securities held in a closed fund 
(that is, a fund that does not accept any new contributions or transfers of existing contributions). 

The new diversification requirements are generally effective for plan years beginning after 
December 31, 2006, although transition guidance has now been issued.  Covered plans will need to 
comply with these diversification requirements in order to maintain their tax-qualified status. 
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What Are Highlights of the New Transitional Guidance? 
Here are some highlights of the transition rules contained in IRS Notice 2006-107: 

• Plans Need Not Terminate Existing Restrictions or Conditions on Divestiture Rights Until 
March 30, 2007.  Plan sponsors now have until March 30, 2007 to remove any conditions or 
restrictions prohibited by the new diversification requirements, as long as those conditions or 
restrictions are in effect on December 18, 2006.  Those conditions or restrictions may not 
continue to be imposed on or after March 31, 2007 (except as noted in the next bullet). 

• Certain Conditions on Grandfathered Investments Need Not be Removed Until 
December 31, 2007.  Plan sponsors now have until December 31, 2007 to remove conditions or 
restrictions prohibited by the new diversification requirements, as long as those conditions or 
restrictions are in effect on December 18, 2006, but only to the extent they either (i) do not 
impose otherwise applicable restrictions on a stable value fund or (ii) allow divestiture of an 
investment that is not a generally available investment (that is, an investment only available to a 
fixed class of participants) on a more frequent basis than participants are allowed to divest 
employer securities.  Those conditions or restrictions may not continue to be imposed on or 
after January 1, 2008. 

• Diversification Rights for Existing Investments Can Be Phased In.  In some cases, the new 
diversification requirements can be phased in over three years.  This transition rule applies to 
employer securities held under a plan before the new diversification requirements become 
effective (“grandfathered securities”) as follows:  (i) for the first plan year to which the new 
diversification requirements apply, a plan need only permit a participant to diversify 33% of his 
or her grandfathered securities; and (ii) for the second plan year, a plan need only permit a 
participant to diversify 66% of his or her grandfathered securities.  Beginning with the third 
plan year, participants must be able to diversify 100% of their grandfather securities.  Note that 
this transition rule does not apply to any participant who, before the beginning of the first 
plan year after December 31, 2005, is at least 55 years old with three completed years of 
service.   

• Notice Under ERISA is Not Required Until January 1, 2007.  The Department of Labor has 
advised that Section 101(m) of ERISA (which requires that written notice of divestiture rights 
be provided to participants and certain other individuals) does not require plans to furnish a 
notice of rights before January 1, 2007.  This means that plans with plan years beginning on or 
after January 1, 2007, but before February 1, 2007, are not required to furnish the notice to 
applicable individuals until January 1, 2007, even though that notice will not be furnished at 
least 30 days before the date that the individuals are eligible to exercise their rights.  The 
Treasury Department nonetheless encourages plan sponsors to provide the notice as soon as 
possible and has therefore issued a model notice that plan sponsors can use.  The model notice 
can be found in Notice 2006-17 (which can be reached via the earlier link to that Notice).  We 
would also be happy to provide you with a copy of the model notice. 

*    *    *    *    * 

December 4, 2006 
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For Additional Information 
This client alert can be found, together with other recent Chadbourne & Parke LLP client alerts, on 
our website at www.chadbourne.com/publications. Our client alerts are for general informational 
purposes and should not be regarded as legal advice. If you have any questions regarding this alert, 
please contact any of the following: 

New York   
David Gallai +1 (212) 408-1033 dgallai@chadbourne.com 
Marjorie M. Glover +1 (212) 408-1016 mglover@chadbourne.com 
Jennifer Roselius +1 (212) 408-5426 jroselius@chadbourne.com 
Edward P. Smith +1 (212) 408-5371 esmith@chadbourne.com 
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