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MINUTES OF THE ___ _HOUSE COMMITTEE ON ECONOMIC DEVELOPMENT

The meeting was called to order by Elizabeth Baker at
Chairperson

3140 ¥$X/p.m. on Tuesday, January 30 1990 in room _423-S _ of the Capitol.

All members were present except: Representatives Barkis, Shumway, Chronister, Weimer, Heinemann,
and Dean. Excused.

Committee staff present:
Lynne Holt, Research
Elaine Johnson, Secretary

Conferees appearing before the committee:
Jack Montgomery, Director of Division of Existing Industry Development, Dept. of Commerce
Duncan Harwood, Director of ESOP Services, EP| Qualified Plan Consultants

The meeting was called to order by Chairman Baker at 3:40 p.m.

Representative Baker opened the hearing on HCR 5035 and recognized Lynne Holt of the Research
Department.

Ms. Holt briefed the committee on ESOPs. The term "ESOP" means Employee Stock Ownership Plan.
ESOPs produce certain federal tax advantages that enable the transfer of stock ownership from
company to employee. They are not necessarily suitable for all types of companies and are not devoid
of risk. A company must be prepared to buy back the stock of retiring employees which could entail
a considerable outlay of funds. ESOPs also represent a loss of revenue to the federal government.

Jack Montgomery, Director of Division of Existing Industry Development, of the Department of
Commerce testified in support of HCR 5035. Mr. Montgomery stated the Department of Commerce
has provided a number of its staff with in-depth information on leveraged buyouts and ESOPs allowing
them to recognize those companies which may be likely candidates for implementing an employee
stock ownership plan. With the encouragement of the Department, the certified development
companies have also explored this subject at a meeting of their statewide association. Attachment
1.

Duncan Harwood, Director of ESOP Services, CPl Qualified Plan Consultants was the next conferee
to testify in support of HCR 5035. Mr. Harwood stated that this resolution is the first step to
providing information to companies on ESOPs. ESOPs will keep ownership of companies in the state.
He also stated that distressed companies can use ESOPs for refinancing large corporate debt and
he is also aware of a bankruptcy where employees raised funds and found financing to save the
company. Attachment 2.

Mr. Harwood responded to questions from the committee.

The meeting adjourned at 4:00 p.m.

Unless specifically noted, the individual remarks recorded herein have not
been transcribed verbatim. Individual remarks as reported herein have not
been submitted to the individuals appearing before the committee for

editing or corrections. Page _1_ Of _._1_
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TESTIMONY ON H.C.R. 5035
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Secretary of Commerce
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TESTIMONY ON H.C.R. 5035

Thank you for the opportunity to appear before the committee in support of H.C.R.
5035 which endorses the concept of employee stock ownership plans (ESOPs).

The Kansas Department of Commerce supports the ESOP-type of business
transaction and its use by Kansas businesses where appropriate. As the committee has
heard, ESOPs can provide a number of benéfits and advantages to a company, its
management, and its employees.

The Department has provided a number of its staff with in-depth information on
leveraged buyouts and ESOPs allowing them to recognize those companies which may be
likely candidates for implementing an employee stock ownership plan. With the
encouragement of the Department, the certified development companies have also explored
this subject at a meeting of their statewide association. We have made efforts to promote
ESOPs by educating Department staff and business assistance organizations which work
closely with business financing alternatives.

Our staff will continue its efforts to identify possible candidates for an ESOP and
work with authorities in this field in an attempt to successfully structure such a plan where
it is in the best interest of the business and its employees.

Again, the Department of Commerce supports this resolution and its intent to

encourage the use of ESOPs with the Kansas business community where appropriate.
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I, INTRODUCTION

Employee $tock Ownership FPlans (ESOPs) have become extremely attractiva
gince the passage of favorable legislation beginning in 1984
Cogxporations both large and small are establishing ESOPs to provide an
" attractive employea benefit plan and/or to utilize the ESOP as a means
of corporata finance. The result has been the broadening of corporate
ownership in the United States (U.8.) by including employees as
beneficiaries of financial transactions. Strong Congressiomal support
in the form of ESOP tax incentives has led to the growlng use of ESOPs
to transfer ownership of a company to {ts employeses, to fund capital
{nvestment, as a means of divesting or acquiring a subsldiary through a
leveraged buyout; and as a vehicle to facilitate virtually any type of
legitimate corporate financial transaction. Not only do corporations
and selling shareholders beneflt from the tax savipgs that 1s
unavallable through traditienal transactlong but employees gain
significant, financlal and retirement benefits.
An ESOP is a qualified employee benefit plan under the Employee
Retirement Income Security Act of 1974 (ERISA) which must meet the
unique and complex requirements under the law. Because of the highly
technical and flexible nature of ESOPs, CPI Qualified Plan Consultants,
Inc. (CPI) has prepared this booklet. It is intended to provide the
reader with information regarding the structure of ES0Ps and to explain
how they can best be used to achieve corporate financial goals while at
the same time providing employees with a beneficial intexest in the
corporation in which they work.

A. THE ES0P AS AN EMPLOYEE BENEFIT PLAN

Unlike other employee beneflt plans, which are {nvested in a variety

of diversified investments, ESOPs are intended to invest primarily
{n company stock and to make employees beneficial owners of the
company where they work, ESOPg are also the only employee benefit
plan which may be used as a technlque of corporate finance so that
employees can ghare in the benefits realized through corporate
financial transactlons.
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Because ESOPs are invested primarily in the stock of the sponsoxing
corporation, they are a means of transferring ownership of thae
company to its employees. As owners, employees may ba more
motivated to improva corporata performance becausa they can benefit
directly from company profitability. A growing company showing
slgniffecant increases in the value of its stock can mean significant
. financial benefits for 1ts employees. 1In fact, studies have shown

capital which often result in financial benefits far superlor to
other employea banefit plans,

Becausa the assets of the ESOP trust are invested primarily in the
stock of the company, thera may be a higher degree of rigk for tha
employee, There 1s also a greater potential for reward ag well, and
by making employees part-owners of tha company where they work ESOPs
provide more workers access to the risks and rewards of our frea
enterprise system.

ESOPS CAN IMFROVE CORPORATE PERFORMANCE

Sharing the risks and rewards of capital ownership with employee ean
have a significant impact on corporate performance. A mounting body
of evidence suggests thar employee ownership improves employees’
attitude towards their company. Many studies confirm this result,
that employea ownership can improve employee attitudes and corporate
performance. For example, a 1980 study reported in the Journal of
Coxporate Law, found that ES0OP companies have twice the annual
productivity growth rate of comparable non-ESOP companies during the
1975-1979 period.

ES0P than before: that companies that have ESOPs enjoy faster rates
of growth than companles that offer no ownership; that employee
owned companies hava greater sales growth, operating margins and
returns on equity than similar non-employee owned companies havae
greater sales growth, opetating margins and returns on equity than
similar non-employee owned companles; and that on the average, ESOPs
have provided substantial financial benefits to employees over the
last 10 years.

ES0Ps provide aun excellent means of encoutaging workers to take a
more active Interest in company preductivity simply because they
share in the profits ecreated through productivity increases, As
might be expected, employees tend to react to employee ownership in
financial terms, and if contributlons to an ESOP are small and
account balances in an ESOP are negligible, the motivational effore
way elew Te neglipllle, anvihies vywey dvwnd whes she key fasvew
determining positive employee attitudes towards an ESOP was the
amount of stock and/or ecash contributed to the plan on an annual
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basis. In other words, the greater the commitment a company makes
to employee ownership by actually giving employees ownership the
greater the likelihood that employees will respond positively as
owners,

Greater employee productivity does not happen automatically,
however, and communicatlons efforts are vital to achleving the
benefits that many ESOP companies have reallzed. GCetting workers to
think and act as owners may be a challenga., But as employees begin
to understand that they will share in the profits reallzed through
corporate growth, a more cooperative environment can be created.
With consistent ESOP contributions, extensive education programs,
and other efforts to reinforce the ownership model, ESOPs can result
in significant productivity improvements. The experience of
thousands of ESOP companies provlides positive evidence for the
effactiveness of employee ownership as a means of improving
productivity while broadening the ownership wealth in this country.

These benefits have in turn justififed the tax incentives bestowed on
ESOPs,

C. ESOPS AS A TECHNIQUE OF CORPORATE FINANCE

Many of the tax incentives granted to ESOPs have been to promote the
use of ESOPs as a technique of corporate finance, and these
incentives can maka it attractive for corporatlons to share thae
benefits of corporate financlal transactions with thelr employees.
Leveraged ESOPs are being used with increasing frequency as a means
of buying out outside shareholders, financing capltal expansion,
taking public companies private, spinning off divisions, acquiring
new divisions and for virtually any other legitimate corporatea
financial transaction.

The net effect of using ESOPs to finance companies' purchases of
exlsting company stock, new equipment, retail outlets, other
enterprises, ete., i3 to allow employee to become owners and
therefora beanefit from capital ownership and corporvate financial
transactions, 1In addition, the tax benefits ESOPs provide to the
sponsoring employer can reduce the costs of borrowing and enhance
cash-flow and debt financing.

D, ESOPS DEFINED

ESOPs are a type of qualified employee benefit plan which must
conform to the guldelines established by ERISA. Thetra arxe two broad
categorles of employee benefit plans which are regulated by ERISA,
defined benefit plans and defined contribution plans. ESOPs fall
under the defined contribution category. The retirement benefits
provided for each employee by defined contxibution plans are not
guaranteed nor are they determined when the employee enters the plan
a8 in defined benefit planas, Defined benefit plans are funded
annually by actuarially determined required contributions which axe
sufficient to provide a normal retirement bepefit payable at the
employea’s normal retirement age. Defined contribution plans by
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contrast generally do not provide guaranteed levels of payment at
normal retlrement age and contributions made by the employer may
vary with the level of the employer’s profits or may be totally
disecretionary. The amount of employer (and possibly employee)
contributions to the plan along with the gains, losses and
adminlstrative expenses of the plan determine thae benefits provided
by a defined contribution plan. In a defined contribution plan, the
employer contributions are allocated to an individual employee
account generally in the ratlio that the individual’s compensation

bears to the total compensation of all employee participating in the
plan.

An ESOP is a speclal kind of defined contribution plan which is
designed to be invested primarily in the stock of the sponsoring
employer. As with all defined contribution plans, ESOPS must be in
writing and must provide that the sponsoring employer astablish a
trust to recelve the employer’'s contributions to the plan,

As with all defined contributionm plans, company contributions to an
ESOP are fully tax deductible within specified limits. In addition,
the trust ls generally exempt from any tax on the income generated
by the assets held by the trust and plan participants are not liable
for taxation of their benefits until they actually receive a
distribution fxom the plan.

Thers are two basic kinds of ESOPs, non-leveraged and leveraged,

A non-leveraged ESOP is defined as a stock bonus plan or a
combination of a stock bonus plan and a money purchase pension plan
that has bought stock using money that was not borrowed. The
contributions to a stock bonus plan need mot be based on profits
(although they may be). Contributions under a stock bonus plan may
be based on some other kind of formula, or left up to the discretion
of the employer. To be an ESOP a stock bonus plan must specifically
designate itself as an ESOP in the plan document and comply with
special ESOP requirements of Internal Revenue Service (IRS)
regulations. Only those plans which are specifically designated as
ESOPs may benefit from the incentives provlided for ESOPs.

Normally, an employer may deduct contributions of only 15% of annual
covered payroll under & stock bonus ESOP. By combining a stock
bonus plan with a money purchase pension plan, however, an employer
can deduct up to 25% of annual payroll from taxes. A money purchase
pension plan is a defined contribution plan which must have a fixed
contribution based on some formula which is not dependent on
profits. Also, forfeltures - the portion of departing employees’
aceounts which is not vested and to which they therefore lose thelr
entitlement - may be reallecated to other employees.
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E. LEVERAGED ESOPS

An ESOP is the only qualified employee benefit plan which ean borrow
monay using corporate credit to finance the acquisition of company
stock. The ESOP can borrow from a commercial lendar, the company,
or an individual or other company which may be a party In interest
to the ESOP., For all other qualified employee benefit plans this
would be a prohibited transaction under ERISA, but a special
exemption is provided for ESOPs. When an ESOP borrows money, the
gshares of stock it purchases with the loan are credited to a
suspense account, from which they are released and allocated to
employee accounts on a pro-rata basis as the loan 1s repaid, In
order to facilitate loan repayments, leveraged ESOPz are
specifically exempted from the 15% of covered payroll contribution
limit for profit-sharing and stock bonus plans. Leveraged ESOPs are
thus allowed to make a tax-deductible contribution of up to 25% of
covered payroll to repay the principal on the loan, All
contributions used to repay loan interast are also deductible.
Interest payments are not included for purposes of calculating the
25% contribution limit, provided certain allocation tests are met,
Also, dividends on atock held by the ESOP which are used to repay an
ES0P loan (which are tax-deductible), are not counted when
determining the 25% deductible contribution limit.

Proceeds from an ESOP loan must be used to purchase employer stock
or to repay a prior exempt ESQOP loan within a reasonable timae period
after they are received. The interest rate must be reasonable and
an ESOP loan must be a term loan, not a demand loan. The only
collateral the ESOP c¢an provide is the qualifying employer
securities purchased., These securities must be released from pledge
on a pro-rata basls as they are allocated to employees’ accounts.
The lender’s only recourse agalnst the ESOP is to go agalnst

| whatever collateral remains pledged, contributions to the ESOP for

? loan repayment, earnings on those contributions and cash dividends
on the employer’s stock.

Often the employer will give the lender a guarantee that it will
make contributions to the ESOP which are sufficlent to enable the
ESOP to repay the loan on schedule. If the lender prefers, the loan
may ba mada to the employer instead of the ESOP, provided the
employer then makes a loan for a like amount to the ESOF. The tax
effect 15 the same either way. Also, the employer may provide other
collateral to the lender.

G-2-5
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The following is a diagram of how a leveraged ESOP works:
BANK
1 s !
//iﬁfrancee 1
1
Promissory
COMPANY \ Note
2
3 Stock
Annual
Payment 2 3
5 Annual
l Payment

ESOP TRUST

HAR 4 -
aoingﬂ Stock 2 __Stock or $_;1 CgMgANéb
R3 EMPLOYEES
— ‘__.._$ 2A .~

(1) Bank lends money tO ESOP with company guarantes. (2) ESOF buys stock from
company or (24) from existing shareholders. (3) Company makes annual tax deductible

contributions to the ESOP which, in tuxn, repays bank, (4) Employees collect stock
or cash when they ratire or leave the company .
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F. OBTAINING THE ESOP LOAN

As with any other type of loan, lenders evaluata ESOP loan request
primarily from a risk perspective. Though tax-advantaged ESOP
finaneing can improve the cash flow of the borrower, the lender will
first want to assurae itself of the credit risk of the prospective
borrowlng company, Without this assurance, even the potential
advantages of an ESOP will not suffice to make a loan available to
an unstable business, In general, banks assess the
credit-worthiness of a company by looking at 1ts abllity to generate
cash, the liquidity of its assats and the underlying value of the
company. An ilmportent consideration unique to ESOF loan requests is
that the lender needs assurance that the company 1s able to comply
with the Internal Revenue Code and ERISA regulations that govern
ESOPa, which are enforced by the IRS and the Department of Labor.

Lenders also look at a company’s ability to utilize the ESOP tax
incentives., If the company is projecting profits and has a large
payroll, it will be abla to take full advantage of the benefits
afforded leveraged ES0Ps. These benefits enhance a company's
ability te repay an ESOP loan, and ESOP loans can be very attractive
to a lender. Because companies whose chares are not publicly traded
are oblipgated to repurchase employees' shares as employees retire,
landers often require prospective ESOP companies to perform a
repurchase llability analysis priot to receiving funding to help
predict future cash-flow requirements. Lastly, a lending
tnstitution will assess its own ability to fully benefit from the
50% Interest execlusion for qualified ESOP loans which is explained
on page 23. The prospect of =ignificant tax-gavings on interest
income earned from an ESOF loan provides lending institutions with
an additional incentive to offer a company such a loan (although a
| lender with a low effective tax rate may find this less
| attractive). The savings gained by the lender are usually, in part,
? passed on to the ESOP company in the form of a reduced interest
rata. Companies seeking to acquire an ESOP loan at reduced interest
rates should first locate a jender who is currently in a taxable
positien, or who {3 able to syndlcate the loan to a lender who is,
and therefore able to benefit from the lender exclusion. Some
lenders may offer gecuritized ESOF loans which are immediately
resold to other lending institutions.

¢. THE USE OF EsOPS IN CORPORATE FINANCIAL TRANSAGTIONS

In addition to the special attributes of ESOPs as an employea
benefit plan, ESOPs are the only employee benefit plan which can
also be used as a technique of corporate finance. Leveraged ESOFs
may be used for an legitimate financial purpose, since the employees
are the ultimate beneficiaries through the acquisition of employer
sacurities by the ESOP. The following are common examples of how
ESOPs are used In corporate financial transactions:

@ -2-77
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1. The owner of the business may be interested in selling part or
all of his stock on a tax deferred basis to get an immediate
return on his investment in his business. The ESOP creates a
private market for the owner's stock, The owner's objective may
be to pass control of the business or its management to his
descendants ovet a period of time in antleipatien of his
aventual retirement from the business. The owner can defer tax
on his gain by reinvesting the sale proceeds in stock or debt
instruments of privately or publicly held U.S. companies. The
ownet can permanently defer the tax on his gain if thesa
securlties pass to his estate,

2. The business may need to refinance existing dabt to improve its
cash flow, Existing debt can be financed through an ESOFP
resulting in lower interest rates, a longetr term and with
greatly reduced cash flow needs to service this debt since the
principal is a deductible expense. Commercial lenders get a tax
break on tha ESOP loan interest and will pass through part of
thelr tax savings by giving the ESOF a lower interest rate.

3. A company with multiple shareholders may be faced with the
obligation to buy stock back from employee shareholders who
retire or otherwise leave the company. The ES0P can be used to
provide a market for the stock making the purchase a deductible
expensa to the company and financing such acquisition at reduced
costs.

4. An ESOP can be used as a means of coxporate finance to create
worklng capital or to finance the acquisition of equipment and
property. The ESOP debt is fully tax deductible and a lower
loan interest rate can be obtained. In exchange for the
substantially lower financing costs, the employees are provided
with a motivational employee benefit program which can increase
productivity and profits, with the proper company reinforcement
through employee communication and educational programs.

5. Corpotrate management may be attempting to purchase the company
from the owner(s). Using an ESOP to finance all/or part of the
acquisition of stock makes the acquisition debt a fully
deductible expense to the company with a reduced intaxest rate,

p Management gains effective control of the company and employees
receive a beneficial interest in the company through the ESOP
motivating the employees to become more efficient and
productive.

6. A part owner of a company may be conzidering buying out another
owner who is needing to sell out for various reasons
(retirement, health, ete,). The ESOP can be used to reduce the
amount of cash flow necessary to service the debt tequired to
finance the acquisition. The part owner does not have to comae
up with the capltal to buy out the owner wanting to leave. The
part owner who remains with the business gains effective control
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of the business and the employees gain a beneficlal interest in
the business which increases thelr motivation and productivity.
The selling owner can sell his stock and defer the tax (which
may be deferred permanently) resulting in substantially greater
after tax income from the sale or this tax savings could be
shared with the ESOP to reduce the ESOPs's purchase price.

7. The company may be in an acquisition mode to acquire othex
businesses to compliment its existing business and increase its
market share. An ESOP can be used to acquire all or a portion
of another business, The ESOP can motivate the owners of the
target business to sell because of the tax advantages to the
seller, The acquiring business may acquire a small percentage
of the stock and finance the remalning portion through an ESOP
at a lower rate and with reduced cash flow needs to service the
debt since the principal payments are deductible. The employees
of the acquired business gain a beneficial interest in the
business and may view the takeover in a favorable light.

8. Hundreds of publicly-traded and closely-held companies divest
subsidlaries, divisions and product lines every year. An ESOP
can be used as an effective tool for allowing employees to make
a competitive bid for part or all of a division of a company
undergoing divestiture. The tax benefits associated with ESOP
buyouts offer employees a chance to finance a significant
ownership stake in the company. ESOPs are also, on occasion,
used to prevent plan closings.

9. An ESOP can enable a company to buy back all or a significant
block of its publicly traded stock. The motivation behind this
use of an ESOP may be to make a hostile takeover more difficult,
or simply to acquire stock at a perceived discount price for the
benefit of employees. ' The result for employees is a substantial
(up to 100%) share of ownership in thelr company.

ESOP REQUIREMENTS

ESOPs, like all qualified deferred compensation plans, must meet certain
minimum requirements spelled out in Section 401(a) of the Intermal
Revenue Code (IRG) in oxrder for the contributions to be tax deductible
to the sponsoring employer. The ESOP must provide a trust to which the
plan sponsor makes contributions. The trust must be for the exclusive
benefit of participants and thelr beneficlarles. The sponsor must
intend to have the trust's assets and income distributed to the plan
participants and thelr beneficiaries when they are eligible to receive
benefits, and the plan must not discriminate in favor of highly
compensated employees.

7-2-9
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A. COVERAGE REQUIREMENTS

In general, plan sponsors must ensure that at least 70% of all
non-highly compensated employees are covered by the plan, However,
there are several differant tests that may bae applied for purposes
of meeting the coverage requirements, Employees covered under a
collective bargaining agreement, certain part-time employees,
employees under thae age of 21 and employees with less than one yeay
of service may be excluded from the plan before applying the
toverage tests, v

IRC Section 401(b)(1) provides three alternative coverage tests for
determining that an ESOP does not discriminate in favor of highly
compensated employees. Highly compensated employees are generally
those who are preater than 5% owners of the company, those earnings
over $75,000 (indexed) in compensation, those earnings over $50,000
(indexed) and who ars In the top 20% of employees in terms of

recelved compensation greater than 50% of the definad benefit limits
in effect under IRC Section 415(b) (1)(A) for the year,

At ESOP must meet one of the following coverage testg.

1. At least 70% of all non-highly compensated employees must be
covered by the plan.

2. The percentage of employees who are not highly compensated must
be at least 70% of the percentage of highly compensated
employees, benefiting under the plan,

3. The averaga benefit for employees who are not highly compensated
must be at least 70% of the average benefit for employees who
are highly compensated,

An ESOP meeting any one of these three tests will satisfy the
coverage requirements, All employee benefit plans must comply with
one of these tests for plan years beginning after December 31, 1988,
(with limited extensions for collectively bargained plans).
Alternatively, a plan may be treated as meeting the coverage
requirements 1f it benefits guch employees as qualify under a
classification get up by the employer and found by the Secretary of
Treasury not to ba discriminatory in faver of highly compensated
employees. Employees who have not met minimum age and servica
requitements, non-resident aliens not recelving any U,S, source
earned income, and (usually) employeas covered by a collective
bargaining agreement, are not counted when applying these tests,

As noted above, ESOPs may ineclude minimum age requirements and
minimum years of service, but they may not have a maximum age
limitation, An EsOP may provide that employees who have inecurred a
break Iin service (thosa who have worked legs than 500 hours in a
specified 12 month period) will ceasa to participate in the plan,

11 G4.-3-s0
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Also, an ESOP may provide that employees will not share in an
allocation of an employer contribution or reallocation of
forfeltures for any year in which they have less than 1,000 hours of
service, or if they terminate during the year. The plan must
benefit no fewer than the lessor of 50 employees or 40% or more of
the employees of the plan sponsor, The corporate sponsor must
intend the plan as a permanent program when the plan is started,

although it may subsequently terminate the plan for valid business
reasons,

PRIMARILY INVESTED IN EMPLOYER STOCK

An ESOP i3 required by law to be designed to Invest primarily in the
stock of the sponsoring employer (most other employee benefit plans
may invest no more than 10% of thelr assets In employer
gsecurities). This helps Iinsure that employees will have a
significant ownership stake in the company where they work. Though
no strict quantitative gulidelines have been established by the IRS
to determine tha meaning of "invested primarily", it is generally
thought that the ESOP should be at leastc 50% invested in employer
securlties on an ongoling basis, The remaining trust assets may be
invested in other prudent investment to sllow for diversification
and liquidicty,

"Employer securities" may be common stock which is readily traded on
an established securities market, or, 1f no such stock exists, then
the ESOP must invest primarily in common stock which has a
combination of voting rights and dividend rights equal to or greater
than those of any other class of common stock (or prefexred stock
which 1s readily convertible into common stock.

VESTING

There are two basic minimum vesting schedules under IRC Section
411. fThese are five-year c¢liff vesting or 20% vesting after three

_years, lncreasing 20% per year untll 100% vesting ls reached aftex

seven years, Under five-year cliff vesting, a participant must be
100% vested after flve years of service, but need not ba vested at
all before that tima., These vesting schedules wera required by the
Tax Reform Act of 1986 and all qualified employee benefit plans must
comply with these requirements for plan years beginning after
December 31, 1988, (with limited extensions for collectively
bargained plans).

Vesting ia calculated using years of service with the employer, not
years of participation in the plan. A plan may provide that any
years in which an employee does not complete a year of service (at
least 1,000 hours of service) will not count for vesting purposes.
Years of service during which the plan did not yet exist, or during
which the employee was not yet 18 may all be disregarded by a plan
for vesting purposes,
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DEDUCTIBLE CONTRIBUTION LIMITS

Generally, an employer may claim a federal income tax deduction
equal to the amount contributed to tha ESOP not to exceed 15% of the
compensation pald to partiecipants for that year. The contribution
must be mada no later than the due date for the £iling of the
employer’s federal income tax return, ineluding extensions. In the
case of an ESOP which is currently leveraged the employexr'’s
deductible contribution to the ESOF to repay tha principal portion
of the ESOP loan 12 limited to 25% of compensation. There is no
1imit on deductible contributions to the ESOP to repay {nterest on
an ESOP loan. Dividends pald on allocated and unallocated stock
held by the ESOP may be used to repay an ESOP loan and/or may be
passed through to participants. Such dividends are deductible to
the corporation and are not counted in the 25% deductible limit if
they are reasonable. If tha employer has other qualified employeea
benefit plans in addition to the ESOF, auny contributions made to the
other plans must be aggregated with the contribution to the ESOP for
purposes of determining the maximum deductible contribution, If the
employer makes any contributions which exceed tha 15% or 25% limits,
the employer will be assessed a 10% excise tax on thesa
non-deductible contributions.

INDIVIDUAL LIMITATION ON ANNUAL ADDITIONS

There are limits on how much can be added (this is called the
nannual Additions") to an individual Partlelpant’s account each
year. The "Annual Additions® Lo an individual Participant’s account
may not exceed the lesser of 25% of tha Participant’s compensation
or $30,000 (lndexed). Annual additions to a particlipant’s account
includes contributions of cash or stock, contributlons of cash to
repay the principal portion of an ESOP loan, forfeltures of other
investments, forfeitures of non-leveraped stock and any enmployee
contributions. If no more than one-thixd of the employer’s
contribution for the year is allocated to highly compensated
employees the $30,000 dollar limit may be increased to §50,000 and
forfeltures of leveraged stock and contributions of cash to pay the
interest portion of an exempt loan are not counted as annual
additions. If dividends are pald on employer stock such dividends
are not counted as annual additions. Reallzed and unrealized gain
on employer stock and earnings on othex investments (including
interest and dividends) are not counted as annual addlitlons,

All plang of tha employer are aggregated to detesrmine the extent of
the annual additions. Therefore, the employer sponsoring more than
one employee benefit plan must project the extent of the annual
addicions before making the deductibla contributlons.
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Most ESOPS do not allow employea before-tax or after-tax
contributions, However, some employers are combining their ESOP and
401(k) plans (a qualified employee benefit plan which allows
employees to make before-tax contributions) to allow employees to
make before-tax contributions to be invested In employer stock. In
this case it is necessary for the employer to comply with regulatory
requirements under federal and gstate security laws,

DIVERSIFICATION REQUIREMENTS

For employer stock acquired after 12/31/86 the ESOP must provide any
employes who hag attained at least age 55 and completed at least 10
years of participation in the ESOP, an option to diversify 25% of
his or her employer stock account balance 1f such account is preatet
than $500 in value, The ESOF can allow this diversification option
to be applied to employer stock acquired before January 1, 1987. A
qualified employee must be given the diversification option annually
during a 90 day election period for those plan years after the
employea attains aga 33 and ending with the fifth succeeding plan
year (this results in a six year election period)., In the last year
of the slection periecd, an employee must ba given a one-time option
to diversify up to 50% of his or her account balance less any priot
diversified amount,

The ESOP must offer at least three investment options to meet the
diversification requirement. Alternatively, the plan may make a
distributlon to the participant of en amount equal to the
participant's diversification election to meet the diversification
requirement ox transfer the amount the participant elected to
diversify to another qualified employee benefit plan of the employer
which provides for salf-direction into at least three investment
options which do not jnclude invastment in employer stock. Many
amployers sponsor 401(k) plans in addition to the ESOP and these
401 (k) plans allow participants to self-direct the investment of
their accounts into various investment funds, Thus designing the
ESOF document to transfer the amounts the participant elects to
diversify to the 401(k) Plan in which he is a participant L& an
effactive way to satisfy this diversification requirement.

ESOP VOTING RIGHIS

ESOPs must meet the requirements of IRC Section 409(e) with respect
to voting rights on employer stock. 1In general, employers that have
"registration class securities” (publicly traded companies) must
allow plan participants to direct the manner in which employer stock
allocated to thelr respective accounts {g to be voted on all mattets.

Companies that do mot have registration class securities are
required to pass through voting rights to participanty only on
"major corporate {ssues". These issues are defined as mergeX or
consolidation, recapitialization, reclassflcation, 1iquidation,
dissolution, sale of substantially all of the assets of a trade ox
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business of the corporation and, under Treasury regulations, similayg
{ssues. On all other matters, such as the election of the board of
directors, the shares may be voted by the designated fiduelary which
is generally the trusteae or an administrative committae unless the
ESOP otherwise provides,

Wwith respect to issues voted by Participants, voting is passed
through on a one vote per whole share bagls, As an alternative,
voting may be passed through on a one vote per participant basis,

In regard to unallocated shares held in the trust, due to the
purchase of stock with a loan, the designated fiduclary may exercise
{ts own discretion in voting such shares. On lgsues guch a3 tender
offers the employer may want to consider drafting the plan to
provide that the designated fiduciary votes the unallocated stock In
the same proportion that the participants voted the allocated

stock. Thls provision would protect the designated fiduclary
against any charge that they violated their fiduclary duty to act in
the best interests of the ESOP participants,

THE TIMING OF ESOP DISTRIBUTLONS

The timing of distributions to ESOP participants who are eligible to
receive distributions must be specifically stated in the ESOP
document. 1IRC Section 409(o) places requirements on the latest time
the ESOP must specify that distributiouns of benefits commence. For
dlstributions to participants who die ox become disabled, the ESOP
must specify when the distribution will commence and this
commencement date can be no later then the end of the Plan Year
following the plan year in which tha Participant dies or becomes
disabled. For distributions to Participants who retire, the latest
the ESOP can begin making the distribution {s tha 60th day following
the plan year in which the participant retires. Tha above
distributions can be made, if the ESOP so specifies, In annual
{nstallments (or more frequently than annually), The ESOP must
gpecify the installment period and such period cannot exceasd five
years.,

For distributions to participants wbo separats from service for
reasons other than death, disability or retirement, the latast the
ESOP can provide for commencement of the distribution is the end of
the plan year which is the fifch plan year following the plan year
in which the participant separates from service. An exception iz
provided (if the ESOP s0 specifies) Lf a participant’s account
balance includes employer stock which was acquired in connection
with a loan that has not been fully repald, in which case
distributions of stock acquired by the loan will commence after the
loan 1s fully repaid. If the ESOF 8o specifies, the distribution
can be made in annual installmencs (or more frequently than
annual). The ESOP must specify the installment period and such
period cannot exceed five yeaxs,

G2 ye)
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If a participant’'s account balance exceeds $500,000, the {nstallment
period can be extended, Lf the ESOP 5o provides, one year for each
$100,000 (or fraction thereof) by which the account balance exceeds
§500,000 but for no longer than five additional years,

The ESOP may allow participants who have separated from service and
are eligible to receive distributions to elect to defer commencement
of their distributions until a date selected by the participant or
beneflclary. The ESOP may also allow the Participant (ox

Beneficlary) to elect the installment perlod over which the benefic
will ba distributad,

In closely held companies the ESOP must provide its participant with
an option to recelve thelr distribution in employer stock but if the
particlpant does not go elect, the distribution may be made in

cash, ES0Ps must provide that the distribution of the participant’s
stock account will be made in the form of stock and with respect to
the other investment account (if any) the particlipant may elect to
recajve such benefit in the form of cash or stock in which case the
participant generally elects to receive cash since the employer
stock 1s not publicly traded.

The timing and method of distribution to separated partieipants in
tha ESOP significantly affects thae company’s tepurchase liability.
Therefore, prior to the drafting of the ESOP document the company
should have a repurchase liability study done to include a
comparison of the various distribution methods,

J. PUT OPTION ON STOCK DISTRIBUTIONS

If a participant elects to receive his benefit from the ES0P in the
form of employer stock or {f the ESOP automatically provides for
distributions in the form of employer stock and the employer stock
is not a readily tradabla on an established securities market, the
closely held company must provide a put option on the stock
distributed from the ESOP.

If the distribution of stock from the ESOP is in a lump sum the
employer iz obligated to buy the stock back at the option of the
participant at the option price which is the most recent fair market
value of the stock as determined by an Independent professional
appralser. The ‘employer (or the ESOP at its discretion) can pay
such option price in a lump sum within 90 days from when the
participant exercises his or her put option. Alternatively, the
employer can pay such option prica to the participant in
substantlally equal payments (no less frequent than annually) over a
period not exceeding five years and beginning not more than thirty
days after the exercise of the put option. The employer must
provide adequata security and a reasonable rate of interest,

16 O’Q~/J‘”
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If the ESOP provides for installment distributions of stock (rather
than a lump sum distribution of stock) the put option payment with
respect to each installment distribution of stock must be pald in
full within thirty days after the Put option is exercised.

A participant may exercise his or her option during two periods of
tima: for 60 days after the date of the stock distribution or, 1f
the participant elects to hold the stock through the first put
option period, for 60 days after the date the Employer not{fies the
participant of the falr market value of the stock for the next
valuation date under the ESOP.

J., RIGHT OF FIRST REFUSAL

Stock distributed to a departing employee may be subject to a "righe
of first refusal" which would require the distributees to first
offer to sell the stock back to the employar (or to the ESOP) before
selling to a third party. The purchase of employer stock pursuant
to a right of first refusal must be at a price no less favorable to
the distributees than the greater of the selling price offered by a
good faith purchaser or fair market value,

K. VALUATION OF EMPLOYER STOCK

The Employee Retirement Income Security Act (ERISA) and the Internal
Revenue Code prohibit transactions between qualified employee
benefit plans and parties in interest, which includes major
shareholders of a company, officers, directors and plan

fiduciaries. An exemption 13 provided for E50Ps, since they would
often be unable to acquire employer stock otherwise, An ESOP may
acquire employer stock from a party in interest provided that the
rlan pays no more than “adequate consideration” for tha stock and
pays no commission on the sale. '

Adequate consideration for a company whose shares can be traded on a
public market is the prevailing market price, For a company whosze
shares are not publicly traded, adequate consideration is the Falr
market value of the company’s stock as determined by an independent
apptalsar. '

The stock of a private company with an ESOP should generally be
appralsed at least evary year. An appraisal is also usually needed
before a company decides whether to set up an ESOP and 1is
recommended for any significant transaction involving the ESOP, The
valuation of closely held employer securitieg for ESOP purposes must
be determined by an independent appraiser and the appraiser’s name
must be reported on the annual return filed with the Internal
Revenue Service, The term "independent appralser" means any
appralser meeting requirements similar to the requirements of the
regulations prescribed under IRG Section 170(a)(l) which refers to
appraisal standards for purposes of charitable foundations,
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In general, for the appralsal to be credible in the event of a
challenge by & plan participant, tha Department of Labor, or the
Tnternal Ravenue garvice, it should be performed by a professional
who is regularly in the busliness of appralsing the value of filrms
for ESQOP purposes. Also, while there is sti1ll debate on this point
AMONE professionals who provide services to ESOP3, it is prudent for
the appralser to be lndependent of other professionals who provide
gservices to the ESOP.

The factors that a qualified appralser will ecomnsider in determining
the value of a closely held business are spelled out i{in IRS Revenua
Ruling 59-60.

Appraisers alsa often assign 2 discount to the value of a block of
stock which represetns & pinority interest {n company, sinca &
minority shareholder cannot control corporate decision making. When
an ESOP holds a pinority intersst in a company its shares are valued
accordingly. However, when an ESOP holds the majority of 2
company's stock, appraisal practices Vary as to whether a digcount
for lack of control is applied since each individual participant in
the ESOP is a minority beneficial shareholder.

Finally, the extent of the company's ESOP repurchase 11abilicy and
the amount of the ESOP’s debt may have a significant affect on the
value of the ESOP shares.

REPURCHASE LIABILITY

Once the ESOP is established, the sponsoring Employer, which if
clogely held, has an obligation to repurchase stock from employees
eligible to raceive distributions. The employer stock must be
purchased act current falr markat galue., This emerging liability
called the repurchase 1iability may grov suddenly depending on the
structure of the ESOP and the actual performance of the company.

A company's repurchase 1iability is a function of the following
factors! the amount and length of the ESOP loan; the size of the
company’s annual contribution to the ESOP; the change {n the value
of shares of stock between the date of contribucion to the ESOP and
the date of repurchase; the vesting schedules of the ESOP; the
relative ages of the employee group; the number of employees;
turnover; disability and mortality; the proportion of stock and cash
in the company’s ESOP contributions; the timing and method of
distributlions as spellsd out {n the ESOP dogument; and the
diversification option of eligible employees.
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Obviously, .a company cannot have an obligation to repurchase shares
until it has ESop participants with vested stock who terminatae
employment, However, a company which, for example, begins vesting
participants after threa years at 20% and increases this vested
percentaga by 20% pet year until participants ara fully vested after
7 years, would find that 20% of two years of contributions verses
100% of 7 years of contributions can be a significantly diffarent,
especlally if the company has experienced substantial appreciation
In the value of its stock and has low employee turnover.

The exlstance of a repurchase liabilicy 1s rarely a reason not to
set up an ESOP, but it does require planning, Companies often find
1t useful to project the repurchasa liability before making the
final decision to implement an ESOP. Companies use a variety of
strategies to prepare for their ESOP's repurchase liability,
including: making suffiecient cash contributions on an annual basisg,
providing a variety of insurance/investment vehicles to generate
funds to cover plan particlpants’ account balances, and repurchasing
shares by using excess corporate funds or borrowing. The Department
of Labor "Adequate Cousideracion Regulations" rnow tequire that the
independent valuation firm take ineo consideration the company's
ability to repurchase employer stock from employees who hava
tacelved distributions when determining any discount of the stock
value due to a lack of marketability. Therefore, in most ilnstances,
an actuarial study to determina an ESOP’s emerging repurchase
liability may be advisable.

M. TAXATION OF PARTICIPANT BENEFITS

During the period in which a Participant’s account which consists of

Employer Stock and generally other assets is held in the ESOP trust,

the value of the account, including any appraciation, 1s noc taxable

; to the employee. Upon distribution, if an employee has attained the

| age of 59-1/2, the distribution is subject to taxatifon at the

| prevailing income tax rate, A 15% excise tax may apply to very
large distributions. In the case of particularly large
distributions this tax may in some circumstances be avoided by
extending the payment terms over a number of years. Indivi{duals
over the age of 59-1/2 are also eligible for a one-time election of
S-year forward averaging on a lump sum distribution frem the plan.
Special transition rules may allow cextain participants to elect
10-year Forward averaging or capital gains treatment on lump sum
distributiops.

If an employee receilves a distribution prior to age 59-1/2 a 10%
excise tax will be imposed on the entire distribution amount, ESQOPs
are exempted from this tax for distributions made prior to January
1, 1990, under certain conditions. In addition, specifal exemptions
are provided for death, disability, extraordinary medical expenses,
cessation of unemployment benefits, retirement or Just separation
from servica at or after age 55 if such retirement age 13 no longer
required. Exzemptiona are also provided if proceeds are distributad
In installments or are reinvested {n annuities payable over life
commencing on a separation from service, or if the distribution is
rolled over into an IRA or another qualified employee benefit plan.C?“¢2N/ g
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If a separated participant receives a distribution of stock, the
need to define unrealized gain on asuch stock is not taxed to the
participant. The unrealized gain is tha differenca between the cost
basis of the stock and the falr market value as of the stock
distribution date, However, the participant may elect to pay tax on
the unrealized gain, Therefora, it is important to annually

calculate the cost basls in the employer stock in order to determine
unrealized gain,

Cash dividends paid to ESOP participants or amounts distributed as a
result of the participant’'s diversification elaction are not subjact
to tha early distribution tax,

N. ACCQUNTING RULES FOR ESOPS

Atiother important consideration for companies entering into a
leveraged ESOP transaction is the impact of the required accounting
treatment. In 1976, the American Institute of Certified Publie
Accountants (AICPA) issued Statement of Position (S0P) 76-3 as a
recommendation of the accounting practices which should be followed
for ESOP companies. The statement made the following,
recommendations:

1. ESOP debt should be recorded as a Iiability on the financial
statements of the employer:

2, The liability incurred by the ESOP debt should be offset by a
reduction of shareholdexr’s equity -- a "contra equity account";

3. Both the liability and contra equity account should be reduced
symmetrically as principal payments on the loan are made;

4. Reductlons In the contra equity account should be charged to
compensation expense;

5. Reductions in the contra equity account raesulting from the
application of ESOP dividends to the reduction of the loan
balance will reduce both the retained eatnings and provision for
taxesg accounts;

6. Interest payments should be distinguished from principal
payments and charged to interest expense;

7. All shates held by an ESOP, whather or not they are allocated
should be treated as outstanding for purposes of
earnings-par-share caleulations;

8. All dividends pald on shares held by the plan should be charged
to retained earnings.

The following example will {llustrate how to account for an ESOP
transaction. Assume that a company guarantees a $5 million dollar
filve-year ESOP loan secured at an 8% interest rata, which is used to
purchase $5 million worth of the stock of tha employer company, Theg;wzﬁ/q
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If a separated participant receives a distribution of stock, the
need to define unrealized gain on such stoek ig not taxed to the
participant, Tha unrealized gain is tha difference between the cost
basia of the stock and the fair market value as of the stock
distribution date, However, the participant may elect to pay tax opn
the unrealized gain, Therefore, it ig important to annually

calculate the cost basis in the employer stock in order to determine
unrealized gain,

Cash dividends pald to ESOP participants or amounts distributed as 4

result of the participant’s diversification elaction are not subject
to the early distribution tax,

ACCOUNTING RULES FOR ESOPS

Another important consideration for companies entering into a
leveraged ESOP transaction is the impact of the required accounting
Creatment. In 1976, the Amerfean Institute of Certified Publie
Atcountants (ALCPA) 1issued Statement of Position (S0P) 76-3 as a
Tecommendation of the accounting practices which should be followed
for ESOP companies, The statement mads the following
Tecommendationsg:

1. ESOP debt should be recorded as a liability on the financial
gtatements of the employer

3. Both the liability and contra equity account should be reduced
symmetrically as Principal payments on the loan are made ;

4. Reductions in the contra equity account should be charged to
compensation expense;

5. Reductions in the contra equity account resulting from the
application of ESOP dividends to the reduction of the loan
balance will reduce both the retained earnings and provision for
taxeaeg accounts;

6. Interest payments should be distinguished from Principal
payments and charged to interest expense;

7. All shares held by an ESOP, whaether or not they are allocated
should be treated ag outstanding for purposes of
earnings-par-share caleulations;

8. All dividends pald on shares held by the plan should be chargad
to retained earnings,

The following example will {llustrate how to account for an ESQP
transaction. Assume that a company guarantees a $5 million dollar -
five-year ESOP loan secured 8t an 8% interest rate, which is uged to
purchase $5 million worth of the stock of the employer company, The
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Journal entrles necegsary to record the initial transaction, the
first principal payment on the loan, and the allocation of shares
from the suspense account to particlpant acecounts would be:

*  Debit unearned compensation (contra equity account) $5,000,000

Credit bank loan $5,000,000

To record the employetr company's guarantee of a loan used to
purchase stock for the ESOP, which is placed in a suspense

account,
*  Debit bank loan $500,000
Credit cash $500,000
To record the annual principal payment on the ESOP loan,
*  Debit contribution expense $500, 000
Credit unearned compensation $500,000

To record the allocation of released employer stock from the
suspense account to the accounts of ESOP participants.

The recommendations the AICPA issued in SOP 76-3 hava several
important implications, particularly for public companies
considering establishing an ESOP. The sizablae liability incurred by
a4 company guaranteelng an ESOP loan and the corresponding reduction
in shareholder’s equity can significantly change the balance sheet
of the company. If the company issues new shares of stock to sell
to the ESOP, it will initially experience a dilution in earnings pex
share. The combined negative effect these two factors can
potentially have on a company’s financial statements has, in the

past, discouraged many publicly traded companles from establishing
leveraged ESOPs,

Exceptions to the application of SOP 76-3 are quita rare and these
accounting requirements should be considered carefully, especially
for publicly traded companies considering a leveraged ESOP
transaction,

. - FIDUCIARY 1SSUES

ERISA requires that plan fiduciaries act exclusively in the interest
of plan participants. A flduciary is defiped by ERISA asz any person
exercising discratlonary authority or countrol regarding the
management or disposition of plan assets, This includes anyona
receiving Investment advice for a fee with respect to the assets of
a plan and anyone with discretlionary authority or responsibility in
plan administration. In terms of an ESOP, this means that the plan
fiduclaries normally include the trustees, those persons responsible
for plan administration, the members of the administrative
committee, and the officers and directors of the plan sponsor who
may appolnt these individuals,

G-2-3)
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Depending on the ESOP fiduciary's role, his responsibllities may
ineluda investing the plan assets (which must be invested primaxily
{n the stock of the sponsoring corporation), securing a proper
valuation of the atock, and assuring that the plan participants
recelve "adequate consideration" in transactions {involving the ESOP.

Particularly in those cases {n which an ESOP is used to horrow
money, and is therefore used as a technique of corporata finance,
additional care must be taken by tha plan fiduciaries to ensure that
the interests of the employees are protected. An ESOP loan is
exempt from tha ERISA prohibited transaction rules if the loan is
primarily for the benefit of participents and beneficiaries and the
loan bears a reasonable rate of interest, put Labor and Treasury
Department regulations indicate that all the facts and ¢ircumstances
will be considered in making a determination as to whether a
leveraged ESOP is primarily for the benefit of the plan participants.

A trustee of an ESOP can either be an offlcer of the sponsoring
corporation, member of the administrative committee or an
independent bank or trust company. The ESOP plan documents must
¢learly define the duties and responsibilities of the trustee.

In special clrcumstances, such as very large transactions involving
puteide investors or in particularly complicated transactions,
{ndependent advisors may be appropriate. in many cases, however, &
rrustee acts according to the directions of the ESOF administrative
committee.

111, ESOP INCENTIVES

1n order to broaden the ownership of capital and provide employee with
access to capltal and eredit, Congress has granted a number of specific
{ncentives meant to promote {ncreased use to the ESOP concept,
particularly Jeveraged ESOPs that genaxally provide for a more
accelerated transfer of stoeck to employees. These ESOP incentives
provide numerous advantages to the sponsoring employer, seller and the
lender,

A. DEDUCTIBILITY OF ESOP CONTRIBUTIONS

Contributions to ESOPs, as with all employee benefit plans, are tax
deductible to the sponsoring employer, within certain limits. An
ESOP thus gilves an employer the option of making a contribution in
cash or stock taking a tax deduction for the full value of the cash
or stock contributed. By contributing stock the employer can
provide an attractive employee benefit without any current cash
cost, in fact, cash will be generated becauga of the tax saved
through tha deductible non-cash contribution of employer gtock.
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The deductibility of contributions to an ESOP becomes even mora
attractive in the case of a leveraged ESOP, §ince contributions to
a tax qualified employee benefit Plan are tax deductible,
contributions to a leveraged ESOP used to repay an ESOP loan allow
the company to deduct both the principal and the interest on the
loan. This makes the leveraged ESOP an unusually attractive form of
debt financing from a cash flow perspective., In repaying the
Principal portion of the ESOP loan, the company may deduct up to 25%
of eligible payroll, Moreover, if deductible dividends pald on
allocated and/or unallocated stock are used to repay ESOP debt, such
amounts are not counted in this 25% of eligible payroll limit en
deductibla contributions, Howaver, such dividends must be
reasonable so as not to be deemed an evasion of tax,

B. LENDER INTEREST EXCLUSION

The 1984 Tax Reform Act provided significant new incentives for ESOP
financing. One of the most significant of these new incentives was
a provision which allowed banks, insurance companies and other
commetrcial lenders to exclude from their taxable income 50% of the
Interest earned on a "seacurities acquisition loan" to a qualified
ESOP (or to a company which then reloans the money to a qualified
ESOF). This provision was subsequently expanded in the 1986 Tax
Reform Act to allow mutual funds to qualify for the lender interest
exclusion for ESOP loans.

A "securitles acquisition loan" is any loan to a corporation (the
amount of which 1s subsequently reloaned to the ESOP) or an ESOP

where the loan proceeds are used to acquire corporate stock, The
loan may be made directly to the ESOP or may be made to the

sponsoring employer which, in turn, makes a matching loan to the
ESQOP,

The interest exclusion is also available with respect to a loan to a
corporation to the extent that, within 30 days, employer sacurities
are transferred to the ESOP in an amount equal to the proceeds of
the loan. Such securities must be allocated to patticipants’
accounte within one year after the date of the loan, and the loan
commitment for purposes of this provision must not exceed 7 years,
Thiz provision allows corporations to secure financing at reduced
rates.

How meaningful the interest exclusion is to a lender depends on the
lender's corporate tax bracket and existing tax-free interest
income. Those lenders who can use this exclusion will usually pass
through part of thelr tax savings to the borrower in the form of a
lower Interest rata than the rate that would be charged in a similar
situation to a borrower who is not using an ESOP,

C. DEDUCTIBILITY OF DIVIDENDS
Employers ate also permitted a tax deduction for dividends pald on

E ESOP stock to the extent that tha dividends are pald in cash to
| participants not later than 90 days after the close of the plan
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year. The dividends will be taxed ag ordinary lncome when recelved
by the particlpants. The deduction is allowed for the year the
dividend is pald to participants, not the year it is pald to the
plan, Additionally, the dividends must be "reasonable”.

Thiz provision allows companies to ghare the benefits of stock’
ownarship with their employees. Many companies have found the pass
through of dividends to employees Ca be a strong motivator because
employees recelve current benefits from their gtock ownership, GCare
must be taken in drafting the ESOP plan document to determine how
the decision to pay di{vidends i3 to be made from year to year.

The 1986 Tax Reform Act allows a deduction for dividends paid om
ESOP stock to the extent that the dividends are used to reduce the
principal and/ox pay {nterest on the ESOP loan incurred to purchase
Employer atock, Dividends used to repay ESOF debt must be
"reasonable”. The dividend deduction for loan repayments is not
{neluded for purposes of calculating the 25% deductible contribution
1imit for leveraged ESOPs,

DEFERRAL OF GAIN oN SALE OF STOCK TO AN ESOP

An additional ESOP {ncentive provided by the 1984 Tax Reform Act
allows major chareholders of closely held companles to sell their
stock ("employer gecurities”) to an ESOP and defer federal income
taxes on the galn from the sale., In order for the seller to qualify
for such tax treatment the ESOP must own at jeast 30% of the
company's stock {mmedlately after the sale, and the proceeds from
the sale must be reinvested in qualified replacement property within
a 15 month period beginning three months priox to the date of the
sale. Tha seller, cortain relatives of the geller, and greater than
75% shareholders in the company, Aare prohibited from recelving
allocations of stock {n the ESOP acquired grom the seller in this
manner. Lineal Descendants (children, grandchildren) of the selling
shareholder may receive an allocatlon of thla stock but as a group
(ir more than one) are limited to &n allocation of 5% of the stock.
Also the ESOP, to avold a 10% exclse tax (of the amount disposed),
may mneot distribute ot sell this stock for 3 years. However,
exceptions to this are provided for distributions dua to death,
disabilicy, retirement after age 59.1/2 and other separation from
service after a one year break in sarvice,

An ESOP rollover may be attractive to 2 selling ghareholdex for a
number of reasons. Normally a retiring shareholder only has so many
ways that he can sell his stock he can efithex:

1. Sell his or her shares back to the company, {f such a
ryansaction is feasible;

2. Sell to another company oT {ndividual if a willing buyer can be
found; or,
4 _7':—1 - c:;z l"/»«
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3. Exchange a controlling block of stock for gtock from anothetr
company.

Selling to an ESOF on the other hand, allows the selling shareholder
to sell all or a patrt of his stock and defer taxes on the gain by
reinvesting the proceeds in "qualified replacement property" -
generally, the stocks and bonds of domestic operating corporations.
Federsl, state and local govexrmment gsacurities do not qualify as
replacement property.

In addition to the favorable tax treatment, selling to an ESOP also
preserves the company’s {ndependent identity, whereas other selling
options may raquire transferring control of the company to outside
interests. A sale to an ESOP also provides a gignificant financial
benefit to valued employees and can assure the continuation of thelir
jobg, In the case of owners retiring ot withdrawing from a
businesa, an ESOP allows them to sell all or just part of the
company, and reduce their involvement with the business as gradually
or suddenly as they like.

The type of "employer securlitlies” that can be sold to an ESOP on a
tax favored basis by the seller is common stock with the greatest
voting and dividend rights (or convertible preferred stock) issued
by a domestic corporation with no gtock outstanding that 1s yreadily
tradabla on an established securities market, In additlon, the
securities must have been held by the sellar for six months and must
pot have been received by the seller in a distribution from a
qualified employee benefit plan or a cransfer under an option or
other compensatoXy right to acquire stock granted by or on bahalf of
the employer corporation.

| The seller’s gain on a gale of stock to an ESOP will be deferred by
? adjusting the geller’'s ‘basis in the qualified replacement property.
1f, however, the replacement gecurities are held until death, the
securities will recelve a step up in basis. Thus, the gain on the
eale of stock to the ESOP is deferred permanently and the tax is
avolded. This tax treatment must be elected in writing on the
seller's tax return for the taxable year of the sale. A statement
of purchase must also be attached to the seller’s tax return (for
the year in which the sale occurred or the following year) for each
replacement securlty purchased. Each statement of purchase must be
notarized within 30 days of the purchase.

Careful documentation of the transactions is required and the
rransactions must conform to regulations developed by the Internal
Revenue Service, but {f constructed properly a gala to an ESOP can
provide signifiéant penefits to the selling shareholder, tha
employees and the company.
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year. The dividends will be taxed as ordinary income when recaived
by the participants, The deduction is allowed for the year the
dividend is pald to participants, not the year 4t is pald to the
plan. Addicionally, the dividends must be "reasonabla",

This provisgion allows companies to share the benefits of stock
ownarghip with their employees. Many companies have found the pass
through of dividends to employees to be a strong motivator because
employees recelve current benefits from their stock ownership., Care
must be taken In drafting the ESOP plan document to determine how
the decision to pay dividends is to be made from year to year.

The 1986 Tax Reform Act allows a deduction for dividends paid on
ESOP stock to the extent that the dividends are used to reduce the
prinecipal and/or pay Interest on the ESOP loan incurred to purchase
Employer stock, Dividends used to repay ESOP debt must be
"reasonable”. The dividend deduction for loan repayments is not
included for purposes of calculating the 25% deductible contribution
limit for leveraged ESOPs,

DEFERRAL OF GAIN ON SALE OF STOCK TO AN ESOP

An additlonal ESOP incentive provided by the 1984 Tax Reform Act
allows major shareholders of closely held companies to sell their
stock ("employer securities") to an ESOP and defer federal income
taxes on the galn from the sale, In order for the seller to qualify
for such tax treatment the ESOP must own at least 30% of the
company’'s stock immediately after the sale, and the proceeds from
the sale must be reinvested in qualifiled replacement property within
a 15 month period beginning three moaths prior to the date of the
sale. Tha seller, certain relatives of the seller, and greater than
25% shareholders in the company, are prohibited from receiving
allocations of stock in the ESOP acquired from the seller in this
manner. Lineal Descendants (children, grandchildren) of the selling
shareholder may receive an allocatlon of this stock but as a group
(ir more than one) are limited to an allocation of 5% of the stock,
Also the ESOP, to avold a 10% excise tax (of the amount disposed),
may not distribute or sell this stock for 3 years., However,
exceptions to thisg are provided for distributions due to death,
dizabilicty, retirement after ape 59-1/2 and other separation from
service after a one year break in service,

An ESOP rollover may be attractive to a selling shareholdex for a
number of reasons, Normally a retiring shareholder only has so many
ways that he can sell his stock he can elther:

1. Sell his or her shares back to the company, if such a
transaction is feasible;

2. Sell to another company or individual if a willing buyer can be
found:; or,
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pPreservation of Net Operating Loss Carryforward

The 1986 Act {mposged regtrictions on the ulitization of a
corporation’s net operating loss (and certain other tai credits)
carryforward following & more-than-50% change in ownership within
prescribed period of time. However, 1f an ESOP acquires at least
50% of the corporation auch acquistion of employer atock is not
taken into account in determining whether an ownership change hasg

occurred. Therefore, the loss carryforward tax credit may be
preserVed.
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APPENDI..  SUMMARIES OF STATE LEGIS. .iION

This appendix provides a summary of statutes concerning employee ownership
of each state discussed in the preceding sections, Following each entry is a
citation which refers to the compiled laws for that state or the source of the
information. NCEO refers to tha National Center for Employee Ownership. To
facilitate comparison between state laws, their provisions have been grouped
according to the following categories:!

INCREASING AWARENESS

Policy declaration ‘
Educational programs (employees and business community)
Interdepartmental awareness (annual reports and evaluations)

FACILITATING EMPLOYEE OWNERSHIP

Method of notification

Tax credicts for contributions to ESOPS
Other financial advantages

ESOP exemption from securities regulations
Legal recognition of employee coaperatives

PROVIDING TECHNICAL ASSISTANCE

Provide actual assistanca
Provide help in finding assistance
Provide financing for assistance
Provide actual funds for assistance
Types of assistance
-Feasibility studies
~Training and advice: financial, marketing, managerial, operational,
accounting, legal
-Locating financial assistance

PROVIDING FINANCIAL ASSISTANCE

Type of financial assistance
Interest rate subsidies
Below market interest rates
Loan guarantees
Loans
Method of financing
Issuance of revenue bonds
Local non-profits
Revolving or Trust funds
Direct assistance from governmental agency

ENCOURAGIN% EMPLOYEE PARTICIPATION

Financing contingent on participation requirements
Legal recognition of cooperative structure
Definition of employee ownership specified
Special requirements on voting rights in ESOPs

This grouping was adapted from Corey Rosen, "Employee Ownership State and
Local Agenda" Ways and Means (1981) pp.3-6, and 4 Legfslarive Guide to

Employee Ownership (Arlington, VA: National Center for Employee Ownership,
1985).
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