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Employee Stock Ownership Plan...

Is it Right for You in 2010?

This may be the opportune time for busi-
ness owners to take action to avoid the
increase in capital gains tax rates that will
take effect after 2010. As you may know,
the Bush tax rate cuts, including the cur-
rent 15% capital gains tax rate, are slated
to expire at the end of 2010. In addition, if
the U.S. economy starts to turn around in
the third or fourth quarter of this year,
there is a strong possibility that the
Obama budget for 2010 will propose an
increase in the capital gains tax rate start-
ing in 2010 rather than in 2011.

Assuming that business owners have an
interest in locking in the capital gains tax
at the current rate but do not wish to sell
their entire company to a third party, there
are two tax strategies that they can use to
lock in the current capital gains tax rate,
provided that they act before the end 2010.

The first tax strategy is to sell part (or all)
of their stock to an ESOP and elect tax-free
rollover treatment under a special tax code
section that only applies to ESOPs. Under
this provision the capital gains tax is de-
ferred for as long as they want, provided
that their company is a C corporation (or
converts to C status,) and provided that
the sale proceeds are reinvested in quali-
fied replacement securities.

The second tax strategy is to sell part (or
all) of their stock to an ESOP and elect to
pay tax on the entire transaction in 2010.
Under this approach, all of the gain will be
taxed at the current capital gains tax rate.
Even if they receive a seller note for a por-

tion of the purchase price, the entire sale
will be taxed at the current tax rate, pro-
vided that they do not elect installment
sale treatment on your seller note.

"ESOP" is an acronym that stands for Em-
ployee Stock Ownership Plan. Technically,
the Plan is operated or administered pur-
suant to a tax-exempt Trust, referred to as
ESOT, Employee Stock Ownership Trust.
Accordingly, the Plan is alternatively re-
ferred to as the ESOP or the ESOT.

The purpose of an ESOP is to enable em-
ployees to acquire beneficial ownership in
their Company without having to invest
their own money.

The Plan is also a tax-exempt entity for
Federal and state corporate income tax
purposes. This enables the Company to
make cash and/or Company stock contri-
butions to the Trust, which are used to
acquire stock of the Company on behalf of
its employees. The advantage of the ESOP
is that employees are able to acquire this
stock without paying a current income tax
on the stock. Again, this results from the
fact that the contribution is made entirely
by the Company and is not taxed to em-
ployees personally as it is allocated. The
advantage to the Company is that the
ESOP makes pre-tax dollars available to
finance Company growth and/or to create
ownership liquidity at the time of retire-
ment.

Because employees are not taxed currently
on the stock which is acquired for their
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benefit, they are able to acquire up to twice
the amount of stock which they could ac-
quire if a Trust arrangement were not used.
That is, if shares of stock were issued to an
employee by the Company, that employee
would be taxed currently on the value of
those shares. Also, if an employee buys
stock directly from the Company or other
shareholders, that employee is using "after-
tax" funds rather than pre-tax dollars. The
use of a Trust eliminates this tax problem
since the Trust is not taxable and frees em-
ployees from income tax liability until the
shares are distributed.

The ESOP enjoys a number of tax and finan-
cial advantages not enjoyed by other types
of buyout alternatives, including the follow-

ing:

e Under Section 1042 of the Internal Reve-
nue Code, if the ESOP acquires 30% or more
of the outstanding stock of a privately-held
company, any capital gains tax on the trans-
action is deferred indefinitely, provided that
the seller reinvests the proceeds in
"qualified replacement property" within 12
months of the date of sale.

e Unlike a sale or merger, the ESOP en-
ables the seller to sell any portion of his or
her stock. A sale or merger usually requires
the seller to sell 100% control.

e The ESOP enables the company to re-
pay principal on any ESOP financing with
tax-deductible dollars.

e Dividends paid on stock held by an
ESOP are fully tax-deductible, provided that
such dividends are either passed through to
participants or are used to make principal
or interest payments on an ESOP loan.

e In the case of an S corporation, the
ESOP's share of S corporation earnings is
not subject to federal or state corporate taxa-
tion or to taxation as "unrelated business

Benefits White Paper

income tax," unless the ESOP runs afoul of
certain "anti-abuse" provisions. Thus, in the
case of an S corporation that is 100% owned
by its ESOP, the company's earnings will be
entirely tax-exempt.

¢ An ESOP enables an owner to keep con-
trol until he is ready to fully retire. When
the owner does retire, the ESOP enables the
owner to pass control to his key employees.

e An ESOP enables an owner to provide
for business continuity for the business that
he has grown and nurtured over many
years.
enables a company to retain its separate
identity rather than become a branch or di-
vision of a larger company.

Unlike a sale or merger, an ESOP

e An ESOP enables a company to attract,
retain and motivate key employees.

e Studies have shown that ESOP-owned
companies become more productive and
profitable than comparable firms in the
same industry that are not ESOP-owned.

An ESOP can be used to enable a company
to make acquisitions of other companies
with tax-deductible dollars. In addition, by
using an ESOP the sellers can receive their
proceeds tax-free under the provisions of
Section 1042 of the Code.

The following advantages are material to
the adoption of the ESOP.

e The ESOP will enable the Company to
buy out the current owners, using tax-
deductible Company contributions.

e The ESOP will enable the employees to
share in the current and future economic
rewards of ownership.

e An ESOP will be a better incentive plan
for employees than other alternatives.



The flexibility of the ESOP to not only invest
in the stock of its own Company but to di-
versify its investments over a broad range of
opportunities makes it a valuable retirement
asset.

The term "Employee Stock Ownership Plan"
was first defined by Federal legislation in
the Employee Retirement Income Security
Act of 1974. Thus, in a sense, the ESOP is a
relatively new form of plan which has ex-
isted only since September 2, 1974 when
ERISA was enacted into law. In the Tax Act
of 1978, ESOPs are defined as ". . . a tech-
nique of Corporate Finance. . ." Thus their
purpose of benefiting both employees and
the Company has been clearly defined by
Congress. From 1974 through 1989, it has
been estimated that 12,000 companies have
installed employee stock ownership plans.
This brings the total number of employees
covered by ESOPs to more than 11,000,000.
However, many ESOPs existed prior to
1974, even though such plans were not de-
fined by Federal statute. Employee stock
ownership plans were first recognized by
the Internal Revenue Service in 1952 and
1974.

Although technically only in existence since
1952, the concept of employee stock owner-
ship plans has been in the law since 1921 in
the form of stock bonus plans. Stock bonus
plans, like ESOPs, are tax-exempt trusts
which are designed to enable employees to
own part or all of the company for which
they work, without investing their own
funds. The distinguishing feature of an
ESQOP is that an ESOP, unlike a stock bonus
plan, may engage in "leveraged" purchases
of company stock. That is, an ESOP may
acquire stock not only on a year-by-year
basis, but also may borrow funds in order to
purchase a block of stock.

A primary goal of an ESOP is to create a
source of income which can be used to sup-
plement Social Security and other retire-
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ment plans.

Sound financial planning requires that
every person make some financial plans for
the future. Financial need can arise in the
future due to retirement, disability, or in-
creased cost of living. In order to adequately
provide for these financial hardships, each
person should attempt to accumulate a "nest
egg" or financial reserve which can be used
to meet these needs.

For most employees, saving money from
after-tax dollars is virtually impossible, due
to the increasing burden of inflation and of
Federal and state income taxes.

An ESOP can provide a capital accumula-
tion for each employee in addition to his or
her normal salary. Because this capital accu-
mulation is not taxed at the time of contri-
bution, this capital amount can accumulate
at a faster rate than if it were taxed each
year as it is contributed to the plan.

In addition, the advantage of stock owner-
ship is that stock investments have the po-
tential for appreciation and for capital gains
which savings accounts and other forms of
fixed income investments do not possess. To
the extent that the ESOP is invested in the
stock of the Company, employees will have
a direct influence on its value by their work
performance.

In a nutshell, it is generally easier to create a
"nest egg" by means of investments than it
is to create a "nest egg" out of annual
wages.

Another goal of an ESOP is to encourage
and reward increased employee productiv-
ity and efficiency. Increased employee pro-
ductivity and efficiency is one of the largest
variables in the overall profitability of any
company. In many instances, a 5% or 10%
increase in individual employee productiv-
ity may result in increasing company profit-
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ability by 50% or more. The goal of the
ESOP is to reward employees for their ef-
forts so that they automatically share in the
growth of the company. The ESOP creates a
direct link between employee productivity
and employee benefits.

Whether a business owner wants to sell
some or all of their stock in the company in
the next five years or whether they plan to
remain active for the long term, Brucker &
Morra, APC works with them to develop a
program which should help them achieve
their growth potential and multiply the total
value of their investment in the company.

In a recent survey, 80% of ESOP companies
polled saw the ESOP as "a good decision
that has helped the company." 13% were
neutral. Only 4% were negative.

By selling a little stock to an ESOP, the origi-
nal shareholders of these companies have
greatly multiplied the value of the stock
they kept.

A University of Michigan study found that
companies with significant employee own-
ership are 1.5 times more profitable than
comparable firms with no employee owner-
ship. Generally, 1.5 times more profits
means a 50% increase in the value of your
stock. This differential compounds from
year to year. Original shareholders thus
own a smaller piece of a much bigger pie.

By establishing an ESOP, you can create a
tax-deductible, in-house market to give you
liquidity for your own stock when and if
you choose to sell some shares. Under cer-
tain conditions, you can even sell tax free.
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beneficiaries of the economic value of the
trust's investments, but you can retain the
voting rights and control.

Properly designed, an ESOP provides a way
to tie a portion of each employee's long-
term compensation to the risk of the busi-
ness. An ESOP combines the financial inter-
ests of the employees with those of the
original shareholders so that teamwork and
a long-range investment perspective to-
wards the business are in everyone's self-
interest. Thus, employee ownership is a
very efficient incentive program because its
success is a direct function of the employee's
own efforts.

To the question “doe
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ESOP acquires, you can still control all of
the stock. This is because stock owned by
the ESOP is held in trust. Employees are
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