Consider ESOPs as an
Estate Plan Component
for Business Owners

KELLY O. FINNELL AND ANDREW T. HOLMES

he aging of the baby boom gen-
eration (i.e., those born between
1946 and 1964) is creating a
burgeoning opportunity for
ownership succession and estate
planning for Baby Boomer Busi-
ness Owners (BBBOs). There are
numerous estimates of the magni-
tude of this opportunity. According
to one study, 72% of owners of pri-
vate companies plan to have a mon-
etization event, and 62% of those
owners stated that their time frame
for that event is within five to six
years.! Another survey found that
50% of business owners over the age
of 55 plan to sell their companies
within the next three years; howev-
er, only 10% have developed a writ-
ten ownership succession plan.2
Although BBBOs have many differ-
ent objectives when developing their
ownership succession plans, their
top priority—by an overwhelming
margin—is minimizing taxes.3
Most experienced advisors have
an in-depth knowledge of the tra-
ditional ownership succession plan-

ning paths such as a sale to a strate-
gic buyer, a sale to a private equi-
ty group, making lifetime gifts of
ownership interests to family mem-
bers, and a management buy-out,
but few have much experience using
an employee stock ownership plan
(ESOP) in exit planning. This arti-
cle provides an overview of an
ESOP and its tax benefits, as well
as the key issues involved in ESOP
planning and how to integrate an
ESOP transaction and estate and
charitable planning.

ESOP background
An ESOP is a qualified retirement
plan like a profit-sharing plan,

KELLY O. FINNELL, J.D., CLU, AIF, is the president of
Executive Financial Services, Inc., in Memphis, Ten-
nessee, and a managing director of National ESOP
Partners. He is also the author of The ESOP Coach:
Using ESOPs in Ownership Succession Planning
and can be contacted at kfin@execfin.com.
ANDREW T. HOLMES, LL.M., serves as legal coun-
sel to Executive Financial Services, Inc. and
National ESOP Partners. He can be contacted at
aholmes@execfin.com.

3

stock bonus plan, and a 401 (k)
plan, and must thus comply with
Section 401(a). However, an ESOP
differs from other types of quali-
fied retirement plans in three pri-
mary ways:

1. An ESOP must be designed to
“invest primarily in” the stock
of the sponsoring employer.4

2. An ESOP is permitted to bor-
row money (known as a
“leveraged ESOP”).5

3. An ESOP can engage in trans-
actions with a party-in-inter-
est, which means that the
ESOP can purchase stock from
the sponsoring company’s
shareholders.s

While an ESOP can be non-lever-
aged, ESOPs used in ownership suc-
cession planning typically are lever-
aged. The general rule is that a
qualified retirement plan is not per-
mitted to borrow money from its
sponsoring employer.” Doing so is
a “prohibited transaction” under
the general law governing employ-
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EXHIBIT 1

Typical Leveraged ESOP Transaction
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ee benefit plans, the Employee
Retirement Income Security Act of
1974 (ERISA), and subjects the
employer to certain excise taxes.s

An exemption to the prohibit-
ed transaction rule exists for a loan
to an ESOP, however, so long as the
loan satisfies certain statutory
requirements.® The first of these
is that the ESOP itself must satis-
fy all of the requirements in the
Code applicable to qualified retire-
ment plans and rules set forth in
ERISA.10 In addition, the loan must
be “primarily for the benefit of”
the ESOP’s participants and bene-
ficiaries, the interest rate on the
ESOP loan must be reasonable,2
and the ESOP may use the proceeds
of the loan from its sponsoring
employer only for certain purpos-
es, including the purchase of “qual-
ifying employer securities” (i.e.,
shares of company stock).13 The
Regulations list the relevant fac-
tors that the Department of Labor
considers in its reasonableness
determination.* An ESOP loan that
meets these requirements is classi-
fied as an “exempt loan.”

How a leveraged ESOP works

In the typical leveraged ESOP used
in ownership succession planning,
the employer borrows money from
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Company Stock

an outside lender, such as a bank.
In ESOP parlance, this is known as
the “Outside Loan.” The compa-
ny then loans the Outside Loan pro-
ceeds (sometimes along with addi-
tional company cash) to the ESOP,
which is known as the “Inside
Loan.” The Inside Loan is struc-
tured to meet the requirements out-
lined above, and is thus exempt
from the prohibited transaction rule
in Section 4975(¢)(7). The ESOP
then uses the proceeds from the
Inside Loan to purchase company
stock from the selling shareholders
in exchange for cash, a promissory
note (a “Seller Note”), or a com-
bination of the two.

The Seller Note is a form of loan
to the ESOP; therefore, it must also
meet the requirements of Section
4975(d)(3). The ESOP holds the
purchased stock in its suspense
account, and these shares are

1 PricewaterhouseCoopers, Trendsetter Barom-
eter™ (4/7/2010).

2 Bain Surveying, 9/11/2008.

3 White Horse Advisors, Survey of Closely-Held
Business Owners (2008).

4 Section 4975(e)(7)(A).

5 Section 4975(d)(3).

6 Section 4975(c)(1)(A).

7 Employment Retirement Income Security
Act (ERISA) of 1974, 29 U.S.C. section
1106(a)(1)(B).

8 Sections 4975(a) and (b).

9 Section 4975(a).

10 Section 4975(e)(7).

known as “unallocated shares.”
Exhibit 1 illustrates the typical
leveraged ESOP transaction.
Each year, the company ensures
that the ESOP has enough money to
permit the ESOP to make its annu-
al loan payments. The bank typi-
cally requires a pledge of the ESOP’s
unallocated stock to serve as addi-
tional security for the Outside Loan.
As part of the ESOP transaction, the
selling shareholder might refinance
the Seller Note so that the compa-
ny assumes all of the ESOP’s obli-
gations under the loan agreement
between the ESOP and the selling
shareholder. This refinancing trans-
action has no economic effect on the
parties involved and generally pro-
vides the selling shareholder with
a more secure debt instrument.
Exhibit 2 illustrates the follow-
ing annual ESOP debt repayment
process. Each year, the company
makes cash contributions to the
ESOP, which provide an employ-
ee benefit to the ESOP participants
and a tax deduction to the com-
pany. The ESOP uses this contri-
bution to make payments on the
Inside Loan (and the Seller Note in
the event the selling shareholder
does not refinance the loan). In
addition to making annual cash
contributions, the company can pay
C corporation dividends or make
S corporation distributions, as
applicable, to the ESOP, which it
can also use to pay the Inside Loan.
This circular flow of funds from
the company to the ESOP and back

11 Section 4975(d
12 Section 4975(d
13 Reg. 54.4975-7
14 Reg. 54.4975-7
15 Section 415(c).
16 For a more detailed discussion on the formu-
las that ESOP companies use to calculate the
number of shares that a leveraged ESOP releas-
es from its suspense account each year, see
Finnell, The ESOP Coach: Using ESOPs in Own-
ership Succession Planning, 82-83 (2010).
17 See generally Section 404(a)(3) (The limit
on a company'’s deductible contributions is
25% of eligible compensation).

(3)(A).
(3)(B).
b)(4).
b)(7).
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EXHIBIT 2

ESOP Debt Repayment Process

Lender <

Step 3: Outside
Loan Payment

Company

to the company is “cash-neutral”
to the company because all of the
contributions are immediately paid
back to the company in satisfac-
tion of the Inside Loan obligation.
However, money should actually
change hands as opposed to the
parties merely making journal
entries. The company uses the
Inside Loan payment from the
ESOP and other operating cash, if
necessary, to make payments on the
Outside Loan and the Seller Note
(in the event the selling sharehold-
er refinances the loan).

As the ESOP makes payments on
the Inside Loan using the company’s
contributions, the ESOP releases a
proportionate number of unallo-
cated shares from its suspense
account and allocates them to the
accounts of eligible ESOP partici-
pants (i.e., employees who have sat-
isfied the plan’s eligibility require-
ments) based on the participants’
respective compensation up to cer-
tain limits (allocations of shares
released that are attributable to
Inside Loan payments made from
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Step 1: ESOP
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Step 3: Seller
Note Payment
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ESOP Trust
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ESOP
Participants

dividends or distributions, as appli-
cable, are based on the participants’
respective account balances).1s The
ESOP document will specify whether
the ESOP will release unallocated
shares under the “principal only”
method or the “principal and inter-
est” method; provided, however,
that if the term of the Inside Loan
is longer than ten years, the ESOP
must release shares under the “prin-
cipal and interest” method.16

ESOP tax henefits

An ESOP provides tax benefits for
the company (which may vary
depending on its status as either a C
corporation or an S corporation) and
the selling shareholder. First, an
ESOP provides a company with a
tax deduction equal to the annual
contributions it makes to the ESOP.
Second, an ESOP provides a C cor-
poration with the ability to deduct
dividends it pays on ESOP shares.
Third, Section 1042 provides a
shareholder who sells C corporation
stock to an ESOP the ability to rein-
vest the proceeds received from the

Step 2: Share
Release & Allocation

™| Shareholder

ESOP sale in “qualified replacement
property” without immediately pay-
ing income tax on those proceeds.
Finally, an ESOP provides a method
by which a 100% ESOP-owned
S corporation can essentially oper-
ate as a tax-exempt entity.

Tax-deductible contributions. An
ESOP is a qualified retirement plan,
so its sponsoring employer receives
a tax deduction for its annual con-
tribution to the plan, up to cer-
tain limitations imposed by the
Code.17 Because an ESOP compa-
ny can use tax-deductible dollars
(as a result of the “cash-neutral”
circular flow of funds described
above) to make payments on the
Outside Loan, the company effec-
tively converts some or all of what
is normally a nondeductible loan
principal payment into a tax-
deductible contribution to a qual-
ified retirement plan. Therefore, a
leveraged ESOP allows the spon-
soring company to repay the entire
loan—Dboth interest and principal—
on a tax-deductible basis.

ESOP



Tax-deductible dividends. Suppose
that a company’s annual debt serv-
ice would exceed its 25%-of-pay
limitation under the Code. For
example, assume that a company’s
principal payment on its Outside
Loan is $300,000 and its eligible
payroll is $1 million. The compa-
ny would like to take full advantage
of the tax benefit discussed above,
but the company’s deduction is lim-
ited to $250,000 which is $50,000
less than the company’s Outside
Loan payment. If the company is
a C corporation, it can make a tax-
deductible dividend payment on the
ESOP-owned shares and the ESOP
would use that dividend to pay a
portion of the Inside Loan.

Section 404(k)(2)(A) provides
four instances in which a C cor-
poration can deduct a dividend it
pays on shares held by its ESOP.
For most ESOP companies, the
most useful of these instances is
that a C corporation can deduct
dividends paid on ESOP shares to
the extent the ESOP uses the divi-
dend to make payments on the
Inside Loan (which the company
will then use to make Outside Loan
payments).19 This provision is the
only place in the Code where a com-
pany can receive a deduction for
dividends paid.

Returning to the example above,
the company can make an ESOP
contribution in the amount of
$250,000 and pay dividends on the
ESOP shares in the amount of
$50,000. The ESOP will make an
Inside Loan payment in the amount
of $300,000, the company will
make payments on the Outside
Loan (and Seller Note, if applica-
ble) in that same amount, and the
company will receive an income tax
deduction of $300,000.

Section 1042 tax-deferred rein-
vestment. Section 1042 provides
that a selling shareholder can elect
not to recognize his or her gain on
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a sale of stock to an ESOP if cer-
tain requirements are satisfied.20
The threshold requirements of this
nonrecognition provision are that
the selling shareholder must have
held the stock for at least three
years prior to the sale to the ESOP
and he or she cannot have received
the stock under a compensatory
stock arrangement, such as a stock
option plan.2!

An additional requirement of the
tax-deferred reinvestment concerns
the type of securities that the ESOP
purchases. The ESOP must pur-
chase “qualified securities” under
Section 1042(c)(1), and the central
requirement of this definition is that
the shareholder must sell C cor-
poration stock to the ESOP.22
Therefore, this nonrecognition
treatment is not available to share-
holders of S corporations.

Another requirement is known
as the “30% Ownership Test,” and
requires that immediately after the
sale, the ESOP must own at least
30% of each class of the compa-
ny’s outstanding stock, or at least
30% of the total value of all of
the company’s outstanding shares.23
This test looks only at the ESOP’s
ownership following the sale; so
long as the ESOP owns 30% of the
company’s stock immediately after
the sale, each of the selling share-
holders can elect nonrecognition
treatment on his or her individual
sales proceeds, even though he or
she did not individually sell at least
30% of his stock.

Another requirement for tax-
favored treatment under Section

1042 is that the selling shareholder
must reinvest his or her sales pro-
ceeds in “qualified replacement
property” (QRP) within a 15-month
period beginning three months
before the date of the sale and end-
ing 12 months after the sale.24 The
Code defines QRP to mean “secu-
rities” (as defined in Section
165(g)(2)) that are issued by a
domestic operating corporation
other than the corporation that
issued the stock involved in the trans-
action.2s Generally, QRP includes:
e Common and preferred stock.
e Corporate fixed rate bonds.

e Corporate floating rate notes.

The following investments do
not constitute QRP: certificates
of deposit, mutual funds, munici-
pal bonds, U.S. government bonds,
and foreign securities.

The 15-month replacement peri-
od is measured from the date of the
transaction, not the date the sell-
ing shareholder receives his or her
sales proceeds. Thus, if a portion
of the ESOP transaction is financed
with a Seller Note, the selling share-
holder may need to purchase QRP
prior to receiving all of his or her
payments on the Seller Note. For
this reason, installment sellers often
purchase corporate floating rate
notes on margin to satisfy the QRP
replacement period requirement.

For example, assume a share-
holder sells $10 million of compa-
ny stock to an ESOP, financed with
a $4 million Outside Loan,

18 Section 404(a)(3).

19 Section 404(k)(2)(A)(iv).

20 A full discussion of Section1042 and its require-
ments is beyond the scope of this article. For
a more in-depth discussion of Section 1042
of the Code, see Kaplan, Brown, and Grana-
dos, “Basic Requirements of an ESOP,” 354
Tax Mgmt. Port. (BNA) ESOPs A-23 (2010).

21 Sections 1042(b)(4) and (c)(1)(B).

22 Section 1042(c)(7).

23 Section 1042(b)(2).

24 Section 1042(c)(3).

25 Section 1042(c)(4).

26 Section 1042(e)(1).

27 ERISA, 29 U.S.C. section 1002(18).

28 ERISA, 29 U.S.C. section 1002(18)(B).
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$2 million company cash, and a
$4 million Seller Note. The selling
shareholder receives $6 million in
cash at closing, and he or she can
purchase $10 million of floating rate
notes as QRP with the cash plus
$4 million of margin debt. He or she
can pledge a portion of his QRP as
collateral against the $4 million bor-
rowed. Banks often will lend up to
90% of the value of a high-quality
portfolio of floating rate notes.

If all of the requirements of Sec-
tion 1042 are satisfied, the selling
shareholder will not be taxed on
his or her ESOP sales proceeds, and
his or her tax basis in the stock sold
to the ESOP is transferred to the
QRP. Thus, Section 1042 actually
provides the selling shareholder
with a deferral of tax, not a for-
giveness. The selling shareholder
will recognize gain in the year he
or she sells or disposes of the QRP.2s
However, many selling sharehold-
ers attempt to structure their QRP
portfolio so that they hold their
QRP until death; at that time, the
QRP will receive a stepped-up basis
under Section 1014, effectively con-
verting their tax-deferred sale to
the ESOP into a tax-free sale.

Exhibit 3 illustrates the federal
tax savings of a leveraged ESOP sale
coupled with an election under Sec-
tion 1042 compared to the cost of
a traditional leveraged redemption.
A shareholder who sells $10 million
of C corporation stock to an ESOP
and elects to defer taxes on the sales
proceeds saves $2,380,000 of fed-
eral taxes (assuming a federal cap-
ital gains rate of 20% plus a net
investment income tax rate of
3.8%). The ESOP also saves the
company an additional $3,400,000
in taxes as a result of the tax-
deductible ESOP contributions
(assuming a corporate income tax
rate of 34%). These ESOP tax sav-
ings provide the company with a
federal tax subsidy equal to 57.8%
of the $10 million transaction.
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EXHIBIT 3
Tax Savings of a Leveraged ESOP
Leveraged
Redemption
Net Proceeds
to Shareholders $7.62M
Net Cost to Company $10.0M

S corporation ESOP tax benefits.
The final tax benefit that is unique
to ESOP companies is available only
to S corporations that sponsor
ESOPs. To the extent of the ESOP’s
ownership of S corporation stock,
the company’s earnings will not be
subject to federal income tax. Thus,
the income produced by a 100%
ESOP-owned S corporation will not
be subject to tax because it is a
“flow-through” entity whose in-
come flows through to its sole share-
holder, the ESOP trust, which is a
tax-exempt entity. This is a very
powerful tax incentive that essen-
tially allows for-profit corporations
to operate on a tax-exempt basis.

Key ESOP issues

A business owner who is consid-
ering an ESOP typically wants to
address three key issues very early
in the process:

1. Valuation.

ESOP
ESOP Tax Savings
$10.0M $2.38M
$6.6M $3.4M

$5.78M (57.8%)

2. Financing.
3. Control.

The owner wants to know how
his or her stock will be valued, how
the ESOP will pay for the stock it
purchases, and who will control the
company after the ESOP transac-
tion closes.

Valuation. One of the most critical
issues regarding valuation is the con-
cept of adequate consideration. The
ESOP trustee cannot pay more than
“adequate consideration” for the
stock it purchases.?? In the context
of an ESOP, ERISA defines adequate
consideration as the stock’s “fair
market value ... as determined in
good faith by the trustee....”28 The
proposed Department of Labor reg-
ulations define “fair market value”
as the “price at which [the stock]
would change hands between a will-
ing buyer and a willing seller when
the former is not under any com-
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pulsion to buy and the latter is not
under any compulsion to sell....”2
The regulations go on to say that the
fair market value must be determined
“as of the date of the transaction”
and must be reflected “in written
documentation of valuation.”30

In order to establish fair market
value for the stock of a company
whose securities are not readily trad-
able on an established securities mar-
ket, the trustee must—by law—hire
an “independent appraiser.”3 In the
context of an ESOP, an independ-
ent appraiser is someone who does
not perform any other services for
a party whose interest may be
adverse to the ESOP, including the
selling shareholders, and who meets
an objective standard of impartial-
ity.22 More simply, the trustee should
select an appraiser who has no other
business relationship with the com-
pany or its shareholders.33

In order to determine fair mar-
ket value for the stock that the
trustee is purchasing from the com-
pany’s shareholders on behalf of
the ESOP, the independent apprais-
er engages in a thorough due dili-
gence process in which he or she
collects and reviews company doc-
uments and information such as:

e Historical financial statements
and projections.

e Material contracts and lease
agreements.

e Corporate legal documents,
such as articles of incorpora-
tion, bylaws, and buy-sell
agreements.

e Descriptions of past transac-
tions involving company stock.

® Any relevant environmental or
industry information.

The appraiser also meets with
company management and conducts
on-site inspections and interviews.
After the appraiser completes the
due diligence, he or she reports a
range of fair market value of the
company’s stock only to the trustee
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and its legal counsel. The trustee
negotiates the purchase price and
the other terms of the transaction
with the selling shareholders, and
the final purchase price cannot
exceed the top end of the range of
value.34 It is important to note that
the standard of value is the amount
a “financial buyer” would pay,
which in certain situations, may be
less than the amount a strategic
buyer is willing to pay. The trustee
is legally prohibited from paying
more than fair market value for
the stock on behalf of the ESOP. The
adequate consideration requirement
places a great deal of scrutiny on the
advantages that the non-ESOP par-
ties (such as the selling sharehold-
ers and the company’s key employ-
ees) could gain as a result of the
ESOP transaction.3s In addition to
the requirement that the ESOP can-
not pay more than fair market value
for its investment, the adequate con-
sideration standard also requires
that the ESOP transaction be “fair”
to the ESOP relative to the other
parties to the transaction.

The trustee can establish that he
or she acted in “good faith” in deter-
mining fair market value if the trustee
relies on the report of a qualified
independent appraiser.37 A qualified
independent appraiser is one who
(1) holds himself or herself out to
the public as an appraiser or per-
forms appraisals on a regular basis
and is qualified to make appraisals
of the type of property being
appraised; and (2) is independent

29 DOL Prop. Reg. 2510.3-18(b)(2)(i).

30 DOL Prop. Regs. 2510.3-18(b)(2)(ii) and (iii).

31 Section 401(a)(28)(C).

32 Kaplan, Brown, and Granados, “Basic
Requirements of an ESOP,” 354 Tax Mgmt.
Port. (BNA) ESOPs A-14 (2010).

33 Rosen, “Understanding ESOP Valuation,” in
Leveraged ESOPs and Employee Buyouts,
Sixth Edition 31, 33 (Gordy, Hawkins, Josephs,
Merten, Miller, Rodrick, Rosen, and Solimine,
eds., 2013).

34 ERISA, 29 U.S.C. section 1002(18) (2012);
DOL Prop. Reg. section 2510.3-18(b)(2).

35 Mueller and Gehr, “Valuation Issues in Multi-
Investor ESOP LBOs,” in ESOP Valuation,
Third Edition 25, 27 (Rodrick ed., 2005).

=

with respect to the company and the
other parties to the ESOP transac-
tion other than the ESOP itself.38 The
proposed regulations provide that
the appraiser must apply “sound
business principles of evaluation”
and “conduct a prudent investiga-
tion of the circumstances prevailing
at the time of the valuation.”39 The
“sound business principles of eval-
uation” requirement includes the
application of the generally accept-
ed approaches to valuation, which
are the income approach, the mar-
ket approach, and the asset-based
approach, along with the accom-
panying methodologies to the vari-
ous approaches.4o

Under the proposed regulations,
the “written documentation of val-
uation” must be signed and dated
by the appraiser, and include the
following information:

e A summary of the appraiser’s
qualifications.

e A statement of the value of
the stock that the ESOP trustee
is purchasing and the methods
the appraiser used in deter-
mining value.

e A full description of the
stock that is the subject of
the valuation.

e All of the factors the appraiser
considered in making his or
her determination of fair mar-
ket value.

e The purpose of the valuation.

36 /d.

37 DOL Prop. Reg. 2510.3-18(b)(3)(ii).

38 Murphy and Murphy, “An Introduction to ESOP
Valuation,” in ESOP Valuation, Third Edition
1, 20 (Rodrick ed., 2005).

39 DOL Prop. Reg. 2510.3-18(b)(3)(ii)(A).

40 A discussion of valuation is beyond the
scope of this article. For more in-depth dis-
cussions regarding valuation and the vari-
ous methods of valuation, see Murphy and
Murphy, supra note 38; and Rosen, supra
note 33.

41 DOL Prop. Regs. 2510.3-18(b)(4)(i)(A) through
(H).

42 Rev. Rul. 80-155, 1980-1 CB 84.
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EXHIBIT 4
Borrowing Capacity
Based on Cash Flow

EBITDA $ 300,000
Non-Recurring

Expenses 200,000
Owner Compensation

Adjustment 1,000,000
AEBITDA $1,500,000
at 2x $3,000,000
at 3.5x $5,250,000

¢ The relevance or weight the
appraiser gave to the valuation
methodologies used.

e The effective date of the valua-
tion, which is the closing date
of the ESOP sale.#

Although not legally required,
it is prudent that the trustee have
the appraiser issue a fairness opin-
ion as of the date of the ESOP trans-

action which states that the price
and other financial terms of the
transaction are fair to the ESOP
participants. The ESOP is also
required to have its stock appraised
as of the last day of each plan year
and on the occurrence of certain
activities.42

Financing. Business owners often
ask how much of the ESOP pur-
chase price they should anticipate
being able to finance with bank
debt. The answer to this question
depends on numerous factors, but
the primary factors—known as the
“Three Cs of Credit”—are cash
flow, collateral, and character.

A bank wants to make sure that
the company has enough cash flow
to service the loan facility requested
in connection with the ESOP trans-
action as well as the company’s other
debt obligations. Typically, a com-

pany can borrow between two and
three and one-half times its annual
cash flow from a senior lender (e.g.,
a bank). “Cash flow” is generally
defined as a company’s earnings
before interest, taxes, depreciation,
and amortization (EBITDA), adjust-
ed for certain items such as non-recur-
ring expenses and expense savings
that the company will realize after
the ESOP transaction, such as reduc-
tions in the owners’ compensation,
benefits, and perquisites (“adjusted
EBITDA” or “AEBITDA”). Exhib-
it 4 provides an example of an
AEBITDA calculation, which could
support bank financing between
$3 million and $5.25 million.
Collateral, the second “C of
Credit,” refers to company assets,
or those of a third-party guaran-
tor, such as a selling shareholder,
that may be pledged to protect the
senior lender in the event the com-
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EXHIBIT 5

Effect of ESOP Debt on Company's Equity Value

Enterprise Value

Plus: Excess Cash

Less: Long-Term Debt

Less: ESOP Debt Balance

Plus: Present Value of ESOP Tax Benefit

Equity Value

Number of Shares
Price Per Share

EXHIBIT 6

$10,000,000
1,000,000
—-1,000,000
—10,000,000
2,007,507

$ 2,007,507

1,000,000
$2.01

Calculation of Value of Warrants

Enterprise Value

Plus: Excess Cash

Less: Long-Term Debt
Less: ESOP Debt Balance
Plus: Present Value of
ESOP Tax Benefit

Equity Value

Number of Shares
Price Per Share

Year 1 Year 10
$10,000,000 $16,288,946
1,000,000 1,000,000
—1,000,000 —1,000,000
—10,000,000 0
2,007,507 0
$ 2,007,507 $16,288,946
1,000,000 1,000,000

$2.01 $16.29

(Year 10 Price Share — Year 1 Strike Price) x Number of Warrents = Value of Warrants

($16.29 = $2.01)

pany defaults on its obligations.
A bank would view a company with
sufficient assets to cover a loan obli-
gation as a safer credit than a com-
parable company with limited asset
support.4 The bank will look at the
company’s balance sheet assets and
will apply applicable advance rates
against those assets to determine
the company’s “borrowing base,”
which is a calculation that deter-
mines its asset coverage.4

If the company’s asset coverage
is insufficient to secure the full
amount of the requested loan facil-
ity, which is common for service
companies, the bank might extend
the remaining amount of the loan
as an “airball,” which is an uncol-
lateralized portion of a loan.ss If
the desired loan exceeds the com-
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100,000 = $1,228,000

pany’s borrowing base and the air-
ball the bank is willing to extend,
the selling shareholder could offer
a limited personal guarantee or
offer to pledge a portion of his or
her personal assets, such as the
investments he or she purchases
with ESOP sales proceeds, to secure
the remainder of the loan facility.

Assume that the company whose
cash flow is illustrated in Exhi-
bit 4 is a service company whose
only asset is its accounts receivable,
which are pledged to secure its line
of credit. A bank might loan the
company $4 million to finance the
ESOP transaction, but will likely
require a pledge of the selling share-
holder’s assets as collateral to secure
its position. Because banks calcu-
late collateral requirements based

on the advance rates on particular
asset classes, the bank might require
assets, such as floating rate notes,
having an equity value of approx-
imately $4.5 million (assuming an
advance rate of 90%) as collater-
al for the $4 million ESOP loan.

Banks also consider the “char-
acter” of the borrower, including
the company itself as well as its sen-
ior management team. Especially if
the selling shareholder is the
founder of the company who is sell-
ing out or transitioning away from
the company, the bank will want to
be confident that the successor man-
agement team can continue to gen-
erate the earnings level that the bank
is underwriting, as well as under-
stand management’s experience
with debt and achieving quarterly
covenants.# Additionally, the bank
will want to understand the impact
of any key employees who might be
leaving the company in connection
with the ESOP transaction, as they
might retain valuable information
or key relationships that could affect
business going forward.4” Any man-
agement risk the bank perceives
could be decreased by the trustee
requiring key employees to execute
employment agreements as part of
the ESOP sale, which is common
practice.48

As part of its consideration of
the company’s character, the bank
will determine whether the com-
pany has a concentration issue with
respect to its customers or suppli-

43 Josephs and Hawkins, “ESOP Underwriting
Considerations,” in Leveraged ESOPs and
Employee Buyouts, Sixth Edition, supra note
33 at 121, 123.

44 |d.
45 [d.
46 /d. at 133.
47 |d.
48 |d.

49 Josephs and Hawkins, supra note 43 at 179,
181.

50 /d. at 182.
51 /d. at 184.
52 /d.
53 /d.
54 |d. at 188.
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EXHIBIT 7

Post-Transaction Drop-in-Value

Enterprise Value

Plus: Excess Cash

Less: Long-Term Debt

Less: ESOP Debt Balance

Plus: Present Value of ESOP Tax Benefit

Equity Value

Number of Shares
Price Per Share

ers. The bank may be concerned
if more than 20% of the company’s
revenue is attributed to one cus-
tomer or if the company is depend-
ent on one supplier for more than
20% of its raw materials or other
assets used in its products or serv-
ices. The bank will also want to
be comfortable with the stability
of the company’s historical earn-
ings and with the degree of pre-
dictability of its projected earnings.
Therefore, highly cyclical compa-
nies generally cannot borrow as
much as companies whose earnings
are more stable.

Many companies use a combi-
nation of excess company cash, sen-
ior bank debt, and subordinated
Seller Notes to finance an ESOP
transaction. Seller Notes must meet
appropriate tests to be classified as
debt instead of equity, including an
interest rate at least equal to the
applicable federal rate (AFR), a
date certain of maturity, and other
terms and conditions that reflect
“commercial reasonableness.”49
Often, business owners initially
object to the suggestion of seller
financing. However, after learning
more about how the seller financ-
ing may provide better risk-adjust-
ed rates of return relative to a more
typical market investment, business
owners begin to embrace the idea.

Generally, in order for the sub-
ordinated seller debt to satisfy the
requirement of commercial rea-
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$10,000,000
1,000,000
—-1,000,000
-5,000,000
1,340,862

$ 6,340,862

1,000,000
$6.34

sonableness, its terms must not
exceed the terms one would antic-
ipate in an arm’s-length transac-
tion with a commercial subordi-
nated debt lender such as a
mezzanine lender (“mezz lender”).
Currently, mezz lenders generally
require an all-in return of 12% to
18%, which is justified due to the
increased risk associated with being
a junior subordinated lender.

For a subordinated note hold-
er, the all-in return may come from
two separate components: interest
payments and warrants.s®¢ A war-
rant is a security that is similar to
an option that allows the holder to
buy company stock at a fixed exer-
cise price for a specified period. A
company usually issues warrants
in conjunction with a debt instru-
ment. Debt holders require com-
pensation for the risk of lending,
and for traditional lenders, this
compensation is interest expense.5
Subordinated debt is more risky
due to its subordination to senior
bank debt; therefore, traditional
interest-only compensation might
not be sufficient to justify the risk.s2
Warrants provide a way for hold-
ers of ESOP Seller Notes to enhance
their return commensurate with the
risk.s3 Typical subordinated debt
terms might be a loan interest rate
of 8% plus warrants whose value
results in an additional return of
7% over the term of the warrants.

Once business owners understand
that their seller debt may be entitled
to the same return that a mezz lender
receives, they often are willing to
help finance a portion of the trans-
action. Their return on the subor-
dinated debt might actually exceed
their anticipated return if they
received cash at closing and rein-
vested it in a more traditional man-
ner. A Seller Note with warrants pro-
vides a selling shareholder a
continued opportunity to partici-
pate in the equity appreciation of
the company after the ESOP trans-
action; it provides the company with
less stringent terms and covenants
than commercial subordinated
lenders; it helps to reduce the bur-
den of interest payments to the com-
pany; and it provides a way for the
warrant holder to be taxed at cap-
ital gains rates when he or she exer-
cises warrants in the future, instead
of paying ordinary income tax on
current interest payments.s4

Control. A common misconception
about ESOPs is that the owner of
a company will lose control of his
or her company if all or a portion
of his or her stock is sold to the
ESOP. While control is certainly an
issue that a selling shareholder
should consider, ESOP trustees are
typically passive financial investors
(as opposed to active operating
investors). The selling shareholder
often continues to operate the com-
pany for the benefit of its new own-
ers (effectively, its employees) after
the sale; therefore, an owner can
retain operational control after the
sale, even though the trustee has
exclusive authority and discretion
over the plan’s assets.

It is prudent to engage an inde-
pendent institutional trustee that
will use its own judgment in mak-
ing decisions related to the terms
of the ESOP transaction, including
the price to be paid and the terms
of the stock purchase agreement;
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EXHIBIT 8

Calculation of Value of Gift

ABC Equity Value

Less: ABC ESOP Debt

ABC Post-Transaction Equity Value

49% of ABC Post-Transaction Equity Value
Less: 25% Valuation Discount

Value of Gift to Active Child

however, after the transaction clos-
es, that same institutional trustee
can operate as a directed ESOP
trustee on an ongoing basis. Explic-
itly authorized by the law, a direct-
ed trustee is a trustee who is sub-
ject to the direction of another
named fiduciary in the plan.ss That
other “named fiduciary” is typi-
cally the company’s board of direc-
tors (or a subcommittee of the
board). The board directs the
trustee as to how to vote the ESOP
stock, and the trustee must deter-
mine that those directions are prop-
er, are made in accordance with the
terms of the plan, and are not con-
trary to the provisions of ERISA .56

The ESOP participants and ben-
eficiaries must be given the right to
direct the voting of allocated shares
only in the following situations:
any corporate merger or consoli-
dation, recapitalization, reclassifi-
cation, liquidation, dissolution, a
sale of substantially all of the com-
pany’s assets, or other similar trans-
actions that the Treasury Depart-
ment prescribes by regulations.s?
Note that the participants have the
right to direct the ESOP trustee in
voting their allocated shares, not
to vote them directly; the ESOP
trustee actually votes the shares
held by the ESOP.s8

ESOPs and estate planning

Implementing a leveraged ESOP
transaction creates gift, estate, and
charitable planning opportunities.
The valuation effect that a lever-
aged ESOP produces—the “post-
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$10,000,000
-5,100,000

$ 4,900,000
2,401,000
—600,250

$ 1,800,750

transaction drop-in-value”—pro-
vides a business owner with a
unique opportunity to make life-
time gifts of interests in his or her
company (shares of stock or war-
rants) at a deeply discounted value.
An ESOP also presents the oppor-
tunity for equitable estate planning
(treating active and inactive chil-
dren fairly) as well as various char-
itable planning strategies for the
philanthropic business owner.

Gift tax leverage. One of the prin-
cipal goals of gift and estate tax
planning is to make lifetime gifts
of assets whose values are tem-
porarily deflated, but that will
appreciate rapidly in the hands of
the donee. The concept of the ESOP
“post-transaction drop-in-value”
presents an opportunity for a busi-
ness owner to make a gift of this
type of asset (a “leveraged gift”).
In order to fully understand how
this opportunity arises in connec-
tion with an ESOP transaction, it
is imperative to understand the con-
cepts of enterprise value and equi-
ty value.

The appraiser will determine
enterprise value using one or more
of the generally accepted valuation
approaches mentioned above.
However, calculating enterprise
value is only the first step in valu-
ation, because a company does not
sell for its enterprise value. Rather,
a company sells for its equity value,
which is its enterprise value less
long-term debt plus excess cash and
other non-operating assets. If a

company with an enterprise value
of $10 million has $1 million of
long-term debt and $1 million of
excess cash, then its equity value is
equal to its enterprise value of $10
million. The selling shareholders
would receive $10 million for a sale
of 100% of their stock to an ESOP.
Immediately following the ESOP
sale, the company will have a dif-
ferent—and usually much lower—
equity value, which is attributed to
the debt the company incurred to
finance the transaction. The result
of this debt is known as the “post-
transaction drop-in-value.”

Example. A business owner wishes
to sell 100% of the stock in his close-
ly held company for $10 million. The
company borrows $6 million from
a bank, and lends that amount to the
ESOP. The ESOP pays the business
owner $6 million in cash and issues
a Seller Note paying 6% interest
annually with 100,000 detachable
warrants for the remaining $4 mil-
lion. This company has an enterprise
value of $10 million, but also has
$10 million in debt.

Ending the calculation there pro-
duces an equity value of $0. The
leveraged ESOP transaction that
created the debt, however, also pro-
duces a substantial tax benefit in
the form of tax-deductible annual
ESOP contributions.

Valuing this tax benefit requires
calculating the net present value of
the corporate tax deduction pro-
duced by the annual ESOP contri-
butions at a discount rate equal to
the company’s weighted average cost
of capital. In this case, the net pres-
ent value of the ESOP tax benefit
is calculated to be $2,007,507. The
company’s one million shares of
stock now have a value of $2.01 per

55 ERISA, 29 U.S.C. section 1103(a)(1).
56 /d.

57 Ackerman, Questions and Answers on the
Duties of ESOP Fiduciaries 70 (The National
Center for Employee Ownership ed., 2008).

58 /d.
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share, which will also be the strike
price of each warrant. Exhibit 5
demonstrates the effect of the ESOP
transaction debt on the company’s
equity value immediately following
the transaction.

Suppose that after the ESOP
transaction closes, the business
owner makes a gift of the warrants
he received in connection with his
Seller Note. For gift tax purposes,
the value of the warrants is calcu-
lated using the Black-Scholes
model, which is the most widely
used option valuation model. It is
based on assumptions specific to
the issuing company. Under this
model, the value of the warrants
will be substantially less than the
value of the stock prior to the trans-
action, creating an opportunity for
the business owner to make a high-
ly leveraged gift. As the company
grows and pays its ESOP debt, the
warrants produce a leveraged
growth rate exponentially higher
than the company’s organic growth
rate. Here, at the end of ten
years, the total value of the war-
rants in the hands of the donee is
$1,428,144, which represents a
leveraged growth rate of 21.68%
(as is calculated in Exhibit 6).

Suppose now that the business
owner sold only 49% of his stock.
Exhibit 7 illustrates the reduction
of equity value that the post-trans-
action drop-in-value produces on
the owner’s 51% equity interest.
The business owner could make a
gift of the 51% ownership inter-
est in the company outright to his
children; he could transfer the 51%
interest to a family limited part-
nership (FLP) and make lifetime
gifts of the heavily discounted lim-
ited partnership units to the chil-
dren; or the business owner could
make a gift to a grantor retained
annuity trust (GRAT) or grantor
retained unitrust (GRUT) meet-
ing the requirements of Section
2702, and retain an income stream.

Active child vs. inactive child chal-
lenge. A business owner can also use
an ESOP sale to address the “active
child vs. inactive child” planning
challenge that many BBBOs face.
Many BBBOs own closely held com-
panies with a child (or children) who
are active in the business and a child
(or children) who are not active in
the business. The challenges that this
situation presents are fairly evident;
however, using an ESOP to solve this
dilemma requires some explanation.

Example. The owner (“Owner”) of
a private company, ABC, Inc., a
Subchapter C corporation, has two
children. One child is active in the
business (“Active Child”) and the
other is not active in the business
(“Inactive Child”). Owner is 65
years old and would like to achieve
some liquidity from the company
while ensuring that Active Child
remains with the company and has
an opportunity to succeed Owner
at ABC. Another of his goals is to
treat Inactive Child fairly.

Selling ABC to a third party
would provide Owner with some
liquidity, but that liquidity comes
with a significant tax liability and
would likely make Active Child
unable to succeed his father as pres-
ident of ABC. Instead of selling ABC
to a third party, Owner can sell a
part of his company to an ESOP to
obtain some liquidity—without pay-
ing taxes—and potentially allow
Active Child to succeed him as the
president of the company.

ABC establishes an ESOP which
purchases 51% of Owner’s stock in
a leveraged transaction. ABC is able
to borrow $5.1 million from its
bank (Outside Loan), and then
loans this amount to the ESOP
(Inside Loan). The ESOP uses the
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proceeds of the Inside Loan to pay
Owner $5.1 million in cash for 51%
of his stock in ABC. Because ABC
is a Subchapter C corporation,
Owner defers $1,213,800 in capi-
tal gains taxes by electing the tax
deferral provided by Section 1042,
and he receives income from the
reinvestment of his QRP on the full
amount of his ESOP sales proceeds.

Owner has accomplished his goal
of achieving some liquidity, but how
does an ESOP allow him to provide
for Active Child? After the trans-
action, Owner makes a gift to Active
Child of the remaining 49% of ABC
stock. This gift results in Active
Child receiving a significant equity
interest in the company and the
opportunity to succeed Owner as
the president of the company.

In addition, this gift is very tax-
efficient as a result of the post-
transaction drop-in-value. The
value of Owner’s gift to Active
Child is not $4.9 million (49%
of $10 million). The company’s
$10 million enterprise value is
reduced after the transaction by the
$5.1 million of ESOP debt result-
ing in an equity value of the entire
company of $4.9 million. The value
of Owner’s 49% retained interest
is $2,401,000 (49% of $4.9 mil-
lion). Assuming the gift tax apprais-
er applies a minority interest dis-
count of 25 %, the value of the gift
to Active Child is $1,800,750
which is within Owner’s unified
credit amount. (Exhibit 8 shows
this calculation.) Therefore, the
ESOP sale coupled with Owner’s
election of tax-favored treatment
under Section 1042, along with the
avoidance of gift tax liability,
enables Owner to transfer an asset
worth $10 million without pay-
ing taxes.

An ESOP sale also presents
strategies Owner can use to pro-
vide for Inactive Child. Assuming
that Owner receives a high enough
annual return on his qualified
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replacement property to live com-
fortably, Owner could pass his
entire investment portfolio at his
death to Inactive Child. Because
Owner held his qualified replace-
ment property until his death, Inac-
tive Child receives a stepped-up
basis in the inherited property equal
to the fair market value of the secu-
rities on the date of Owner’s
death.so The result is that no income
tax will ever be paid on Owner’s
qualified replacement property.so

ESOPs and charitable
planning opportunities

Suppose Owner has a favorite char-
ity he would like to benefit as part
of his ownership succession and
estate plan. Continuing with the
same fact pattern, instead of hold-
ing all of his QRP until death,
Owner contributes $2 million of his
QRP to a charitable remainder trust
(CRT), which allows him to take an
income tax deduction for the value
of the gift without giving up future
income on the QRP. Establishing the
CRT as a charitable remainder uni-
trust (CRUT) provides Owner with
an annual payment from the CRUT,
which is a fixed percentage of the
annual fair market value of the
CRUTs assets.st

Generally, Section 1042(e)(1)
provides that Owner’s gift of his
QRP to the CRUT is a “disposi-
tion” that triggers a recapture of
the gain with respect to the $2 mil-

lion of QRP. However, the IRS has
issued a series of private letter rul-
ings in which it takes the position
that if the CRUT complies with the
Code and other IRS guidance, then
Owner will not realize any gain on
his transfer of QRP to the CRUT.62
Owner receives an income tax
deduction in the amount of the
present value of the remainder
interest,8 which passes to Owner’s
favorite charity at the end of the
unitrust term.

Another option for Owner is to
contribute ABC stock directly to
the CRUT, and then have the trust
sell the stock to the ABC ESOP.
Owner receives an income tax
deduction for the value of the gift
and avoids recognizing gain on the
sale of the stock by the CRUT to
the ESOP. The charity will invest
the ESOP sales proceeds, and pay
Owner an income on the invest-
ment proceeds until sometime in
the future, at which point the char-
ity may use the principal invest-
ment. This charitable planning
technique is useful if Owner does
not want to worry about satisfying
the reinvestment requirements of
Section 1042. Section 409(n) con-
tains a prohibited allocation rule
which says that family members of
a selling shareholder who elects
to take advantage of the tax defer-
ral under Section 1042 cannot
receive allocations of stock from
the ESOP. Therefore, this technique
is useful if Owner has family mem-
bers at ABC and he wants to ben-
efit them through the ESOP.

The simplest charitable planning
opportunity is for Owner to con-
tribute all or a portion of his ABC
stock directly to a charitable organ-
ization, which allows Owner to take

59 Section 1014(a)(1).
60 Section 1042(e)(3)(B).
61 Section 664(d)(2)(A).

62 | tr. Rul. 9234023, Ltr. Rul. 943012, and Ltr.
Rul. 9438021.

63 Section 170(f)(2)(A).
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an income tax deduction for the
appraised value of his stock, after
factoring any applicable minority
interest discounts. The charity can
then sell the stock that Owner con-
tributed to the ABC ESOP.

It should be noted that charita-
ble organizations described in Sec-
tion 501(c)(3) and exempt from tax
under Section 501(a) are qualified
S corporation shareholders. How-
ever, a charitable remainder trust
does not qualify. A charitable lead
trust may qualify if it is a grantor
trust for income tax purposes.

Characteristics of
ESOP candidates

Financial characteristics of com-
panies that are strong ESOP can-
didates include high levels of prof-
itability and low levels of debt.
Because a company will typically
use a leveraged ESOP in connec-
tion with the business owner’s suc-
cession plan, unused debt capaci-
ty is necessary so that the company
is able to borrow the money need-
ed to finance the ESOP transaction.
It is also helpful for a company to
have steady cash flows throughout
its fiscal year and not operate in a
declining industry.

In terms of transaction amount
(the value of the stock to be sold to
the ESOP), the minimum amount
necessary to produce an attrac-
tive cost-benefit result is general-
ly $3 million. Typically, ESOP
transactions range from $6 million
to $100 million, indicating that the
company has at least $1 million
of adjusted cash flow represented
by AEBITDA or earnings before

64 Interview by financierworldwide.com with
Maria Pencheva, Managing Director, Inno-
vative Shareholder Strategies, LLC, in “Talk-
ingPoint: Outlook for ESOP Structures in 2014”
(April 2014).

65 Bain Surveying, supra note 2.
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owners’ compensation (EBOC). In
addition, the tax benefits that an
ESOP provides to its sponsoring
company make it very attractive,
so a company that pays a signifi-
cant amount of corporate tax is
usually a prime ESOP candidate.

Because an ESOP is essentially
a sale to insiders, a company con-
sidering an ESOP needs to have a
management team in place that can
successfully run the company fol-
lowing the departure of the busi-
ness owner, or at least have iden-
tified the individuals who will
comprise that management team.
An ESOP often works best for a
company that has started to devel-
op a management succession plan
and whose owner has started to
transition away from operating
responsibilities.

A key planning objective of
many ESOP candidates includes
protecting employees’ jobs and per-
petuating the company’s legacy. The
owners of these companies are con-
cerned that a third-party sale will
result in the company being
absorbed into a much larger enti-
ty that will not retain its key
employees. “Using an ESOP can be
an ideal succession strategy in these
circumstances as it also enables
[business owners] to reward their
employees and the management
team that helped them develop and
grow the business.”s4

Conclusion

Many BBBOs have thought about
ownership succession and estate
planning for years, and might have
even discussed it with their pro-
fessional advisors and management
team. However, most BBBOs have
not developed a written succession
plan or formalized a methodolo-
gy for valuing their company.ss This

uncertainty can create stress for the
business owner and may make it
difficult for him or her to retain the
key employees desired to manage
the company as the owner “slows
down” towards retirement.

A partial ESOP transaction pro-
vides a BBBO with the liquidity
needed to mitigate the risk of hav-
ing a majority of his or her net
worth invested in the equity of his
or her company, while providing
the management team a strong
incentive to remain with the com-
pany and to continue to contribute
to its growth. A partial ESOP trans-
action also allows the business
owner to remain involved in the
company and maintain the flexi-
bility to later sell the remainder
of his or her stock to the ESOP or
directly to key employees, or to sell
the entire company to a third party.

A 100% ESOP transaction max-
imizes a business owner’s liquidity
and a company’s tax benefits.
Almost every 100% ESOP-owned
company operates as an S corpo-
ration, allowing the company to
operate as a tax-exempt entity
which provides it with a tremen-
dous competitive advantage over
non-ESOP-owned companies.

An ESOP is a very effective strat-
egy for ownership and management
succession as well as estate, gift, and
charitable planning. Given a busi-
ness owner with a desire to sell to
insiders, an ESOP can operate, as
described above, as a fully tax-
deductible leveraged buyout while
providing the selling shareholders
with additional tax benefits and a
company’s employees with very gen-
erous retirement benefits. An ESOP
is an appropriate planning strate-
gy for many BBBOs and an attrac-
tive alternative to traditional own-
ership succession strategies. l
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