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A
Accountants. See also Appraisers

independence, 62, 63
Accounting standards

Financial Accounting Standards Board,
95

generally accepted accounting principles
(GAAP), 91, 94, 95

Statements of Financial Accounting
Standards, 95, 96

Statements of Position, 81, 91–95
Adequate consideration

case law, 110
and control premium, 114
determination of and prohibited

transactions, 62
DOL proposed regulations, 75, 153–169

exclusive benefit rule, 108, 109
further explanation of, 107, 108
initial explanation, 105–107
rulings, 107
withdrawal of, 108

exclusive benefit rule, 108, 109
and fairness, 14
fairness opinion compared, 109, 110
financial advisor’s valuation, 72
generally, 105, 111
preliminary valuation, 78
problems with definition of, 105
report, 143, 146
S corporation shares, 84

Adequate security
determining, 35
for promissory notes, 101

Adjustments
compensation expenses, 81, 82
control premium, 113–116, 118. See

also Control interests
financial statements, 96
generally, 77, 88, 89
lack of liquidity, 87, 88

lack of marketability. See Lack of
marketability

for leverage, 78, 79
leveraged and nonleveraged ESOPs, 94,

95
normalization, 81
stock options and warrants, 80, 81
for taxes, 79, 80

Advantages and disadvantages of ESOPs,
6, 7

benefits, 19, 20
to employees, 47
of ownership, 47, 48

cost/benefit analysis, 23, 24
employee expectations

company’s role, 50, 51
management’s role, 51

Enron, effect of, 51, 52
ownership culture, 48–50

Agreements
plan documents, 29–31
purpose of, 131

Allocation of shares
and balance sheet issues, 91, 92
disqualified persons, 133
dividends on allocated and unallocated

shares, 92, 93
to employees, 40–42
and voting rights, 116, 117

Amendments to plan, 104
American Institute of Certified Public

Accountants (AICPA)
accounting standards, 91
Statements of Position, 81, 91–95

American Jobs Creation Act of 2004, 141
and payment of ESOP debt, 123

American Society of Appraisers (ASA),
145

Annual reports, 144, 145
Annual valuation of shares, 76

requirement for, 61, 144, 145
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Anti-abuse rules, 132, 133, 135
and golden parachutes, 82

APB Opinion No. 25, 95
Applicable employer securities, 122, 123
Appraisal Foundation, 64, 145
Appraisal Standards Board, 64, 145
Appraisals. See also Valuation

engagement premise, 76, 77
purpose of, 76
reports. See Reports
valuation methods. See Valuation

methods
Appraisers

as financial advisor. See Financial
advisors

impartiality, 66, 67
independence, 61, 66

accountants, 62, 63
case law, 65–66, 72
DOL guidelines, 62–63
financial advisor, 70, 71
IRS requirements, 63–64
statement of in report, 149

objectivity, 61, 66
professional neutrality, 66, 67
qualifications and certifications, 65, 147
role of, 66
selection of, 27
standards of practice, 64

Asset diversification, 42, 50, 102, 103
Attorneys, need for, 31
Avoidance or evasion of taxation, 124

B
Balance sheet accounting issues, 91, 92
Baldwin, Juli, 51
Banks and banking. See Loans
Beneficial interests, 39–42, 76
Board of directors

and appointment of ESOP committee, 33
as party of interest, 2
resolutions, 30

Bring-down letter, 28
Burden of proof, 110
Business continuity, 20
Buy-sell agreements, use of in determining

value, 131–133

C
C corporations, 83

adjustments for taxes, 79, 80
as candidate for ESOP, 20
conversion to S corporation, 129

put options, 141, 142
repurchase obligations, 103
tax deductibility, 77
tax structure, 121, 122

Capital gains, rollover of, 20
Cash contributions, 39
Cash flows, 83

discounted cash-flow models, 86
Certifications

appraisers, 65
valuation report, 149, 150

Certified Valuation Analysts (CVA), 145
Cliff vesting, 43
Collateral, 100–102
Comfort letter, 28
Communication

considerations, 15, 16
ESOP committee, role of, 33

Compensation expenses, 96
financial statements, 93, 94
income statement presentation, 93
normalization and adjustment for, 81, 

82
owners’ compensation and employment

agreements, 82, 115
Complexity of ESOPs, 6
Conflicts of interest, 33
Contributions

deductibility of, 19, 39, 40, 122
limits on, 39, 40
matching, 41, 44

Control interests, 83
control premium, 113–116, 118
DOL position, 114–116
and employment agreements, 115
IRS position, 114–116
liquidity adjustment, 87, 88
multistage transactions, 115, 116
super majority (super control), 113

Conventions, end of year and midyear, 86
Corporate entity as requirement for ESOP,

20
Corporate-owned life insurance method, 35
Cost/benefit analysis, 23, 24
Coverage requirements, 40, 41
Credit agreement, 31

D
Deductions

C corporations, 77
contributions, 19, 39–40, 77, 122
dividends, 40, 122–125
repayment of ESOP debt principal, 96
S corporations, 77
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Deferred gains
installment sales, 127
IRC § 1042, 125–127

Deficit Reduction Tax Act of 1984
(DEFRA), 2

Department of Labor (DOL)
compliance requirements generally, 75,

76
enforcement actions, 119
fair market value defined, 77
proposed regulations, 69, 70, 75

adequate consideration, 105–108,
153–169

good faith, 159–161, 166, 167
reports, contents of, 161–164, 167,

168
and valuation of shares, 61

Design study, 21, 22
Dilution, 77, 85

and control interests, 114
and stock options, 80, 133–135

Direct equity method, 85
Discounted cash-flow models, 86
Disparity formulas, 41
Disqualified persons, 127, 128, 133
Distribution of assets, plan termination, 88
Distribution rights (put option), 43. See

also Put options
Distributions

lump-sum or installments, 102
participant’s qualified termination from

plan, 118
right to receive securities, 117
tax distribution or dividend, 84

Diversification
asset diversification requirements, 42
retiring employees, 50, 102, 103

Dividends, 84
as compensation expense, 93, 94
deductibility, 40, 122–125
and earnings-per-share calculations, 92,

93
Documents. See Plan documents

E
Earnings per share, 92, 93
Economic Growth and Tax Relief

Reconciliation Act (EGTRRA), 133
Election not to recognize gain on sale to

ESOP, 125–127
Eligibility requirements, 40
The Employee Ownership Report, 24, 118
Employee Retirement and Income Security

Act of 1974 (ERISA). See ERISA

Employees. See also Participants, rights of
allocation of shares to, 40–42
benefits of ESOP, 47
eligibility requirements, 40
Enron, effect of, 51, 52
expectations, 50, 51
key employees, 6
morale, 20
motivation, 5, 6
ownership

benefits, 47, 48
culture, 48–50

as party of interest, 2
termination and rehire, 45

Employees’ stock ownership plan, 29
Employees’ stock ownership trust, 30
Employer securities, investment in, 39
Employment agreements, 82, 115
Enforcement, 119
Engagement premise, 76, 77
Enron

breach of fiduciary duties, 35, 36
and disclosure of financial information,

118
effect of on employee owners, 51, 52

ERISA
adequate consideration requirements,

145
codification of ESOP, 2, 3
fiduciary duties. See Fiduciary duties
history of qualified retirement plans

post-ERISA, 2
pre-ERISA, 1

ESOP Association, 47
ESOP committee, powers and duties of, 32,

33
Ethical conduct, 64
Exclusive benefit rule, 108–109
Exclusive Purpose Rule, 33, 34, 37
Expenses

compensation expense. See
Compensation expenses

nonrecurring, 81

F
401(k) plans and contribution deductions

to ESOP, 122
Fair market value (FMV)

and adequate consideration, 75
defined, 77
determination of, 145
DOL proposed regulations, 106, 158,

159, 166
and fair value, 93, 144
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Fair market value (FMV) (continued)
purchase price of stock, 28, 29
role of appraiser, 66
standards, 28

Fair value, 93, 144
Fairness opinion letter, 28, 144

adequate consideration compared, 109,
110

documents required, 30, 31
requiring, 31

Feasibility studies
elements of, 21–23
trustee duties, 26, 27

Fees, independent financial advisors, 70
Fiduciary duties, 3. See also Trustees

breach of, 33, 34
Enron, breach of duties, 35, 36
Exclusive Purpose Rule, 33, 34, 37
fiduciary defined, 25
good faith, 62

Financial Accounting Foundation, 95
Financial Accounting Standards Board

(FASB)
FASB No. 123, 95
FASB Staff Position (FSP-FAS150-3), 95
Statements of Financial Accounting

Standards, 95, 96
Financial advisors

appraiser as, 66
fees, 70
good faith, 70
importance of, 73
independence, 70–71
qualifications, 71
responsibilities, 71–73
role of, 69–71
selecting, 71–73

Financial analysis as part of feasibility
study, 21–23

Financial statements
compensation expenses, 93, 94
disclosure of, 118
leveraged and nonleveraged plans, 94,

95
Forecasts of future earnings and cash

flows, 83
Forfeitures, 44

G
GAAP. See Generally accepted accounting

principles (GAAP)
General Social Survey, 48
Generally accepted accounting principles

(GAAP)

accounting standards, 91
leveraged and nonleveraged ESOPs,

inconsistencies in financial
reporting, 94, 95

Gifts, use of ESOP as vehicle for giving,
20

Golden parachutes, 82
Good faith

adequate consideration, 105, 107, 108,
110

control premium, 119
defined

Department of Labor, 62, 63, 70
Internal Revenue Service, 63, 64

DOL proposed regulations, 159–161,
166, 167

fair market value determination, 75
fiduciary duty, 62
financial advisor, 70
requirement, 61
and valuation reports, 110, 111

Graded vesting, 43, 44

H
Hostile takeovers, use of ESOP as defense

against, 20

I
Income approach, 85
Income statements, 93
Indemnification agreements, 30, 31
Independence

accountants, 62, 63
appraisers, 61, 66
case law, 65–66, 72
DOL guidelines, 62–63
financial advisor, 70, 71
IRS requirements, 63–64
statement of in report, 149

Indicators of good ESOP candidates, 20, 21
Individual account plans, 2, 3
Individual benefit statements, 117
Individual retirement accounts (IRAs),

rollovers to, 98, 99, 128, 129
Installments

installment sales, 127
payment of distributions, 102

Institute of Business Appraisers (IBA), 145
Internal Revenue Service (IRS)

training class on ESOPs, 171–241
and valuation of shares, 61

International Appraisal Standards, fairness
opinion, 109
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International Valuation Standards
Committee (IVSC), 145

K
Keeling, Michael, 47

L
Lack of control, 83
Lack of marketability, 87

adjustments for, generally, 137, 142
assessment of marketability, 138, 139
discount factors, 138, 139
DOL proposed regulations, 138
methods of determining discount, 142
and put options, 140–142
restricted stock analysis, 139
retirement plans versus private equity

securities, 139, 140
Leveraged ESOPs

ability to borrow money, 78
balance sheet treatment, 91, 92
banks

experience with ESOP lending, 54
perspective of, 54, 55

exempt loans, 39–42
financial specialist, use of, 53, 54
financial statements, 94, 95
investor risk, 79
loan documentation, 54, 56, 57
loan structure, 55, 56, 59
loans for operations versus ESOPs, 53
and nonleveraged plans, 94
and put options, 141
repayment of loan using ESOP assets,

57, 58
reporting requirements, 57
suspense account. See Suspense account
use of, generally, 53, 58, 59
and valuation, 78, 79, 85

Life insurance as adequate security, 35
Limited liability company (LLC), 121, 122
Liquidity

as benefit of ESOP, 19, 20
lack of, adjustment for, 87, 88
put rights, purpose of, 104

Litigation, breach of fiduciary duties, 35,
36

Loans. See also Leveraged ESOPs
balance sheet treatment of ESOP loans,

91, 92
banks

experience with ESOP lending, 53, 54
perspective of, 54, 55

commitment letter, 58
desirability of ESOP loans, 54, 55
documentation, 54, 56, 57
exempt, 39–42
lenders, experience of, 53, 54
margin requirements, 55
mirror loan, 41
for operations versus ESOP, 53
repayment, 47, 58, 78, 141, 142
reporting requirements, 57
servicing, 57
structure of, 55, 56, 59
suspense account. See Suspense account
use of dividends to make loan payments,

123
Lump-sum distributions, 102

M
Management

interviews and questionnaires, 85
perspective on ESOPs, 5–7, 17

example, 7–14
role of, 50, 51

Mandatory redeemable shares, 95
Market approach, 85
Minority interests, 83

levels of, 115
liquidity adjustment, 87, 88
swing votes, 115

N
National Center for Employee Ownership

(NCEO), 23, 24, 103, 118
National Opinion Research Center,

General Social Survey, 48
Negotiation of purchase price, trustee’s

duty, 28, 29
Noncompetition clauses, 115
Nonrecurring expenses, 81
Normalization adjustment, 81

O
Objectivity of appraiser, 61, 66
OBRA ’87, 2
Omnibus Budget Reconciliation Act of

1990, 2
Omnibus Budget Reconciliation Act of

1987 (OBRA ’87), 2
Options

put option. See Put options
stock options and warrants, adjustments

for, 80, 81
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Ownership culture, 48–51
and disclosure of financial information,

118
Ownership of shares by plan, 76

P
Participants, qualifying termination from

plan
distributions at termination, 118
diversification requirements for retiring

employees, 50, 102, 103
lump-sum or installment distributions, 102
promissory notes, use of, 100–102
put rights. See Put options
repurchase of shares, 97, 98
rollover to IRA, 98, 99, 128, 129
sponsoring company’s repurchase

liability, factors affecting, 99, 100
Participants, rights of. See also Employees

asset diversification, 42, 50, 102, 103
distribution rights (put option). See Put

options
vesting. See Vesting
voting rights. See Voting rights

Party of interest, 2
Pass-through dividends, 40
Pearl Group, 51
Plan administration, trustee duties, 31, 32
Plan documents

corporate governance, 30, 31
essential documents, 29, 30
information requirements for

participants, 117, 118
trustee’s duties, 29–31

Plan operations, trustee duties, 31, 32
Plan sponsor as party of interest, 2
Plan termination, 88

and premise of engagement, 76
Plan trustee. See Trustees
Pledge agreement, 31
Preliminary appraisal, 21, 22
Productivity, improvement of, 47, 48
Profit sharing plans, 2
Prohibited transactions

and determination of adequate
consideration, 62

generally, 2
Promissory notes

from company/employer to lender, 31
lack of GAAP financial reporting

requirement, 101
nonrecourse, between trust and

company/employer, 31
to terminated participants, 100–102

Prudent investor standard, 110, 111
Prudent person standard of care, 26, 36
Psychology of ownership, 48–50

and disclosure of financial information,
118

Purchase price, trustee’s duty to negotiate,
28, 29

Put options, 43, 87. See also Repurchase
liability

generally, 97, 104
leverage, impact of, 141
liquidity as purpose of, 104
lump-sum or installment distributions,

102
and marketability adjustments, 140, 141
nonterminable, 104
participant’s rights, 117, 118
and plan termination, 88
promissory notes, use of, 100–102
repurchase of shares, 98
repurchase preference, 97, 98
rollover of shares to IRA, 98, 99
tax status, impact of, 141, 142

Put right, 97. See also Put options

Q
Qualified retirement plans

design study considerations, 22
ESOP as, 1
history of, 1, 2

Qualified securities, 2, 126, 127

R
REA, 2
Recycling method, 35
Redemption of stock, 125
Reports

adequate consideration, 110, 111, 143,
146

annual reports, 144, 145
conclusion of value, 145
contents of, 147–150

DOL proposed regulation, 161–164,
167, 168

defined, 143
fairness, 144
formal (self-contained), 143, 147
generally, 143, 150, 151
objective of, 145
presentation of, 146
purpose of, 145
regulation of, 145, 146
summary (informal), 143, 146, 147
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types of, 146, 147
when required, 145

Repurchase liability
diversification requirements, 102, 103
factors affecting, 99, 100
put options, 87
repurchase preferences, 97, 98
S corporations, 103
study, 21, 23, 35
trustee duties, 34, 35

Resolutions, 30
Retirement. See Participants, qualifying

termination from plan
Retirement Equity Act of 1984 (REA), 2
Revenue Reconciliation Act of 1989, 2
Rollover to IRA, 98, 99, 128, 129
Ruble, Kevin, 51

S
S corporations, 83

adjustments for taxes, 79, 80
as candidate for ESOP, 19–21
conversion of C corporation, 129
disqualified persons, 127, 128
method for repurchase program, 35
repurchase obligations, 103
rollover of S corporation stock to IRA,

98, 99, 128, 129
synthetic equity, 128, 132, 133
tax benefits of ESOP, 20, 127–129
tax considerations, 84
tax deductibility, 77
tax structure, 121, 122

impact on put option, 141, 142
Sara Lee Corporation, 51, 52
Security agreement, 31
Self dealing, 34
Sinking fund, 35
Size considerations, 23, 24
Small Business Job Protection Act, 3
Standard of care, 26, 36, 110, 111
Standard of value, 77. See also Fair market

value (FMV)
Statements of Financial Accounting

Standards (FAS)
FAS 150, Accounting for Certain

Financial Instruments with
Characteristics of both Liabilities
and Equity, 95, 96

Statements of Position (SOP)
SOP 76-3, 94
SOP 93-6, Employers’ Accounting for

Employee Stock Ownership Plans,
81, 91, 95

balance sheet issues and leveraged
ESOPs, 91, 92

compensation expense, 93, 94
dividends and leveraged ESOP, 93, 94
financial statement treatment, 94, 95
income statements, 93

Stock bonus plans, 2
Stock certificates, 31
Stock options, 133–135
Stock purchase agreement, 31
Stockholders as party of interest, 2
Summary annual report, 117, 146, 147
Summary plan description (SPD), 30

requirements, 117, 118
Super control. See Control interests
Super majority. See Control interests
Survival rates of companies with ESOP, 48
Suspense account

and allocation of shares purchased with
exempt loan, 41

balance sheet issues, 91, 92
and earnings-per-share calculations, 92,

93
and loan payments, 123
release of stock from, 58
suspense shares, 91, 92

Synthetic equity, 128, 132, 133
and stock options, 135

T
Take-out letter, 28
TAMRA, 2
Tax considerations

adjustments for taxes, 79, 80
C corporations

conversion to S corporation, 129
deferred gains, 125–127
dividends, 122–125
tax structure of S corporations versus

C corporations, 121, 122
contributions, deductibility of, 19, 39,

40, 122
deferred gains under IRC § 1042,

125–127
dividends, 40, 122–125, 127, 128
excise taxes, 125–127
installment sales, 127
S corporations, 84

dividends, 127, 128
rollover of distributions to IRA, 128,

129
tax deferral, 127, 128
tax structure of S corporations versus

C corporations, 121, 122
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Tax considerations (continued)
tax avoidance or evasion, 124
tax incentives, generally, 121
tax status, 83
transfer taxes, 125–127

Tax distribution, 84
Tax Equity and Fiscal Responsibility Act

of 1982 (TEFRA), 2
Tax evasion or avoidance, 124
Tax Reform Act of 1986 (TRA ’86), 2, 144

annual valuation of shares, 61, 75
Technical and Miscellaneous Revenue Act

of 1988 (TAMRA), 2
TEFRA, 2
Terminal value, calculation of, 86, 87
Termination

of plan, 76, 88
plan participants. See Participants,

qualifying termination from plan
Top-heavy plans, 44
Total invested capital method, 85
TRA ’86. See Tax Reform Act of 1986

(TRA ’86)
Transfer taxes, 125
Travel and Transport, Inc., 49
Trustees

appointment of, 42
breach of duty, 33, 34
conflict of interest issues, 33, 34
directed trustee, 26
duties, 25, 26, 33, 36, 37
Exclusive Purpose Rule, 33, 37
and financial advisor, 70, 71
independent trustee, 26
liability of trustees, 25
as party of interest, 2
plan documents, 29–31
plan operations and administration, 31,

32
post-Enron, 35, 36
preliminary feasibility study, 26, 27
problem areas, 33, 34
Prudent Man Rule, 33
Prudent Person Standard of Care, 36
purchase price, negotiation of, 28, 29
repurchase liability programs, 34, 35
self dealing issues, 34
standard of care, 26
valuation, 27, 28, 69
voting rights, 116, 117

U
Unearned ESOP shares, 91, 92. See also

Suspense account
Unemployment Tax Act of 1992, 2
Uniform Standards of Professional

Appraisal Practice and Advisory
Options (USPAP), 64, 65, 145

Unrelated business income tax (UBIT), 83
Unrelated business taxable income (UBTI),

3
Uses of ESOPs, 3

V
Valuation

conclusion. See Reports
considerations, 16
methods. See Valuation methods
reports. See Reports
trustee’s duties. See Trustees
when required, 75

Valuation methods, 147, 148
direct equity, 85
end of year convention, 86
income approach, 85
lack of liquidity, adjustment for, 87, 88
market approach, 85
midyear convention, 86
terminal value calculation, 86, 87
total invested capital, 85

Vesting, 40
forfeitures, 44
schedules, 43–45
termination and rehire, 45

Voting rights, 42, 43
ESOP shareholders, 116, 117
multistage transactions, 115, 116
and noncontrolling minority interests,

115
pass-through voting, 116, 117
swing votes, 115
trustee’s duties, 117

Y
Year of service, 40
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