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Synopsis 

The term "ESOP" is an acronym for "employee stock 
ownership plan". This is a newly defined term under the 
U.S. 1974 Pension Reform Act signed into law on Labor 
Day, September 2, 1974, titled Employee Retirement 
Income Security Act of 1974, commonly referred to as 
ERISA. In the literature one also finds the term "ESOT", 
which is the acronym for "employee stock ownership 
trust". This trust together with the employee stock 
ownership plan is commonly referred to as the ESOP. 
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Employee stock ownership plans (ESOPs) have be- 
come especially prominent during the past year or so as 
an attractive employee benefit plan particularly useful 
as financing tools through tax deductible loans and 
purchases of the employer's company stock from 
principal stockholders and others. 

Under section 407(d) (6) of this Act, the term 
"employee stock ownership plan" is d e f i e d  to mean an 
individual account plan "which is a stock bonus plan 
which is qualified, or a stock bonus plan and money 
purchase pension plan both of which are qualified, under 
section 401 of the Internal Revenue Code of 1954, and 
which is designed to invest primarily in qualifying em- 
ployer securities . . ." Thus, the main component of an 
ESOP is the stock bonus ulan. 

ESOP is defined in two places under ERISA: namely, 
in section 407(d) (6) of the so-called Labor provisions and 
in section 4975 (e) (7) which was added to the Internal 
Revenue Code of 1954 by section 2003 of ERISA. 
Though the language of the two definitions is not 
uniform, the discrepancies do not appear to be major. 
Other definitions of ESOP are contained in the Trade 
Act of 1974, the Tax Reduction Act of 1975 and the 
Regional Rail Reorganization Act of 1973. 

The ESOP concept is being promoted in Congress. 
Discussions are appearing frequently. In fact, Congress 
has provided for the purchase of corporate stock on 
behalfi of rank and f i e  employees with the aid of U.S. 
Treasury funds. Each defining section also provides that 
the Secretary of the Treasury is to issue regulations con- 
taining additional definitions and requirements. Since 

such regulations have not yet been fully implemented, 
there are gaps which must be bridged by the consultant 
who practices in this field. Thus, a money purchase plan 
designed to invest primarily in qualifying employer 
securities without specific regulatory or statutory guide- 
lines still poses various unknowns at  the present. 

The stock bonus plan, however, is def ied  in existing 
regulations as follows: "A stock bonus plan is a plan 
established and maintained by an employer to provide 
benefits similar to those of a profit-sharing plan, except 
that the contributions by the employer are not necessarily 
dependent upon profits and the benefits are distributable 
in stock of the employer company. For the purpose of 
allocating and distributing the stock of the employer 
which is to be shared among his employees or benefic- 
iaries, such a plan is subject to the same requirements as 
a profit-sharing plan." Thus, the two features that dis- 
tinguish a stock bonus plan from a profit-sharing plan. 
are, (1) that under the former, employer contributions 
need not be dependent upon profits and (2) benefits 
must be distributed in employer stock. Under the f i s t ,  
the employer may obligate himself to make contributions 
to a stock bonus plan irrespective of profits. Thus, this 
feature permits a stock bonus plan, unlike a profit-sharing 
plan, to engage in debt financing. Pursuant to the second 
feature, the investment of contributions in employer 
stock prior to the time of distribution of benefits while 
not specifically mandated, necessitates that there be a 
sufficient amount of employer stock held by the trust 
to make the required distributions of company stock 
under the plan. Since the primary purpose of the stock 
bonus plan is employee incentive rather than retirement 
security, such a plan, unlike the usual profit-sharing plan, 
may be entirely invested in employer securities. Internal 
Revenue Ruling 69-494 mandates that the primary 
purpose of trust fund investments and other trust 
activities is to benefit employees or theu beneficiaries. As 
direct corollaries, ESOPs can be used to enable employee 
participants to become stockholders at no cost to them 
until the stock is distributed a t  retirement, and at that 
time on a favourable tax basis. If the distribution is in 
lump sum the appreciation in the value of the stock 
during the period it is held. in the trust is taxed to the 
participant only at time of disposition of the stock by 
him and not at time of distribution of the stock by the 
trust. The regulations provide that the amount of any 
net unrealized appreciation in such securities shall be 
excluded from the recipient's income in the year of such 
distribution. The distribution must be the total distribu- 
tion payable with respect t o  employee and must be 
payable within one taxable year in distributions occurring 
as a result of death or other separation from service, or 
as a result of death after separation from service. If the 
distribution is made to a beneficiary (other than the 



executor) of a deceased employee, the distribution is 
excludable from the estate tax. 

In addition to providing a method of distributing 
employer stock among participants, including rank and 
file employees, an ESOP provides a market for such stock 
upon retirement through the continuing availability to a 
participant of a so-called "put" arrangement with the 
trust or the employer company. This arises from the 
existing regulations requiring that distributions must be 
made solely in employer stock. Thus, one would naturally 
raise the question of whether such stock of unlisted cor- 
porations would have any real value to the recipient when 
distributed. The Internal Revenue Service outlined 
certain requirements which must be met where funds of 
an exempt employees' trust are to  be invested in the stock 
of the employer company. These requisites include: 

the cost of the stock must not exceed a fair market 
value at  the time of purchase; 
a fair return commensurate with the prevailing re- 
turn must be provided; 
sufficient liquidity must be maintained to permit 
dispositions in accordance with the plan terms; and 
the safeguards and diversity which would apply to a 
prudent investor must be present. 

However, the ruling goes on to provide that the requisite 
set forth in item 2 is not applicable to obligatory invest- 
ments in employer securities in the case of a stock bonus 

plan. As to item 4 above, section 404 of ERISA dealing 
with fiduciary duties invalidates the diversity require- 
ment of the ruling (IR Ruling 69-494). It is reasonable 
to assume that the grant to the employer corporation of 
a right of f i s t  refusal on a proposed sale would not 
constitute a limitation discriminating against ESOP 
participants or their beneficiaries and thus would not be 
held to restrict marketability. The right of first refusal 
presumably has to be granted to the employer company 
issuing the stock in order to preclude the ultimate 
mandate that the ESOP become the 100% stockholder. 
There is no statgtory provision prohibiting the ESOP 
granting a "put" to the distributee for his stock. In the 
case of an unlisted corporation, the ESOP or the em- 
ployer corporation itself is most likely the only real 
market for the stock. Since an annual valuation of the 
stock by an independent appraisal is required, such a 
"put" can be made available at  the appraised price for a 
limited period each year after the appraisal. Also, the 
"put" can be made available for a given period after 
distribution to the participant or his beneficiary. 

The ESOP will generally provide an additional source 
of income (in addition to the regular compensation) and 
an estate for the employee participant through the use 
of a number of income and estate tax benefits peculiarly 
available through a qualified trust. Like a profit-sharing 
plan, the basic deduction limit for employer contributions 
to a stock bonus plan is 15% of compensation (IRC 
section 404(a) (3) (A)-Reg. section 1.404(a)-9.). Con- 
tributions allocated to life and health insurance are 
included in the 15% limit. If less than the allowable 15% 
is contributed in any year, the difference, called a credit 
carry-over, can be contributed and deducted in succeeding 
years. However, the credit carry-over contribution in any 
later year cannot exceed 15% of participating payroll 
in such later year. The annual additions (section 2004(a) 

of the ERISA Act - IRC section 415(c) (2)) to a partici- 
pant's account, including contribution carry-overs 
(section 2004(a) of the Act - IRC section 415(c) (1)) 
cannot exceed the lesser of $25,000 or 25% of a 
participant's compensation. 

The ERISA Conference Committee Report contains 
the statement (page 313) that "it is understood that a 
frequent characteristic of some employee stock owner- 
ship plans is that they leverage their purchase of 
qualifying employer securities.. . ." Thus, among the 
potential uses of ESOPs are (1) the purchase of employer 
company stock from major stockholders through the 
use of loans for the purchase or bank loans which are 
guaranteed by the employer; (2) facilitating the acquis- 
ition and financing of another company by the existing 
company; (3) its use as an instrument through which 
the existing company is sold to the employees. 

In recent periods of high 'interest rates, decreased 
growth in gross national product and declining employee 
productivity, a substantial number of companies are 
considering ESOP plans as a financing meins to simul- 
taneously raise low cost capital and increase employee 
productivity. For instance, if a company needs a million 
dollars to provide additional working capital or to pur- 
chase additional equipment it can readily borrow a 
million dollars from a bank. Without the means of an 
ESOP it would have to repay the loan with after tax 
dollars. At a 50% tax bracket it would have to earn pre- 
tax income of $2 million in order to repay the $1 million 
principal amount of the loan, as taxes would take the 
other million dollars. With an ESOP plan the company 
could raise the same million dollars by borrowing through 
the ESOP with pre-tax dollars. Thus, the ESOP would 
obtain the loan of $1 million instead of the company. 
The company in turn would guarantee this loan. Thus, the 
bank is assured that there will be sufficient annual pay- 
ments to the trust to amortize the debt. In the interim, 
the company's stock is valued by an independent 
appraiser and this valuation is customarily based upon net 
worth, a multiple of earnings, and price earnings ratios 
based upon the earnings record of the company.The trust 
then uses the loan proceeds to purchase one million 
dollars worth of company stock. The company has thus 
increased its working capital and its net worth by one 
million dollars. On the company balance sheet there is 
no liability for the loan, but merely a footnote indicating 
the company's guarantee. Over a period of years the Com- 
pany under the ESOP contributes pre-tax dollars up to 
15% of its payroll and this with the dividends on the 
stock is used by the trust to repay the bank loan. 

Also, existing corporate debt can be refinanced 
through the ESOP by means of pre-tax dollars The 
amount of funds necessary to repay the debt can be re- 
duced in half. Thus, in case of debt refinancing the net 
worth is increased by two million dollars in the previous 
illustration. 

There are many other accommodations of these types. 
Since the United States Government is in effect assisting 
with the financing of the purchasing of company stock 
by the ESOP, the net worth of the corporation is being 
increased as a result of taxes which are abated. It should 
be noted that since the leveraged stock is to be allocated 
to employee participants' accounts as the loan is repaid, 



the participants will only gradually acquire voting rights. 
This will usually take an extended period of time. In the 
meantime, the remainder of the unallocated stock will 
continue to  be voted by the trustee which is appointed 
by the Board of Directors of the company. While there is 
no direct statutory requirement for deferral of allocation 
to employee participants' accounts of debt encumbered 
stock, nonetheless, the traditional practice (if you can use 
the term traditional at this stage) in ESOPs has been to  
allocate stock to employee accounts only as employer 
contributions are made. Thus, if an ESOP initially pur- 
chased a block of company stock with the aid of a bank 
loan, then that stock is normally not allocated until it 
is paid for by employer contributions. 

As referred to earlier, contributions by the employer 
to stock bonus pl'ans may not exceed 15% of the com- 
pensation paid or accrued to  all employees covered under 
the stock bonus plan during the taxable year, with a 25% 
limitation in case of credit carry-overs. These rules of the 
Internal Revenue Code (section 404(a) (3)) also apply to  
profit-sharing plans. Thus, if an existing profit-sharing 
plan is converted to  a stock bonus plan (since profit- 
sharing plans and ESOPs are both qualified, defined con- 
tribution plans, it appears that it is possible to convert 
an existing profit-sharing plan to an ESOP without dis- 
qualifying the plan) and there are unused contribution 
deductions in prior years, these may be carried forward 
for the current and future years of the plan. If the ESOP, 
as is permitted under ERISA, is a combined stock bonus 
and money purchase plan, then the annual contribution 
which is tax deductible is essentially 25% of covered 
compensation. 

Under the ERISA Act, ESOP was singled out as the 
only employee benefit plan which can be used as a means 
for corporate borrowing and other debt financing. An 
additional advantage of ESOP is provided through the 
Tax Reduction Act of 1975, which was also extended 
for 1976. In this enactment, provision is made for raising 
from 7% to  10% the amount of tax credit a company 
can take for investing in capital equipment. In addition, 
the statute provides that a firm can enjoy an additional 
1% credit if it contributes this extra tax savings to an 
ESOP. 

Congress is currently considering another bill which 
would provide even greater benefits for those companies 
which have an ESOP. This measure is referred to  as the 
Acceleration Capital Formation Act of 1975 (H.R. 462). 
If adopted, this legislative measure would abolish the 
ceiling of tax deductible payments into ESOPs which, 
as referred to above, is currently 15% of payroll (25% 
if the ESOP is combined with another employee benefit 
plan). The bill provides that the company be allowed a 
tax deduction for contributions which would be limited 
only by its capacity to service debt out of its cash flow. 
The bill also proposes that the company receive tax de- 
ductions not only for the stock which it contributes, 
but also for dividends on these contributed shares. The 
legislative proposal also contains a provision which 
would cloak ESOPs with the characteristics of a charitable 
organization for estate, gift and income tax purposes. 
This would be an inducement for those with means to 
make contributions to  such plans. In the bill as proposed 
there is a limit on the contributions that can be made 
to any employee, namely, a total value of assets acquired 

during the working lifetime cannot exceed $500,000. 

Since the ESOP is not restricted in acquiring employer 
securities or employer real property, contributions to  the 
ESOP can be made either partially or entirely in common 
and/or preferred stock of the employer or in real estate 
of the employer. Contributions need not, however, be 
made entirely in employer assets. They may be in cash, 
stock other than employer stock, non-employer owned 
real property, or any combination of these. It is obvious 
that a contribution of employer stock isgenerally prefer- 
able since a contribution of other property may result in 
taxable gain to the employer to the extent that the fair 
market value of that property exceeds the employer's 
basis. 

The sale of less than his entire holdings of employer 
stock by a controlling stockholder qualifies as a sale and 
not a redemption by the corporation, since the trust is 
a separate independent entity. This feature lends itself 
to use in connection with the estate planning for pro- 
prietors of privately owned companies. 

In a company which is growing, an ESOP will almost 
always prove more beneficial to employees than an 
ordinary stock bonus plan. Under the latter, each year's 
annual contribution must be applied to the purchase of 
stock at its then present fair market value. On the other 
hand, an ESOP permits the trust to  acquire ownership of 
a block of shares at the fair market value of the stock 
on the date of purchase through financing. Thus, an 
ESOP can acquire a larger block of stock than could 
otherwise be purchased with a single year's contributions. 
Consequently, a larger investment is subject to apprecia- 
tion over a longer period of time. This also enhances 
employee incentive since they have more than an un- 
specified commitment from the company to make further 
contributions, but in essence they have a funded trust 
with an identifiable interest in specifically segregated 
trust assets which can accrue to  them over a period of 
years. 

ESOP distributions are made in inuch the same 
manner as under a profit-sharing plan. The benefits may 
be distributed upon disability, severance, death, retire- 
ment, attainment of a given age, or after a fixed number 
of years of participation in the plan (subject to a two year 
minimum period of participation). Also, as in profit- 
sharing plans, distributions may be made in lump sum or 
in instalments. Since, as mentioned earlier, the unrealized 
appreciation at time of distribution is not taxed as capital 
gains until the employee sells the stock, a lump sum dis- 
tribution of the employer's stock is especially advantage- 
ous. 

As long as the plan is noncontributory and employees 
do not have a right t o  determine the manner of distribu- 
tion under the plan, shares issued under the plan are not 
construed as a "sell" or "offer to  sell" (section 2(3) of 
Securities Act of 1933). 

All voting rights on employer stock held by the ESOP 
are exercised by the managing committee which is 
appointed by the company's board of directors. The 
ESOP plan, however, may provide that voting rights on  
vested shares may be passed through to  employees. Also, 
the company usually permits one or more employee 
representatives to  serve on the managing committee of 
the plan. 



As regards retirement benefits, an ESOP functions like 
a conventional qualified plan in relating retirement 
benefits to length of service. The ESOP, like a conven- 
tional qualified plan, permits tax free accumulation of 
income, and accumulated benefits are not subject to 
federal estate tax, if the employee dies prior to full d i c  
tribution. Thus, like a conventional qualified plan, ESOP 
enables the employers to attract and retain highly 
qualified employees, to reduce employee turnover, to 
reward long service, and to provide for retirement 
security. Since benefits under an ESOP are allocated in 
proportion to relative compensation, the plan auto- 
matically favours the higher compensated key employees. 
It thus can be used to provide additional pre-tax 
executive employee compensation. Since the ESOP 
enables the plan to acquire the stock with pre-tax funds 
without an employee contribution, it eliminates the need 
of employees to use accumulated savings or individually 
borrowed funds in order to purchase the stock. Also, 
the corporation is able to deduct the full cost of the 
benefits. Thus, an ESOP is commonly much superior as 
an executive compensation tool over the contingency 
stock option plans, stock purchase plans, restricted stock 
purchase plans, or other similar programs which reduce 
the employees' take-home pay. It has been said that the 
existence of an ESOP reduces employees'. interest in 
unions, since it gives the employee a participation in 
ownership and management and permits him to share in 
the capital growth of the company. 

An ESOP can provide for the purchase of incidental 
life insurance with proceeds payable to beneficiaries of 
the participating employees "provided the aggregate life 
i n y a n c e  premiums for each participant do  not exceed 
25:per cent of the amount allocated to his ESOP account 
at .any particular time". (TIR 1413, F-9). The 25% limit 
applicable to ESOPs is a stricter limitation than the 
corresponding provision for pension and profit-sharing 
plqns because ESOPs are required to invest primarily in 
q u w y i n g  employer securities. The limitation requiring 
that the amount qsed to buy insurance for the account of 
a participant be "incidental" does not apply where the 
insurance-is purchased on the life of a key man in the 
employer organization to indemnify the trust as a whole 
for the possible loss of employer contributions in the 
event of the keyman's premature death. 

The new provisions in the Pension Reform Act, which 
provide for, among other things, accelerated funding and 
plan termination insurance, significantly increase the cost 
of adopting and maintaining pension plans. This may dis- 
courage some employers from adopting a qualified 
pension plan. Also, it may slow down the past trend of 
increasing benefits under existing plans. On the other 
hand, an ESOP is both self-funded and is exempt from 
the termination insurance provisions of the Act (section 
4021(b) (1)). 

In some situations it may become desirable to replace 
an existing fixed benefit pension plan or money purchase 
plan with a combination stock bonus plan and money 
purchase pension plan. If this is handled properly, these 
replacements do not result in a termination of the prior 
plan if the successor plan qualifies under Regulation 
1.4016(b) as a comparable plan and if, as provided under 
section 208 of the Pension Act, the benefit which the 
participant would receive if the substituted plan was 

terminated would be at least equal to the benefit he 
would have received if the previous plan had terminated 
prior t o  the replacement. 

Thus, the ESOP approach gives some employers, who 
might otherwise not be able to afford to provide retire- 
ment benefits, a means of funding employee benefits. 
Another provision of the Pension Reform Act (section 
407(a)) requires more pension and profit-sharing plans, 
other than "eligible individual account plans", to dispose 
of all employer securities in excess of 10% of the market 
value of plan assets. This necessity for disposing of excess 
employer securities and the restriction on the acquisition 
of additional employer stock could be eliminated by 
converting an existing plan into an ESOP since the latter 
qualifies as an "eligible individual account plan" (sections 
407(d) (3) (A), 404(a) (2), 408(e)). However, such 
existing plans had to convert within one year from 
January 1, 1975 (section 407(d) (3) (B)). 

The trustee of an ESOP must discharge his duties 
solely in the interest of the participants and their bene- 
ficiaries and for the exclusive purpose of providing 
benefits to such persons. He can defray reasonable ex- 
penses of administering the plan. He must meet the 
requirements of dihgent care, skill and prudence (section 
404(a) of ERISA). 

The father of the ESOP concept is generally 
recognized to be Louis 0. Kelso, who is senior partner of 
a' financial and corporate law firm in San Francisco, 
California which specializes in corporate fiance.  He is 
also chief economist for Bangert & Co., a San Francisco 
investment banking firm that specializes in setting up 
employee stock ownership plans. Some of his early books, 
THE CAPITALIST MANlFESTO and THE NEW 
CAPITAilSTS were published in 1958 and 1961, re- 
spectively. Since 1963, Mrs. Patricia Hetter, a political 
scientist, has collaborated with Mr. Kelso and is his co- 
author on a number of articles, including the book 
titled TWO-FACTOR THEORY: THE ECONOMICS OF 
REALTY published in 1967. At the time this book was 
published she was a director of the Institute for the 
Study of Economic Systems in San Francisco, 
California. 

The first Kelso plan is almost twenty years old. 
Almost 100 such plans have been initiated by Bangert & 
Co. Other consultants have worked on a considerable 
number of additional plans Kelso's original concept was 
to make every worker a capitalist. In his own words 
"the purpose of the whole exercise is to make the worker 
more productive" by giving him a stake in the profit- 
ability in the enterprise for which he works (Wall Street 
Journal, April 29, 1975). 

ESOPs, though, may have minuses as well as pluses. 
Despite its advantages, an ESOP is not a cure for every 
company's needs. It is not designed for a company that 
could not otherwise obtain financing from the usual 
lending media. In most instances ESOPs should be com- 
bined to some extent with a fixed benefit pension plan 
or a money purchase pension plan so that employee 
incentives would balance out with retirement security. 
There are limits on tax deductions for contributions to 
an ESOP. Companies may be misled in not appreciating 
this fact. Thus, Kelso plans can be misused by proprietors 
of closely held companies. These owners sometimes 



attempt to sell the shares of their company to an ESOP 
at a higher price than the stock could bring in the open 
market. In such instances the employees may have 
difficulty in finding a buyer for their shares when they 
eventually attempt to sell them. 

One main jeopardy is the fact that under an ESOP 
the employee's future is tied to that of his employer. 
If the company does poorly and if the company col- 
lapses, there is nothing for the employees to share. 
Another hazard is the possibility of the employer issuing 
more and more of its own stock, thus diluting the per 
share value. The issuance of large amounts of stock can 
cause the demise of management itself. To safeguard 
against this, some companies are issuing non-voting 
shares. Also, as mentioned earlier, not all unions are 
receptive to  the idea of the ESOP. 

Some of the original Kelso theories are subject to 
question. Admittedly, the plan is nurtured through tax 
favoured treatment by the Government. Therefore, even 
though proponents argue that the Government eventually 
will wind up with greater tax revenues, there are those 
who ask who will make up the taxes that corporations 
are avoiding in the short term. 

The basic vulnerability is the underlying philosophical 
assumption that most, if not all, companies will continue 
to operate at  a profit and that the stock received by 
employees will provide considerable wealth to the em- 
ployees. But critics point out that in any competitive 
free enterprise system there are those corporations which 
just don't make it and fall by the wayside. There are those 
which fail because of poor management, as well as those 
that become technically outmoded, like the horse drawn 
buggy makers. The ESOP cannot guarantee profits for 
any employee. 

Some consultants are hesitant in setting up ESOPs 
or recommending them for clients. Many consultants 
don't fully understand the concept and the intricacies 
of ESOPs to adequately "cover all the bases". A con- 
sultant must fall back on expertise in banking, legal, 
insurance, and accounting fields. Even the prime purpose 
for the establishment of an ESOP is not agreed upon. 
Some consultants look upon the plan as a means to 
accumulate new capital assets by a corporation. Others 
consider them primarily as a method of utilizing tax 
advantages for the employer with benefits to employees 
only secondary. It is generally agreed that an ESOP is 
not suitable for every corporation. Consultants generally 
feel that t o  obtain the maximum benefit the firm should 
have a payroll in the neighbourhood of one half million 
dollars or more, with good earning potential. Another 
attribute which is considered favourably is a high labour 
content in its operation with corporate taxable income 
reaching into the full income tax brackets. Even though 
the pricing of the stock in an ESOP plan is provided by 
annual valuation and the price appraisal must be 
submitted for Internal Revenue approval, the IRS can 
question' the company's stock evaluation methods retro- 
actively. This could have far-reaching effects on earlier 
ESOP financing. 

While ESOPs have enthusiastic supporters including 
a number of influential Congressmen who are introducing 
and supporting legislation liberalizing the enabling 
statutes, there are sufficient hazards to create skeptics. 
Rulings, regulations and interpretations of the enabling 
and governing provisions have not yet been fully im- 
plemented. The concept contains sufficient benefits to 
warrant considerable study by consultants, keeping in 
mind, however, the potential hazards. 


