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Program Agenda

» My Remarks

» Brief ESOP and Co-op Background
» Ownership Transition Issues

» ESOP Transaction Structures

» S corporation ESOPs

» Co-op Transaction Structures

» Valuing Companies

> General Recommendations for ESOPs and Co-
ops

» Other Employee Ownership Techniques

» Your Questions
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What is an ESOP?

» “"Employee Stock Ownership Plan”
» Company funded - no employee contributions
» Employees do NOT own the stock

» Qualified retirement plan under IRS
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What is a Worker Co-op?

» A cooperative is a business owned and
con’EjroIIed by its members for their common
goo

» In a worker cooperative, membership is
generally limited to those who work in the
business

» Ownership is direct, not indirect
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Why Use An ESOP:;

» To make a market for part of the owners’ stock (same
with co-op)

» To defer payment of capital gains taxes (same with co-
op)

» To borrow where the interest AND principal payments are
tax-deductible

» To enable owners to sell shares while maintaining control
of the company

» To motivate, retain and reward employees (same with
CO-0p)
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ESOP Trust Ownership:
Beneficial vs. Direct Ownership

» Shares purchased by the ESOP are owned in a
trust, not by plan participants

> Eligible employees are “beneficiaries” of the trust

» An independent trustee currently represents the
interest of ESOP participants.
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Co-op Ownership:
Beneficial vs. Direct Ownership

» Shares purchased by members in a co-op are
owned directly by the members

» The members vote on a one person-one vote
basis
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XYZ Structure Pre-ESOP or Co-op

Shareholders

@ elect

Board of Directors

appoint and oversee

President and CEO

hires and oversees

Management Team
hire and oversee

Employees
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XYZ Structure After ESOP

Shareholders

ESOP Trustee Non-ESOP
Shareholders
are \ elect
represented
select
Board of Directors

ESOP
Participants
> President and CEO
ESOP
eligibility Management Team

requirements
are met hires and oversees

Employees

appoint and oversee

hires and oversees
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XYZ Structure After Co-op

Shareholders — One person =
One vote

@ elect

Board of Directors

appoint and oversee

President and CEO

hires and oversees

Management Team

hire and oversee

Employees
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Common ESOP Misperceptions

» An ESOP is a "Stock Option” plan FALSE!

> Em
> Em

ployees own the stock of the company FALSE!

ployees have an ongoing entitlement to receive

the company’s financial information FALSE!

» Company has to be a C corporation FALSE!

» ESOP must own = 30% of the company FALSE!

"
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Common Co-op Misperceptions

» Employees have to vote on everything FALSE!
» There is no management in the company FALSE!

» It's impossible to make decisions FALSE!
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ESOP’s Primary Role

To help owners create cash and

liquidity

To help manage the succession and

continuity of the business

To reward the people that have

helped grow the company

To do so in a controlled and tax

| .f
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How to Create Liquidity: The Usual Ways

> External Solutions
» Sell the company, merge, go public
» Internal Solutions

» Transfer to family, redemption

> Sell to ESOP, management or ESOP + Management or to
Co-op

> Liquidate

| ...
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Situations Befitting an ESOP

» The Goal: Cash out part / all of company stock over time

» Constraints Befitting an ESOP:

» Owner may not be ready for the “rocking chair”

» Owner may want management to own the company

» Owner wi// want to minimize taxes for both the company
» There may not be a buyer for the business

» Owner wants the employees to have stock as a reward and
incentive
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Situations Not Befitting an ESOP

> The Goal: Sell NOW

» The owner wants out now!

» No successor management

» The owner wants “top dollar”

> He only wants a few people to own the company

» The company can support a buyout under terms acceptable
to seller

» There may not be enough “Es” to "SOP”

> The business is “"marketable”

-
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Situations Befitting an Co-op

» The Goal: Cash out part / all of company stock over time

» Constraints Befitting an Co-op:

» Owner may not be ready for the “rocking chair”
» Owner may want management to own the company
» There may not be a buyer for the business

» Owner wants the employees to have stock as a reward and
incentive

> Size too small for ESOP

» Owner wants greater employee involvement

-
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Common ESOP
Succession Plans
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Case Study Assumptions

» XYZ Corp. is a builder with two shareholders

» XYZ is profitable and has a payroll of
approximately $2 million

» The company’s book value $1.6 million
» Earnings average is $750k
> FMV is $3.0 million
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Sample Balance Sheet
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ASSETS:
Cash
Accounts Receivable
Inventory
Retainage Receivable
Cost in Excess of Billing
Prepaid Expenses

Total Current Assets

Gross Fixed Assets
less: Accumulated Depreciation
Net Fixed Assets
Other Assets

Total Assets

LIABILITIES AND EQUITY:
Accounts Payable
Accrued Expenses
Billings in Excess of Cost

Total Current Liabilities

Long-term Debt

Total Liabilities

EQUITY
Common Stock
Retained Earnings

Total Equity
Total Liabilities and Equity

858
3,080
25
390
1,935
80

6,369

830
(130)

700
171

7,241

3,927
296
1,419

5,642

5,642

588
1,011

1,599

7,241

19




Case I

»Jim is seeking to sell his stock over several years
as he approaches retirement

»XYZ Corp. would prefer to remain debt-free

Solution

“Pay-as-you-go” ESOP
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Pay-as-You-Go ESOP

RESULT:
XYZ CO I p * ESOP owns 8% of XYZ
* Jim now owns 43%

* Post transaction, Jim is appointed Trustee and
votes the ESOP’s stock thereby maintaining
51% voting control

 Jim can continue this stock sale strategy each
year at his discretion

@

$240,000 Cash Contribution

L $240,000 Cash
P>
ESOP © Jim
< (Taxable Transaction)
8% of
XYZ
- Shares

N
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Case II

» The company has just experienced several
financially challenging years, but the company’s
prospects are now much brighter

» Jim would prefer waiting to sell stock until the
share price has improved

» Company wants to immediately reduce income
taxes

Solution

Pre-Funding the ESOP
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Cash II Solution: Pre-Funding the ESOP

$200,000
Year | g
$1,000,000
$500,000
s , ESOP
$300,000
Year 3 A &
< >
S S
RESULT: A >
« Company receives tax deduction for contributions each 8
year, thereby reducing tax bill v
* ESOP accumulates $1,000,000 (+) of cash over three
years -
* Jim sells 33% of stock to ESOP after Year 3 ‘] m
(Taxable Transaction)
i
|

= SFE&G

23




Case III
» Jim wishes to sell a large block of stock to the
ESOP
» Jim does not want to pay capital gains taxes
» The company has “debt capacity”
Solution

The Leveraged ESOP

*. SFE&G
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Leveraged ESOP: Bank Financed

XYZ CO rp $1.0 M|II|on Cash

A

$1.0 Million Cash

@

$1.0 Million Note Payable

ESOP

$1.0 Million Note Payable

$1.0 Million Cash

©)

>

Jim

® SFE&G

33% of the
Outstanding
Shares
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Post-ESOP Balance Sheet

Pro Forma
Year End ESOP Year End
LIABILITIES AND EQUITY:
Accounts Payable $ 3,927 % - $ 3,927
Accrued Expenses 296 - 296
Billings in Excess of Cost 1,419 - 1,419
Total Current Liabilities 5,642 - 5,642
Long-term Debt - 1,000 1,000
Total Liabilities $ 5642 $ 1,000 $ 6,642
EQUITY
Voting Preferred $ - $ - $ -
Common Stock 588 - 588
Retained Earnings 1,011 - 1,011
Unearned ESOP Shares - (1,000) (1,000)
Total Equity 1,599 (1,000) 599
Total Liabilities and Equity $ 7,241 $ - $ 7,241
Debt / Equity - 1.67

- f Equity / Total Capital 22%

® SFE&G

8%
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$207,000

Annual ESOP Contribution

<

Paying Off The Debt

©)

>

$207,000

@

Term Loan Repayment

ESOP

® SFE&G

>
Term Loan Repayment

$207,000
Company makes tax deductible
contribution and dividends to the
ESOP

ESOP uses the contribution to repay
its loan from company

Company repays Financial Institution
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Case 1V

» Same as Case III but...

...the company does not borrow from a bank

Solution

Seller Financed ESOP
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Seller Financed ESOP

- .y

TITITT

$1.0 Million Note

>

ESOP

Jim

33% of the _
XYZ Stock

Outstanding

- f Shares
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Annual ESOP Contribution

Paying Off The Seller Note

6 XYZ 1. Company makes tax deductible

contribution and dividends to the
ESOP

Q) 2. ESOP uses the contribution to repay
Jim’s seller note

$207,000

v
@
>
ESO P Term Loan Repayment J | m
$207,000
||
|
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Tax Treatment on Seller Note

» Interest Earned will be taxed at ordinary
Income rates

» Principal will either:

» Taxed at capital gains tax rates on an installment
basis

» Deferred using ESOP bonds

*. SFE&G
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Surety Companies & Leveraged ESOPs

» Sureties abhor leverage - so leveraged ESOPs
are generally viewed negatively due to:

> Balance sheet effects
» Cash flow effects

» Debt guarantees

» All can be overcome, if structured properly

| ...
= SFE&G
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Planning Opportunities

» Assuming sufficient cash flow, QRP collateralization of bank debt
does not adversely effect the surety

» Companies with seller financed ESOPs have more flexibility than
those with bank financed ESOPs

» Balance sheet effects can be mitigated in certain situations

» Business continuity and opportunity for everyone keeps the
company a paying surety client

» Tax savings to the company minimizes cash flow costs of
buyout

-
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Tax Savings of ESOP Debt

“"Regul £SOP

Gross Principal Payments $10,000,000 $10,000,000
Value of Principal Tax Deduction 0 (3,400,000)
Net After-Tax Principal Paid 10,000,000 6,600,000
Gross Interest Payments * 1,750,000 1,324,400
Value of Interest Tax Deduction (595,000) (450,296)
Net After-Tax Financing Cost $11,155,000 $7,474,104
Net Cash Savings to the company $3,680,896
Assume:

Principal: $10.0 million, Interest Rate 7%, Amortization 5 equal principal payments, Tax Rate 34%
* Cash tax savings applied to prepay principal, thereby reducing interest expense.

| .f
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Total Tax Savings

To Seller (Savings on Federal Capital Gains Tax 20%)

To Company (Tax Deductible Principal)
Total Tax Savings

*. SFE&G

$ 2,000,000
3,680,896

$5,680,896
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S Corporation ESOPs
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S Corporation ESOPs: Background

» Prior to 1998, S corporations could not have an ESOP as a
shareholder

» S corporation ESOPs do not qualify for capital gains tax
deferral, however.....

» Some clients will convert from an S corporation to a C
corporation to receive the favorable capital gains
treatment, still......

» Half of our clients transact as S corporations where the
selling shareholders immediately pay the capital gains tax

» There are unique tax benefits for S corporation ESOPs

| .f
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S Corporation ESOP Tax Benefits

» S corporation shareholders are responsible for paying for
their pro rata share of the company’s tax liability

» An ESOP is a non-tax paying shareholder and is exempt
from paying federal income taxes

» As an S corporation shareholder, the ESOP is not
required to pay its pro-rata share of the company’s taxes

» ESOP can use distributions it receives to pay debt rapidly

m ...
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S Corporation Distributions with ESOPs

ESOPS

(40% Shareholder)

Assumptions

AS Corp generates taxable
income of $1,000,000

AS Corp makes a $500,000

distribution to its shareholders

pro-rata

® SFE&G

A

$200,000
Loan Pmt

<

$200,000
Distribution

IRS
&3 Jim g’
(60% Shareholder)
Tax
A Payment

$300,000
Distribution

$200,000
Loan Payment
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The S Corporation Home Run

» An S corporation that is 100% owned by an ESOP

» Company is exempt from federal and most state
iIncome taxes

» Cash flow used to rapidly retire debt

» Once debt is paid, company is a “cash cow”

*. SFE&G
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The S Corporation Grand Slam

» Shareholders sell 100% of C corporation stock to an
ESOP

» No capital gains tax due for selling shareholders

» Company converts from a C corporation to an S
corporation after the ESOP transaction

» Company is now tax free

*. SFE&G
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Valuing Privately Held
Companies for ESOPs
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Tiers of Value

Control
Publicly Traded
Minority

Non-Public Minority
With a Put Option
= ESOP =

= SFE&G
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Definition of Fair Market Value

Revenue Ruling 59-60

“Fair Market Value is the price at which the property would
change hands between a willing buyer and a willing seller when
the former is not under any compulsion to buy and the latter is

not under any compulsion to sell, both parties having reasonable
knowledge of relevant facts.”
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Valuation Criteria
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Valuation Methods

»Income methods:
»Adjusted earnings vs. reported numbers

> Balance sheet methods:
»Cost vs. FMV of assets and liabilities

»Comparison methods:
»Mergers and acquisitions (control transactions)

»Similar publicly traded companies (non-control
trades)

»Recent sales or offers to purchase company
stock

m .f
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Generalized Valuation Parameters

» Primary Valuation Considerations
» Earnings history — variability
» Successor management depth and experience
» Existing financial strength
» Project concentration
» Customer concentration
» Size of business
» Age of company

*. SFE&G
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Generalized Valuation Ranges

» Book value is a good starting point

» Adjustments for cost vs. FMV of assets and liabilities can be a
real factor

» Operating multiples of 4-6 times operating income for
smaller contractors

» Adjustments are acceptable, up to a point

» Upper bounds on earnings values are capped at 2
times book value

» Larger contractors are worth more than smaller
contractors, all other things equal

-
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Other Appraisal Factors

» Analysis of prior transactions or offers
> If recently closed
> If at arm’s length
> If reliable information

» Future repurchase obligation
» Appraiser is hired by, and works for, the ESOP

» Trustee — not the appraiser - is responsible for the
price

| ...
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ESOP Stock Appraisals

» ESOP trustee hires a third-party, independent
appraiser as an advisor

» Appraiser should be experienced in the industry and
in valuing stock for ESOP transaction purposes

» The trustee is ultimately responsible for ensuring that
the ESOP did not “overpay” for the stock

» ESOP stock includes a “put” feature

» ESOP stock must be reappraised annually

m ...
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Best ESOP Candidates

> Is at top of its profession

» Is profitable and growing

» Finances its own growth

» Not overleveraged

» Has good financial reporting

» Has a deep and broad management team

*. SFE&G
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Co-op Structure

» Board is elected on the basis of one person, one vote
(direct).
» Labor is pooled, as in consumer cooperative

» Management structure can be hierarchical — being a
glo-qp doesn’t need to imply broad involvement in all
ecisions.

» Patronage dividends on basis of labor, taxable to
members

» Good alternative if ESOP proves too costly.

*. SFE&G
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Co-op Structure

» Easier, cheaper to setup
» Good fit in company with collegial culture

» Financial benefit to employees can be sooner

*. SFE&G
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Membership structure in a worker
cooperative

» Membership is open to all eligible employees
after a period of years

» Members can own only 1 share

» Members who leave must sell their share
back to the company

» Profits are shared equitably among members,
usually on the basis of hours worked
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Membership

» Typically, to be eligible for membership an
employee must:

» Work a minimum number of hours;

» Have worked for a probationary period;
> Be approved by the existing members;
» Pay a Membership Fee (affordable but

meaningful).

» Specific requirements in your bylaws

*. SFE&G
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Patronage Dividends

Collective Taxes and
/ income Reserves
Net income
\P Paid
atronage Dividend
Income | > Patronage
Dividend _
Capital
Accounts

® SFE&G
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Considerations in Sharing Net Income

»> Collective account a key source of working capital:
important especially for growth or capital intensive
companies, or during startup phase

» Tax rate generally lower on individual accounts

» Limitations usually set on when individual accounts
are distributed — longer times help finance company,
delay payout to worker-owners

» Often payout cycle set to avoid obligations growing
too large
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How Else Can Employees Become Owners

> Direct sales of stock
> Transfers of stock
» Option programs

*. SFE&G
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Transfers by Owners to Employees: What
Happens?

» On a sale, owner gets cash and/or note back
» Employee needs to earn money to pay the cash/note
> All funds effectively double-taxed

» If no sale, but a direct transfer, the employee has
income and the comﬁany has a deduction equal to
the value of the stoc

» Employee and company have to pay wage taxes
(FICA)
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Transfers by Owners/Companies to
Employees: Collateral Issues

> If there is a sale or direct transfer, need to enter into
agreements with employee about what happens if
the employee dies or become disabled

> Also, need to think carefully about provisions relating
to dismissal of employee from company

» Note, however, that the program can be
discriminator dy among employees, i.e., give some
more, have different vesting, etc.

» Can require a sale back for say $1.00 if employee
violates a “bad boy/qgirl” clause; this can be highly
beneficial

"
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Transfers by Owners/Companies to
Employees: Collateral Issues

» Might also condition transfers of shares on Company
achieving certain goals

> l.e., if company has $X of profit you get Y shares
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Summary

> A number of different avenues available

> Different businesses have different needs
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Questions?
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http://www.sfeglaw.com/

Thank You,
Vermont Employee Ownership
Center!
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