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STATEMENT OF THE IDENTITY
AND INTEREST OF THE AMICUS CURIAE"2

The American Society of Appraisers (ASA) is the largest multi-disciplinary
organization devoted to the appraisal and valuation profession. The ASA is a non-
profit, professional organization that teaches, tests, and credentials highly-qualified
appraisers of businesses and assets. The ASA’s mission is to foster public trust of
members and the appraisal profession through the highest levels of ethical and
professional standards. The ASA fosters professional excellence through education,
accreditation, publication, and other services with an emphasis on professional ethics
to protect the public. The ASA is a founding member of The Appraisal Foundation,
authorized by Congress as the organization responsible for setting The Uniform
Standards of Professional Appraisal Practice for the valuation profession. The ASA’s
wortld-renowned education programs are taught by leading appraisal experts.

Additional information about the ASA is available at http://www.appraisers.org.

The instant appeal involves important questions about fundamental principles of

ERISA, employee stock ownership plans (“ESOP”) and the valuation standard of value

1 Pursuant to Fed. R. App. P. 29(a)(4)(E), no party’s counsel authored this brief in whole or in

part; no party or party’s counsel contributed money that was intended to fund the preparation and
submission of this brief; and no person—other than the amicus curiae, its members, or its counsel—
contributed money that was intended to fund the preparation and submission of this brief.

2 Pursuant to Rule 29(a)(2), all parties have consented to the filing of this brief.

1
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known as “fair market value” (“FMV”).> Congtess intended for ESOPs to be a method
of corporate finance and form of defined-contribution plan primarily to encourage
employee ownership. In an ESOP, a trust purchases stock of the sponsoring employer
(or qualified affiliate) and holds the stock for allocation to, and the beneficial ownership
of, eligible employees. In order for an ESOP stock purchase to be exempt from
ERISA’s prohibited-transactions provisions, trustees must assess the company’s stock
using the FMV standard, as distinguished from other “standards of value” for valuation
assessments.

Members of the ASA regularly advise ESOP trustees on the FMV of employer
stock for purposes of ESOP transactions, annual ESOP valuations, and other ERISA
matters involving FMV appraisals, and are experts on standards of value and generally
accepted valuation principles. The ASA has a strong interest, on behalf of its members

who advise ESOP trustees and perform FMV assessments, in the issues in this appeal.

3 As set forth in Section III(b), FMV is a standard that requires the appraiser to assume,

among other things, a hypothetical buyer and hypothetical seller, in the general market, who both
seek to maximize their returns.
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I. Introduction.

In recent years, ESOP trustees have been sued for approving an ESOP’s
purchase of stock at a value that allegedly exceeded the FMV. Such lawsuits premise
their claims on the notion that ESOP trustees should, but do not, act like supposed
“real-world” buyers of companies such as private-equity (“PE”) buyers. Some courts
have been misled into error and have accepted that there should be no difference
between ERISA standards for an ESOP trustee’s evaluation of an ESOP transaction
and the prevailing practices of PE buyers that purchase companies.

The brief of amicus cutiae Pension Rights Center (“PRC”)* advocates this
position® and attempts to find support in this Coutt’s decision in Brundle v. Wilmington
Tr, N.A., 919 F.3d 763, 769 (4th Cir. 2019). PRC misreads Brundle and impropetly
attributes to this Court many incorrect notions about ESOPs and the standards for an
ESOP trustee’s evaluation of a transaction. Whatever the facts of Brundle or any other
cases, this case is distinct. Brundle did not hold as a matter of law that ESOP trustees

are governed by practices of PE buyers.

4 The abbreviation “PRC” in a citation refers to the Brief of Amicus Curiae Pension Rights

Center, ECF No. 23; the abbreviation “PL.” refers to the Brief of Plaintiff-Appellant, ECF No. 20.

> PRC uses the term “real-world” buyer. PRC refers to a private-equity buyer; in other cases,

plaintiffs equated a real-world buyer with a private equity buyer and have used private-equity experts
to critique ESOP transactions. See, e.g., Blackwell v. Bankers Tr. Co. of S. Dakota, No. 3:18-CV-141-
CWR-FKB, 2019 WL 1433769, at *4 (S.D. Miss. Mar. 29, 2019); Perez v. First Bankers Tr. Servs., Inc.,
No. CV124450MASDEA, 2017 WL 1232527, at *60 (D.N.]J. Mar. 31, 2017); Acosta v. 1inoskey, 310
F. Supp. 3d 662, 672 (W.D. Va. 2018); Casey v. Reliance Trust Co., 2019 WL 8359021 (E.D. Tex., Dec.
6, 2019)(plaintiffs offered expert “private equity buyer”).

3
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Practices of PE buyers are incompatible with ERISA’s requirements and
fundamental valuation principles. In order to correct Plaintiff’s and PRC’s many
misapprehensions about ESOPs, the ASA is presenting extensive Congressional
materials and valuation authority, which have not been part of the records in other
ESOP cases. These materials confirm that Plaintiff’s claims lack merit, and the
standards advocated by PRC are contrary to Congress’ intent for ESOPs and standards
of ESOP trustee conduct. See Massachusetts Mut. 1ife Ins. Co. v. Russell, 473 U.S. 134, 140,
105 S. Ct. 3085, 3092, 87 L. Ed. 2d 96 (1985)(reviewing the “voluminous legislative
history of” ERISA); Nachman Corp. v. Pension Ben. Guar. Corp., 446 U.S. 359, 381, 100 S.
Ct. 1723, 1736, 64 L. Ed. 2d 354 (1980)(““There is not a word in the statute or legislative
history suggesting that Congress ever intended to” adopt positions advocated by
Petitioner).

What is more, Congress considered many of the alleged ESOP ‘abuses’ that
Plaintiff and PRC complain about to be features of ESOPs. Notably, PRC’s brief cites
two publications that critique ESOPs and conclude by proposing legislative changes to
ERISA. (PRC, p. 2, at fn. 2, p. 5.) Plaintiff, PRC, and others are entitled to their
opinions on what ERISA should require for ESOPs, but that is an issue for Congress to
consider, not courts.

II.  Plaintiffs and PRC’s Analysis is Flawed at the Outset.

Plaintiff and PRC implicitly argue that Plaintiff’s complaint states a claim merely

because it alleges a “prohibited transaction under 29 U.S.C. § 11006(a),” because

4
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prohibited-transactions exemptions “are affirmative defenses” that defendants must
prove. (PRC, pp. 4, 14; PL, pp. 25-27.) But ERISA § 406 does not create a cause of
action. It appears in Part 4 of Subtitle B, entitled “Fiduciary Responsibility.” See 29
U.S.C. Subtitle B, Part 4. This section creates the fiduciary obligation not to cause a
prohibited transaction “[e]xcept as provided in section [408].” 29 U.S.C. §§ 1106(a),
1108.

Whether Plaintiff can plead a cognizable claim for an allegedly improper
prohibited transaction is a different matter. ERISA § 502(a), in ERISA’s
“Administration and Enforcement” section, contains the only causes of action
authorized by ERISA. 9 U.S.C. Subtitle B, Part 5; see arity Corp. v. Howe, 516 U.S. 489,
519, 116 S. Ct. 1065, 1080, 134 L. Ed. 2d 130 (1996)(ERISA § 502(a) contains the
“exclusive” private causes of action); Russell, 473 U.S. at 146 (same); Pilot Life Ins. Co. v.
Dedeanx, 481 U.S. 41, 56, 107 S.Ct. 1549, 15571558, 95 L.Ed.2d 39 (1987)(same).
ERISA § 502(a) “represents a careful balancing of the need for prompt and fair claims
settlement procedures against the public interest in encouraging the formation of
employee benefit plans.” Pilot Life, 481 U.S. at 54. ERISA “resolved innumerable
disputes between powerful competing interests,” and its provisions are “not all in favor
of potential plaintiffs.” Mertens v. Hewitt Assocs., 508 U.S. 248, 262, 113 S. Ct. 2063,
2071, 124 1. Ed. 2d 161 (1993).

ERISA 502(a) claims have elements and impose burdens of pleading and proof

on Plaintiff. An ERISA § 502(a)(2) claim requires a plaintiff to plead and prove a breach

5
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of a fiduciary duty, losses to an ERISA plan, and atleast a prima facie case for causation.

29 US.C. §§ 1132, 1109; Tatum v. RJR Pension Inv. Comm., 761 F.3d 346, 362-63 (4th Cir.

2014), cert. denied, U.S. , 135 S. Ct. 2887, 192 L..Ed.2d 924 (2015)(plaintiff must
prove breach and loss, then the burden of persuasion shifts). An ERISA § 502(a)(3)
claim requires a plaintiff to plead and prove: (1) the defendant was a fiduciary when it
engaged in the alleged conduct; (2) breach of fiduciary duty; and (3) appropriate
equitable relief tied to the alleged violation. Ir re DeRogatis, 904 F.3d 174, 190 (2d Cir.
2018). A plaintiff assumes additional burdens depending on the remedy sought and
theory of damages. See CIGNA Corp. v. Amara, 563 U.S. 421, 443, 131 S. Ct. 1860,
1881, 179 L. Ed. 2d 843 (2011)(an ERISA § 502(a)(3) claim for estoppel requires a
showing of detrimental reliance).

A claim for breach of an ESOP trustee’s fiduciary duty also must survive the
Rule 12(b)(6) inquiry mandated by the Supreme Court in Fifth Third Bancorp v.
Dudenhoeffer, 573 U.S. 409, 425, 134 S. Ct. 2459, 2470, 189 L. Ed. 2d 457 (2014). A
complaint alleging ESOP fiduciary misconduct requires “careful judicial consideration
of whether the complaint states a claim that the defendant has acted imprudently.” 1d.
Because the “duty of prudence turns on ‘the circumstances . . . prevailing’ at the time
of the fiduciary acts,” an assessment of a complaint “will necessarily be context
specific.” Id. at 425. In evaluating a complaint, courts must consider that “Congress
sought to encourage the creation of ESOPs,” and courts must not unfairly favor

plaintiffs and expose employers to “heightened” risks of litigation. Id. at 423.

6
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Plaintiff cannot avoid ERISA § 502(2)(2) or requisite context-specific inquiry,
and PRC’s attacks on ESOPs are not substitutes for Plaintiff’s obligation to plead an
ERISA § 502(a) claim.

III. ERISA Does Not Require ESOP Trustees to Act Like PE Buyers.

PRC advocates for this Court to reverse the district court largely on the basis of
concerns with the alleged failure of ESOP trustees to engage in the due-diligence and
valuation practices of supposed “real-world” PE buyers. There are, however, legislative
mandates in ERISA that establish standards that differ from practices of PE buyers.
For an ESOP purchase of stock, those standards are found in ERISA §§ 404(2)(1) and
408(e). 29 U.S.C. §§ 1104(2)(1), 1108(e). ERISA § 404(a)(1) requires fiduciaries to act:

.. with the care, skill, prudence, and diligence under the circumstances then
prevailing that a prudent [person] acting in a like capacity and familiar with such
matters would use in the conduct of an enterprise of a like character and
with like aims.

29 US.C. § 1104(2)(1)(B)(emphasis added). The emphasized language — ignored by
Plaintiff and PRC — is extremely important. It reflects Congress’ expectation that
“courts will interpret this prudent man rule (and other fiduciary standards) bearing in
mind the special nature and purpose of employee benefit plans.” H.R. Rep. No. 93-
1280 at *5083, 1974 U.S.C.C.A.N. at 5083; Private Pension Plan Reform, Subcomm.

on Private Pension Plans of the Comm. on Finance, Part 1 (May 21, 22, and 23, 1973),

Part A, at Page 445. This standard requires trustees and courts to consider “the
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particular plan and decision at issue.” DelFelice v. U.S. Airways, Inc., 497 F.3d 410, 420
(4th Cir. 2007)(emphasis added).

ERISA § 408(e) provides the standard for ESOP purchases of company stock.
An ESOP purchase of stock is exempt if for “no more” than “adequate consideration,”
which ERISA defines as the “fair market value of the asset as determined in good faith
by the trustee . ..” 29 U.S.C. {§ 1108(e)(1) (emphasis added), 1002(18)(B). The “good
faith” required by § 408(e) is measured by the standards of ERISA § 404(a)(1)(B), which
means that an ESOP trustee’s evaluation of an ESOP stock purchase must consider the
character and aims of the particular plan. Donovan v. Cunningham, 716 F.2d 1455, 1467
(5th Cir. 1983); Chao v. Hall Holding Co., Inc., 285 F.3d 415, 437 (6th Cir. 2002)(“good
faith. . . must be read in light of the overriding duties of Section 404”); Perez v. Commodity
Control Corp., 16-cv-20245, 2017 WL 1293619, *10 (S.D. Fla., March 7, 2017)(same).

a. Plaintiff and PRC Fundamentally Misunderstand ESOPs,
Including Their Benefits, Character, and Aims.

PRC’s brief suggests that this Court should permit Plaintiff’s conclusory pleading
because an ESOP is a “retirement” plan, and because it is not diversified, courts must
apply heightened standards of prudence to ESOP trustees. (PRC, pp. 3, 5, 8.) This is
wrong for two reasons. First, the character and aims of an ESOP are not principally as
a retirement plan — the case PRC relied upon traces back to a misreading of legislative
history. See Chao v. Hall Holding Co., 285 F.3d 415, 425 (6th Cir. 2002). Chao cited Martin

v. Felen, 965 F.2d 660, 664 (8" Cir. 1992), which cited 129 Cong. Rec. $16629, at S16636.
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The page cited does not discuss the purpose of ESOPs. The next page, S16637, does,
and states: “ESOP’s primary purpose, however, is not to serve as a retirement vehicle
but, rather, to serve as an incentive for corporations to structure their financing in such
a way that employees can gain an ownership stake in the company for which they work.”
129 Cong. Rec. S16629, 16637.

Congressional materials are in accord. In May 1972, at House Committee on
Ways and Means hearings, Louis O. Kelso explained “corporate financing techniques”
then-called “Employee Stock Ownership (ESO) financing.” ERISA-LH 30-C, 1972
WL 136948 (A.&P.LL.H.), 104, 107. The ESOP was designed to provide financing, make
employees “beneficial” owners of stock, and “link[] the day-to-day performance of
work by employees and the day-to-day growth and operation of business enterprise.”
Id. at 105. ESOPs were a corporate investment in workers who, through their “labor
power,” could grow the company and participate in that growth. Id. at 106. The ESOP
pays no more than FMV, and long-term gains come from paying the loan “within a
reasonable period of years” and working hard to grow the company over time. Id. at
109.

After ERISA’s enactment, the Senate Finance Committee issued two Committee
Prints that further explain ESOPs. See attached Addendum (“ADD.”), ESOPs: An
Explanation for Employees (1978) (“Employee Handbook,” ADD. 1); see also

Employee Stock Ownership Plans: An Employer Handbook (1980) (“Employer
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Handbook,” ADD. 13). The Employee Handbook® explained that in an ESOP,
employees do not invest their own money. The employee’s “investment is the time and
effort he puts into his job to make his employer profitable.” Employee Handbook, see
ADD. 4, p. 1. In an ESOP, the employee’s “work performance directly affects the
tinancial success” of ESOP accounts. Id, p. 9. This differs from a retirement plan in
which employees invest their own money and seek rates of return over long periods.
The Employer Handbook explained that “[p]roviding retirement benefits for
employees has always been a secondary purpose for the establishment of a stock bonus
plan,” because “as an employee benefit plan,” Congress’ principal goal was to “give the
employee-participants an interest in the ownership and growth of the employer’s
business.” Employer Handbook, ADD. 39-40, p. 23, 24 (because ESOPs may borrow
to acquire stock, that “further demonstrates Congressional intent that an ESOP is not
primarily a retirement plan, but rather has as its primary objective the providing of stock
ownership interests for employees.”); see also 132 Cong. Rec. S§7934-01, 1986 WL
776250 at 776250; Moench v. Robertson, 62 F.3d 553, 568 (3d Cir. 1995)(“ESOPs, unlike
pension plans, are not intended to guarantee retirement benefits . . .”), abrogated by Fifth
Third Bancorp v. Dudenboeffer, 573 U.S. 409, 134 S. Ct. 2459, 189 L. Ed. 2d 457 (2014);
129 Cong. Rec. S16629 at S16637, 132 Cong. Rec. $7934-01, 1986 WL 776250 (Senator

Long, the “father of the ESOP,” explaining that “ESOP's primary purpose, however,

6 ERISA was amended after the Employee Handbook was published, and some information

in this document that has no bearing on the instant appeal is no longer accurate.

10
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is not to serve as a retirement vehicle,” but “an incentive for corporations to structure
their financing in such a way that employees can gain an ownership stake in the
company for which they work.,” and “[p]roviding retirement benefits for employees
has always been a secondary purpose for the establishment of a stock bonus plan.”).
With respect to an ESOP trustee’s fiduciary obligations, Congress explained that
the trustee’s goal is not to protect a retirement plan. The Employer Handbook states
that when interpreting the trustee’s fiduciary standards, “it is important to understand
the purposes of an ESOP as an employee benefit plan,” which is principally not to
“Ip]rovid[e] retitement benefits.” Employer Handbook, ADD. 39, at p. 23 (quoting
Rev. Rul. 69-65, 1969-1 C.B. 114 (1969)). The “special purpose” of the ESOP
“requires” that ESOP trustee fiduciary standards “must be based upon the ESOP
objective of providing stock ownership for employees.” Employer Handbook, ADD.
40, at p. 24. Indeed, the ESOP trustee appropriately acts in the exclusive interests of
participants when the goal is to promote stock ownership. Id., ADD. 43, at p. 27.
ERISA also exempts ESOP trustees from the obligation to seek a “fair return”
on the investment and the investment-diversification requirements. Id., ADD. 42-43,
p. 26, 27; see also 32 Cong. Rec. S7934-01, 1986 WL 776250. ESOPs are not retirement
plans that require special oversight or fiduciaries to act like PE buyers who buy low
hoping to sell high. As Senator Long explained, ESOPs are for workers willing to tie
future benefit to company performance, who through hard work are “willing to sacrifice

now in order to have a brighter future.” 129 Cong. Rec. S16549, at S16637 (1983). The

11
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ESOP gains when the loan is paid down and if the company grows. See Kelso, ERISA-
LH 30-C, 1972 WL 136948 (A.&P.L.H.), 105.

b. The FMV Standard Required by ERISA § 1002(18) Precludes the
Valuation Standards that Plaintiff and PRC Propose.

PRC fails to cite ERISA provisions to support its argument that an ESOP stock
transaction is unlawful unless the ESOP trustee pursued the “lowest price possible for
the ESOP” that a PE buyer might pay. (PRC, p. 3) This is not the standard. The
adequate-consideration exemption applies if the ESOP pays “no more” than “adequate
consideration,” defined as the “fair market value” as determined in “good faith” by the
trustee. 29 U.S.C. {§ 1108(e)(emphasis added), § 1002(18). This is the valuation
standard required specifically tor ESOP transactions, and in response to demands for a
prohibited-transactions exemption specifically to allow ESOPs. See ERISA-LH 22-B,
1973 WL 173119 (A.&P.L.H.), 3 (public comment); ERISA-LH 22-C, 1973 WL 173120
(A.&P.L.H.), 170-71 (same); ERISA-LH 23, 1973 WL 173121 (A.&P.L.H.), 4-5 (same);
ERISA-LH 23,1973 WL 173121 (A.&P.L.H.), 66 (same); ERISA-LH 71 at *108 (1974)
(Administration’s recommendation); 7. at *110-11 (conferee recommendation).

FMV is a “standard of value” in valuation parlance. A standard of value, which

may be defined by statute, regulation, private contract, or other document,’ ?

7 INTERNATIONAL VALUATION STANDARDS (2017), at IVS 104, § 10.2; BUSINESS VALUATION,

§ 2.01 (2010) (emphasis added).
8 Id., at TVS 101, § 20.1.

12
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“describe[s] the fundamental premises on which the reported values will be based” and
is “critical,” because it “may influence or dictate a valuer’s selection of methods, inputs
and assumptions, and the ultimate opinion of value.”!” “It is possible, indeed likely,
that the same business interest could have different values, depending on which
standard of value we use.”!!

FMYV is the same standard of value ERISA requires for annual ESOP valuations,
reporting purposes, and distributions. See Mertens v. Hewitt Assocs., 508 U.S. 248, 260,
113 8. Ct. 2063, 2070, 124 L. Ed. 2d 161 (1993) (We certainly agree with petitioners that
language used in one portion of a statute . . . should be deemed to have the same
meaning as the same language used elsewhere in the statute . ...”). It has a well-accepted
meaning, which is set forth in a 1988 proposed DOL regulation on “adequate
consideration”:

...the price at which an asset 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, and both parties are able, as well as
willing, to trade and are well-informed about the asset and the market for that

asset.!?
9 Id., at VS 104, § 10.1.
10 Laro and Pratt, BUSINESS VALUATION AND TAXES: PROCEDURE, LAW, AND PERSPECTIVE
(2005), p. 7.
1 1d, p. 3.
12 See also Pratt, THE OPINION OF THE COLLEGE ON DEFINING STANDARDS OF VALUE, 34

Valuation 2, at 6 (1989), available at http://www.appraisers.org/docs/default-source/college-of-

fellows-articles /defining-standards-of-value.pdf.

13
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29 C.F.R. Part 2510, 1988 WL 269847. This is the same standard used throughout the
Tax Code and regulations, the Bankruptcy Code, and statutes ranging from the Social
Security Act to the Fishery Conservation and Management Act of 1976. See, e.g, 26
C.FR. § 20.2031-1; Rev. Rul. 59-60, 1959-1 C.B. 237 (1959); see also Almota Farmers
Elevator & Warehouse Co. v. United States, 409 U.S. 470, 474,93 S. Ct. 791, 794, 35 L. Ed.
2d 1 (1973)(takings clause requires FMV, which is “what willing buyer would pay in
cash to a willing seller”).

FMV is not the lowest possible price a PE buyer might pay. FMV is an obyective
assessment of market forces, and it accounts for competing forces of sellers as well as
buyers, both of whom seck to maximize gain.’> FMV assumes hypothetical buyers, not

any particular individual or category of buyers.!*

FMV does not consider specific
financing arrangements, investment goals, return requirements, business pressures, or
other characteristics or requitements of a particular buyer.” See, e, Buckley v. Comm'r,
68 T.CM. (CCH) 754 (T.C. 1994)(“The applicable standard is objective, using a
hypothetical willing buyer and seller. It is not a personalized standard that focuses on

a particular buyer or sellet.”); see Holpan v. Comm'r, 601 F.3d 763, 775 (8th Cir.

2010)(FMV must consider motivations of both buyer and seller, who both want to

13 Id, at 8.
14 Supra, note 7, at IVS 104, § 30.7.

15 Supra, note 7, at IVS 104, § 30.2 (FMV is “impersonal and detached” and excludes “special
terms or circumstances such as atypical financing, sale, leaseback arrangements, special
considerations or concessions granted by anyone associated with the sale, or any element of value
available only to a specific owner or purchaser.”).

14
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maximize returns); Estate of Watts v. Comm'r, 823 F.2d 483, 486 (11th Cir. 1987)(same);
Simonson v. County of Hennepin, No. TC-24818, 1997 WL 45311, at *3 (Minn. Tax Feb 3,
1997)(same); Fairy-Mart v. Marathon Petrolenm Co., L.P, No. 17-cv-1195, 2017 WL
5140514 at *13 (D. Conn., Nov. 6, 2017)(distinguishing FMV; investment value
considers factors “such as whether a transaction will yield economies of scale for the
buyer”).

PE buyers, in contrast, do not perform FMV appraisals; they assess a standard
known as “investment value,” which is a subjective estimate of what a particular buyer

or “class of investors”!®

would pay “based on subjective, personal parameters.”
Simonson, 1997 WL 45311 at *3. It is the price a particular buyer would pay'” primarily
based on the particular return that investor seeks.' “There is virtually universal
consensus that the term znvestment value means a value based on expected earnings or
monetary return to an investor.”'? See also Maryville Properties, 1..P., 83 S.\W.3d 608, 617
(Mo. Ct. App. 2002)(investment value is the “value of a property to a particular
investor,” affected by “particular circumstances” and “needs” of the buyer.)

Unlike FMV, investment value does not consider contrary pressure by a seller

0

seeking the highest price.”

The “two amounts together constitute[] the fair market

16 See Pratt, VALUING A BUSINESs (5" Ed. 2008), p. 43.
17 Supra, note 7, at IVS 104, § 60.2 (also explaining that investment value “does not involve a
presumed exchange”).

18 Supra, note 7, at § IVS 104, § 60.2.

19 Supra, note 12, at 8.

20 Supra, note 7, at TVS 104, §§ 30.2(e), 60.2.

15
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value.” Judge v. Comm'r, 35 T.C.M. (CCH) 1264 (T.C. 19706); Chapman Glen 1.td. v. Conm'r,
140 T.C. 294, 325 (2013)(value only from reference of buyer is not FMV); Buckley v.
Comm'r, 68 T.C.M. (CCH) 754 (T.C. 1994)(“focusing too much on the view of one of
these persons, to the neglect of the view of the other, is contrary to a determination of
fair market value.”); Black v. Comm'r, 36 T.CM. (CCH) 1347 (T.C. 1977)(expert
improperly did not consider what a willing seller would accept); Eszate of Bright v. United
States, 619 F.2d 407, 411 (5th Cir. 1980), on reb’g, 658 F.2d 999 (5th Cir. 1981)(“The
price at which a willing buyer but not a willing seller would have traded does not
determine fair market value.”); Hans v. Tharaldson, No. 3:05-CV-115,2011 WL 6937598,
at *1 (D.N.D. Dec. 23, 2011)(valuation from the perspective of “hypothetical prudent
hotel investor,” who is “naturally looking for enhanced returns and maximum gains”
and “seeks to drive the sharpest bargain possible maximizing the potential for a
windfall” is “not helpful to the determination of the fair market value); Mirant Mid-
Atlantic, LLC v. Supervisor of Assessments of Charles Cty, No. 09-RP-CH-0261, et al., 2012
WL 273160 (Md. Tax Ct., Jan. 25, 2012) (FMV must consider hypothetical “willing
seller,” and value to buyer that wants to pay the lowest price is not FMV).

c. Plaintiff and PRC Ignore Standards for a Good Faith Assessment
of an Asset’s FMV.

The standards of ESOP trustee conduct proposed by Plaintiff and PRC would
require ESOP trustees to reject an independent appraiser’s estimate of FMV. The
exemption for “adequate consideration” requires the trustee to determine FMV in

16
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“good faith.” 29 U.S.C. § 1002(18). The Employer Handbook explained that a trustee
assesses FMV in good faith ordinarily where “the person making the valuation is not a
disqualified person and is both competent to make the valuation and is not in a position
to derive an economic benefit from the value utilized,” and “the method utilized in the
valuation is a generally accepted method for valuing for purposes of arm’s length
business transactions where valuation is a significant factor.” Ewmployer Handbook, ADD.
43, p. 27. This is the standard Treasury regulations require for a good-faith assessment
of FMV. 26 C.FR. § 53.4941(e)-1, Treas. Reg 53.4941(e)-1, 2003 WL 1125349; 26
C.FR. § 1.1361-1; 26 C.F.R. § 1.46-8, Treas. Reg. § 1.46-8; 26 C.F.R. § 54.4975-11; 26
C.F.R. § 1.422-2; see also Prop Regs.2/7/1984, Fed. Reg. Vol. 49, No. 26, p. 4504, 2002
WL 413544.

Qualified appraisers perform FMV estimates countless times, for a variety of
purposes. A FMV estimate is not meant to consider the goals of PE buyers, who seek
rates of returns, year-over-year, of 15% or more.”! The due diligence a PE buyer performs
is not for the purpose of determining FMV, it is for the purpose of the PE buyer’s goals
of obtaining such high returns within 4-7 years after acquiring a company.* The FMV
appraisal does not reduce the ‘price’ to account for the management fee a PE commonly

takes. See, e.g. Adam H. Isenberg (FN1) & Monique Bair DiSabatino (FN1), Private-

21 Private Equity Funds—Private Equity Fund Structures, 1 Real Estate Transactions:

Structure and Analysis with Forms § 4:85.
2 See What is an Equity Firm?, available at
https:/ /corporatefinanceinstitute.com/resources/careers/companies/equity-firm

17
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Egquity Funds Beware How Yon Could Be Exposed to Pension Liability After Sun Capital, Am.
Bankr. Inst. J., October 2013, at 20, 20. PE buyers reduce the preferred ‘price’ in view
of changes PE buyers implement to management, operations, units or divisions, worker
employment, and the legal organization of entity.

A PE buyer’s goals may justify the investigative efforts that can cost millions of
dollars. Buta FMV appraiser adheres to valuation principles. An ESOP trustee’s good-
faith obligation to assess FMV does not require the trustee to reject a FMV appraisal

performed in accordance with valuation principles.

IV.  Plaintiffs and PRC’s Other Attacks on ESOPs Also are Misplaced.

Plaintiff’s and PRC’s additional assertions about ESOPs, which are designed to
color this Court’s views of ESOPs, are false.

a. Incorrect Assertion 1: “‘The Post-Transaction Valuation is Evidence
of Pre-Transaction Overpayment’.

The district court’s house analogy correctly explained the difference between
the pre-transaction FMV of a company, which the ESOP trustee determines in
connection with the transaction, and the post-transaction equity value of the ESOP
stock. Under ERISA, the trustee’s obligation in a proposed ESOP purchase of
company stock is to assess the FMV of the company stock. 29 U.S.C. {§ 1108(e),
1002(18). The annual, post-transaction valuation that Plaintiff and PRC reference is a
valuation of a different asset — it is the annual valuation of the FMV of the value of
the ESOP’s stock after the leverage. 29 U.S.C. § 1023(b)(3)(A); § 1025(a)(2)(B)(i). The

18
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FMV of the ESOP’s stock, post-transaction, is going to be less than the FMV of the
company’s equity pre-transaction if the company obtains financing, just as the district
court explained. The pre-transaction FMV of a company, and post-transaction annual
valuation of the ESOP’s stock, are an apples-to-oranges comparison. See, e.g., Scott v.
Evins, 802 F. Supp. 411, 416 (N.D. Ala. 1992)(““The common stock of Evins exists
independently of the debt used to leverage the purchase”), 4ff'd, 998 F.2d 1022 (11*
Cir. 1993), and aff'd, 998 F.2d 1022 (11th Cir. 1993).

b. Incorrect Assertion 2: ‘A Sponsor Company’s Stock Value is

Reduced by Warrants, Which Dilute Ownership Interest and
Reduce the ESOP’s Ownership.’

Plaintiff and PRC argue that warrants should give rise to an inference of fiduciary
imprudence, because the ESOP must pay less if the selling shareholders received
warrants, and warrants allow sellers to “retain a significant amount of control.” (PRC,
p. 11.) An allegation that an ESOP transaction involved warrants is not evidence that
an ESOP paid more than FMV. Warrants are a financing mechanism in lieu of higher
interest rates on subordinate notes issued to sellers. Whether an ESOP trustee may
have a fiduciary obligation to assess warrants as part of the assessment of the ESOP
transaction, the FMV of a company is not affected by financing, including warrants.
FMYV assumes a transaction “in cash” on the date of the transaction and is not affected
by financing. Almota Farmers Elevator & Warehouse Co. v. United States, 409 U.S. 470, 474,

93 S. Ct. 791, 794, 35 L. Ed. 2d 1 (1973); Scott, 802 at 416. Just as the FMV of your

19
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house is not affected by the magnitude of one buyer’s down-payment, or another

buyer’s mortgage interest-rate, or a third buyer’s intent to obtain a home-equity line of

credit, the FMV of a company is not affected by warrants as a means of financing.
Second, warrants are widely used to finance many kinds of transactions, not just

ESOP transactions.” A watrant is like a “long-term call option”**

whereby sellers
accept a lower interest rate in exchange for the option to purchase shares at a future
date, at a negotiated, predetermined strike price. Warrants do not guarantee returns. If
the share value goes up, then on the exercise date, the warrant holder can obtain a
return. Treasury Secretary Steven Mnuchin recently told executives of major aitlines
that airlines would have to provide “warrants” in exchange for low-interest loans by
Treasury.

Warrants benefit the ESOP. Selling shareholders commonly get unsecured, last-
position, subordinated, unsecured notes, which bear market interest rates of 13-15%.
In lieu of such interest rates, sellers get warrants, and the interest rate is reduced
significantly, typically to 5% or below. Later, if the stock value increases, the warrant

holder commonly does not recezve stock upon exercise of the warrant right. Warrants require

or permit the company to pay an amount that accounts for the increase in the value of

2 Steiker, WARRANTS IN ESOP TRANSACTIONS, The Journal of Employee Ownership Law

and Finance, Vol. 20/2.
24 Pratt, COST OF CAPITAL ESTIMATION AND APPLICATIONS (2002), p. 42.
https://money.usnews.com/investing/news/articles /2020-04-10/us-treasury-wants-major-

airlines-to-repay-part-of-grants-give-up-warrants-sources

25
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the stock. The warrant holder gets the one-time payment and no additional stock
option rights. Warrants preserve company cash flow by reducing interest rates and
create flexibility for the company. Outside lenders consider warrants more favorable
on creditworthiness than loans with high interest rates. The warrant holders assume
risk that the warrants may become worthless if the company’s value does not increase,
and they are incentivized to ensure the company’s success.

An allegation of the use of warrants, without facts to plausibly allege misuse, is
not evidence of fiduciary impropriety.

c. Incorrect Assertion 3: ‘A Discount for Lack of Control is Required
when Warrants are Issued.’

In addition to their misapprehensions about warrants, Plaintiff and PRC misstate
when a “discount for lack of control” or a “controlling interest” valuation adjustment
is permissible. (PRC, pp. 11, 16; P., pp. 18, 19.)

Preliminarily, the suggestion that this Court should be concerned with an ESOP
transaction that does not transfer unfettered governance or operational control to the
ESOP is misplaced. Congress thoroughly considered the measure of control that
ESOPs should obtain. With the Revenue Act of 1978, Congtess provided pass-through
voting to participants on mergers, consolidations, recapitalizations, reclassifications,
liquidation, dissolution, sale of substantially all the assets, or similar transactions as the
Secretary prescribes. H.R. CONF. REP. 95-1800, 208-09, 1978 U.S.C.C.A.N. 7198,
7214. During hearings, Congress considered the supposed ‘abusive’ ESOP control

21
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arrangements that Plaintiff and PRC raise in their briefs. Congtress received results from
a poll of ESOP sponsors in which sponsors identified the ability of the “principal
owners of a business” to “divest themselves of their holdings while retaining control of their
business” as one of the most favorable characteristics of ESOPs. See Hearing of the
Committee on Finance, July 19 and 20, 1978, at pp. 314-315 (emphasis added).
Congress was aware that trustees may be “accountable to the board of directors of the
company rather than to the employees,” and “the principal stock holder in a closely
held company can retain control over the company without actually holding a

)5

‘controlling interest.”” Id. As the Assistant Secretary of the Treasury explained to
Congress:
Actually, the way the current law reads, the stock remains in a trust, and the trust
is administered by a committee. That committee is appointed by the board of

directors. So under the present law, as it now stands, there would be no change
in the control of the company.

(Id., p. 116.) In his words, ESOP ownership is not the same as “real ownership.” Id.
In 1985 and 1988, Congress rejected changes to prerogatives of control in ESOP
companies. 131 Cong. Rec. E3774-01, 1985 WL 725073, 2 (ERISA “permits ESOP
trustees who are also management officials”); 134 Cong. Rec. S1071-04, 1988 WL
1082667 (management has “broad rights to severely limit the authority of participants
in determining the future of the company.”). There is nothing wrong with an ESOP

buying 100% of the stock but not obtaining unfettered management and operational
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control. The only control Congress required for ESOPs are the pass-through voting
rights.

With respect to the FMV estimate of the value of control, Plaintiff’s and PRC’s
argument that a discount for lack of control is required when warrants have been issued
is flatly incorrect. According to FMV principles, if a buyer of a block of stock obtains
certain “indicia of control” rights beyond those of a true minority shareholders, and a
hypothetical buyer and a hypothetical seller would agree to increase the price to account
for those rights, then some measure of control adjustment is permissible.”® The
appropriate measure of control adjustment must, of course, be reasonable in view of the
particular control rights the buyer obtains.

By law, ESOPs obtain some “more common” elements of control, which true
minority shareholders do not obtain, and that are recognized in the valuation field as
having value.”” These are: (1) the paramount right to vote shares to prevent or approve
any sale of the company, merger, or recapitalization; (2) other pass-through voting
rights; and (3) the right of the ESOP trustee to reject any direction from the supposed
“corporate insiders” on shareholder actions if the trustee believes it is not in the best
interests of the ESOP.

Consider two offers to a buyer. One offer permits the rights referenced above,

and the second offer does not. A hypothetical seller would demand greater value for

26 Fishman and Pratt, PPC’S GUIDE TO BUSINESS VALUATIONS (15th ed.) (2005).

2 Supra, note 25, at p. 154.
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the first offer, and a hypothetical buyer would pay more. A discount for lack of control
would not be appropriate pursuant to FMV standards of valuation.

d. Incorrect Assertion 4: ‘ESOPs are Improper If Sellers Use Them
Because They Cannot Find a Private Buyer for Their Stock’.

PRC urges this Court to presume fiduciary misconduct if sellers may have used
an ESOP to create an exit strategy or market, even after an unsuccessful attempt to sell
the company. (PRC, p. 6.) The use of an ESOP to create a market, even in the absence
of another buyer, is a feature of an ESOP. The Employer Handbook explains that
ESOPs provide shareholders with a “limited market for their stock,” “in many cases it
is the only market for such stock,” and “a market for stock in a closely-held corporation

. . to attract investors who might otherwise not purchase the stock because they
normally would encounter difficulty in reselling it.” (Employer Handbook, ADD. 17,
20; pp. 1, 4, § I(F).) It also states that a “benefit to the employer is that the ESOP
provides its shareholders with a buyer for their stock if they wish to sell,” and this is a
“tremendous advantage” because it could assist in “attracting additional investors.”
(Employee Handbook, ADD. 12, p. 9.)

e. Incorrect Assertion 5: ‘ESOPs should not be Used to Benefit the
Sellers or Company.’

PRC urges close court scrutiny of ESOP transactions by vilifying sellers and
companies that use an ESOP to benefit themselves. (PRC, p. 6.) An independent,

qualified, and diligent ESOP trustee is not concerned if the sellers or company use the
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ESOP to obtain financing or create a market. Congress intended for ESOPs to be used
this way. The Employer Handbook explains that “Congress has clearly recognized
ESOP as a corporate financing vehicle,” the ESOP is “a technique of corporate
finance” for “the employer to finance its capital growth,” and “ESOP financing
provides an alternative for raising capital” for “closely-held corporations which are
unable or unwilling to raise capital through a public offering of stock.” (Employer
Handbook, ADD. 32-33, 38, pp. 16-17, 22; see also 132 Cong. Rec. S7934-01, 1986 WL
776250 ( “ESOPs were intended by the Congtress as a technique of finance to acquire
the stock of an employer”); Tax Reform Act of 1976, § 803(h), 90 Stat. 1590 (“Congtess,
in seeking to permit and promote ESOPs,” was concerned with “securing capital funds
for necessary capital growth.”)).
f. Incorrect Assertion 6: ‘ESOPs are Tainted with Self-Dealing that

can Only be Remedied by Lawsuits and Heighted Fiduciary
Standards’.

PRC degradingly calls selling shareholders and executives who appoint the
independent trustee the “corporate insiders.” (PRC, pp. 3, 5.) ESOPs are optional
benefit plans, and by their nature they must buy stock from parties in interest. Congress
wanted to form ties between the company and the employees. The supposed
“corporate insiders” also are the ones ERISA requires to appoint the fiduciaries and the
trustee. ERISA’s default fiduciary is the company and the board of directors. 29 U.S.C.
§ 1003(16)(A)(1). Congress addressed potential abuse with fiduciary standards and the
“good faith” obligation to assess FMV, not by encouraging litigation.
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V. Conclusion.

In evaluating Plaintiff’s and PRC’s arguments, this Court has the opportunity to
correct misimpressions that have been subjecting ESOPs to unjustified attack. The
Supreme Court in Dudenboeffer summed up the core problem with Plaintiff’s and PRC’s
approach to ESOP fiduciary issues in this quote:

Intent of Congress Concerning Employee Stock Ownership Plans—The
Congtess, in a series of laws [including ERISA] has made clear its interest in
encouraging [ESOPs] as a bold and innovative method of strengthening the free
private enterprise system which will solve the dual problems of securing capital
funds for necessary capital growth and of bringing about stock ownership by all
corporate employees. The Congress is deeply concerned that the objectives
sought by this series of laws will be made unattainable by regulations and rulings
which treat [ESOPs] as conventional retirement plans, which reduce the freedom
of the employee trusts and employers to take the necessary steps to implement
the plans, and which otherwise block the establishment and success of these
plans.

Tax Reform Act of 1976, § 803(h), 90 Stat. 1590, guoted in Fifth Third Bancorp v.

Dudenboeffer, 573 U.S. 409, 416, 134 S. Ct. 2459, 246566, 189 L. Ed. 2d 457 (2014).
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ESOPs—An Explanation for Employees
Introduction

An Employee Stock Ownership Plan, or “ESOP” as it is usually called, is
designed to give employees the chance to acquire a stock ownership in their
company. More importantly, the ESOP usually does this without requiring
the employee to spend any of his own money; his investment is the time and
effort he puts into his job to make his employer profitable. Although some
ESOPs permit or require employees to put money into the ESOP, most
provide that the employer will make all necessary ESOP payments.

What Is An ESOP?

An ESOP is an employee benefit plan which is “qualified” under the In-
ternal Revenue Code. That is, it has been written in such a way that it satis-
fies the requirements of the Internal Revenue Code. As a qualified plan, the
ESOP is required to be operated for the “exclusive benefit” of participating
employees (and their beneficiaries).

How Does an ESOP Work?

The ESOP is designed to acquire stock of an employer for the benefit of
employees. To do so, the ESOP may borrow money from a bank or other
lender (including the employer). The stock is bought directly from the em-
ployer or from shareholders. When the ESOP borrows money, the employer
guarantees to the lender that the ESOP will repay the loan. Employees are
never required to assume any obligation for the repayment of the money
borrowed by the ESOP. The employer is required to make annual payments
to the ESOP in an amount at least equal to the amount the ESOP must pay
on the money it borrowed. These amounts are then paid by the ESOP to the
lender each year.

The employer is also permitted to make additional payments of cash or
stock to the ESOP each year. The amount of these additional payments is
usually decided by the board of directors of the employer. Because the ESOP
is “qualified,” the employer gets a tax deduction for all payments to the
ESOP, up to a maximum limitation established by the Internal Revenue
Code. This tax deduction is available for the required employer payments
and any additional payments, and its effect is to reduce the annual cost of the
ESOP to the employer. Cash put into the ESOP by the employer will be
used primarily to purchase employer stock. In addition, this cash may be in-
vested temporarily in savings accounts or certain other permitted invest-
ments.

1
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employee will not be entitled. Forfeitures are usually allocated among the
ESOP accounts of the remaining employees on the same basis as employer
payments to the ESOP are allocated.

The vesting schedule applies only where an employee does not end his em-
ployment because of retirement or, in some cases death. If an employee
retires, or, in some cases if he dies, he will immediately have a 100-percent
vested interest in all ESOP assets held for him.

When Do I Receive What I Own From the ESOP?

Even though employer stock and cash are usually put into the ESOP for
an employee each year, and put into a special account under his name, he
will normally not be able to actually get any employer stock and cash from
the ESOP until after his employment with the employer terminates and he
ceases to be a participant in the ESOP.

After an employee’s participation in the ESOP ends, he (or his beneficiary)
will be eligible to receive a payment of his vested interest. There are many
permissible times and methods for making the payment to him from the
ESOP. For example, an ESOP may provide that payment will be made as
soon as possible after an employee’s termination of employment. On the
other hand, the ESOP may require that any payment be deferred until some
later time, such as the normal retirement date set forth in the ESOP or the
employee’s death. However, payment of a former employee’s vested benefit
under the ESOP must start soon after his death or attainment of age 65.
Payment may be made to a former employee (or his beneficiary) in a lump
sum, or it may be made in installments.

Payment of an employee’s vested interest from an ESOP must normally
be made in as many whole shares of employer stock as possible, with the value
of any fractional share being paid in cash. Occasionally, depending upon how
the ESOP is set up, the ESOP may pay a portion of an employee’s vestecl
interest in cash. However, this is not the usual case.

What Can I Do With My Shares of Employer Stock From the ESOP?

Once a former employee (or his beneficiary) gets his shares of employer
stock from the ESOP, they are his property and he can do what he wants
with them. He can vote the shares of employer stock at shareholders’ meet-

ings, receive any dividends paid on the stock by the employer, and he may
keep the stock as long as he wishes.
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However, if he wishes to sell or otherwise transfer ownership of the stock
to a third party, he may be required by the terms of the ESOP to first offer
to sell the stock to the employer and the ESOP. This requirement is called
a “right of first refusal” for the employer and the ESOP; they can exercise
this right and purchase the employer stock at its fair market value. General-
ly, the price offered by the prospective buyer would establish the fair market
value for the stock. However, if an independent party hired by the employer
decides that the fair market value is higher than the offering price, then
that would be the fair market value of the stock when it is sold to the employ-
er or the ESOP. The purpose of this right of first refusal is to protect the
employees of a closely held employer by preventing the stock from being
acquired by outside parties who have no interest in the employer or the ESOP
and to protect the employer from violating any Federal law as a result of
having its stock sold when it does not no satisfy certain Government rules.

In addition, at the time the former employee (or his beneficiary) receives
his employer stock from the ESOP, he may be given a “put option,” the right
to demand that the employer buy his shares of employer stock at their fair
market value. In such a case, the ESOP may provide that the ESOP may
buy the employer stock, although the ESOP may not be required to buy the
stock under the put option. The purpose for including a put option in the
ESOP is to assure that each former employee (or his beneficiary) will have
someone available to buy his shares of employer stock if he wishes to sell.

How Does the ESOP Help My Employer?

The employer benefits primarily from the favorable tax treatment it re-
ceives for all payments made to the ESOP. This is very important when the
employer uses the ESOP as a means of borrowing money. In order to under-
stand how the use of the ESOP to raise money benefits the employer, a com-
parison must be made with the usual method of borrowing money.

If an employer which does not have an ESOP wishes to borrow money to
build a new building, expand production, or for any other reason, the em-
ployer would go to a bank to borrow money. When the employer repays the
loan, it will also pay interest on the loan, just like an individual person would
do with a charge account. Although the interest payments would be tax
deductible, the principal payments on the loan would not. This means that
the employer would first figure its taxable income, then pay its income taxes,
and then make its payment on the loan.

The use of an ESOP for this purpose greatly helps the employer because of
the effect it has on the employer’s taxes.
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The effect of this transaction is to allow the employer to borrow money
from a lender and repay the loan with tax-deductible dollars. Since the prin-
cipal and interest repayments are deducted before the employer’s taxable
income is determined, the taxable income is lower than through regular
borrowing and the employer’s taxes are reduced.

Since the major portion of the ESOP assets are used to buy employer
stock, the value of each employee’s ESOP benefit is directly tied to the finan-
cial success of the employer. Also, the employer, as a result of the use of an
ESOP, benefits because employees understand that their work performance
directly affects the financial success of the employer and the value of ESOP
assets. After all, they now own part of the company.

Another benefit to the employer is that the ESOP provides its shareholders
with a buyer for their stock if they wish to sell. For stockholders of a small
employer, this is a tremendous advantage, and it could also assist the em-
ployer in attracting additional investors.

Summary

The adoption of an ESOP provides benefits for the employer, its share-
holders and its employees. Our tax laws encourage the establishment and
use of ESOPs. Congress has passed five laws in the past 5 years to encourage
employers to consider ESOP. Will it continue? Senator Russell B. Long,
chairman of the Senate Finance Committee, has repeatedly stated: “Just as
in 1862, when Congress passed a law to allow Americans who had very little
money to own and develop up to 160 acres of land, we should now give
Americans the opportunity to become owners of our growing frontier of
new capital (stock). The way to do this is through laws which encourage the
development of programs like ESOP.”

®)
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I. INTRODUCTION

This committee publication is intended to serve as a general explana-
tion of employce stock ownership plans for emplovers. their finaneial
advisors and their attorneys. The term employee stock ownership plan
would include both an “ESOP.” the employee stock ownerzhip plan
deseribed in seetion 4975(e) (7) of the Internal Revenue Code, and a
Tax Credit Employee Stock Ownership Plan cgenerally veferved to as
a TRASOP) deseribed in section 109\ of the Internal Revenue Code.

An ESOP is an employee benefit plan which also provides indirect
benefits for employers and their sharcholders. Emplovees are able to
acquire a stock ownership in their emplover without the need to invest
their own money. In addition, becanse the ESOP is alzo a method of
corporate finance, the employer is able to generate additicnal capital
through the ESOP for expansion, repaying any indebtedness inenrred
thereby with tax deduetible dollars, Finally. sharcholders of elosely-
held corporations may be provided with a Hmited market for their

stock.
A. What Is An ESOP?

An ESOP i an employee benefit plan which is *qualificd™ under
the Internal Revenue Code, That is it has been designed to operate
in such a way that it satisfies the requirements of the Internal Rev-
enue Code and the income tax regulations. This is important in that
employer contribut ‘ons to a qualified employee benefit plan. such as an
ESOP. are tax-deduetible to the employer within the lmits estab-
lished by the Internal Revenue Code,

The ESOP is desigmed to invest primarily in crployer stock. and
may borrow the funds neeessary to purchase emplover stock from
the employer or its sharcholders. Stock purchased by the ESOP is
held in trust for emplovees of the employer. and is distribuied to them
after their emplovment with the employer ends and they cease to parti-
cipate in the ESOP. Thiz means that assets acquired by the ESOP can
never e returned to the emplover,

B. What Is A TRASOP?

A TRASOP i> a form of employee stock owner=hip plan which was
initially ereated by the Tax Reduction Net of 1975 and the Tax Reform
Aet of 1976, Thic i= why it was initially referved to as a *TRASOP.”
In the Revenue Act of 1978, the name was changed 10 “ESOP.” How-
ever, this created a great deal of confusion in tlat the traditional
employee stock ownership plan has been referred to as an ESODP.
Accordingly. in the Technical Corrections Aet of 2979, the name was
changed to a “tax eredit employee stock ownershin plan.™ However.
the Committee recognizes that this type of plan «ill continue to be
known ax a TRASOP. An employer adopting a TRASOP receives an
additional investment tax credit for contributions 10 the plan. The

(1
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purpose of a TRASOP, building stock ownership into employees, is
the same as an ESOP. A TRASOP is subject to the ~ame restrictions
and requirements imposed by the Internal Revenue Code on ESOPs
and other qualified plans. In addition, the TRASOP is required to
satisfy the requirements initially set forth in the Tax Reduction Aet
of 1975, revised in the Tax Reform Act of 1976, and incorporated into
section 409A of the Internal Revenue Code by the Revenue Act of 1978,

C. How Does An ESOP Work?

The ESO is designed to acquire stock of an employer for the bene-
fit of employees. To do so, the ESOP often borrows money from a
bank or other lender (including the employer). The stock is pur-
chased directly from the employer or from sharcholders. When the
ESOP borrows money, the emplover generally guarantees to the lender
that the ESOP will repay the loan and that the employer will make
annual payments to the ESOP sufficient in amount to permit the
ESOP to make its annual payments on the indebtedness.

Because the ESOP is qualified. these annual contributions by the
employer are generally tax-deduetible. The employer is also Ln-rmiltotl
to make additional contributions of cash or stock to the ESOP each
year. as determined by its board of directors. These contributions
would also be tax-deductible. provided they do not exceed the limita-
tions impos=ed by seetion 404 u} the Code. The ESOP uses the proceeds
of the loan to purcliase stock of the employer.

D. How Does A TRASOP Work?

A TRASOP is also designed to provide stock ownership for em-
ployees: however, it is not :lesigned to horrow money to purchase em-
plover stock. To encourage an emplover to transfer its stock to the
plan. the Congress has provided an additional 115 percent investment
tax eredit for emplovers which do so. bevond the normal 10 percent in-
vestiment tax eredit for which cach etaplover is ehigible. Since the em-
plover receives a tax eredit for its TRASODP contributions, they are not
also tax-deductible.

E. What Do Employees Receive From An ESOP Or A TRASOP?

All cash and employer stock contributed (o the ESOP or TRASOP,
and employver stock purchased with cash horrowed by the ESOP or
contributed by the employer. i~ allocated each year to the accounts of
all employees who are participating in the ESOP or TRASOP. This
allocation is done on the hasis of an allocation formula to be explained
in this handbook under A/ocation to Ewmployees” ESOP and TRASOP
Accounts. All amounts allocated are held for employees in a trust under
the plan. The trust is established under a written trust agreement. and
is administered by a trustee who is responsible for protecting the in-
terests of employees (and their beneficiaries).

An ESOP. like most employee benefit plans, is designed to benefit
employees who remain with the employer the longest and contribute
most to the emplover’s success. Therefore. an employee’s ownership
interest in cagh and employer stock held in the ESOP is usually based
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on his number of years of employrient with the employer. The ¢m-
ployce’s ownership interest in the ESOP is called his “vested benefit,”
and the provisions in the ESOP which determine his vested benefit ave
called the “vesting schedule.” Although there are many vesting sched-
ules which may be used by an ESOP, most vesting schedules are set
up =o that the longer an employee stays with the employer. the greater
his vested benefit hecomes. On the other hand, cach employee \\‘hu par-
ticipates in & TRASOP is automatically 100 percent vested in all
amounts held in the plan for his benefit.

If an employee terminates employment with the employer for any
reason other than his retirement, or in some cases his death, his vested
benefit under the ESOP will be determined by referring to the vest-
ing schedule and determined by how many vears he has worked for the
employer. All cash and employer stock in which the employee does not
have a vested benefit because he has not worked for the employer for
enough years will be treated as a “forfeiture.” Forfeitures arve usually
allocated among the ESOP accounts of the remaining employees on the
same basis as employer contribution to the ESOP are allocated. This
allocation method is explained later in this handbook under A/ocation
to Employees” ESOP and TRASOP Accounts.

If an employce retires, or in some cases if he dies. his ve<ted benefit
in cash ami employer stock held for him in the ESOP will be deter-
mined without reference to the vesting schedule, Instead, he will have a
100 percent vested benefit in all ESOP assets held for him.

Even though employer stock and cash are usually put into the ESOP
or TRASOP for an employee cach vear, and held in a special account
under his name. he will normally not be able to actually receive a dis-
tribution of employer stock and cash from the plan until after his
employment with the employer terminates and he ceases to be a par-
ticipant in the plan.

After an employee’s participation in the ESOP or TRASOP ends.
he (or his beneficiary) will be eligible to receive a distribution of his
vested benefit. There are many permissible times and methods for mak-
ing the distribution to him. For example. an ESOP or TRASOP may
provide that distribution will be made as soon as possible after an
employee’s termination of employment. On the other hand. the plan
may require that any distribution be deferred until some later time.
such as the normal retivement date =et forth in the plan or the em-
ployee’s death. Towever, distribution of a former employee’s vested
benefit under the ESOP or TRASOP must start soon after his death
or attainment of age 65. Payment may be made to a former employee
(or his beneficiary) in a lump sum. or it may be made in installments.

Distribution of an employee’s vested benefit from an ESOP or
TRASOP must normally be made in cash or shares of employer stock
as determined by the administrator of the plan. subject ‘o the distrib-
utee’s right to demand a distribution of his or her benefit in stock.
This is explained later in this handbook under Dixtribution of ESOP
and TRASOP Benefits and Stock Repurchases.

Once a former emplovee (or his beneficiary) receives a distribution
of his shares of employer stock from the plan. they are his property and
he can do what he wants with them. He can vote the shares of emplover
stock at shareholders’ meetings, receive any dividends paid on the
stock by the employer. and he may keep the stock as long as he wishes.
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However, if the stock is closely-held and he wishes to sell or other-
wise transfer ownership of the stock to a third party, he may be re-
quired by the terms of the plan to first offer to sell the stock to the
employer and the ESOP or TRASOP. This requirement is called a
“right of first refusal.” The employer and the ESOP (or TRASOP)
can exercise this right and purcl?ase the employer stock at its fair mar-
ket value before the participant (or his beuneficiary) may scll it to a
third party. Generally, the price offered by the prospective buyer would
establish the fair market value for the stock. The purpose of this right
of first refusal is to protect a closely-held employer by preventing the
stock from being acquired by outside parties who have no continuing
interest in the employer or the ESOP or TRASOP and to protect the
employer from violating any Federal law as a result of having its
stock sold when it does not satisfy certain government rules. (These
rules are explained later in this handbook under £SOL’ and TRASOLP
Problem Areas).

In addition, at the time the former employee (or his beneficiary)
receives closely-held employer stock from the ESOP or TRASOP,
he generally must be given a *put™ option, the right to demand that the
employer buy his shares of employer stock at their fair market value, In
such a case, the provisions in the ESOP or TRASOP may provide that
the plan may substitute for the employer and exercise a right to buy the
employer stock. However, the plan may not be required by its terms to
buy the stock under the put option. The purpose for requiring a put
option for employer stock in the ESOP or TRASOP is to assure that
each former employee (or his beneficiary) will have some available
market for his shares of closely-held employer stock if he wishes to sell.

F. How Does An ESOP Or A TRASOP Benefit Shareholders?

Shareholders of closely-held corporations may not have a market
for their stock if they wish to sell. This would also be true for the
estate of a deceased shareholder. If the shareholder wishes to sell his
stock, or if his estate needs to sell his stock to pay estate taxes, the
only market for the stock (assuming that the employer had not
adopted an ESOP or TRASOP) would be the employer, other share-
holders, or some outside party. The problem for the estate could be-
come critical as the time for paying estate taxes approaches. If the
other shareholders lack the necessary cash to purchase the stock, the
shareholder or his estate would have to sell the stock to the employer.
However, a sale of less than all the stock to the cmsluyer could create
serious problems for the seller unless the “stock redemption™ rules of
the Internal Revenue Code are satisfied. This is because the proceeds
of the sale could be taxed as a dividend (that is, at ordinary income
rates) if the stock redemption rules are not met. In addition, the
employer might not have the necessary cash to purchase the stock. A
repurchase of stock by the employer would have to be made with
after-tax dollars and could seriously impede its operations. In such
a situation, the stock might have to be sold to an outside party whose
interests and objectives might not be consistent with those of the other
shareholders and the employees of the company.

The ESOP or TRASOP may resolve these problems. The plan may
act as a purchaser for this stock and the ESO?’ may borrow money to
acquire 1t. Because the ESOP or TRASOP is a legal entity which is
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separate from the employer, sales of employer stock to the plan may be
made without concern about the Internal Revenue Code s stock redemp-
tion rules, provided that the sale is properly structured. ‘Lthis means
that the proceeds of the sale in excess of the seller’s basis in this stock
would be taxed to the seller at capital gains rates rather than as ordi-
nary incoiue. However, it must be pointed out that the selling share-
holder or his estate would only be able to sell stock to the ESOI” or
TRASOP at its " fair market value™; this value is usually determined
by an independent evaluation, and might not be as high as the share-
holder or his estate think it is, (To sell stock to an ESOP or TRASOP
at a price in excess of its fair market value may be treated as a “pro-
hibited transaction™ under the Code and the Employee Retirement In-
come Security Act of 1974, giving rise to excise tax penalties on the
proceeds of the sale. It could also result in a determination that the plan
15 not being operated for the “exclusive benefit™ of participants; this
could potentially lead to disqualification of the plan under the Internal
Revenue Code.) However, within the above limitations, the ESOP or
TRASOP does provide a viable market for stock of a closely-held cor-
poration, and in many cases it is the only market for such stock.

G. How Does an ESOP or a TRASOP Benefit Employers?

As a method of corporate finance, the ESOP provides extensive
benefits for employers. Its existence as a market for stock in a closely-
held corporation could enable the corporation to attract investors who
might otherwise not purchase the stock because they normally would
encounter difficulty in reselling it. However, it is important to note that
the plan may not be obligated in advance to purchase employer stock.
In addition, the employer might find that the ESOP or TRASOP
serve as strong motivational tools for employees who recognize that
they are acquiring an ownership interest in the company. Also, as
explained more fully in this handbook under 7'he TRASOP. Congress
has provided an additional investment tax credit for employers who
adopt certain forms of TRASOPs and contribute cash or stock to them.
Finally, an ESOP permits the employer to raise capital in a way which
carries with it beneficial tax treatment for the principal portion of any
debt repayments.

Although it has not been effectively nieasured, many employers who
have adopted an ESOP or TRASOP. and people who have been inter-
ested in these plans’ motivational effects, feel that the realization by an
employee that he has acquired an ownership interest in the company
gives him a greater incentive toward his employer. Eventually, data
will be developed to measure this phenomenon. but at this time the
question of the ESOP’s or the TRASOP's motivational value is mostly
speculative. However, it has been somewhat documented in recent
studies published by the U.S. Department of Commerce and the
Department of Labor.

IL. THE MECHANICS OF ESOP

A.Qualification Under the Internal Revenue Code

Like all other “qualified” plans, an ESOP must satisfy the require-
ments of the Internal Revenue Code and the income tax regulations.
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That is, the ESOP must be operated under rules regarding eligibility,
vesting, and other aspects of the plan which comply with the provisions
of the Internal Revenue Code and the requirements of ERISA. In
adopting an ESOP, an employer should consult with a professional
who is experienced in establishing qualificd plans so that the quatifi-
cation of the ESOP will be assu

B. Employer and Employee Contributions

1. EMPLoYER CONTRIBUTIONS

Generally, an employer contribution to an ESOP is entirely within
the sole discretion of its Board of Dircctors. That is, the employer’s
board of directors must determine the amount of its contribution (by
dollar amount, formula or other means) and must notify participants
of the amount of the contribution. In addition, the contribution to the
plan must be made by the due dete for the filing of the employer’s
Federal income tax return. The contribution may be in cash, company
stock, or a combination of both. .

However, in the event that the ESOP has borrowed money from a
lender and the employer has guaranteed repayment of the loan to the
ESOP, the employer’s annual contribution to the ESOP generally
should not be less than the ESOP's annual debt amortization of the
loan (after taking into account dividends on employer stock in the
ESOP). Annual dividends on company stock held by the ESOP may
be used to pay a portion of the debt, thereby permitting a reduced an-
nual contribution; however, because there can be no assurance as to
the amount of the dividend, or even that a dividend will be declared
each year, in considering the adoption of an ESOP an employer would
be best advised to project an annual contribution to the ESOP in an
amount at least equal to the annual ESOP debt payment. )

Employer contributions to qualified employee benefit plans, includ-
ing an ESOP, are tax deductible to the employer within the limitations
im §'ed by section 404 of the Internal Revenue Code, as amended by
ERISA.

Section 404(a)(3) (A) of the Internal Revenue Code provides that
an employer may contribute to a stock bonus plan ESOP, and claim
as a tax deduction. an amount equal to 15 percent of the compensation
of participants under the plan for that plan year. In addition, if for
any year the employer makes a contribution in an amount less than
15 percent of the compensation of participants under the ESOP, the
(‘OS: permits the unused deductible amount to be carried forward to
succeeding taxable years and to be added to the tax-deductible con-
tribution for those succeeding years so that the employer may con-
tribute, and deduct, an amount not in cxcess of 25 percent of the
compensation of ESOP participants for that taxable year. This carry-
forward of unused tax-deductible contributions may be done until
the unused amount is exhs usted.
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This fraction assumes that the participant’s compensation for all
future years will remain constant. For example, if a participant’s proj-
ected benefit at year end is $75,000 and the maximum benefit permitted
for that employee is $75,000 the defined benefit fraction would be 1.0.

The defined contribution fraction is: The total annual additions to a
participant’s account through year end divided by the maximum an-
nual additions which could have been made under ERISA.

The defined benefit fraction and defined contribution fraction are
added together, and if their total exceeds 1.4, one or more of the em-
ployer's plans will be disqualified. Tt is critical to note that in applying
these limitations, all defined contribution plans maintained by an em-
ployer are aggregated together, as are all defined benefit plans.

The limiting effect of section 415 of the Code must be recognized.
Even though the provisions relating to deductability of ecmployer con-
tributions have the effect of limiting the amount of employer contri-
butions, this is done indirectly. Section 404 only imposes a maximum
on the amount of the contribution which may be taken as a tax deduc-
tion by the employer in any year; the employer would be free to con-
tribute any additional amounts to the plan which it desired, provided
it was not concerned with deducting these additional contributions
from its corporate income tax.

In spite of the “chilling effect™ the provisions of ~ection 404 would
have on the making of additional. nondeductible contributions, the abil-
ity to make these contributions continues to exist. However, the section
415 limitations on annual additions specifically preclude the allocation
of any employer contributions to a participant’s account which, when
combined with reallocated forfeitures and in some cases a certain por-
tion of employvee contributions in any year, would exceed the maximum
limitations established by the Code. This is. of course, extremely im-
portant_to an emplover which is using the ESOP as a financing vehicle
and which wishes to borrow the maximum possible amount. If the loan
amortization requires an annual ENOP contribution equal to 25 per-
cent of the total covered compensation of all participants (which would
be deductible under scction 404). the employer might find that. as a
result of unexpected forfeitures in a particular vear. its contribution
might have to be reduced to remain within the limitations on annual
additions imposed by the Internal Revenne Code. This raight result in
an inability of the ESOP to make its full loan amortization in that
year. For this reason, when an ESOP is being used as a financing
vehicle, the employer might be well advised to projeet a maximum
loan amortization rate, and annual contribution, of no more than 20
percent 22 percent of covered payroll. with the rest of the annual allo-
cation among participants being made up of reallocated forfeitures.
In this way. a default in the loan provisions would be unlikely to
ocenr as a result of section 415.

It is important to note that Code section 415(c) (6) permits higher
allocation to participants’ accounts in ESOPs and TRASOPs, pro-
vided that certain requirements imposed hy that section are satisfied
by the plan.

2. Exrrovee CONTRIBUTIONS

In general, the maximum permissible employee contribution to a
qualified defined contribution plan under TRS guidelines, including an
ESOP, is 6 percent (mandatory) and 10 percent (voluntary) of that
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cmployee’s covered compensation. However, the use of employee con-
tributions to acquire company stock in an ESOP raises significant se-
curities law issues which an employer adopting an ESOL should con-
sider 1n deciding whether to require or permit employee contributions
thereto. These are explamed more fully i this handbook under £50FP
and IRANCE Problem Areas. 1t should also e recognized that em-
ployee contributions to ESOPs or TRASOPs are not tax-deductible
to the employee.

C. Allocations to Employees’ ESOP and TRASOP Accounts

Although a stock bonus plan ESOP is not required to set forth a
definite employer coutribution formula, it must contain a detinite for-
mula for the allocation of employver contributions and forfeitures to
participants in the plan. Forfeitures rexult when a participant termi-
nates service without having a 100 percent nonforteitable interest in
all amounts allocated to his account. An employer has the option of
adopting different formulae for the allocation of these amounts, pro-
vided that there is no diserimination in favor of officers, shareholders
or highly compensated employees (the “prohibited group™).

The most prevalent allocatton formuia, and the one required for
TRASNOP=. i~ based upon the relative compen~ation of cach participant
for the year. That i 1f a participant’s compens=ation i= 10000 and the
total compenzat- n of all participating ciployees 1= SLOKL0O00, his ac-
count would be credited with 1 pereent of all cimployer contributions
(plus forfenures).

For example, his proportionate allocation of a $100,000 annual em-
plover contribution and a forfeiture reallocation of 2350000 would be
SLO0O and 3500 respectively. Clearly, this formula results in greater
dollar allocat:ons for the more nghly compen=ated participants, How-

sever, sinee 1t s applicd cgually to cach participant, giving equal credit

for cach dotlar of cachi indiv wdnal’s annual compens-ation, this formula
15 deemed not to be diserimmnmatory, Although other factors may be in-
volved which will produce a discriminatory situation, Code seetion
f0Lga) (5) ~pecitically ~tates that “Nether =hall a plan be discrunina-
tory . . . merely beeause the conteibutions or benefits of or on behalf
of the cuployees under the plan bear a unmiform relationship to the
total compen=ation. or bus1e or regular rate of compensaticn, of such
cmployees o .7

An alternative formula for allocating ciployer conteibutions and
forfeitures, and the most busic. would e to provide an equal amount
for cach participant. However, this would not recognize that cmployee
benefit progrians, hike <alaries. ave imtended to reward the wmore pro-
ductive cmployees,

-\ major problem arizes. however. when the annual addition of con-
tributions and forfeitures to the account of a particular participant
in a year exceeds the mitations imposed by ~eetion 115 of the Code.
In such a ease, the allocations to this participant’s account must be
reduced to the extent necessary to conform to the Code restrictions,
with the excess being reallocated among the accounts of the remaining
participants pursuant to the allocation formula. If the total allocation
of contributions and forfeitures i= ~o large that cach participant’s
proportionate =hare exceeds the Code Timitations, ESOP allocations
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for that year must be reduced or the ESOP may be disqualified. It is
also possible for forfeiturs to be held in a suspense account for as long
as one year to avoid exceeding these lmitations,

As stated above, the allocation of TRASOP contributions is hased
upon each participating employee’s relative compensation, However,
compensation of an employee in excess of 100000 may not be taken
into account for purpo=cs of determining the allocation of employer
contributions.

D. Distribution of ESOP and TRASOP Benefits and Stock
Repurchases

A participant’s rights as to the timing of his distribution will be set
forth in the ESOP or TRASODP. For example, the employer may feel
it desirable to distribute a participant’s benefits as quickly a- possible
after his termination of ~ervice, Generally, this distribution would e
delayed until the close of the plan vear in which the employee ter-
minated service.

On the other hand. the cmplover may wish to defer any such dis-
tribution. Deferral of distributions is Limited by the Code, which
requires that, unless the participant elects otherwise, a plan must pay
ve=ted benefits to a participant conunencing not later than the Goth
day after the latest of the close of the plan vear (a) in which the par-
ticipant attains the carlier of age 65 or the plan’s specified normal
retirement age. (b of the 10th anniver=ary of the year in which the
participant commenced participation in the plan. or (¢) in which the
participant terminates service with the cmployer.

Even though an employer may defer the distribution of benefits
to a terminated participant until the latest of the above dates. the em-
')In_\'vr mav well wish to ke distreibution at the earliest date, This is
ecanse the plan administrator will be required to maintain a constant
record of the location of a tepminated participant and comply with
ERISA reporting and dizclosure requirements in order to make dis-
tribation of the participant’s vested interest at the deferred <date, It
ix no longer pernis=ible for a participant’s vested interest to be deemed
forfeited merely beeanse he cannot be located. For this rea-on, the em-
plover may decide to avold the time and expense required on the part
of the plan adinini=trator to maintain these recards, In determining
when to permit distribution of Lenefit aficr a participant terminates
service with his emplover, the cmployver must balance a desire to
reduce these recordkeeping requirements with a desire to prevent bav-
ing an emplovee leave inorder to receive a distribution of hLis Ienefits,

In addition, an emplover may be required to provide a market for
any closely held stock distribured to a participant : it may also e de-
<ired that the plan actually make the repurchase. However, if all en.-
ployer contributions are currently being used by the plan to amortiz
any indebtedness incurted to aequire employer stock. there may not be
suflicient cash flow for the employer or the plan to repurchase distrib-
uted stock. Aecordingly. it may be desirable to defer distributions from
the plan.

The wav in which a participant’s vested benefit may be distributed
to him from an ESOP depends npon the form of ESOP which the
employer has adopted. Tf the plan has been designated as an ESOP
and meets the requirements of the Treasury regalations. or if the
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ESOP has been leveraged, or if the employer maintains a TRASOP,
the participant’s benefit may be distributed to him (or his beneficiary)
in cash or employer stock, as determined by the terms of the plan.
However, this is subject to the right of the distributee to demand that
the distribution be in shares of employer stock. This right to demand
a distribution of employer stock instead of cash must be communicated
in writing to the participant (or his beneficiary) before the plan may
elect to distribute cash, If the ESOI” which the employer has adopted
merely consists of a stock bonus plan. which is not intended to be
levernged and which is not an ESOP within the meaning of the Treas-
ury regulations, the participant’s benefit distribution may be subject
to the rules which have traditionally been applicable to stock bonus
plans. That is, the benefit must be distributable 1n as many whole shares
of employer stock as possible, with the value of any fractional shares
being distributable in cash.

Any distributee of a benefit consisting of closely-held employer
stock from an ESOP or a TRASOP generally must be given a “put
option™ on the shares of employer stock distributed to hin, That is. he
must have the right to demand that these shares of employer stock be
repurchased from him. The Treasury regulations on leveraged ESOPs
and TRASOPDs require that if the employer is precluded by law from
repurchasing its own shares of stock (for example, a bank). the put
option must be to a third party. The Senate Cemmittee on Finance
Report on the Revenue Act of 1978 specifically established the follow-
ing terms which are applicable to any ~uch put option:

1. Upon receipt of the employer stock, the distributee must nave
up to six months to require that the employer repurchase this
stock, at its then fair market value. Although the obligation to
repurchase stock under the put option would apply to the em-

. ployer. not the ESOP or the TRASOP. it is permissible for the

ESOP or TRASOP to actually make the purchase in lieu of the
cmployer. If the distributee does not exercise the put option with-
in the xix-month period. the option will temporarily lapse.

2, After the close of the emplover's taxable vear in which the
temporary lapse of a distributee’s put option occurs. and follow-
ing a determination of the value of the employer stock (deter-
mined in accordance with Treasury regulations) as of the end
of that taxable year. the employer will notify cach distributee
who did not exercise the initial put option in the vrocoding vear
of the value of the emplover stock. Each such distributee will then
have up to three months to require that the employer repurchase
his or her shares of employer stock. If the distributee does not ex-
ercise this put option. then the employer stock will not be subject
to a put option in the future.

3. At the option of the party repurchasing employer stock under
the put option. such stock may be repurchased on ar installment
basis over a period of five years. If the distributee agrees, the re-
purchase period may be extended to a period of ten years. As
security for the installment repurchase. the seller must at least
be given a promissory nete, the full payment of which could be
required by the seller if the repurchaser defaults in the payments
of a scheduled installment payment. In addition, if the term of
the installment obligation exceeds five years. the employee must
be given adequate security for the outstanding amount of the note.
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4. Because a distributee might wish to transfer the ESOP or
TRASOP distribution to an 1RA in a “tax-free” rollover and be-
cause the rollover would have to be made before the expira-
tion of the first six-month put option period, the 1RA trustee must
be able to exercise the same put option as the actual distributee.

A participant may receive his ESOP or TRASOR benefit in a lump-
sum distribution during a single taxable year or in several annual
installments. In addition, the TRASOP is subject to an additional
restriction in that except in the case of death, retirement, or termina-
tion of service, no participant may receive a distribution of any
amounts carlier than 8% months following the date it was contributed
to the plan. \An additional exception to the &4-month limitation would
be for dividends paid on employer stock in the TRASOP ; these divi-
dends may be distributed to participants in the year they are received
by the TRASOP. The major efficet of these distribution methods will
be discussed later in this handbook under Zawation of ESOP and
TRASOP Benefits.

E. Voting Rights on ESOPs and TRASOPs

Prior to the enactment of the Revenue Act of 1978, only a TRASOP
was required to provide voting rights for employees on employer stock
held by the plan. However, the 1978 Act greatly modified this situation.

The Act continued the rule that, for all publicly-traded employer
stock acquired by a TRASOP, employces must be entitled to direct the
trustee as to the voting of this employer >tck on all corporate issues.
In addition. the Revenue Act (as revised by the Technical Corrections
Act of 1979) specified that this rule would be applicable for publicly-
traded employer stock acquired by a leveraged ESOP for taxable years
beginning after December 31, 1979.

It was with regard to voting rights on closely-held employer stock
held by qualified plans, however, that the Revenue Act of 1978 made its
most significant changes. For all closely-held employer stock acquired
after December 31, 1979 by a qualified defined contribution plan
(ESOP, stock bonus plan, money purchase pension plan, profit sharing
plan) which invests more than 10 percent of its assets in such stock,
employees must be entitled to direct the trustee as to the voting of
such stock on all corporate issues on which Stute law (or corporate
charter) requires more than a majority vote.

These same rules are applicable for closely-held emplover stock ac-
quired by a TRASOP for taxable years beginning after December 31,
1978.

In the Committee on Finance report on the Revenue Act of 1978.
it was mandated that the Treasury Department, working with the
Department of Labor, congressiona! staﬂ‘s and representatives of pri-
vate business, conduct a study on voting rights and financial disclosure
on employer stock and report to the Congress. Until the study is com-
pleted and reviewed by Congress, it is likely that the entire issue of
voting rights will be in transition.

F. Use of Dividends On Employer Stock

If an employer which adopts an ESOP or TRASOP pays dividends
on its stock, then the shares of stock held in the plan must likewise
receive dividends. Rather than being a burden, however, this may prove
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is done as a series of factual and mathematical determinations, the first
of which is to determine whether it qualifies as a lump-sum distribution
and to determine which portion of the distribution is taxable. Pursuant
to section 402(e) of the Internal Revenue Code, as amended by
ERISA, if a terminated participant receives a distribution of his total
ESOP or TRASOP benefits in a single taxable year, as a result of his
death, disability. termination of service or attainment of age 5915, it
will generally be treated as a lump-sum distribution; his Federal
income tax liability on the shares of employer stock distributed to
him by the ESOP or TRASOP will be based upon the original cost
of the shares to the plan (or their market value at the time of distribu-
tion, if lower). That is, the amount of the distribution which is sub-
ject to Federal income tax will not include any increase in the value
of employer stock while held by the plan. In addition, it will not
include tfle value of any employee contributions to the ESOP or
TRASOP.

The balance of the distribution will be taxable to the terminated
participant (or his beneficiary). However. a portion of that distribu-
tion may be taxable at capital gains rates. This is determined by mul-
tiplying the amount of the taxable distribution by a fraction, the nu-
merator of which is the participant’s total number of calendar years
of participation in the ESOP (or a plan which was amended into the
ESOP) prior to 1974 and the denominator of which is his total years
of Flan participation. This portion will he taxable to the participant
as long term capital gain. However, the participant may elect to treat
the entire distribution as if it represented post-1973 employer
contributions. i

Although the remainder of the taxable distribution will be treated
as ordinary income, the participant may be eligible for a special ten-
year averaging method on this income. This averaging is permitted
only for a lump-sum distribution following death or after the indi-
vidual has been an ESOP or TRASOP participant (including par-
ticipation in a plan which was amended into the ESOP) for at least
five years prior to the distribution year. The election for the special
ten-year averaging method is made by filing IRS Form 4972 with
the participant’s federal income tax return, for the vear in which
the distribution is made. .

If the participant receives his ESOP or TRASOP distribution in
more than a single taxable vear or if it otherwise fails to qualify as a
lump-sum distribution under section 402(¢) of the Internal Revenue
Code, the entire distribution will be taxed entirely at ordinary income
rates, based upon the market value of the shares of employer stock at
the time of distribution. and will not be eligible for the special ten-year
averaging method.

The participant whose distribution qualifies for lump-sum treat-
ment under section 402(e) will not recognize any taxable gain on the
unrealized appreciation in value of his shares of employer stock until
he sells the shares, either to the ESOP or TRASOP or the company
pursuant to their “right of first refusal™ or his “put” option, or to a,
third party. At that time, all appreciation in the value of the shares
while in the ESOP or TRASOP will be taxable to him at long-term
capital gain rates. Any appreciation in the value of the shares while
they are in his possession will be taxable to him at capital gain rates,
but the issue of whether the gain will be long or short term is based

ADD. 30



USCA4 Appeal: 19-2485  Doc: 44 Filed: 06/10/2020 Pg: 73 of 120

e lewm b

T

-

15

solely upon whether he holds the shares for a long enough period
following distribution.

If a participant dies and his ESOP or TRASOP benefits are dis-
tribute«f to his designated beneficiary or his estate, $5,000 of the dis-
tribution may be excluded from the recipient’s gross income, pursuant
to section 101(b) of the Internal Revenue Code. In addition, if the
entire distribution is paid to a participant’s beneficiary in a single
year and the distributee agrees in writing not to treat the distribu-
tion as a lump-sum distribution. the amount of the distribution
will be excluded from the participant’s taxable estate under section
2039(¢) of the Internal Revenue Code. Finally, the participant may
clect to roll over a part or all of hi: ESOP or TRASOP benefit to an
individual retirement account (IR\). thereby deferring any taxa-
Lility on the amount rolled over to the IRA until it is ultimately dis-
tributed to the participant (or bheneficiary ).

III. THE TRASOP

In the Tax Reduction Act of 1975, Congress created a new form of
employee stock ownership plan, the “TRASOP.™ The Act provided
that an employer which adopted a TRASOP and contributed to it an
equivalent amount of stock. or cash used to acquire stock. would be
cligible for an additional investment tax credit equal to 1 percent of
its qualified capital investment each year. In the Tax Reform Act of
1976. Congress increased this additional investment tax credit to 115
percent and extended its life through 1950, provided that the employer
makes a TRASOP contribution equal to the additional 15 percent
credit amount and provided that the employees contribute an addi-
tional amount equal to the 15 pereent ceredit. By adopting and fully
funding a TRASOP. an employer would be cligible for an 1115 per-
cent investment tax credit instead of 10 percent. In the Revenue Act
of 1978, the provision for the 114 percent additional investment tax
credit was made a part of the Internal Revenue Code (formerly it
was only contained 1n the Tax Reduction Aet of 1975, as auu-nde({ by
the Tax Reform Act of 1976) and its life was extended through 1983.
Also. in the Revenue Act of 1975, the Congress also provided that this
additional investment tax credit is not subject to any minimum tax.
In addition. as explained earlier in this handbook. the Revenue Act of
1978 changed the name of the TRASOP, cansing a great deal of con-
fusion. The Technical Corrections Aet of 1979 changed the name.
lll)(l)pi'fyll.\' for thie last time, to *Tax Credit Employee Stock Ownership

an.”

As a result of the changes made by the Revenue Act of 1978, a
TRASOP is required to be a “qualified™ plan; this means that it must
satisfy the Internal Revenue Code requirements which are applicable
to all qualified plans. Tn addition. it must meet other tests which were
set forth in the Tax Reduction Act of 1975, the Tax Reform Act of
1976, and the Revenue Act of 1978 (which are now contained in sections
409A and 48 of the Internal Revenue Code). Some of these additional
requirements. such as employvee voting rights on emplover stock. have
been explained elsewhere in this handbook. However, for case of refer-
ence, they will be discussed in this section as well.
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As stated above, the Revenue Act of 1978 mandated that the
TRASOP be a quahfied plan, However, because of the unique relation-
ship between the plan and the investment tax credit, these plans are
exempted from the traditional requirement that they be established by
the last day of the employer’s taxable year to be qualified for that first
year. Because an employer may not know the actual amount of its in-
vestment tax credit for as long as eight and one-half months following
the close of its taxable year, Congress felt that it would be a hardship to
require that the plan be establisned for such a long period prior to its
funding date. Accordingly, section 409\ of the Internal Revenue Code
specifically states that a TRASOP will be qualified for its initial year
provided that it is established by the due date (including extensions)
for the filing of the employer's Federal income tax return for that
year.

Unlike other qualified plans, which may adopt various vesting
schedules to determine when a participant has a 100 percent nonfor-
feitable interest in ali amounts held in the plan for him, the TRASOP
must provide each participant with an immediate, 100 percent nonfor-
feitable interest in his account. For employer stock acquired by a
TRASOP for taxable years prior to December 31, 1978, this vested
benefit may be reduced if the employer recaptures any portion of its
investment tax credit. However, the Revenue Act of 1978 provided that
for employer stock acquired for future taxable years, no withdrawal of
prior contributions is permitted; this means that cach cmployee wili
always be 100 percent vested in his account in the plan. As in the past,
an employer will be able to take a tax deduction for any recaptured in-
vestment tax credit (for which no withdrawal from the p’in is per-
mitted) or reduce future plan contributions by the amount of the
recapture.

Prior to the passage of the Revenue Act of 1978, each employee
participating in the TRASOP was required to receive an allocation
of the employer’s contribution each year, irrespective of whether the
employee was employed on the last day of the plan year. Congress
recognized that this created an administrative problem for the employer
since many employees would leave during the year and still be eligible
for a share of the employer’s contribution. Accordingly, by making
these plans qualified, Congress deleted this problem, allowing these
plans to establish the same participation requircments as other quali-
fied plans, such as the requrement that a participant actually be an
employee as of the last day of the plan year in order to receive an allo-
cation of the employer’s contribution. Any such allocations would be
based upon the emplovee's compensation while he was actrally
employed, rather than while he was actually participating in the
TRASOP, in any year. Of course, like other qualified plans, the
TRASOP _..:st satisfy the eligibility, nondiscrimination and cover-
age tests set forth in the Internal Revenue Code.

The Revenue Act of 1978 expanded the availability of TRASOPs
to subsidiary corporations. Prior to its passage, a parent had to own 80
percent of a subsidiary before the subsidiary’s employee could be
covered under the parent’s plan and receive an allocation of the par-
ent’s stock. The Revenue Act reduced this ownership requirement to
50 percent for first tier subsidiaries (it remains 80 percent for second
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tier and lower tier subsidiaries). In addition, the Act gnaranteed that a
subsidiary (including a 50 percent first tier subsidiary) will not recog-
nize gain from the contribution of its parent corporation’s stock to the
plan for its employces. It is important to note, however, that the 80
percent standard will continue to be applied for all other purposes of
determining the plan’s qualified status or possible discrimination.

All TRASOP participants are required to be able to direct the
trustee to certain Kegm's regarding the voting of employer stock held
for them in the plan. As explained in this ﬁnmlbook under Voting
Rights On ESOP and TRASOP Stock, if an employer sponsoring the
TRASOP is publicly-traded, participants must be permitted to vote
stock held in the plan on all corporate issues. However, if the employer
stock is closely-held, the participants must be entitled to vote employer
stock acquired for taxable vears after December 31. 1979 (December 31,
1978 in the case of a TR.1NOP), on all corporate issues which, by State
law or corporate charter. require the aflirmative vote of more than a
majority of outstanding shares. Traditionally, these would be issues
such as corporate mergers, avquisitions, or disposal of substantially all
of the employer’s as<ets, As yet, the mechanics for the pass-through of
this vote have not been determined.

A major problem area for TRASOFPs has been the lack of guidelines
rezarding the timing of employer and employee contributions for the
additional 15 percent investment tax credit. (Employer contributions
for the 1 percent additional investment tax credit were required to be
made by the filing date for the employer's Federal income tax return
for a particular yvear.) This lack of guidance has presented a major
impediment to the use of the additional 15 percent investment tax credit
by employers. .

The Revenue Act of 1978, as amended by the Technical Corrections
Act of 1979. re=olved that problem by providing that employees may
have up to two vears following the close of an employer’s taxable year
to make their 15 percent tax credit amount contributions to the plan and
that the emplover’s matching contributions will be made as the em-
ployees make theirs. In this way. the problem which reculted when em-

loyees failed to make the full 15 pereent contribution and tne employer

ad to withdraw an already-contributed one-half percent amount (or
portion thereof) from the plan because the additional tax credit was
deemed to be recaptured is resolved. This change was also necessary
because Congress removed the ability of the employer to withdraw
prior contributions from the plan if a portion of the investment tax
credit is recaptured.

Unlike mo.it gualified plans.a TRASOP mav not be integrated with
Social Seenrity. Thisx means that participants® benefit= may not be re-
duced by the amount of any Social Security taxes paid by the employer.

A TRASOP is subject to the same rules as an ESOP regarding dis-
tribution of benefits to participants (or beneficiaries), with the single
difference that. except in the case of dividends or a participant’s death,
retirement or termination of service, no distribution of benefits may be
made by the 7R AS0P prior to 84 months following the date of con-
tribution by the emplover. These rules are exnlained earlier in this
handbook under Distribution of ESOP and TRASOP Benefits and
Stock Repurchases. Like an ESOP, a TRASOP may at times dis-
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Through this technique of ESOP financing, non-recourse corporate
credit has been extended to acquire employer stock for the benefit of
employees, while enabling the corporation to finance its capital re-
quirements with pre-tax dollars. In economic terms, 1t is the earnings
generated by the underlying capital which are used to repay the ac-
quisition indebtedness (of the ESOP) incurred for financing new
capital. ESOP financing builds beneficial ownership of employer stock
into employees, on a tax-deferred basis, without any personal tinancial
risk by the employees and without requiring any reduction in their
take-home pay.

B. Other Applicctions of ESOP Financing

The use of ESOP financing applies not only to the financing of new
corporate capital for expansion purposes. With the consent of the lend-
ery Caasting corporate debt may be refinanced through the ESOP, so
that 1t is repayable (both principal and interest) with pre-tax cor-
porate dollars. An existing corporate debt may be assumed by the
ESOP, with the debt repayment guaranteed by the employer corpora-
tion. In such a case, the corporation will issue new =hares of its stock
to the ESOP cqual in value to the principal amount of debt trans-
ferred to the ESOP. In addition, the new shares may be pledged as
collateral to the lender, or specilic corporate assets may be pledged as
additional security for the loan, s the ESOP loan s repaid to the
lender through annual employer contributions (or dividends on em-
ployer stock) reccived by the ESOP, shares of stock are allocated to
accounts of participating employees, From the lender’s standpoint, the
debt ~hould be more secure since repayments are made with pre-tax
corporate doilars,

ESOP financing may also be used to finance acquisitions of other
corporations. Loans may be sccured from outside lenders to raise cash
for financing the acquisition. The employees of the acquired corpora-
tion may be included as participants in the ESOP to provide a larger
payroll base on which to make tax-deductible contributions to the
ESOP to repay the debt. In addition, the pre-tax carnings of the
acquired corporation are available for debt repayment.

ESOP financing provides an alternative for raising capital to close-
Iv-held corporations which are unable or unwilling to raise capital
through a public offering of stock. The costs of a publie underwriting
(including SEC registration) and the expenses of operating as a pub-
licly-traded company may be avoided through the alternative of ESOP
finaneing. In addition, 1t may be preferable to existing owners and
management to build ownership interests into employees of the cor-
poration. rather than to create ownership by outsiders. For corpora-
tions which are already publicly-traded, the ESOP prevides an alter-
native to the costs (and underwriting discounts) of a secondary offer-
ing of securities.

C. ESOP Financing of Transfers of Ownership
ESOP financing may also be used for the acquisition of employer

stock from existing shareholders. Purchases of stock from existing
shareholders may be financed through loans from outside lenders to the
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ESOP or through loans to the ESOP directly from the employer cor-
poration. Alternatively, the sale of cimployer stock to an ESOP by
n exsting sharcholder may be etiected tnrough a cash (non-linanced)
transaction, or on an installment basis,

From the corporation’s stedpoint, a sale of stock to an ESOP by
a sharcholder enubles pre-tax corporate dollars to tinance the transac-
tion, as compared to the use of after-tax dollars being used to finance
a stock redemption by the corporation. Mote signiticant, however,
may be the fact that a sule of stock to an ESOP would be treated as
a sale to a third party other than the employer and may allow the
selling sharcholder to treat uny gain on the ~ale as acapital gain, with-
vut being subject to the restrictions on corpomate redemptions under
Code section 302, That i~ a sale of stock to an ESOP will not generally
be treated as a sule to the corporation which may resule in dividend
treatment to the shareholder. However, an individual whe is consider-
ing the sale of employer stock to an ESOP miay wish to ~ccure an ad-
vance ruling from the Internal Revenue Serviee o as to ensune capital
gains treatment on the proceeds of the sale, In such a ca~e. it would he
neceszary to zati~fy the requiremeats of Revenue Procedure 77 350,
Revenue Procedure 73-15 and Revenue Procedure 723,

The use of an ESOP for financing transfers of ownership of corpo-
rate stock has bread appiications in corporate tax and tinancial plan-
ning, as well as in estate planning for major shareholders of corpora-
tions. The ESOP ereates an “in-liouse™ market for corporate stock,
which may be available to acquire stock offered for sale by existing
sharcholdeis during their lifetime, upon their retirement from the
business, or in the event of death.,

A typical situation may involve a corporation which desires to es-
tablish an ESOP for building cmployee owner=hip, while at the same
time allowing sharcholders of non-pubhicly-traded stock to diversify
their personal investments by ~elling a portion of their ~tock to the
ESOP. An existing sharcholder may generally treat any gain on the
sale of stock to an ESOP as capital gain, whether he <ells all or a part
of his stock interest. A lifetime redemption through a sale of stock to
the corporation directly will generally be treated as an exchange
(rather than as a dividend distribution) only if the redemption is not
essentially equivalent to a dividend. or is substantially disproportion-
ate, or results in a termination of a shareholder’s interest. under the
provision~ of Code scetion 302(h). Many private rulings from the
Internal Revenue Serviee have concluded that a properly structured
sale of employer stock by a shareholder to an ESOP (or to any quali-
fied employees’ plan) is not a redemption of the stock by the corpora-
tion, and therefore produces capital gain tax treatment on the sale
procecds. .

Also. upon the death of a major shareholder. the ESOP may acquire
all, or a portion, of his stock in the corporation from his estate. without
being subject to the redemption limitations under Code sections 302
and 303. This use of an ESOP should permit the estate (and heirs)
of the deceased sharcholder to retain an ownership interest in the cor-
poration, without the attribution rules of section 318 restricting the
degree to which they may achieve diversification of investments.
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In addition, an ESOP which has been in operation for several
years will generally have had annual evaluations of the fair market
value of its stock for purposes of sales of stock to the plan and annual
reporting. This would also provide a basis for determining the value
of the stock in a closely-held corporation for estate tax purposes,
thereby providing greater certainty in estate planning for the major
sharcholders of the corporation.

An ESOP also provides an effective vehicle for financing the trans-
fer of ownership from a retiring major shareholder to the employees
of the corporation. It may be that the employees as a group are the
logical successors in o vnership, and it may prove difficult for the re-
maining employees (or the management group) to finance the pur-
chase with personal after-tax dollars. An ESOP allows all employees
to acquire ownership interests, with the purchase financed with future
pre-tax earnings of the corporation. where employee interests are pro-
vided on a tax-deferred basis. In order to finance the acquisition, the
ESOP may receive loans from an outside lender. from the corporation,
or a portion of the purchase price may be paid to the selling share-
holder on an installment basis by the ESOP.

ESOP financing may likewise be used in the divestiture of a cor-
porate division or subsidiary to its emp.oyees, The stock of a sub-
sidiary, or the stock of a new corporation established to acquire the
business and assets of the division or subsidiary, may be sold to an
ESOP. The ESOP may finance the purchase price with third-party
loans or through an installment purchase. Any debt financing may be
guaranteed, if necessary, by the transferor corporation as well as by
the transferee corporation.

ESOP financing is also available to a publicly-traded company
which desires to acquire stock for the benefit of its employees and to
restrict (or even climinate) public trading of its stock. However, the
cntire “going private” issue is extremely complex and an employer
should consult experts in the securities law ﬁvls before attempting to
utilize an ESOP for this purpose. In such a case, the ESOP could
make a tender offer for all or a portion of the employer’s outstanding
shares, financing the purchase price through loans from outside lenders
or directly from the corporation. The objective of building employee
ownership through an ESOP may well provide a valid business pur-
pose for the use of corporate funds for “going private.” Again, it is
future pre-tax carnings of the corporation which will be available to
finance the acquisition of its stock for the benefit of its cinployees.

D. Non-Financed Acquisitions of Employer Stock

In addition to the use of debt financing for the acquisition of em-
ployer stock. an ESOP may be utilized to provide employee owner-
ship on a non-leveraged basis. In such a situation, it would function
as a traditional stock bonus plan. Cash contributions to the plan or
other eligible individual account plan may be used to acquire employer
stock from existing shareholders by cash purchases on an annual basis.
In addition, the ESOP may function as a conventional stock bonus
plan which annually receives direct contributions of employer stock
from the employer corporation. Direct stock contributions by the em-
ployer will result in tax deductions under Code section 404(a) (with-
out any cash outlay) equal to the fair 1aarket value of the stock as of
the date of the contribution.
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V. FIDUCIARY RESPONSIBILITY

A. General Requirements Under The Employee Retirement
Income Security Act of 1974

Like all qualified plans, an ESOP is subject to the fiduciary respon-
sibility provisions o? ERISA and the “exclusive benefit of employees™
requirement under the Code. Specifically, the ESOP must satisfy the
requirenzents of ERISA section 404(a) (1), which imposes upon
fiduciaries the standard of discharging their duties under the plan
¥, . . solely in the interest of the participants . . . and for the ex-
clusive purpose of providing benefits to participants. . ..” In addi-
tion, the “prudent man” standard of ERISA section $04(a) (1) (B)
is applicable to ESOP fiduciaries, and the ESOP loan and stock pur-
chase exemptions from the prohibited transaction provisions of
I*IR{:S.-\ ~ection 406 must be met when the ESOP acquires employer
stock,

In applying these fiduciary standards to an ESOP, it is important
to understand the purposes of an ESOP as an employee benefit plan
and the basis on \\'Elch it is recognized for tax-qualified status. In the
Revenue \ct of 1921. stock bonus plans (the basic clement of an
ESOP) were first granwed (along with profit sharing plans) tax-
exempt status. It was not until the Revenuve Act of 1426 thy <ieh status
was extended to pension plans. The purpose for which . x% . onus
plans were ﬁramt'd tax-exemption was to encourage corp. .i:tions to
provide stock ownership interests to their employees. Providing retire-
ment benefits for employees has always been a secondary purpose for
the establishment of a stock bonus plan. In Revenue Ruling 69-63, the
Internal Revenue Service stated that the purpose of a stock bonus plan
1s % . . to give the employee-participants an interest in the ownership
and growth of the employer’s business . . . The existing regulations
under Code section 401 (a), in defining the three categories of qualified
plans, specify retirement benefits as a feature of pension plans, but not
as a feature of profit sharing plans and stock bonus plan (except that
benefits may be deferred until “etivement). There appears to be no
requirement under code section 401(a) that a stock bonus plan be a
“retirement plan.”

It may be argued that ERISA, in stating the objective of protecting
retirement security of employees, has now imposed the standard of
providing retirement benefits as the objective of all qualified employee
benefit plans. However. there are specifie references under ERISA toa
different standard being applicable to different types of plans.

The definition of “pension plan™ in scction 3(a) of ERISA recog-
nizes that a “pension plan” is one which “provides retirement income
to employees or results in a deferral of income by employees for ‘n-riuds
extending to the termination of covered employment or beyond.™ See-
tion 402(b) (1) of ERISA requires “ . . a procedure for establizhing

- and carrying out a funding policy and method consistent with the

objectives of the plan . . .” (not the objective of retirement security).
Section 404 (a) (1) (B) of ERISA sets out the prudent man standard as
one applicable to*. . . the conduct of an enterprise of a like character
and with like aims.” The legislative history of ERISA recognizes
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“. . . the special nature and purpose of employee benefit plans . . "
and “ .. the special purpose . . .” of certain individual account
plans which are designed to invest in employer securities. In addition,
the definitions under ERISA Section 407(d)(6) and Code scection
:1975((?_ }7) specify that an ESOP is*. . . designed to invest primarily
In qualifying employer securities. . . .” The recognition of an ESOP
as an employee benefit plan which may borrow to acquire employer
stock further demonstrates Congressional intent that an ESOP is not
primarily a retirement plan, but rather has as its primary objective
the providing of stock ownership interests for employees.

This recognition by Congress of the special purpo~es of an ESOP
does not exempt the ESOP from the general fiduciary standards of
ERIS.\, but rather requires that the interpretation of these standards
must be based upon the ESOP objective n} providing stock ownership
for employees. Retirement henefits may be prorit!ivd to employees
through their stock ownership acquired under an ESOP. hut the fidu-
ciaries are primarily directed to provide stock ownership (rather than
retirement Lenefits) for employees in a manner consistent with the
fiduciary duties under Title I of ERISA.

Accordingly. it would appear that a prudent ESOP Cductary. sub-
ject to fiduciary duties under ERISA section 404(a) (1). ix one whiceh:
prudently acquires and holds, and in some cases distributes, employer
stock for the benefit of participants (and their beneficiaries), pru-
dently using debt financing where appropriate, in a manner consistent
with the plan documents and the provisions of title I of ERISA. In
order to avoid having ESOP acquisitions of employer stock be pro-
hibited transactions under ERISA section 406 and Code section 4975,
the special exemptions under ERISA section 408 must also be com-
plied with by the ESOP fiduciaries.

B. Exclusive Benefit Requirement

ESOP purchases of employer stock must comply with the “exclu-
sive benefit of employees™ requirement under Code =ection 401(a), as
well as the “exclusive purpose™ and the “solely in the interest of the
participants™ requirements of ERISA section 404 (a) (1) (\A). In Rev-
enue Ruling 69494, the Internal Revenue Service outlined various
investment requisites under the exelusive benefit rule which should be
satisfied when a qualified employees’ trust invests funds in employer
securities. That ruling recognized that the exclusive benefit require-
ment with respect to imvestments does not prevent others from also
deriving some benefit from a transaction with the trust, as a seller
would make employer stock available to the trust only if there was
a benefit to him by so selling. Accordingly, before ERISA. the Internal
Revenue Service established the following “safe harbor™ investment
test which must be met for a purchase ofemployer stock to comply
with the exclusive benefit requirements:

(1) the cost must not exceed fair market value at the time of

purchase; s
(2) a fair return commensurate with the prevailling rate must
provided ;

(3) sufficient liquidity must be maintained to permit distribu-
tions in accordance with the terms of the plan:and
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(4) the safeguards and diversity that a prudent investor would
. adhere to must be present.

With respect to an ESOP, it appears that only the “fair market
value” and “prudent investor” requirements are applicable. Revenue
Ruling 69-65 specifically exempts stock bonus plans (and presumably
any ESOP) from the requirement for a fair return on cmp?uyvr stock.
The ESOP is likewise exempt from the diversification of investments
requirement under ERISA Section 104(a)(2), as an “eligible in-
dividual account plan™ to the extent of investments in employer
securities.

Therefore, an ESOP’s acquisition of chloyor stock from the em-
ployer corporation, or from an existing sharcholder, would satisfy
the exclusive benefit requirement of EKRISA and Code section
401(a), so long as the investment is one that is prudent for an ESOP
fiduciary and the purchase price does not exceed fair market value. Sec-
tion 408(e) of ERISA. which provides for an exemption from the pro-
hibited transaction rules for the acquisition of employer <tock from a
party in interest, appears to require a purchase price equivalent to the
fair market value of the =tock.

C. Diversification Exemption

Section 404(a) (2) of ERISA specifically provides that an eligible
individual account plan is not subject to the general diversification
requirement of section 404(a) (1) (C). nor any diversification require-
ment under the prudent man standard. to the extent that it acquires
and holds qualifying employer securities. ERISA section 407(b) (1)
specifically exempts eligible individual account plans from the 10 per-
cent limitation on investments in employer securities. An ESOP is
included in the definition of eligible individual account plan under sec-
tion 407 (d) (3) if the ESOP explicitly provides for the acquisition and
holding of employer stock. As long as the acquisition and holding of
employer stock satisfy the general prudence and exclusive benefit re-
quirements, it would appear that up to 100 pereent of the assets under
the ESOP may be invested and held in employer stock without violat-
ing the fiduciary duties of ERISA section 404(a).

The degree to which an ESOP must be invested in emplnyer stock,
in order to satisfy the . . . designed to invest primarily . . .” require-
ment of ERISA section 407(d) (6) (A) and (‘.‘odo section 4975(e) (7)
(A), is not specifically set forth in the Internal Revenue Code or the
income tax regulations. This requirement was intended by Congress to
he of a qualitative nature (based upon the purposes of an ESOP and
its design), rather than a quantitative test to be satisfied at all times.

D. Prohibited Transaction Exemptions

Without the special exemptions provided in ERISA section 408 and
Code section 4975(d), ESOP financing transactions might be prohib-
ited transactions under ERISA section 406(a) and Code section
4975(c). Congress, however, recognizing the special purposes and ob-
jectives of an ESOP, as both an employee benefit plan and a technique
of corporate finance, included exemptions for certain transactions from
the general prohibited transactions rules.
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1. AcquisiTions oF EMPLOYER SToCK

Section 406(a) (1) (A) of ERISA and section 4975(c) (1) (A) of the
Internal Revenue Code include as a prohibited transaction a *. . . sale
or exchange . . . of any property between a plan and a party in inter-
est (or a disqualified person{c. . . Without an exemption, an ESOP
(or any other eligible individual : ccount. plan) would be prohibited
from acquiring employer stock from the employer corporation or from
any shareholder who 1s a party in interest. This would generally limit
acquisitions of employer stock to purchases from shareholders who own
(directly or indirectly) less than 10 percent of the employer’s stock
and are not otherwise “insiders.” However, ERISA section $08(e) and
Code section 4975(d) (3) provide exemptions that permit the acquisi-
tion of employer stock by an ESOP from a party in interest (or a dis-
qualified person) so long as the purchase price constitutes “adequate
consideration” and no commission is charged with respect to the
transaction.

“Adequate consideration™ is defined in ERISA section 3(18) in a
manner which generally restates the requirement for “fair market
value” set forth in Revenue Ruling 69494, Where there is a generally
recognized market for employer stock, adequate consideration is the
price prevailing on a national securities exchange (if applicable), or
the offering price established by current bid and asked prices quoted
by independent parties. Where there is no generally recognized market
for employer stock, adequate consideration is fair market value, as de-
terminated in grood faith and in accordance with generally acceepted
methods of valuing closely-held stock and in accordance with regula-
tions to be promulgated by the Seeretary of Labor.

In the event that the purchase price paid for employer stock by an
ESOP to a party in interest exceeds adequate consideration, a pro-
hibited transaction results. If the party in interest is a disqualified per-
son as defined in Code <section 4975 (e) (2), the excise tax and correc-
tion requirements of that section are applicable. An initial 5 percent
per year excise tax is imposed on the disqualified person, based upon
the “amount involved.™ If the transaction is not “corrected” within
the allowable correction period, the additional excise tax of 100 per-
cent of the amount involved is imposed. Any excise tax imposed is paid
by the seller, and is not tax deductible.

It is important to note thac the Internal Revenue Service, in the
self-dealing regulations for private foundations states that a good faith
effort to determine fair market value is ordinarily shown where (a)
the person making the valuation is not a di~qualified person and is both
competent to make the valuation and is not in a position to derive an
cconomic benefit from the value utilized. and (b) the method utilized
in the valuation is a generally accepted method for valuing for pur-
poses of arm’s length business transactions where valuation is a sig-
nificant factor.

Therefore, the valuation of employer stock is the most significant
aspect of ESOP transactions when there is no generally recognized
market for employer stock and a valuation by an independent ap-
praiser. experienced in valuing closely-held corporations, is essential
for alleviating the potential liabilities for prohibited transaction ex-
cise taxes. Presumably. traditional IRS guidelines for valuation in
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estate tax matters, as set out in Revenue Ruling 59-60, will be the basis
g)]; I%egfrtment of Labor regulations defining fair market ulueeundar

2. Dear-FinanciNg TRANSACTIONS

. Section 406(a) (1) (B) of ERISA and Code scction 4975(c) (1) (B)
include as a prohibited transaction any “. . . direct or indirect . . .
lending of money or other extension of credit between a plan and a
party in interest (or disqualified person). . . .” Without an exem péion,
this lprovlsmn would prohibit any debt financing for the acquisition of
employer stock by an ESOP, where a party in interest extends credit
through a direct loan, a loan guarantee or an installment sale.

However, ERISA section 408(b) (3) and Code section 4975(d) (3)
provide an exemption from the prohibited transaction rules, available
only to an ESOP and not to other eligible individual account plans,
which permits an ESOP to borrow money involving an extension of
credit from a party in interest to effect its acquisitions of employer
stock. It is this exemption that distinguishes an ESOP from other
plans which invest in employer stock and characterizes an ESOP as a
technique of corporate finance.

The following conditions are imposed by ERISA for the ESOP
loan exemption:

(a) the ESOP must satisfy the statutory definition of ERISA
seetion 407(d) (6). Code =ection 4975 (¢) (7) and IRS regulations:

(&) the loan must be primarily for the benefit of participants;

(¢) the interest rate must be reasonable ; and

(d) any collateral given by the ESOP to a party in interest
must be limited to qualifving employer securities.

In addition, further guidelines have been established in regulations
promulgated by the Internal Revenue Service (and the Department of
Labor) through an interpretation of the term *. . . primarily for the
benefit of participants. . . . Certain of the additional conditions for
the ESOP loan exemption are clear from legislative history relating
to the ESOP financing concept (hoth before and after ERISA) and
from the regulations issued by the Departnient of Labor. The follow-
ing additional requirements are included in the regulations and must
be satisfied in order to exempt an ESOP debt financing transaction
from the general prohibited transaction rules.

(1) The loan (or other extension of credit) must be for the
purpose of acquiring employer stock or repaving a prior exempt
loan and must be based on equitable and prudent financing terms.
The interest rate must not be <o high that plan assets might be
drained off. and the terms of the loan must be as favorable to
the ESOP as the terms resulting from arm’s length negotiations
between indep-ndent parties.

(2) Any collateral pledged by the ESOP (whether or not
pledged to a party in interest) must be limited to the shares of
employer stock acquired with the proceeds of that loan or freed
from prior encumbrance by the proceeds. .

(3) Tn general. any shares of employer stock given as col-
lateral by the ESOP must be released from pledge on a pro-rata
basis as loan principal is repaid.
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(4) The liability of the ESOP for repayment of the loan must
be limited to contributions received from the employer corpora-
tion (other than contributions of employer stock) and to earnings
on trust assets, including dividends on employer stock.

(5) The lender must have no recourse to assets held in the

“SOP other than employer stock remaining pledged as collateral.
If an ESOP debt financing transaction fails to satisfy the conditions
for the exemption, a prohibited transaction may result under Code
section 4975. In that event, the initial 5 percent per year excise tax
would be imposed on any disquaiified person extending credit to the
ESOP, with the additional 100 percent tax being imposed if the
transaction is not corrected. For purposes of the excise tax, the entire
loan E:incipa! may be the amount involved, or the amount involved
may be limited to that portion of the loan (or interest thereon) which
causes the prohibited transaction to occur. Correction may require
adjustment in the terms of the ESOP loan or, in some situations,
rescission of the transaction. The regulations promulgated by the
Internal Revenue Service and the Department of Labor deal with this
issue on a more in-depth basis,

VI. ESOP AND TRASOP PROBLEM AREAS
A. Conversion of Existing Plans Into ESOP

Many employers maintaining a qualified plan may wish to replace
that plan with an ESOP. This can be accomplished by amending the
plan (such as a defined contribution plan like a profit sharing plan or
money purchase plan) into an ESOP or terminating the plan (such
as a defined benefit pension plan) and replacing it with an ESOP.
Each such transaction carries with it certain additional responsibilities
or potential problem areas which must be considered when conversion
toan ESOP is contemplated.

The clearest example of additional responsibilities and potential
problem areas which arise occurs when an ESODP replaces an existing
defined benefit pension plan. Under the Internal Revenue Code, the
replacement of a defined benefit plan by a defined contribution plan
(such as an ESOP) constitutes a termination of that plan. Each par-
ticipant in the defined benefit plan is deemed by the Code to be 100 per-
cent vested in his benefits IIlltL'l‘ the plan to the extent that they have
been funded: this overrides any vesting schedule established under the
pension plan. In addition, each participant’s pension benefit may
become subject to the plan termination insurance provisions of
ERISA. These pension L'neﬁts may be guaranteed up to certain
limitations by the Pension Benefit Guaranty Corporation (PBGC).
If the employer has failed to sufficiently fund the retirement benefits
of its employees under the plan, the PBGC will make up the difference
between the guaranteed benefits and the funded amount. This be-
comes critically important to the employer which considers terminat-
ing its pension pian, because the employer may be liable to the PBGC
for all or a portion of this amount. This potential liability must be
carefully considered.
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In addition, the PBGC has established certain procedures which
might prove troublesome if the employer wishes to use the assets in
the defined benefit pension plan to acquire employer stock under an
ESOP. The PBGC requires that each employee be given an opportu-
nity to elect, in writing, to have his pension plan assets converted to
employer “tock: this brings the closely-held employer into a direct
confrontation with the securities laws, as explained more fully later
in this handbook under Securitics Laws, because this is considered an
investment decision on the part of the employee and, absent some
specific exception from registration, the emplover would be compelled
to register its securities with the Securities and Exchange Commission
(SEC). SEC registration is very expensive. This potential liability
must also be ca r(-?ully considered.

Even if the employer determines that the potential PBGC and SEC
obstacles are not insurmountable, a final problem remains, Absent a
plan provision which gives employees the investment diseretion on
plan assets, the conversion of assets which are invested in a diversified
portfolio to a single investment (emplover stock) could ereate “pru-
dence” liahilities for the plan trustees. especially if the value of the
cmployer stock decrea=es in value or fails to inerease in value at the
same rate as that previously attained by the diversified assets.

It is eritical to note that problems relating to asset valuation. pru-
dence and exclusive benefit also exist if an exi=ting profit-<haring plan
or money purchase plan is amended into an ESOP and diversified
assets are converted to employer seenrities. although the PBGC and
SEC obstacles are not present.

However, this is not to state that conversion of an existing plan to
an ESOP should not be undertaken. For example, assuming that ex-
isting plan assets are left in a diversified investment port folio, revision
of a profit-<haring plan or money purchaze pension plan into an ESOP
and investment of future employer contributions in employer stock
should present no problem nor should the conversion of a defined bene-
fit pension plan (provided that the plan termination results for the
defined benefit plan are not deemed to be too serious). The employer
should analvze the objectives in converting the plan to an ESOP and
decide whether any potential obstacles present too severe a problen.

B. S..curities Laws

As explained earlier in this handhook under Conrccision of F.rist-
ing Plans into ESOP, cevtain aspects of an ESOP may require compli-
ance with the rules and regulations of the SEC. For publicly-traded
emplovers. this should ereate no problem. since such an employer is
already xatizfving the reporting requirements of the SEC. However.
the filing of an S-8 registration with the SEC mav still be necessary.
For the closely-held emplover. however, the resulting costs of SEC
compliance might be too expensive and troublesome. For this reason,
the closely-held employer should administer its ESOP in a way ~ hich
will not subject its stock. or the ESOP. to SEC registration require-
ments,

Historicallv. the SEC has not required the registration ef the securi-
ties of an . mplover adopting a non-contributory ESOP o4 TRASOP
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