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T
h e  t y p i c a l  E m p l o y e e  S t o c k
O w nership  P lan  (“ESOP”)  i s
leveraged through tradit ional
f i na nc i ng  a nd  i n  s ome  c a s e s
throug h se l ler  f inancing  and

may be used to purchase a  ret ir ing share-
holde r’s  ow nersh ip  i nteres t  i n  t he  com -
p a ny. A n  E S OP  mus t  i nves t  pr i m a r i ly  i n
comp any secur it ies , but  there  has  ne ver
b e e n  a  le g a l  def i n it ion  of t he  ter m  “pr i -
m a r i l y  i n  c o mp a ny  s e c u r i t i e s .” T h e re -
fore , t he  pr ac t ice  of “c ash  warehousi ng”
or invest ing cash in cer t ificates of deposit
or money markets for a reasonable per iod
o f t i m e  h a s  b e e n  a c k n o w l e d g e d  a n d
a c c e p te d  by  t h e  I nte r n a l  Re ve nu e  S e r -

v ice . The  “reas onableness” of the  per io d
of t i me  dep e nds  up on  t he  f a c t s  a nd  c i r -
cumstances of each case. Since the per iod
of t i me  b efore  w h ich  t he  c a sh  mu st  b e
invested in  company secur it ies  has  never
b e en  sp el le d  out  sp e c i f ic a l ly, a  comp any
must  use  caut ion and consult  w ith  coun-
s el  w he n  m a k i ng  t h i s  de c i s ion .

T h e  b i g g e s t  d r aw b a c k  o f a  l e v e r a g e d
E S O P  f o r  a  c o n s t r u c t i o n  c o m p a n y  i s
t h e  e f f e c t  o f t h e  a d d e d  d e b t  o n  t h e  b a l -
a n c e  s h e e t . T h i s  i s  a  c o n c e r n  f o r  t h e
c ont r a c t or  b e c au s e  t h e  b a l a n c e  s h e e t  i s
t he  cor ne rs tone  of t he  comp a ny’s  b ond -
i n g  p r o g r a m  a n d  f i n a n c i n g  p a c k a g e
w i t h  i t s  l e n d i n g  i n s t i t u t i o n . A  l e v e r -
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ESOPs have long been used as an effective means of purchasing a ret i r ing shareholder’s ownership

interest.  This ar t icle focuses on how a construction company can implement an ESOP without its

having a detr imental ef fect upon the balance sheet in a single transaction.
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a g e d  E S O P, by  d e c re a s i n g  e q u i t y  by  t h e
a m o u n t  o f t h e  l o a n  r e c o r d e d  o n  t h e
b a l a n c e  s h e e t , c a n  c u t  b o n d i n g  c a p a c -
i t y  d r a s t i c a l l y.

It  is  a  common misconcept ion of unin-
formed ESOP candidates that seller financ-
ing is not required to be on the balance sheet.
This is not true. Seller financing debt must
be l isted as  a  l iabi l it y  of the company.

Impact on corporation balance sheet
The technique of cash warehousing tends
to  lessen the  blow of a  leveraged ESOP
on the balance sheet. When the ESOP debt
is  recorded on the balance sheet, an equal
of fset t ing  debit  i s  recorded in  the  equit y
sec t ion as  a  cont ra-equit y  account . This
cont r a - e qu it y  a ccou nt  i s  e l i m i n ate d  a s
the  ESOP debt  i s  paid. Exhibit  1  displays
the  change  that  a  t y pica l  leveraged ESOP
of $1  mi l l ion  w i l l  have  on  a  comp any’s
balance  sheet .

As seen from Exhibit  1, the ESOP debt
decreases equity when a loan is initiated and
debt  i s  increased. The impac t  upon the
debt-to-equit y rat io is  affected the most
b ecause  debt  i s  increased and equit y  i s
decreased, and this changes the rat io in a
negative way. Working capital is also dimin-
ished by the amount of current debt asso-
ciated with the ESOP debt.

Section 1042 rollover
T h e  d r i v i n g  f o r c e  b e h i n d  a  l e v e r a g e d
ESOP has  b e en  and i s  the  1042  rol lover
avai lable  to  C  cor p or at ions  under  Inter-
na l  Re venue  C o de  ( “I RC ” )  1 0 4 2 . ( How -
e ve r, t he  c apit a l  g a i n  r ate  of 1 5  p e rce nt ,
w h i ch  b e c a m e  e f fe c t ive  i n  2 0 0 1  a n d  i s
set  to  expire  for  tax years  beg inning af ter
D e cemb e r  3 1 , 2 0 0 8 — at  w h ich  p oi nt  t he
rate increases to 20%—has made the 1042
rollover less attractive.) The 1042 rollover
a l lows  a  sh a reholder  of a  C  cor p or at ion
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EXHIBIT 1 Balance Sheet: Pre-Leveraged ESOP

Balance Sheet: Pre-Leveraged ESOP

Accounts Payable      500,000

Other Liabilities $   500,000

Total Liabilities $1,000,000

Total Equity $2,500,000

TOTAL ASSETS     $3,500,000 Total Liab. & Equity $3,500,000

Balance Sheet: Post-Leveraged ESOP

Accounts Payable      500,000

ESOP DEBT   1,000,000

Other Liabilities      500,000

Total Liabilities $2,000,000

Stockholders’ Equity $2,500,000

ESOP Contra-Acct. ($1,000,000)

Total Equity $1,500,000

TOTAL ASSETS     $3,500,000 Total Liab. & Equity $3,500,000

$

$

$

$
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to  se l l  h is  ow nership  interest  to  an  ESOP
( at  le a s t  3 0 % )  a nd  defer  t he  g a i n  on  t he
sa le  of s to ck. To  me et  the  re quirements
of IRC 1042, the sel l ing shareholder must
purchase qual i f ied replacement proper t y
w it h i n  t h re e  mont hs  pr ior  to  t he  s a l e  or
12 months after the sale. Qualified replace-
ment  prop er t y  i s  s to cks , b onds, deb en-
tu res , war r ants , or  ot her  debt  or  equit y
inst r u ments  i ssued  by  U.S . cor p or at ions
t h at  d i d  n ot  re ce ive  m ore  t h a n  2 5 %  of
t h e i r  i n com e  f rom  p a s s ive  i nve s t m e nt .
Inves t ment s  such  a s  mut u a l  f unds , U. S .
gover nment  bonds, and municipal  bonds
do not qualif y. Also, the qualified replace-
ment  proper t y  cannot  be  the  stock  of the
comp a ny  sp ons or i ng  t he  E S OP.

O n e  i te m  to  n ote  i s  t h at  i n  a  s e l l e r-
financed transact ion, the sel ler must pur-
c h a s e  a l l  re p l a c e m e nt  prop e r t y  w i t h i n
the following 12 months after the sale, even
t houg h  t he  s e l le r  h a s  on ly  re ce ive d  one
i ns t a l l me nt  f rom  t he  buyer. T h i s  me a ns
t h a t  t h e  s e l l e r  m u s t  h av e  o t h e r  f u n d s
avai lable  to  purchase  such  replacement
proper t y. At  some point, t y pical ly  later  in
l i fe , t h e  s h a re h o l d e r  w i l l  t h e n  s e l l  t h e
qualified replacement property. The share-
h o l d e r, w i t h  s o m e  s t r a t e g i c  p l a n n i n g ,
cou ld  ide a l ly  p ay  i ncome  t a x  on  t he  s a l e
at  the  lower  ordinar y  income tax  rates  of
1 5 % , t he re by  s av i ng  1 5 %  or  more  of t a x .
T he  1 0 4 2  rol love r  te chn ique  for  t he  s e l l -
ing  shareholder, pr ior  to  2001, was  ver y
similar to the concept of deferr ing money
i n  a  4 0 1 ( k )  pla n .

T h e  1 0 4 2  r o l l o v e r  h a s  b e c o m e  l e s s
at t r ac t ive , however, b ecau se  the  advan-
t a ge  of defer r i ng  i ncome  t a x  on  t he  s a l e
of s to ck  for  smal l  bus iness  ow ners  that
were  i n  p e rs ona l  t a x  br a cket s  of 2 8 %  or
hig her  i s  no  longer  avai lable  s ince  2001.
T he  1 0 4 2  rol love r  s t i l l  a l lows  a n  ow ner
to  defer  i ncome  t a x , but  t he  r ate  of t a x
f o r  a  s a l e  o f s t o c k  w i t h o u t  t h e  1 0 4 2
ro l l ove r  i s  t y p i c a l l y  1 5 % , w h i ch  i s  t h e
second lowest  tax  br acket  poss ible  (w it h
1 0 %  b ei ng  t he  lowes t ) . T h i s  me a ns  t h at
t h e  s h a re h o l d e r  i s  n o t  g a i n i n g  a  hu g e
i ncome  t a x  s av i ng s  by  defer r i ng  t he  u s e
of t hos e  f unds  u nt i l  l ater  i n  l i fe .

The low rate of tax on the sale of stock
is important because it eliminates the advan-
tage of sel ling 30% of an owner’s interest
in one transact ion, thereby g iv ing more

flexibil it y to the company in purchasing
the shares.

Election of S corporation status
Since the advantages available under Code
Section 1042 are less attractive to the owner,
the shif t  of focus that st i l l  makes an ESOP
attract ive is the abilit y of the company to
e l e c t  S  cor p or at i on  s t at u s  a n d  n ot  p ay
income tax on the amount of income “passed
through” to the ESOP. An ESOP is al lowed
to hold shares of an S corporation and not
be  in  v iolat ion of the  shareholder  r ules
applicable to S corporations. There are anti-
abuse laws regarding 100% ESOP-owned S
corporations that cannot be v iolated, but
they are only intended to stop abuses in
certain situations not applicable here.

The advantages of not pay ing tax on the
income attr ibutable to the ESOP ow ner-
ship interest are self-evident: Tax savings
can be used to  purchase more shares  of
stock, addit ional capital improvements, or
for any other needs of the company.

It  is  quite possible that companies wil l
make a small business election and become
an S corporation before triggering an ESOP
in order to shield the taxable income of the
cor porat ion. Before a  company sw itches
from C corporation to S corporation sta-
tus, adequate attention should be given to
such considerations as the built-in gains tax,
credit carr yovers, net operat ing loss car-
r yovers, contribution carr yovers, etc.

Si nce  t he  comp a ny  no  longe r  ne e d s  to
finance the transact ion to obtain the ben-
efits under a 1042 rollover, it can purchase
an ow ner’s  shares  of s to ck  as  the  mone y
b e c o m e s  a v a i l a b l e . T h i s  i n  e f f e c t
“f inances” the  t r ansac t ion  over  a  per io d
of t ime w ithout  hav ing a  negat ive  impac t
on  t he  b a l a nce  she e t  of t he  comp a ny  i n
a  s ing le  ye ar. The  de crease  in  equit y  i s
spread over a  per iod of t ime as the shares
are  purchased. It  i s  ver y  s imi lar  to  cash
warehousing , but  the company is  actual ly
purchasing shares of stock instead of just
acc u mu lat i ng  t he  c a sh  w it h  t he  ide a  of
p u t t i n g  a  l a r g e  n o t e  i n  p l a c e  a t  s o m e
future point in time. Also, unlike most cash
warehousing arrangements whereby stock
is  not  purchased for  several  years  in  con-
ju n c t i on  w i t h  a  l e ve r a ge d  t r a ns a c t i on ,
the  purchase  of shares  on an as-avai lable
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AN ESOP IS ALLOWED
TO HOLD SHARES OF
AN S CORPORATION

AND NOT BE IN
VIOLATION OF THE

SHAREHOLDER RULES
APPLICABLE TO

S CORPORATIONS.
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basis  a l lows S  cor porat ions  to  real ize  the
b e n e f i t s  o f s h i e l d i n g  t a x a b l e  i n c o m e
i m me d i ate ly.

However, there are disadvantages in pur-
chasing small blocks of shares since it is an
inefficient means of purchasing the shares
and the company is  required to obtain a
valuat ion ever y t ime the shares are pur-
chased.

Conclusion
As the baby boom generation nears ret ire-
ment , they  are  going to  b e  searching for

p o t e nt i a l  bu ye r s  for  t h e i r  c l o s e l y  h e l d
companies . ESOPs are  def inite ly  not  the
only  answer  to  ever y  s i tuat ion, but  they
are an alternat ive to the sale of a company
to a competitor and can alleviate the prob-
lem of heirs  who are  unable  to  buy out  or
take over these companies. The ideas dis-
cussed in  this  ar t ic le , such as  sw itching
to  S  cor porat ion s tatus  and purchasing
the  s to ck w ith  cash as  i t  b ecomes  avai l -
abl e , m ay  she d  a  d i f fe re nt  l i g ht  on  t he
alternat ive of the ESOP that may have ini-
t ia l ly  b een disregarded. ■
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