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WHAT’SAN ESOP?

A.

TheLegal Framework

1.

2.

A tax qudified defined contribution plan much like a profit sharing plan or
astock bonus plan.

a

With specid features to permit it to borrow funds (including from
a party-in-interest).

Contribution discretionary from 0 up to 25% of covered
compensation.

Contribution not limited by profits of employer corporation.

ESOPs cannot be integrated with socid security benefits for
contribution alocation purposes.

Differ in being able to buy employer stock and not worry about
diversfication or prohibited transaction aspects of sock
acquisition (initia stock purchase mugt il be “prudent”).

No “far return” from invesment required from invesment in
employer stock.

Stock bonus plans--ESOPs differ in being able to do borrowing
and leveraged funding without becoming subject to excise tax on
prohibited transaction if loan involves the loan from or guarantee
of aparty-in-interest.

Benefits must be digtributable in whole shares of employer stock.
@ Some exceptions exist.

Voting rights on non-publicly traded shares need to be extended to
participants only for unusua circumstances.

@ For example, mergers, consolidations, sdes of subgtantidly
al assats (but not dection of Board of Directors).

ESOPs now have other benefits created over recent years not
avallable to stock bonus plans (e.g., leveraging, 8 1042, etc.).

Benefits to Employees Provided by Legal Framework

a

Employees are not taxed on amounts contributed to the ESOP nor
on eanings of the ESOP until they actudly receive digributions
(except for dividends distributed).
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A digribution of employer securities is not subject to the 20%
mandatory withholding rules.

An ESOP can provide employees with a dgnificant retirement
income primarily through appreciation on employer stock.

An employee can share to some extent in the success of his
employer by virtue of his sock ownership through ESOP

participation.
If the participant recaves a “lump sum payment” which includes
employer stock, the stock value increase from date of dlocation to

participant’s account can be deferred upon distribution (gain above
this amount will be taxed as a capitd gain).

Benefits to Shareholders

a

An ESOP can create a ready current market for the stock of a
mgor shareholder and thus provide liquidity not otherwise
avaladle.

ESOP dock acquistions are made with pre-tax $, obtained
genedly from (i) annud deductible employer contributions, or
(i) loans receved by the ESOP and usudly guaranteed by the
corporation.

An ESOP can provide a future market for stock held by the edtate
of a deceased shareholder.

Life insurance on key-man shareholders can be made tax
deductible by having the ESOP buy and hold the policy which will
provide liquidity for the future purchase of stock.

Capitd gain trestment is made avalable even though the purchase
price comes from corporate contributions or corporate guaranteed
loans.

Benefits to Employers

a

Employer contributions to an ESOP, whether in stock or cash, are
tax deductible by the employer.

@ Merdly issuing a stock certificate can provide needed tax
deductions!

If the company decides to pay dividends, the dividends paid to the
ESOP are tax-deductible to the corporation:
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@ If the dividend is actudly digributed to ESOP participants
within 90 days following the end of the plan year; or

2 If the dividend is used to help repay a loan made to the
ESOP, or

3 Beginning this year an employer will be dlowed to deduct
dividends paid to an ESOP if participants are permitted to
receive the dividends in cash or leave them in the plan to be
invested in company stock.

An ESOP can provide an incentive for key employees to remain
with the company by providing them with indirect sock
ownership.

Wadl-designed and communicated plans can have a great effect on
employee morae and produce increased effort to provide a grester
profit for al.

Acquisitions of other businesses can be made on a pre-tax basis.

One of the biggest benefits an ESOP can offer a corporation is the
ability to provide a method for financing and increesng working
capitd with pre-tax dollars used to repay the loans supplied to the
ESOP by outside lenders.

ESOP ownership of an S Corporation can permit the business to
operate as atax free entity.

L everaged ESOP

Pur chase of Existing Shares from Shareholder

Shar eholder

Company
Annual Cash
Contribution
Sock Loan
ESOP Lender
Cash Repayment
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. OVERVIEW OF S9SGNIFICANT CHANGES IN THE ESOP LEGAL
FRAMEWORK IN THE LAST FEW YEARS

A. Pre-TRA'86 Changes

1. Tax deferrd on sale of stock to an ESOP, A BIG DEAL!

a

Sdler must have hdd shares for a least 3 years prior to sde to
ESOP (a 1989 Tax Act requirement).

Must reinvest proceedsin US securities.

At least 30% of outstanding stock must be owned by ESOP after
sdeto qudify.

Theredfter, sdling participant/shareholder (or his family) or any
other 25% shareholder cannot share in dlocations for 10 years
following de

Election required by sdling shareholder. 10% Excise Tax imposed
if stock digposed of within 3 years of acquigtion (tax imposed on
corporation) except for participant distributions because of desth,
disbility, cetan corporate reorganizetions or  post-59%2
retirement.

State Income Tax deferrd dso available.

See Section VI for more details!

2. Deductions dlowed for dividends paid to ESOP:

a

Dividends mugt be digtributed to participants within 90 days of end
of plan year.

B. TRA '86 Changes

1. Dividend deduction broadened

a

Dividends paid to an ESOP and used to repay a loan are deductible
to corporation (making it possible to repay larger loans or repay
loans faster).

@ Payments are not annuad additions under IRC § 415. Helps
where corporation has high vaue but low payrall.

2. Stricter gppraisa rules

a

Independent appraisa required for ESOP stock--must now have
“fair market vaue’ determined by independent, outside appraiser.
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b. Diverdfication of assets

C. For stock acquired after 12/31/86, at age 55, employees with 10
years of participation in the ESOP can require the company to
digribute 25% of their account baances to them or to offer them
three diverdfied invetment options within the plan for this
amount.

d. At age 60, the percentage increases to 50%.
3. Digributions to participants

a Unless the participant elects otherwise, didribution of stock
acquired after 12/31/86 must begin not later than one year after the
cdose of the plan year in which the participant separates from
sarvice by reason of ataining norma retirement age, disability or
desth or the fifth plan year following the plan year in which the
participant otherwise separates from service.

4, Slight relaxation of rules after atax-deferred sale to an ESOP

a TRA '86 pemits lined descendants of individuds taking
advantage of rollover of gan on ESOP stock sdes to receive an
ESOP dlocation to extent of 5% of stock sold.

Small Business Job Protection Act of 1996

1. Permits S Corporations to maintain ESOPs effective in 1998 but ESOP
trust would be taxed on S corporation income.

Taxpayer Relief Act of 1997
1 Eliminates tax to ESOP trust on S corporation income.

2. Permits ESOP to assume edtate tax liability on closdy held company stock
by trander to ESOP from chaitable remainder trus of shares in
corporation.

EGTRRA
1 See S Corporation discussion in Section1V.

2. Expanded 8§404(k) dividend deduction for dividends invested into
company stock by participant under 401(k) feature of ESOP.
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USE OF CONVERTIBLE PREFERRED STOCK  WITHIN THE
C CORPORATION ESOP LEGAL FRAMEWORK

A. In General

A dedgn technique being used with incressing frequency involves the ESOP's
purchase of convertible preferred stock. Using convertible preferred stock with a floor
vdue can hep “lock in” minimum vaues when trying to provide a cetan levd of
benefits under an ESOP. In addition, the use of convertible preferred may permit a higher
rate of dividends for IRC 8§ 404(k) deductibility purposes as wdl as avoids the
requirement of paying dividends to al shareholders (especidly where dividend payments
will not be fully deductible to the company such as where non ESOP shareholders exist).

IRC 8§ 409(1)(3) permits the use of convertible preferred if the following
conditions are met:

1. It is convertible a any time into common stock which otherwise meets the
IRC § 409 requirements.

2. The converson price must be “reasonable’ as of the date of acquigtion;
and

3. If callable, there must be a reasonable opportunity to convert after the call.

B. Structuring the Convertible Preferred

Structuring the convertible preferred is commonly left to the doman of the
atorney and vaudion consultants. Factors to condder in designing the security include
voting rights, dividend rights, liquidation preferences, redemption provisons, cdl
provisons, converson terms and premiums, and vauation.

THE ESOP OWNED S CORPORATION
A. What Madethe S Corp ESOP Popular?

According to the ESOP Association datigtics, nearly 60% of the gpproximately
400 100% ESOP-owned companies in America and many patidly ESOP-owned
companies have converted to S Corp status in or after 1998. Why?

Prior to 1998, it was not possible for S Corporations (which are not subject to a
corporate level tax, but taxed a the individud shareholder level) to sponsor employee
ownership through an ESOP.

e The Smdl Busness and Job Protection Act of 1996 (effective for the taxable
years beginning after December 31, 1997) dlowed qudified retirement plan
trusts to own stock in an S Corporation.

BUTTERFIELD
SCHECHTER®LLP

ATTORNEYS & C OUNSELORS




Downfdl: The retirement trust, even though it was tax exempt, had to report
“unrelated business taxable income” (UBTI) on its S Corp holdings. For
example, if the S Corp ESOP owned 1% of the S Corp and if the S Corp
reports a net income of $100,000, the trust would have $1,000 worth of
taxable UBTI.

This income tax was in kegping with the underlying premise of subchapter S
that al income is subject to tax. However, the UBTI imposed on S Corp
ESOPs resembled the corporate double tax since not only would the trust be
subject to tax, so would the participants when digtributions were made from
the trust.

The 1997 Taxpayer Rdigf Act amended the UBTI rules and eiminated the
ESOP's tax on its portion of the income earned by the S Corp. An ESOP's
share of the income earned by its S Corp sponsor is not taxed until distributed
to the employee participants of the ESOP.

Mogt daes (including Cdifornia, except to 1.5%) have adopted legidation
conforming to the Federal ESOP UBTI exemption.

B. Result of the Elimination of UBTI

Some S Corporations may be wholly owned by an ESOP, so that none of the S
corporation’s income is subject to current tax. Taxable income can be deferred for many
years. Only when the money is paid out to ESOP paticipants will it be subject to
persona income tax.

C. S Corp Requirements

S Corps can only have one class of stock. S Corps are permitted to have one
dass of voting and one class of nonvoting common stock. However, if the
ESOP acquired its shares with an acquigtion loan, the ESOP must hold the
shares of the voting class.

An S Corp may only have 75 shareholders. Certain types of entities are not
eigible shareholders of an S Corp, such as C Corps, patnerships, IRAS,
certain types of trusts. The ESOP is treated as one shareholder regardiess of
the number of participants.

S Corp ESOP participant digtributions can be made in cash, not in company
stock. S Corps therefore do not have to worry about dispersal of ownership.

D. S Corp ESOPs Lack Some C Corp ESOP Benefits

An S Corp is not eigible to deduct dividends paid on ESOP shares under IRC
8 404(K).
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* Beginning in 2002, the SCorp ESOP contribution deduction limit has
increased to 25% of payroll, but is inclusve of the interest portion on a
leveraged transaction (unlike a C Corporation ESOP where a 25% of payroll
contribution is alowed, plus the interest expense).

e Shareholders of an S Corp are not adle to defer tax on ther gains if they sdl S
Corp shares to an ESOP (Code 8§ 1042 election). However, there is nothing
currently in the tax code which would result in &x being owed if shareholders
of a C Corp sold their stock to the ESOP, dlected the § 1042 tax deferra and
then the company converted to an S Corp.

E. EGTRRA SCorp Anti-Abuse Rules

Any SCorporation sponsoring an ESOP must now meet a two-part test measuring

the ownership of:
e The Company
*  The Deemed Owned Shares
1. If the Test IsFailed — A Non-Allocetion Y ear Results

Non-Allocation Year occurs when “Disqudified Persons’ as a group
own 50% or more of the outstanding shares of the S Corporation (at
any time during the year).

“Deemed Owned Shares’ are included as outsanding shares in the
ownership percentages.

Synthetic Equity is included in the tests only if, by doing o, it creates
aNon-Allocation Year.

Disgudified Persons

Deemed 10% Shareholder - The individud holds or has a right to a
least 10% of the Deemed Owned shares in the S Corporation.

Deemed 20% Shareholder Group - The individud and his family
members hold or have a right to a least 20% of the Deemed Owned
Sharesin the S Corporation.

Note Synthetic Equity interests are included in the cdculation if by
doing so it would creste disqudified persons.

Deemed Owned Shares

Stock alocated to the ESOP account of the individud; plus

BUTTERFIELD
SCHECHTER®LLP

ATTORNEYS & C OUNSELORS




The individud’s share of the unalocated stock in the ESOP as if it was
dlocated in the same way as the most recent dlocation in the plan
(most likely based on digible compensation); plus

Synthetic Equity held by the individud.

Synthetic Equity Interests

Stock options

Warrants

Restricted stock

Deferred issuance stock rights

Smilar interest that gives the holder the right to acquire or receive
stock of the S corporation in the future

Also includes stock gppreciation rights, phantom stock units, or smilar
right to a future cash payment based on the vaue of such stock or
gopreciation in such vaue

Family Members

Spouse

Ancestors and linea descendents of the individua or his or her spouse
Shling of theindividud or the individud’ s spouse

Lined descendants of the brother or sister

Any spouse of anyone aready mentioned

Ramifications of Failing the Test

Excise tax of 50% of the amount of any alocation to Disqudified
Persons

Excise tax of 50% of the Synthetic equity held by Disqudified Persons

The amount dlocated to an individud who is a disqudified person is
treated as didributed and included in the taxable income of such
individua
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7. Effective Dates of the Provison

* Provisons aply for exiging plans as of March 14, 2001, for plan
years beginning after December 31, 2004.

e For ESOPs established or “S’ dections made after March 14, 2001,
the effective date is plan years ending after March 14, 2001.

F. S Corp Planning Opportunities—Post EGTRRA!

The S Management Corporation (SMC) ESOP

L. Contribution
Original Management SESOP
Operating Fee SMC (100% owner
Entlty > K-1 of SMC)
Deferred Comp
Salaries
Expenses

CAVEAT — This concept has recently been under attack by nationd ESOP trade
organizations who fear the concept will result in a backlash of negative ESOP related legidation
gnce the bdief is that these programs primarily benefit key management. We bdieve these
arangements, if properly structured and operated, can comply with current law. The major areas
of concern are (1) deductibility of management fee (2) whether ESOP participants are getting a
substantid and recurring contribution under the ESOP, and (3) condructive receipt on the
deferred compensation.

V. CONVERSIONSTO ESOPs

The converson of an exigting retirement plan to an ESOP holds its own set of design and
lega issues. Apart from the 8 411(d)(6) issues relaing to the prohibition on the cutback
of certan accrued benefits by plan amendment, the primary issue facing practitioners in
the desgn of an ESOP as a converson from an exiging plan is the dispostion of pre-
ESOP assets.

Since the decison in Eaves v. Penn, 587 F.2d 453 (CA-10 1978), plan sponsors have
been apprehensve about the propriety under ERISA of using the assets of an exiding
plan, which has been invesed in a diversfied portfolio, for the purchase of qudifying
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VI.

employer securities. The Eaves case edtablished a need for extreme caution when facing
the decison as to the investment of pre-ESOP assets.

The obvious solution under Eaves would be to give the participants a choice as to
whether each participant dedred his account badance invested in qudifying employer
securities under the new ESOP. Higoricdly, this choice was viewed as requiring an
investment decison on the pat of the participant, invoking the securities laws and
registration requirements.

In an atempt to darify the matter, the SEC had issued no-action letters which make it
cler that no securities offering is involved where participants in a non-contributory plan
are given a choice limited to whether or not they wish to invest their pre-ESOP account
balances in stock purchased by the ESOP where such accounts represent exdusvey
employer contributions. It is important to note that these no-action letters characterize the
transaction as not involving an offering of securities, rather than as an offering subject to
a regigration exemption (see SEC Release Nos. 33-6188 and 33-6281). State securities
lavs must be complied with. As a result, & a minimum, employees making this decison
will need to be provided adequate disclosure documents such as a prospectus.

Another method designers may use to limit fiduciary exposure for usng pre-ESOP assets
to purchase employer securities would be to recommend that only a portion of the pre-
ESOP accumulations (e.g., 25-50%) be used for this purpose.

TAX DEFERRAL ON STOCK SALESTO ESOPs
A. Section 1042 Requirements

Generd rule no gain recognized by a taxpayer (other than a C Corporation) on
sdeof “employer securities” to an ESOP:

1 Immediately after the sde, the ESOP owns at leest 30% of ether each
class of outstanding employer stock (other than certain nonvoting, non
convertible preferred stock), or the totd vaue of al employer securities
(other than certain nonvoting, non-convertible preferred stock) of the
corporation that issued the qudified securities, and

2. Within a 15-month period beginning 3 months prior to the date of sae,
“qudified replacement securities’ are purchased by the sdller.

3. Temporary Tressury Regulations 8 1.1042-1T (Q & A: 2(b)) provides that,
for purposes of the 30% requirement, sdes of qualified securities by two
or more taxpayers may be trested as a sngle sde if such sdes are made as
a pat of a sngle integrated transaction under a prearranged agreement
between the taxpayers.
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Important Rules Governing Operation of Section 1042

1.

The 30% ownership test is to be agpplied after gpplication of some of the
attribution rules of IRC § 318.

a IRC § 318(a)(4) -- Optionsto buy stock.

b. IRC 8§ 318(a)(2) -- Attribution from partnerships, edtates, trusts and
corporations.

Tax-free trestment must be dected by a taxpayer or his executor in writing
on a timdy-filed return (induding any extensons) for the taxable year of
se induding a written datement of the employer whose employees are
covered by the ESOP consenting to application of the provisons of IRC §
4978(a) to that employer.

Temporary Treasury Regulations 8 1.1042-1T (Q & A: 3) s forth in
detall the procedure for making the “datement of eection” with Form
1040 filed on or before the due date (including extensgon of time) for the
taxable year of the sde and a notarized “statement of purchase’ within 30
days after the purchase of each item of qudified replacement property.

IRC 8§ 1042(d) provides that the sdler's bass in quaified replacement
securities is adjusted by the amount of gain not recognized by reason of
the dection. If the replacement securities are held at deeth, a stepped-up
bass will be permitted under IRC § 1014. An immediate sde of the
replacement  securities following deasth may permit totd avoidance of
income recognition.

If the cost of the replacement securities is less than the amount of the sdes
proceeds, the difference is currently taxable.

If the taxpayer dects nonrecognition trestment, the holding period of the
employer securities sold will be “tacked on” to the holding period of the
replacement securities (for capita gains purposes).

In the cae of an individud who sold “qudified securities’ to an ESOP,
the executor of the decedent's edate is eligible to dect to defer the
recognition of gain, if any, redized on the sde to the extent that the
proceeds are invested by the executor in qualified replacement property
and the other conditions of IRC § 1042 are satisfied.

A specid three-year datute of limitations gpplies if rollover trestment is
elected, under which a deficiency in tax may be assessed within three
years after the date of receipt, by the Didrict Director of Internd Revenue
or the Director of Regionad Service Center with whom the Statement of
eection was origindly filed, of:
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10.

A notarized statement of purchase of replacement securities,

A written datement of the taxpayer’s intention not to purchase
qudifying replacement property within the replacement period; or

A written daement of the taxpayer's falure to make such
purchase within the replacement period.

Definition of “employer securities’ (IRC § 1042(c)(1)) qudified for tax-
freerollover includes:

a

Common gock (or cetan convertible “noncalable’ preferred
gtock) with voting and dividend rights a leest equa to the classes
of common stock having the greatest dividend and voting rights.

Issued by a domestic corporation with no securities outstanding
that are readily tradesble on an established securities market,
whether or not the corporation or any member of the controlled
group has outstanding any readily tradesble debt securities.

Temporary Treasury Regulations § 1.1042-1T (Q & A: (b))
requires that for a least one year before and after the sde, the
domedtic corporation which issued the securities (and each
controlled group member) must have no stock outstanding that is
readily tradeable on an established securities market.

Have been held by the sdler for a least three years, and are
otherwise digible for long-term capital gain trestment.

Not received by the sdler in a didribution from a qudified
retirement plan or a trander under an option or other right to
acquire stock granted by the employer corporation.

Definition of “qudified replacement property” under IRC § 1042(c)(4)
(which may consst of more than one piece of property):

a

“Securities” i.e:

*  Stock;

* Rightsto subscribe for, or to receive, stock; or

* Bonds, debentures, notes, certificates, or other evidence of
indebtedness, issued with interest coupons or in registered

form;

* But, excludes securities issued by a government or politica
subdivision thereof (no municipa bonds).
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11.

12.

Issued by a domestic operating corporation (i.e., one whose assets
are used in the active conduct d a trade or business) other than the
corporation that issued the stock involved in the non-recognition
sde and its controlled group members.

Q) To be consdered an operating corporation, more than 50%
of the corporation’s assets must be used in the active
conduct of a trade or business during the replacement
peiod and tha financid inditutions and insurance
companies are tregted as an operating corporation.

Issued by a corporation with no passve invetment income over
25% of the gross receipts for the preceding taxable year. “Passve
income’ has the same meaning as under the S Corporation rules

(mutud funds will not qudlify).

Does not include securities issued by a corporation which is a
member of the same controlled group of corporations as the
corporation that issued the qualified securities sold to the ESOP.

Not acquired by gift, inheritance, or property transfer pursuant to a
stock dividend (Temporary Regs § 1.1042-1T (Q & A: 1(e)).

IRC § 1042(c)(3) defines “replacement period” as the period which begns
3 months before the date on which the sde of quaified securities occurs
and which ends 12 months after the date of such sde.

Disposition of qudified replacement property.

a

b.

Resultsin pro-rata recognition of deferred gain (IRC § 1042).

Exceptions to gain recognition upon dispostion exigs for tranders
which occur (IRC § 1042(e)(3)):

* Inany controlled, non-taxable reorganization;

* By reason of the death of the taxpayer who made the IRC §
1042 election,

* Byagftor

* In any transaction to which a new dection under IRC 8§ 1042 is
made (i.e, sae of replacement securities to ESOP followed by
new purchase of “qudified replacement property”).

The amount of gain required to be recognized is limited to the
amount not recognized pursuant to the eection provided by the
tax-free rollover providons, any gan in excess of tha amount
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continues to be digble for any othewise gpplicable tax-free
rollover treatment.

d. If a taxpayer owns stock representing control of the corporation
issuing the qudified replacement property, the taxpayer shal be
treated as having disposed of such property when that corporation
disposes of a subgantid portion of its assets other than in the
ordinary course of its trade or business (IRC 8§ 1042(e)(2)).

13. If the ESOP disposes of employer securities acquired in a transaction in
which the sdler dects § 1042 treatment within three years after acquiring
them, a 10% (of the amount redized on sde, exchange, didribution or
other digpogtion) excise tax is imposed under IRC 8§ 4978 on the
employer. There is no tracing, the excise tax gpplies if, within the three-
year period, there isadisposition of any employer securities; and

a The tota number of shares hed by the ESOP after the digpostion
is less than before the disposition; or

b. Except as provided in future regulations, the vaue of the employer
securities held by the plan fdls bdow 30% of the vadue of dl
employer securities as of the date of the disposition.

Exceptions

* Digributions to employees are not counted if they are made by reason
of:

Desath (IRC § 4978(d)(1)(A))
* Retirement after age 592 (IRC 8§ 4978(d)(1)(B))

* Disability or other separation from service (but only if it results
inaone-year break in service) (IRC § 4978(d)(1)(c))

* Any exchange of qudified securities in any tax-free corporate
reorganization described in IRC § 368(a)(1) for stock of
another corporation (IRC § 4978(d)(2))
14.  Prohibited dlocation rule (IRC § 409(n)).

a No portion of the assets attributable to quaified securities with
respect to which a tax-free rollover dection is made may be
alocated to:

@ The taxpayer seeking tax-free rollover treatment.
2 Any person who is related to that taxpayer; or
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3 Any other person that owns more than 25% of the vaue of
ay class of qudified securities of the corporation that
issued such qualified securities or the totd vaue of stock of
certain related corporations or their family members.

IRC 8 4979A provides for an excise tax of 50% of the amount of
any dlocaion in violaion of the prohibited alocation rule (on the
Employer) as wdl as immediate taxation of the Participant who
received the prohibited alocation.

This redtriction gpplies to prohibit any direct or indirect accrua of
benefits (under the ESOP or any other plan of the employer) or an
dlocation of assets attributeble to qudified securities involved in
the tax-free rollover transaction.

@ A paticipant's right to previoudy accrued benefits,
including the right to increese veding in such benefits is
not affected by this rule, nor is the dlocation of earnings to
account baances to be treated as an dlocation prohibited
under thisrule.

2 Prohibited alocation period limited to the period beginning
on date of sde and ending on the later to occur of ten years
after the sde or the date on which the purchased shares are
last dlocated from a leveraged transaction (IRC 8§
409(n)(3)(c))-

3 Stock owned by lineal descendants of a sdling shareholder
will not disqudify the descendants if such descendants are
dlocated not more than 5% (in the aggregate) of the
employer securities held by the ESOP which are
attributable to a sde to the ESOP by any person related to
such descendants in a transaction to which IRC § 1042
applied (IRC 8§ 409(n)(3)(A)).

4 However, if the sdler 4ill directly owns more than 25% of
the outganding sock of the employer, the lined
descendant, through atribution, under IRC § 318 will be
consdered a 25% shareholder and thus subject to the
penalties under IRC § 409(n)(2).

) Claification is provided that an individud is a 25%
shareholder for purposes of the rue if the individud owns
(after atribution) more than 25% of dther any class of
outdanding sock of the corporation that issued the
employer securities or the totd vaue of any outstanding
gsock of the corporation. The attribution rules are applied
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VII.

without regard to an employee trust exception and the time
as of which the individud’s gatus as a 25% shareholder is
to be determined is the one year period ending on the date
of sale to the ESOP or the date the securities are alocated
to ESOP participants (IRC § 409(n)(3)(B)).

d. Under IRC § 409(n), quaified securities which are alocated in
violation of the prohibited dlocation rule will be treated as having
been didributed to the person to whom such dlocation is made
(requiring immediate income recognition).

SPECIAL ADVANTAGES OF 401(k)/ESOP (K SOPs)
A. Matching Contributions

Matching contributions can be made in the form of employer stock. This permits
the company to retan the cash it would otherwise use for matching contributions for
other corporate purposes. In other words, the employer's matching contribution
requirement is satisfied without cash. The corporation recelves a tax deduction for the fair
market vaue of the stock contributed generating additional cash flow at the corporate
levd.

A mach in the form of employer sock dso permits participants to dectively
increase their stock ownership by obtaining a stock match on their 401(k) salary deferral.

B. Deductibility of Dividends

If the plan adso meets the ESOP requirements of IRC 8§ 4975(¢e)(7), dividends paid
to paticipants and their beneficiaries on shares of company sock dlocated to ther
accounts are deductible if paid to them by the end of the company’'s taxable year or if
pad to the trust by the end of such year and paid within 90 days theresfter to the
participants and beneficiaries. The dividend is now adso deductible if directed by the
participant to be used to acquire employer securities. This dividend deduction is not
available to a non-ESOP 401(k) plan which may be holding employer securities.

C. Participants Tax Deferral on Dividend Payments

Dividends paid on employer stock held by an ESOP and normdly distributable to
the participants may be deferred, at the participant’s eection, into the 401(k) portion of
the KSOP on a currently tax deferred basis. The IRS approved of this use of the KSOP in
private letter ruling 8637097.

D. IRC Section 1042 Tax-Free Rollover for Privately Held Companies

Under certain conditions, the gain on sdes of employer securities in a privatey
held company to a plan meeting the requirements of IRC section 4975(e)(7) may be
deferred. Employees 401(k) deferrds may be used to acquire a portion of the shares (if
SEC regidration made or exemption exists).
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VIII.

E. Sour ce of Corporate Capital

Funds contributed by employees may be used to buy company stock from the
company and thereby creste working cepitd. Again, securities law compliance issues
aise.

F. Use of Employee and Matching Contributions- Non-L ever aged ESOP

Funds accumulated under KSOPs, including employee deferrds, may be used to
acquire stock ether from the company or from a sdling shareholder. The use of the
employees deferrds for the stock acquisition permits the employees to acquire company
stock on a pre-tax basis, as opposed to using after tax dollars n the traditiond stock
purchase situation.

Federd securities laws provide, primarily under SEC Rule 701, an exception from
the generd regidration requirements for stock sdes to employee benefit plans, including
KSOPs. However, state securities laws must gill be complied with.

G. Ease of Administration

Combining the 401(k) plan with an ESOP will permit consolidated annua filings
(5500 series) for the plan and diminate the need for a separate audit (required of trusts
with over 100 participants) as would be the case if a 401(k) plan and an ESOP were
maintained separatdy.

CONCLUSION

A. Very few concepts are as useful in as many different planning circumstances
asan ESOP!

B. ESOPs create new opportunities for employee ownership, shareholder

liquidity, corporate financing, and tax planning opportunities.
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