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The ESOP boom In

SUCCESSION
ANNING

Congress has created powerful tax incentives for business owners to
use ESOPs as an ownership succession strategy. There's never beena
better time to help your clients take advantage of them. By KELLY FiNNELL
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ESOPS

he first cohort of baby boomers reaches age 65 this year,
the final cohort reaching age 65 [n 2029, This mesns
ix an unprecedented opportunity for employment
advisers 1o offer services and products to aging baby
mer business owners lusoking for pssistance with owner-
succession planning.
According 1o a recent report from the PriceWater-
seCoopers consulting firm;

« T2% of privately held ULS. comgsanies plan o monetize
their value eventually

# 62% of those companies are planmning (o do sowithin
thir et ve (o six years

» the desire to monetize is being driven by the need o
realize and diversiby wealth (B6%) and owners desiring to
retire (%]

= owners anthcipate that the *value realizing event™ will
b sitle of the business to an ingider/ESOP (46% ) or to an
oantsicher (41%)

According to.a 2008 exit planning study, 90% of business
owners recognize the importance of ownership succession
planming. but only 10% have awritten plan. According to
the study, 90% of buslness owners want to leam more about
ownership succession planning. with 500% stating that itsisa
“tag” of "high” priosiw.

And according to Heovers, Inc., the ierget market is
sigmificant. There are 195,533 privately held 1LS companies
with revenues berween S5 million and S500 million.

The ESOP as an ownership succession
planning strategy

Traditionally, business owners have had three options for
their succession planning: sell (o an outsider, sell to an
Inséder, or a "l death do us pan” sirategy. One of these sue-
cession planning strategies can be the right fit based upona
business owner's situstion amd goals,

But desplie the fact thay ES0OPs have been avallable as
an owvnership sucoession strategy for more than 35 years,
very few business owners are aware of this option and the
many benefits that it provides. Let’s tnke a closer look at
using ESOPs as an ownership succession sirategy — starling
with some basics,

What is an ESOP?

‘There are three different partdes or constituencies involved in
ESOP:. Thus, the answer to the question, “What is an ESOP?"
depends upan which constiluency’s perspective you are
considering:
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« T an owarer of a closely held company, an ESOP isa
wWay to get imoney st of the company on g ta-advantaged
hasis and transfer conirol of the company o key employees
or family (that is, insiders],

« Ty the company’s employees, an ESOP is a retlrement
plan (like a 401{k) plan) that allows emplovess to share in
the value of their company.

« Tor the company, an ESOP is a vehicle of corporate
finance that offers tax benefits not available anywherne else in
the Internil Revenue Code,

Advisers need to focus on income, not assets

A nevw report from Mellile inges ol Behavioral Sirateges
suggests that fnancial advis- to Work,® encourages finan-
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e Spanding and masting diiribution of hose axsels nio
behavior during and close to income ags they near retinement.
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I March, a sobering survey
of 1 260 pra-nafingds by he
Employes Benafit Research
Irestitutin Tound Thad oo this
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Howsmesr, according o fhe
moest recent data colleched
by b Erveatnant Companrny
Instifute, Amancans by tha end
of th outh cuarier of 2090
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than S 7.5 irillion for thir ot
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il i, Fpbirirriien] SO0INGS
now aceount for 37% of s ULS,
holisehalds" Enancial assels,
according 1o the institute’s
data. = Loy Barroat,
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ESOPS

How does an ESOP work?

Iy iy respects an ESOP works like any other type of quali-
fieel reticement plan. There are three distinct differences be-
tween an ESOF and every other type of qualified retirement
plan, however, and these differences make an ESOP work
effectively as an ownership successbon strategy:

1) an ESOP can borrow money

2} an ESOP can engage in transactions with parties in
inerest (which, in this case, ane the owner(s) of the business)

) an ESOP is requined 1o invest primarily in the suck of
the company thng sponsars the plan,

HOW STOCK 15 HANDLED. The following step-ly-
step description (Hustrates how stock is sold toan ESOP ina
typical ownership suceession planning scenario, Also see the
clizgram, “How stock is sold 1o an ESOPR for an ilhsiration of
the relevent process,

In Step 1, the company obiains a loan, often from its
current bank. This is referred o as the “owside loan.” Duwe o
technicalities in the lending laws, banks almost never lend
maney directly to an ESOP Instead, they lend money 1o the
company, which then lends it to the ESOR

In Step 2, the company lends money e the ESOR
Genermlly, the company lends the same amount it borrowed
fromn the bank in Steg 1, although it could lend the ESOP
mare or less. This ks referred 1o as the “inside loan” The
terms [repayment period, interest rate, ete.) of the inside
boan ofven mireor the terms of the owside loan, Bbut i certain

situations there may be reasons for the seems of the inside
foan o differ from those of the outside loan.

In Step 3, the emplovee steck ownership tust, or ESOT,
wees the cash it received from the inside loan to purchase
company stock fromm the selling sharcholder(s). The stock
that ks purchased will be held initally in the ESOT's suspense
aceoun,

ANNUAL ACTIVITIES, See the diagram, “Annual activ-
ity in an ESOE for an illusiration of these activities and how
they relate to cach other.
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What are the tax incentives?

I the wiest-case seenaria, owners who sell stock to an ESOP
will pay tax at the 15% bong-term caplial gains fax rate. Ifihe
company is a G Corporation, hawever, the seller(s) may be
able to defer tax, perhaps even permanently,

Employees who paricipate in an ESOF are not tixed on
tha stock allecated (o their scoounts or on the ecamings wntil
they recedve distributions from the ESOP — which generally
accurs at death — or upon disability, retirement or termina-
tion of service (subject o vesting),

Companies that sponsor ESOPs are able 1o deduct ESOP
contributions {subject to certain limitations). This allows
the company to convert what would have been a non-tax-
deductible principal payvment on a loan inte a tax-deductible
retirement plan comribution. This tax benefit is available for
Cand 5 Corporations.

L Corporations also are able 1o deduct dividends paid
on ESOM held stock under ceriain conditions. This is the
onily way a company can geta tax deduction for dividend
payments, and it may allow a company an avenue o ger
maney into itz ESOP in excess of the contributhon Hmits
referenced above,

5 Corporations are *fow-through”™ entitles for tax pur-
proses, which means thar they do not pay e, Instead, their
income “flows through™ o their swners, who include their




Help Balance their Benefit Budget.
The HealthPak sclution allews companies ond s employees
to regoin the bolonce between benelits and dollors spent on
heallh care after o ote increase

This pockoge of preducts is designed to help control health
cate cosls for the employver and the employes. Also designed
to complement your group's cument or new major medica| plan,
HealhPok combines three types of insurance, TrensConnect
crifical ilnass and accident, to help efminate coverage gaps
TransConnec! pays benafis for cwofpockel expenses of

deduchibles, codnsurance ond co-poyments.

TRANSAMERICA

& LIFE INSURANCE COMPANY

The Power of the Pyrawmid®
B&6-TRANSAMERICA

www.transamericaworksite.com

Undersriren by T rica Life i o v, Cedar Ropids, lowa,

CRHLADADGT]

56 EmployeeBenefitidvicer | July 2011

share of the company's taable income on
thir tax retumis, Ler's folloaw @ corpora-
tion through the process,

« Assume an S Corporation has 85
million of tixable income and two equal
sharehoelders. Each sharcholder would
receive ai RS fonm K-1 for $2.5 million,

» Assurme teat the shareholders pay
s at the 35% federal wax rate, Each of
them would pay 3875000 in federal in-
enime ax on the 5 Corporation’s earmnings.

« However, sinoe an ESOT {Hke all
gqualified retirement plan iruses) is tax
exernpl, its porion of the company’s
income is free from taxaton.

« Therefore, in the example above,

il an ESOP were ane of the (wo owners,
the tax liahility on the company’s income
swerilel b st i half, saving $875,000,

« [lan ESOP owned all of the com-
pany in this example, the company’s
55 million of raxable income would be
completely free from federal income tas,
saving $1.75 million in income taxes.

As you can see, these ane powerful
1ax incentives for business owners 1o use
ESOPs in a succession strategy.

The aging of baby boomer business
owners will result in an unprecedented
apportunity for the creation of new
ESCPs, This represents one of the bess
emerging markets for employee benefit
advisers o conslder adding to their prnc-
tice, either by developing ESOF expertise
in-howse, or by parmering with an experi-
enced ESOPF consulting firm. EBA

Firiraell 1L, CLUL ANF ds thoe precident of
Executive Flaemcial Seredees, foc., an ESOF
covisraltingg fire b In Mesmpiuis. Temn, Seackh
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