ESOP 101 (For ESOP
Companies)

Christopher L. McLean

Kaufman & Canoles, P.C.

KAUFMAN &CANOLES kaufCAN.com

attorneys at law




KAUFMAN &CANOLES kaufCAN.com

attorneys at law




Company

Shareholder
1

Shareholder
2
Participant Participant
Participant
Shareholder
3

Participant

KAUFMAN &CANOLES kaufCAN.com

attorneys at law




Post Transaction Corporate Governance
For a majority ESOP

Nomination
Committee ESOP
Committee
Audit Committee Board of Directors -

Compensation
Committee

Company

Corporate Governance
Committee




KAUFMAN &CANOLES kaufCAN.com

attorneys at law




Plan Design

P g

ESTATE LONG TERM
PLANNIN SHAREHOLDER ) STRATEGIC

\ LiQuiDITY PLANS
SELLER \

AND
FAMILY <
WEA,_TH / CAPITALIZATI

The ESOP Plan governs _ (o] )

Eligibility ’Tl:l-E
Participation ESOP
Vesting ﬁ \PLAN

Allocations / Forfeitures VALUATION )

Distribution Policy N o

Pass-Through Voting EMPLOYEE /\ :

OWNERSHI )

\PCULTURE CASH )

J— \F Low
REPURCHAS

EMPLOYEE ) - )

\BENEF'TS QBLIGATION

Repurchase Obligation

KAUFMAN&CANOLES

kaufCAN.com
attorneys at law




What is an ESOP?

- "Employee Stock Ownership Plan”

— Retirement Plan - Qualified Defined Contribution Plan

 Internal Revenue Code/ERISA
— Tax-deductible contributions for employer
— Tax-deferred growth for employees
— Designed to invest primarily in employer stock
— Permitted to borrow
— Trustee
— Corporate Finance Tool
» Tax-advantaged financing for the company
» Deductible dividends (in some cases)
» S Corporation ESOPs (1998) — generally income tax exempt
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What is an ESOP?

Creates Market to Sell Shares by:
Selling all or part of shares
Combining with management buyout
Spreading sale of shares over many years
Allowing offer diversification for seller

Retaining many control elements for
seller/management

Deferring income tax potentially forever
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A Brief History:

The Employee Retirement Income Security Act (ERISA) of
1974 created a formal legal status for ESOPs

There are about 10,000 ESOPs in the U.S., covering over
10.3 million employees (10% of private sector workforce)

5,000 ESOP companies are majority-owned by the ESOP

and approximately 4,000 are 100% owned

About 330 ESOPs, or 3%, are in publicly-traded
companies

At least 70% of ESOP companies are, or were, leveraged

KAUFMAN &CANOLES kaufCAN.com

attorneys at law




# of ESOPs
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A Brief History of Employee Ownership
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NON —

LEVERAGED
Company sets up an ESOP Trust

Company makes annual tax
deductible contributions in cash or
stock to the ESOP trust

Cash is used to buy stock from
current shareholders

Shares are allocated to the
accounts of eligible employees

Y, Accounts

within the ESOP, typically based % %f;‘s,

) Q
® o

on salary

ESOP holds stock for participants
and annually notifies them of how
much stock is in their account and
the value of the stock in their
account

Employees collect stock or cash,
according to a vesting schedule,
when they retire or otherwise
leave the company
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THE PROCESS
™

* No cost
» Confidential
» 30,000 foot view

* Valuation estimate
* Feasibility study, creating a “decision
package”

* Plan and trust, and transaction documents
 Financing

* Repurchase obligation planning/funding

* Independent transaction valuation

* Employee communications
* Repurchase obligation
* Annual administration and valuation
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