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Typical transaction structures for a minority ownership deal

Many companies prefer to undergo a minority
ESOP ownership transaction first for a variety
of reasons.
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some of the basic rules of using employee
stock ownership plans (ESOPs) for busi-
ness succession planning, some of the key
financial and estate planning opportuni-
ties for business owners considering an
ESOP transaction, and the basics of
ESOP feasibility studies.

I have also shown why an ESOP could be
a viable business ownership succession
tool in these challenging economic times.
In this issue, I will explore the basics of
how a transaction is funded in the case of
a transaction where the ESOP is buying
less than 50% of the company.

What is an ESOP?

Led’s briefly review what an ESOP is. An
ESOP, or “employee stock ownership
plan,” is a qualified retirement plan
under federal law. ESOPs are governed by
special rules contained in the Internal
Revenue Code and the Employee
Retirement Income Security Act.

ESOPs can be used to acquire the busi-
ness owner’s stock in a tax-efficient basis
and offer a way for an owner to get lig-
uidity for his or her business ownership.
Partially or wholly ESOP-owned busi-
nesses that adopt an inclusive culture of
teaching employees about the business
statistically do better than their counter-
parts that are not ESOP-owned. ESOPs
also enjoy significant tax benefits, among
which are that 100% ESOP-owned com-
panies do not pay federal income taxes
on their profits.

Why a minority transaction?
Although we find increasingly that com-
panies will go from 0% ESOP ownership
to 100% ESOP ownership in one trans-
action, many companies prefer to under-
go a minority ESOP ownership transac-
tion first. The reasons for doing a minori-

ty transaction could include any or all of
the following:

1) A desire to maintain majority owner-

ship in non-ESOP shareholders.

2) A desire to have the ESOP adopted in
stages, so that the transition to 100%
ownership can come in phases as all
employees get more used to the ESOP
structure.

Seller financing with the ESOP
is not, in general, favored. This
Is because restructuring the
ESOP seller note can be a
challenge under U.S.
Department of Labor rules.

3) A need to ease the burden of financing
the ESOP transaction so that the compa-
ny bites off chunks of the deal in small
bits.

4) A sense that it will be easier to do a
small transaction to start the transition
before a larger one is undertaken.

5) The feasibility study shows that a
minority ESOP deal is workable, but a
majority or 100% deal is not feasible
from a financial point of view for you
and your company.

Basic structure of a minority

ESOP transaction

Bank financing. In a bank or similar
lender-financed transaction, the company
will enter into a loan agreement (includ-
ing potentially just borrowing under an
existing line of credit), then loan these
bank funds to the ESOP, which will use
the funds to purchase the stock from the
seller or sellers. For example, let’s say the
transaction is for $2 million.

The company will borrow the funds from
the bank, lend the $2 million to the
ESOP and then the ESOP will pay the
$2 million to the sellers. The terms of the
company to ESOP loan (i.e., interest rate
and time of payment) may or may not
mirror the bank loan terms. This is some-
thing you will figure out as part of your
feasibility plan.

Seller financing. Seller financing can be
used with or without bank financing.
Seller financing can come from the com-
pany or the ESOP. If the seller sells to the
company for a note, the company in turn
will sell the stock to the ESOP for a note.
Seller financing with the ESOP is not, in
general, favored. This is because restruc-
turing the ESOP seller note can be a
challenge under U.S. Department of
Labor rules. Company debt restructuring
is much more feasible.

Amount to be sold

Except as required under Code Section
1042, there is no minimum amount you
have to sell to the ESOP. If your compa-
ny is a Subchapter C corporation and
you wish to defer paying taxes on the
sale, then your ESOP must own at least
30% of the company after the transac-
tion. We will discuss Section 1042 in
greater depth in a column later this year.

This is just a brief overview. In a future
issue of The Zweig Letter, I will describe a
typical transaction where the ESOP goes
to 100%, while enabling the company
and the ESOP to enjoy significant tax
benefits. |
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transactions. Contact him at
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Maximizing Overhead Rate on
Government Contracts webinar

The dollar volume of time-and-material
government projects that require an
overhead rate audit is increasing. In order
to win these projects, your firm needs to
be able to determine, substantiate, and
maximize your reimbursable overhead rate.
Webinar presented by Chad DaGraca,
Principal at DiCicco, Gulman & Company
LLP on Feb. 25 from 2 to 3:30 p.m. EST.

For more information or to register,
call 800-466-6275 or log on to
www.zweigwhite.com/zw-894.aspx.
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