
jl\n elriflployee stod~ ownership pl@!/jij (ESOP) m@lY be 
the solution to your sutteS~ioril~pl@lnrdng dlUerrtrlm@l. 

T
he exit strategies available to 

• 

owners of electrical wholesaling 
firms are somewhat limited. 

The available strategies in­
cl ude selling the business to a 
competitor, selling the business 

to the management employees, or 
selling the business to all of its em­
ployees under the provisions 
of an employee stock owner­
ship plan (ESOP). 

Most owners of privately 
held businesses are busy run­
ning their businesses and are 
not well versed in the fine 
art of designing exit strat­
egies. Given these circum­
stances, owners of privately 
held companies often turn to 
their regular consultants - a 
law firm or a CPA firm - to 
design their exit strategy. 

Unfortunately, most law 
firms and CPA firms are far 
better versed in the conven­
tional strategies of selling to 
a competitor or selling to a 
management buyout group 
than they are in the strategy 
of selling to an ESOP. 

Moreover, structuring a 
management buyout trans­
actieu or orchestratirig a sale 
to a competitor can generate 
legal and accounting fees in 
the magnitude of$300,000 to 
$500,000 or more, depending 
upon the size of the transae-
tion, whereas selling part or all of 
the business to an ESOP usually 
generates fees that are only one-tenth 
as large. 

Given these facts, it's easy to see 
why the option of selling to an ESOP is 
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often ignored, and why ESOP buyouts 
constitute less than 15 percent of all 
buyouts of privately held firms. 

But there is a more fundamental 
reason why the ESOP solution is 
often ignored: most owners have a 
hostofmisperceptions about employee 
ownership. 

At first blush, the idea of the em­
ployees buying the business may 
sound somewhat weird and unconR 

ventional. For many owners, it also 
probably sounds like something that 
would not be even remotely feasible 
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because employees seldom have the 
cash fimds needed to buy the business. 
But all buyout transactions, whether 
structured as a strategic buyout, a 
management buyout or an employee 
buyout, are primarily financed with 
bank debt rather than with cash fimds. 
The only real difference between a 

management buyout and an 
ESOP buyout is that with a man­
agement buyout, the equity will 
be owned by the key managers· .. -
and by an outside management 
buyout firm, whereas in an ESOP 
buyout, the equity will be owned 
by all employees (including key 
employees), and an outside man­
agement buyout firm will not be 
involved. 

In the case of an ESOP buy­
out, the key managers will typi­
cally own from 15 percent to 25 
percent of the equity outside of 
the ESOP through a manage­
ment stock bonus plan. They will 
also own a portion of the stock 
that is acquired by the ESOP. 
For example, if the payroll of 
the key managers is 40 percent 
of the total paYJ:oll, the key man­
agers will own 40 percent of the 
stock held by the ESOP. Thus, 
if the ESOP owns 80 percent of 
the outstanding stock, the key 
managers will own 32 percent 
of the total outstanding stock 
through the .ESOP. 

If key managers also own 20 
percent outside of the ESOP, they will 
own 52 percent of the total outstand­
ing stock. In the case of a management 
buyout, the key managers typically 
wind up owning only 20 percent of 
the equity, with the balance being 
owned by a management buyout firm 
or other outside investor. Thus, in the 
typical case the key management 
will wind up owning close to three 
times as much of the total equity in 
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an ESOP buyout as they would own 
in a management buyout. 

In addition to offering a much 
greater equity stake for the key man­
agers, an ESOP buyout offers you a 
number of financial and tax advan­
tages not available in a management 
buyout. For example, the terms and 
conditions that can be achieved with 
an ESOP buyout are infinitely more 
flexible than the terms and condi­
tions garnered under a management 
buyout. Under a management buyout, 
you either sell the entire business or 
you do not sell the entire business. 
With an ESOP, you can elect to sell 
the entire business now, or you sell 
it piecemeal over a period of years. 
The sale can be structured as an all 
cash sale, or it can be structured as 
an installment sale. 

Further, in an ESOP sale, you can 
elect to keep control for as long as you 
wish, even if you have sold a majority 
interest to the ESOP. If you sell only 
a minority interest for starters, you 
can sell further blocks of stock down 
the road as and when you see fit, and 
you still have the option to sell the 
balance of your stock to a third party 
buyer rather than continuing to sell 
to the ESOP. 

In addition to the advantage of 
total flexibility, selling part or all of 
your stock to an ESOP has phenom­
enal tax advantages not available in 
a management buyout. 

In the case of a management buy­
out, the principal portion of any debt 
incurred to finance the management 
buyout must be repaid with after­
tax dollars. In the case of an ESOP, 
the debt principal incurred to pur­
chase the stock is repaid with tax­
deductible dollars. 

Plus, in the case of regular C cor­
porations, the Internal Revenue Code 
provides a special tax incentive to sell 
part or all ofyonr steck te an ESOP. Un­
der this provision, if an ESOP acquires 
30 percent or more of the outstanding 
stock, you are permitted te defer the 
capital gains tax indefinitely, provided 
that you reinvest the proceeds in other 
stocks or bonds of either public or 
private companies within 12 months 
of the date of sale. 

As long as yon do not dispose of 
these ((replacement securities," the 
capital gains tax on the sale will be 
deferred indefinitely. If you retain the 
replacement securities until death, 
these securities will then receive a 
step up in basis, and the capital gains 
tax will be avoided entirely. 

ADVANTAGES OF AN ESOP BUYOUT . 

In the case of S corporations, the tex 
incentives are even greater, although 
they benefit the future shareholders 
of the company more than the cur­
rent shareholders. In the case of an 
S corporation, the tax defenal on the 
capital gains tax is not available te the 
selling shareholders. Theymust pay the 
regular capital gains tax on any sale 
of stock te the ESOP. Offsetting this 
fact, howevm; is the fact that all of the 
earnings of an S corporation are taxed 
at the shareholder level rather than at 
the corporate level. Because an ESOP 
is a tax-exempt entity, this means that 
te the extenfthe ESOP owns steck of 
an S corporation, the earnings of an S 
corporation will be tax exempt. 

In the ideal case, where the ESOP 
owns 100 percent of the stock of an 
S corporation, the earnings of the 
S corporation will be literally tax 
exempt. These tax~exempt earnings 
can then be retained in the company 
and used to finance growth and ex­
pansion' or they can be used to make 
acquisitions. As a result, S corpora­
tions that arc 100-percent owned by 
an ESOP have the potential to grow 
at a much faster rate than comparable 
C corporations. 

But the tex advantages that ESOPs 
offer are often only the tip of the ice­
berg. In many ESOP companies, the 
advantages of increased employee 
productivity and reduced employee 
absenteeism and turnover far out­
weigh any tax advantages that might 
otherwise accrue to the owners or to 
the company. This isn't surprising 
when one considers that in the typi­
cal company a 1 percent or 2 percent 
increase in employee productivity 
can increase profitability by 25 per­
cent to 50 percent. Any increase in a 
company's profitability will, in turn, 
increase the value of the company 
by a factor of five to seven times the 
amount of the increased profitability. 
The increased productivity that comes 
from employee ownership can benefit 
the seller even more than the tax 
incentives benefit the seller. 

Of course, stock ownership alone 
will not automatically increase em­
ployee productivity. It also takes a 
lot of employee communications and 
sometimes a change in the corporate 
culture to get the maximum benefit 
from employee ownership. Even so, it 
is quite clear that the reward is more 
than worth the effort. 0 
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