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Session 5 
REPURCHASE LIABILITY 

2 

ALL STOCK REPRESENTS A CALL ON CAPITAL 

  ESOP repurchases are more normalized 

  ESOP repurchases can be made with pre-tax 

dollars 

Repurchase Liability 
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  Funding policy – required by ERISA 

  Fiduciary requirements 

  Frequency 

  Impact on valuation 

  Lender requirements 

Repurchase Liability Study 
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  Amount of contribution 

  Growth in stock value 

  Employee turnover rate 

  Death & disability rates 

  Actual age employees retire 

  Percentage of employees who elect diversification 

  Growth or decline in number of eligible employees  

  Increases in wage rates 

Variables that Affect Repurchase 
Liability 
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  Vesting schedule 

  Terms of ESOP loans 

  ESOP loan prepayments 

  Timing of distributions 

  Form of distributions – lump sum or installments 

  Timing of forfeitures 

  Stock repurchased by ESOP vs. repurchased by company 

Variables that Affect Repurchase 
Liability 
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Funding Method #1: Pay as You Go 

  Keep funds invested in company 

 

  Avoid compounding the problem 

 

  Recycle rate of stock repurchases 
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Total Market Value 5,000,000 5,000,000 5,000,000 5,000,000 5,000,000 5,000,000 

Pretax Earnings 1,000,000 1,000,000 1,000,000 1,000,000 1,000,000 1,000,000 

Compensation 2,000,000 2,000,000 2,000,000 2,000,000 2,000,000 2,000,000 

% ESOP Owns 30% 30% 30% 100% 100% 100% 

Years to Cycle 20 15 10 20 15 10 

% of Equity 1.5% 2.0% 3.0% 5.0% 6.7% 10.0% 

% of Comp 3.8% 5.0% 7.5% 12.5% 16.7% 25.0% 

% of Earnings 7.5% 10.0% 15.0% 25.0% 33.3% 50.0% 

Average Annual Rate of Repurchases: 

Example: The Normal Rate 
of ESOP Repurchases 
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  Creates a “buffer fund” 

  Avoids compounding the problem 

  Becomes asset on the company’s balance sheet 

  No tax deduction 

  Earnings are taxable 

Funding Method #2: 
Establish Investment Reserve in the Company 
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  Creates a buffer fund 

  Compounds the problem 

  Additional contributions are tax-deductible 

  Earnings are tax exempt 

Funding Method #3:  
Establish Investment Reserve in the ESOP 
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  Cash value can be borrowed from policy 

  Additional cost for death benefit 

  Earnings are tax-exempt 

  Premiums are non-deductible 

  Cash value is an asset on company’s balance sheet 

  Death proceeds are received tax free 

Funding Method #4:  
Corporate–Owned Life Insurance 
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Session 6 
Administration / Recordkeeping 

Basics 
 

A Five Step Process 
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  Plan specifications 
–  Review plan document for eligibility requirements 
–  Review plan document for participation requirements 
–  Review plan document for definition of covered and total 

compensation 
  Census data 

–  Compile list of new eligibles 
–  Gather covered/total compensation amounts for old and 

new eligibles 
–  Provide termination dates and type of termination 
–  Census data should be provided on disk 
–  Census data must be verified by client  

Administration Procedures 
Step #1 – Plan Review/Census Review 



7 © Menke & Associates, Inc. 2010 

 

13 

14 



8 © Menke & Associates, Inc. 2010 

 

15 

16 



9 © Menke & Associates, Inc. 2010 

 

17 

18 



10 © Menke & Associates, Inc. 2010 

 

19 

20 



11 © Menke & Associates, Inc. 2010 

 

21 

22 



12 © Menke & Associates, Inc. 2010 

 

23 

24 

Administration Procedures 
Step #2 – Collection of Information 

  Review and sign Notice To Board of Directors 
  Complete Summary Employee Census Form 
  Complete Annual Administration Required Information 
  Provide required data for Section 415 testing 
  Complete Trustee’s Statement (Asset Statement) 
  Complete Income and Expense Statement (Balance Sheet) 
  Complete Schedule of Assets, Purchases and Sales 
  Answer Plan Transactions Sheet 
  Complete Company Stock Purchase Sheets 
  Complete Plan Distribution Summary 
  Complete Key Employee Data 
  Plan Asset Reconciliation must be approved by client 



13 © Menke & Associates, Inc. 2010 

 

25 

26 



14 © Menke & Associates, Inc. 2010 

 

27 

28 



15 © Menke & Associates, Inc. 2010 

 

29 

30 



16 © Menke & Associates, Inc. 2010 

 

31 

32 



17 © Menke & Associates, Inc. 2010 

 

33 

34 



18 © Menke & Associates, Inc. 2010 

 

35 

36 



19 © Menke & Associates, Inc. 2010 

 

37 

38 



20 © Menke & Associates, Inc. 2010 

 

39 

40 



21 © Menke & Associates, Inc. 2010 

 

41 

42 



22 © Menke & Associates, Inc. 2010 

 

43 

44 



23 © Menke & Associates, Inc. 2010 

 

45 

46 

 Allocation of contribution, forfeitures, 
dividends and investment gain or loss 

 Allocation of distributions and 
repurchases 

 Allocation report approval form must be 
signed by client 

Administration Procedures 
 Step #3 – Preparation of Allocation Report 
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Administration Procedures 
 Step #4 – Testing for Compliance 

  HCE’s - 1/3rd test 
  Coverage requirements 
  Employees of participating employers 
  401(k) deferrals 
  404 contribution limits 
  415 allocation limits 
  1042 allocation limits 
  General rule vs. special rule 
  Top heavy 
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Administration Procedures 
 Step #5 – Delivery of Year End Reports 

  Preparation of Annual Report Form 5500 and 

Applicable Schedules 

  Independent CPA audit required if more than 

100 participants 

  Preparation of benefit statements and SAR 

  Preparation of distribution worksheets 

68 

  S Corp. prohibited allocations 
  §1042 prohibited allocations 
  Coverage - control group test 
  Combined plan limits 
  Tracking different classes of stock 
  Allocation of dividends 

–  C Corp. 
–  S Corp. 

  Allocation of forfeitures 
–  C Corp. 
–  S Corp. 

Administration Pitfalls 
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  Retain as a separate account in the plan 

  Forfeit and reallocate 
–  Reinstate if participant returns 

  Hire investigator if large amount 

  Involuntary cash–out and mandatory rollover to employer 
sponsored IRA 

Adopt Missing Participant Policy 
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  Letter to Social Security Administration 
  $25 fee / letter 
  Separate unsealed letter to participant / beneficiary 
  Send with cover letter to: 

 
 
 
 
 

  Or call local Social Security Administration 
(1-800-772-1213) 

Department of Health & Human Services 
Social Security Administration 

Office of Central  Records Operations 
300 North Green Street 
Baltimore, MD  21201 

Lost Participants/Lost Beneficiaries 
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  Letter to IRS 

  If fewer than 50 participants–free 
–  Write request to key district directors at nearest IRS 

district Office. 
  If more than 49 participants - $1750 fee, plus 1 cent per 

address search and 50 cents per letter forwarded 
  Address: 

Internal Revenue Service 
1111 Constitution Ave. N.W. 

Room 1603 
Washington, D.C.  20204 

Attn: Director, Office of Disclosures 
CP:EX:D 

 

Lost Participants/Lost Beneficiaries 
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Session 7 
Special Problem Areas of 

Administration 
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  Facts: Company A makes a contribution of $300,000 to 
it’s ESOP prior to the end of calendar year 2010. Later 
it discovers that the maximum deductible contribution 
for 2010 was only $200,000. 

  Issue: Can the company declare a retroactive deductible 
dividend for the $100,000 difference? 
In the alternative can the company carry forward the 
non–deductible amount and deduct it in 2011? 

  Addition Issue: What if the $300,000 contribution was 
made after the end of 2010? 

Contribution in Excess 
of Deduction Limits–Case #1 
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  Reallocate 
  Apply for IRS correction procedures (EPCRS) 

–  Not available for 
• Violations of exclusive benefit rule 
• Egregious violations 
• Plans under examination 
• Prohibited transactions 

Contributions in Excess  
of §415 Limits 
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  Possible Violation of exclusive benefit rule 

–  Exceptions 

• Hardship 

• Increase in total benefits 

Refinancing of an ESOP Loan 
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 Rerun allocation 

 Makeup contribution 

Excluded Participants 
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  Participant’s Statements  
    -Prior to PPA 2006-Requirement was to provide 

benefit statements upon request 
    -Current requirement is benefit statements must 

be provided on at least an annual basis.    
    -Statements must be received by participants by 

filing of tax form 5500 including extensions 
    -Company could be liable for a civil penalty of 

$110 per participant per day. 

Participant’s Statements 

78 

Company Name 
PAT DOE

COMPANY STOCK ACCOUNT SHARES PRICE VALUE
    Last Year's Balance 1,000.000 13.50  $   13,500.00  $       
    This Year's Contribution 1,153.846 15.00  $   17,307.00  $       
    Share of Forfeitures 0.000 15.00  $   0.00  $                 
    Transfers To/From OIA 42.799 577.78  $             
    Unrealized Gain/(Loss) 1,564.90  $          
    Distributions/Transfers 0.00  $                 
    BALANCE AS OF 12/31/08 2,196.645 15.00  $   32,949.68  $       

OTHER INVESTMENTS ACCOUNT VALUE
    Last Year's Balance 1,000.00  $          
    This Year's Contribution 384.62  $             
    Share of Forfeitures 0.00  $                 
    Transfers To/From CSA (577.78)   $           
    Investment Gain/(Loss) 27.03  $               
    Distributions/Transfers 0.00  $                 
    BALANCE AS OF 12/31/08 833.87  $             

Your account(s) have been credited as follows for the period ended December 31, 2008:
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Session 8 
GAAP Accounting Treatment 
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  The contribution is an expense on the income 
statement and a “pension, profit sharing plan” 
deduction on the corporate tax return 

  The contribution/compensation expense is 
computed differently for book/GAAP purposes 
than for tax deduction purposes 

  “Fair value” of the shares 

Accounting Standards Codification 718-40 
(formerly AICPA statement of position 93-6) 
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  Loans from the company: “back-to-back” loans 
and “mirror” loans 

  For accounting purposes, there are two loans: 
bank-to-company and company-to-ESOP 

  Only the payments on the company-to-ESOP loan 
are relevant for ESOP administration purposes 

Accounting for Leveraged ESOPs: 
Internally Leveraged 
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Accounting for Leveraged ESOPs: 
Internally Leveraged 

Seller 

ESOP 

$1,000,000 $1,000,000 Company 
Stock 

Bank 

Company $1,000,000 



42 © Menke & Associates, Inc. 2010 

 

83 

ESOP 

ESOP Company 

Company 

$110,000 

$10,000 

$10,000 

$110,000 

  Interest is a wash: not recorded for GAAP 

Contribution/Dividend 

Loan Payment 

Expense 

Income 

Accounting for Leveraged ESOPs: 
Internally Leveraged 

  Contributions and dividends are a non-cash 
expense: No journal entries on cash account. 
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Company 

Contribution 

Loan Payment 

ESOP 
(Allocated shares) 

Example: 
10,000 shares released  
$10 per share cost basis 
$10.75 per share “Fair Value” 

ESOP 
(Unallocated shares) 

$130,000 

$130,000 

Accounting for Leveraged 
ESOPs: Internally Leveraged 
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1.  Tax Deduction = $130,000 
2.  Journal entry for Book/GAAP purposes: 

Example (continued) 

Accounting for Leveraged 
ESOPs: Internally Leveraged 

DR: Compensation Expense                             
(10,000 shares x $ 10.75 per share)                 $107,500 
 

 CR: Paid in Capital (plug)                    $7,500 
 

 CR: ESOP contra Equity Account 
 ( 10,000 X $10 per share)                          $100,000 
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2.  Direct loan from bank 

1.  Seller promissory notes 

ESOP 
Shares 

Note 

Seller 

Seller 
Shares 

Cash 
$1,000,000 

ESOP 
$1,000,000 

Accounting for Leveraged 
ESOPs: Externally Leveraged 

Bank 
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Cash 
$96,342 Company 

Lender: 
Seller or 

Bank 

Cash 
$96,342 ESOP 

Accounting for Leveraged 
ESOPs: Externally Leveraged 

1.  Tax deduction = $96,342 
2.  Journal entry for BOOK/GAAP (2 sets of entries) 
DR: Interest expense          $37,500 
DR: Liability (principal)      $58,842 

 CR: Cash       $96,342 

DR: Compensation Expense (6,666.6 shares x $10.75)  $71,666 

 CR: Paid in Capital (difference)     $5,000 

 CR: ESOP contra equity (666.6 x $10)    $66,666 
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GAAP Accounting for Dividends 

Example: 
$100,000 Dividend 
10,000 shares released 
20% of ESOP shares are already allocated  
$10 per share cost basis 
$10.75 per share “Fair Value” 

Company	  

Dividend	  

Loan	  Payment	  

$80,000	  

$80,000	  

ESOP	  
(Unallocated	  shares)	  

ESOP	  
(Allocated	  shares)	  

Dividend	  $20,000	  

Loan	  Payment	  
$20,000	  
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GAAP Accounting for Dividends 
1.  Dividend	  on	  unallocated	  shares	  
DR:	  Compensa8on	  Expense	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
(8,000	  shares	  x	  $	  10.75	  per	  share)	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	   	  $86,000	  
	  

	  CR:	  Paid	  in	  Capital	  (the	  difference)	  	  	  	  	  	  	  	  	  	  	  	   	   	  $6,000	  
	  

	  CR:	  ESOP	  contra	  Equity	  Account	  
	  (	  8,000	  X	  $10	  per	  share)	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	   	  $80,000	  

2.  Dividend	  on	  allocated	  shares	  
DR:	  Retained	  Earnings	  
(2,000	  shares	  x	  $	  10.75	  per	  share)	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	   	  $21,500	  
	  

	  CR:	  Paid	  in	  Capital	  (the	  difference)	  	  	  	  	  	  	  	  	  	  	  	   	   	  $1,500	  
	  

	  CR:	  ESOP	  contra	  Equity	  Account	  
	  (	  2,000	  X	  $10	  per	  share)	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	   	   	  $20,000	  


