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ee When family business owners are evaluating non-family
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5\0‘;\" QWO ownership succession options, often their advisers may suggest
Ow‘(\eﬁ' two primary options; selling the business to a “strategic buyer” or

a “financial buyer.” However, this week’s edition presents an
alternative option - selling the business to the employees, a
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Dwnershuci‘.l Atematives. “friendly buyer] through an ESOP. Thank you to this week’s
R contributor, Dan Bayston, for sharing his analysis of ESOPs and the
role they can play in a non-family ownership succession plan.



Ownership succession in a family business is one of the most difficult challenges facing owners of
family enterprises and often leads to conflict, frustration, and ultimately fractured family relationships.
Family stakeholders have often spent their entire professional lives building, nurturing, and
cultivating a business organization that embodies their family’s values and vision. The growth of the
business has been built through hard work, sacrifice, and the contributions of family members and
non-family employees alike.

When next generation family members are prepared to take over senior managerial responsibilities
and ownership oversight of the business, conflict tends to focus around timing and individual
personalities and capabilities. However, when next generation family members are unprepared or
unwilling to take on these senior executive responsibilities and/or the personal and financial risks
associated with a higher equity ownership stake in the business, a different set of conflict issues arise
as family members evaluate the potential alternatives of transitioning the ownership of the business
to non-family owners.

Too often in this analysis, family business owners and their advisers focus only on ownership
transition alternatives involving either: (1) an industry partner, sometimes a competitor, vendor or
supplier - a “strategic buyer” or (2) an experienced financial investor, like a dedicated investment
fund, that has an investment focus in certain industries or specific transaction structures - a “financial
buyer” Unfortunately, while the financial objectives of the selling family shareholders may be
achieved through working with a strategic or financial buyer, too often the cultural values and
business vision established and nurtured by the family are often lost as a result of the ownership
transition.

"HOWEVER, WHEN NEXT GENERATION FAMILY
MEMBERS ARE UNPREPARED OR UNWILLING TO TAKE
ON THESE SENIOR EXECUTIVE RESPONSIBILITIES
AND/OR THE PERSONAL AND FINANCIAL RISKS
ASSOCIATED WITH A HIGHER EQUITY OWNERSHIP
STAKE IN THE BUSINESS, A DIFFERENT SET OF
CONFLICT ISSUES ARISE AS FAMILY MEMBERS
EVALUATE THE POTENTIAL ALTERNATIVES OF
TRANSITIONING THE OWNERSHIP OF THE BUSINESS TO
NON-FAMILY OWNERS”



Introduced by Tagiuri and Davis in 1992, the three-circle model of family businesses (ownership,

family, and business) is one of the most common frameworks for understanding family enterprises. In

evaluating potential non-family ownership transition alternatives, a fourth group should also be

considered - the employees. Selling a family business to a qualified retirement trust established for

the benefit of the employees through an employee stock ownership plan (ESOP) is an often

overlooked and sometimes controversial topic among financial advisers, family business consultants,

and lawyers.
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Using an ESOP
for
Shareholder
Liquidity: The
Lawrence
Welk

Experience

by Martin Staubus
FF1 Practitioner

ESOPs can also be
utilized by by family
companies to provide
shareholder liquidity.
This edition of FFI
Practitioner provides a
case study about how
the famous television
band leader, Lawrence
Welk used an ESOP to
his advantage.

READ MORE

ESOPs were initially established as a viable business ownership
success option for closely-held companies in the 1970'.
According to the National Center for Employee Ownership (NCEO)
there exist approximately 7,000 ESOP-owned companies in the
U.S. covering over 14 million employee participants. These ESOP-
owned companies are involved in a wide variety of industries
including manufacturing, services, finance, and construction.

An ESOP is a “friendly” buyer which pays a fair market multiple for
the family business that is similar to multiples paid for other
similar companies in the market. Importantly, a transaction with
an ESOP buyer avoids the disclosure of confidential financial and
operating information to unaffiliated third party strategic or
financial potential buyers. In addition, most ESOP transactions
allow (and often encourage) a continuation of the existing
management leadership to operate the business. Family members
who were involved in the management of the company often
continue in their current positions. An ESOP transaction also
provides stability to the work force and avoids the disruptive and
unpredictable actions common with other third-party buyers. In
addition, ESOP transactions can be structured to provide
substantial tax benefits to selling shareholders and to the
company.

ESOPs can be established to purchase a minority interest stake in
the business. The selling shareholders are able to diversify their
equity holdings and still maintain a meaningful ownership stake
in the family enterprise. Strategic and financial buyers do not
typically purchase minority equity positions in privately-held
businesses. In addition, an ESOP is a long-term investor unlike the
short-term perspective (three to five years) of many financial
investors. The fact that ESOP shares are held in a qualified
retirement account trust and that those shares are voted by the
ESOP trustee (not necessarily the ESOP participants) provides
comfort on control issues to many companies and managements
considering an ESOP transaction.



ESOPs can also be structured to purchase 100% of a business, either at one time or in a series of
stages. This is typically funded through the use of senior debt and seller notes. Importantly, the
selling shareholders of C-Corporation stock to an ESOP can defer recognizing a capital gain on the
transaction provided that the ESOP holds at least 30% of the stock immediately after the sale and the
proceeds are reinvested in U.S. stocks or bonds. If these stock and bond investments are held through
the selling shareholder’s lifetime, they are passed on to the shareholder’s heirs and the tax basis is
automatically stepped up, so that no capital gain is ever paid on the gain on the sale to the ESOP.

From a corporate perspective, the new ESOP company can deduct from taxable income the
contributions required to service the debt (both interest and principal) needed to fund the transaction.
This improves the company’s cash flow compared to conventional financing. For S-Corporations that
are 100% owned by an ESOP, no federal income taxes are imposed on the company’s income, because
ESOP retirement trusts are considered nontaxable entities for federal tax purposes.

From an employee perspective, the shares in an ESOP are held in a tax-exempt trust retirement
account for the benefit of the employees. A participant’s account balance is paid out upon retirement,
death, disability, or separation from service. In the interim, an employee receives an account statement
at least annually that shows the number of shares allocated to their account, the value of the shares
(as determined by the plan trustee, based on a valuation by a third-party appraiser), and their vested
account balance - similar to a 401(k) account statement. There is no legal obligation for the company
to share any financial information to the ESOP participants. However, most successful ESOP-owned
companies share at least certain abbreviated financial and operational information to better educate
the employees on factors that impact the value of the business.

While the objectives of selling family shareholders vary, a great benefit of an ESOP transaction
structure is the flexibility in its design, magnitude, and timing. In June 2018, Barnes, Inc., a 175
employee lawn care and snow removal business, was sold by its founders to an ESOP. Co-founder



Mark Barnes discussed his decision and commented, as cited by the NCEQ, "I didn’t want the legacy to
be that we walked off into the sunset with a bunch of money. | realized the sale to a third party was
going to mean that a Lot of these people were going to lose their jobs.... It was likely their positions
would be implicated by a parent company that would have bought us out. My wife and | realized that's
not what we wanted”

"A PROPERLY STRUCTURED ESOP TRANSACTION
INVOLVING THE SALE OF STOCK TO A QUALIFIED
RETIREMENT TRUST FOR THE BENEFIT OF THE
COMPANY’S EMPLOYEES MAY, IN FACT, ACHIEVE MORE
OF THE FINANCIAL, TAX AND ESTATE PLANNING,
ORGANIZATIONAL, CULTURAL, AND LEGACY OBJECTIVES
OF SELLING FAMILY SHAREHOLDERS”

Similarly, when Regent Surgical HealthCare, an owner and operator of 23 ambulatory surgery centers,
was assessing its ownership transition options in 2017, co-founder and Chairman Tom Mallon
commented: “Regent considered various strategic financial alternatives as we evaluated the proper
ownership transition of the business including the sale of the company to a strategic or financial
buyer. We ultimately chose to sell the business to the employees - our partners - so they can directly
participate as owners in the future financial benefits of executing our successful business model”

For family firms faced with the decision to potentially discontinue or contract family ownership of the
business, shareholders and their advisers would be well advised to expand their nonfamily ownership
transition discussions beyond traditional strategic and financial buyers. A properly structured ESOP
transaction involving the sale of stock to a qualified retirement trust for the benefit of the company’s
employees may, in fact, achieve more of the financial, tax and estate planning, organizational, cultural,
and legacy objectives of selling family shareholders. Expanding traditional thinking through the
three-circle model of family businesses to include the employees provides another viable and
attractive alternative for sellers of family businesses.
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If you enjoyed this article, view the related articles that discuss how for families in business, nothing
is more challenging than succession and having the dilemma of being confronted with the need to go
outside the family company for new leadership.

“Seats, Sources, and Fish Ponds” by Bruce Walton

“Managing Family Business Succession: A six step
process” by Thomas Zellweger
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