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RETIRING MINDS

In today’s tough market, selling stock to employees
may be the smartest path to an exit strategy

GERRY HARKINS AND Brack Maggard grew
up together in Perry, Ga., attending the
sane elenmentan school, high school, and
church. [n 1980, they went into business
together, and now own Southern Pan Ser-
vices Co., a concrete-fornnvork construe-
tion company. Now, thev're both 56 and
thinking about reliring. “We'd like lo be
able to step away from the business in five
vears or 50,7 savs Harking,

There’s just enc problem: cashing out.
Given the stock-markel slump. nol to
mention the nature of their copany, an
initial public offering is hardbvan option.
Potential buyers arc scarce. And besides,
the pair is hardly willing to selt the busi-
ness they've spent vears building to just
anvone—even it such a deal could be
financed, an uncertain proposition in
todav’s tough market.

Tlhousands of business-owmng baby
boomers likelvwill find themselves inthe
same spol over the next decade or so.
Many endreprenenrs have as nuel as Q0%
of their net worth tied up in their conipa-
nies. The trick is turning that stock into
cash on which to relire. Enter the LSOP.
or Emplovee Stock Owunership Plan,
Interest in ESOPs has been exploding
aver lhe past few vears, and it's easv to sce
why. The plans allow owners to sell their

companies directly to their emplovees, in
transactions financed by the compam
itself. What's more, sellers can defer cap-
ital guins tax on the proceeds of that sale
ifthey relnvest it in certain kinds of asscts.
“Thisisa very appealing exit strategy,” says
Steven Fischer, a lawyer and partner in
Shared Equity Strategies Inc., a Philadel-
phia consulting firm.

Appealing, perhaps, but ESOPs also
are expensive to set up and can he quite
tricky to operale. Not enlyv will vou need
to conduct an independent valualion of
vour company, vou'll also need to hire a
lawver specializing in pensions and trusts
and a third-partv administrator to oversee
the program. Those costs can add up fast,
oftenn to tens of thousands of dollars.
Indeed. in order for an ESOP e work, a
business needs Lo be profitable, with at
least S2 million 1in total valnation, and
should be relativels insulated fronn hoow-
and-bust eveies. The tenms of such pro-
grams vary widely but, in general, here's
how thev work:

Sav an entreprencur decides to sell
40% of his company, valued at 510 mil-
lion, to lits cuplevees. To transfer own-
ership, the company creates an FSOP—
a kind of trust account—and takes out a
loan from its hank for S+ million, 40% of
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the firm's value. The company thenloans
the S+ million to the ESOP, which uses
the funds to purcliase the owner’s stake,
Then, the company repays the loan by
waking annual pavments through the
ESOP, treating the pavments as they
would anv other  emplovee-benefil
expense. After cach pavinent, a propor-
tiorate number of shares are transferred
into individual emplovee ESQOP aceounts.
Finallv. after five vears, when the S+ mil-
lion loan is repaid, the cnplovees will
own 0% of the company threugh the
FSOP. Fmplovees vest in the program
overtime, justas ina 401k, and canonly
cash out when thev retire, are laid off,
resign, or are fired.

Iere’s the best part, at least for own-
ers: As long as the S+ million iy remvest-
cd inwhat’s called " qualified replacement
property” —stock in ULS. companies or




honds, bul not passive imveshnents like
niutual funds —an owner can defer paving
what might otherwise be a hefty capital
gaius Lax liabilite. To get that benefit, an
owner must sell at Teast 30% of the com-
pany. But he cansell as much as 100% in
asingle transaction - or, most commonly,
aseries of deals spread out over a decade
ot so, during which time the owner grad-
ually transfers ownership and dav-to-dav
manageimenl of the business.

Southern Pan's owners, Hurkins and
Maggard, first heard about ESOPs at a
1997 seminar sponsored by their bank.
When negoliations with a potential buy-
er fell througli in 2001, thev decided to
pursuc the stock-owncrship plan nistead.
“It seemed like the best strategy, even if
it wasn't an instanl selalion as the sale
wotild have been,” savs Harking, w hose
company has 800 emplovees and ammal
revenue of more than S50 million.

Their ESOP costabout 3150000 to set
up and will cost about 520,000 a4 vear to
manage. The bwo partners opted to sell 4%
ol their holdings to emplovees, and togeth-
er, will walk away wilh roughlv 510 mil-
lion for that stake.
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With an ESOP
owners get an
added bonus:
They can defer

paying what

might otherwise
be a hefty capital
gains tax liability:

LESOPs work bestwhen there is a good
relationship and good communication
with eiplovees. Workers have every right
to be leery of being handed stock in their
company, cspecially if it replaces other
benefits, savs Jared Kaplan, an attorney
with the Clileago office of MeDermott,
Will & Fmens 1 encourage clients to
keep paving 401(k) plans, ot even provide
for an overall higher level of benefits to
compensate for the greater level of risk the
employees are taking,” Kaplan says. “IUs
important to connmumnicate what they
arc getting —stock in their companyworth

a certain sum—and what theyre not
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getting.” The latter typically mcludes a
voice inmanagement or scats on the board
and voting rights; instead, the ¥50P7
shares generally are voted by the inde-
pendent trustee who administers the plan.

Still, when an ESOP works it can be
a boon, savs Virginia Gaeblein, comp-
troller c’Jlelumpson,\"Cnhllett, Staiback
& Associates, Inc., an architecture and
inlerior design finn in Allanta, "The com-
pany setupan ESOP inthe lale 1970sand
is now L00% owned by its 200 emplovees,
who have seen the value of their shares
climb from 5314910 1983 to ncarle $200.
Under the plan, when emplovees retire
or dic, the KESOP is obliged ta buy back
their stock at the eurrent value.

Business owners who embark on this
process need to realize that it will culmi-
nate—sooncr or later—in their retire-
ment. [arkins and Maggard alrcady are
preparing for this and have handpicked
ateam of promising managers. “You can't
scll a majority of the busiuess and retain
control,” Harkins savs. “You have to trans-
fer the control —and the Tiability, Sctting
up the ESOP 15 just the start of a long-

tern plan.” Suzanne McGee
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