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Client Alert

Changes in S Corporation ESOP Regulations

On July 21, 2003, the IRS published
temporary and proposed regulations un-
der Internal Revenue Code Section
409(p) intended to eliminate certain
kinds of abusive arrangementsinvolving
ESOP-owned S corporations. The new
regulations treat nonqualified deferred
compensation plans, and the right to ac-

quire interests in certain entities owned
by an S corporation, as “ synthetic eq-
uity” in the S corporation for testing pur-

poses.

Summary of Code Section 409 (p)

Code Section 409 (p)
creates a complex set of
tests that ESOP-owned S
corporations must pass un-
der penalty of a draconian
50% excise tax. The pur-
pose of the Section 409(p)
rules is to ensure that ESOP
owned S corporations pro-
vide broad-based coverage
and benefits to their employ-
€es.

The 50% excise tax isim-
posed on ESOP-owned S
corporations in the first
“nonallocation year,” which
is defined as any year in
which more than 50% of the
corporation is owned

(or deemed to be owned) by
“disqualified persons.”

The excise tax is aso trig-
gered if plan assets are alo-
cated to disqualified per-
sons, or if adisqualified per-
son owns any synthetic eg-
uity in a non-allocation year.
A disqualified person is
someone whose “ deemed-
owned” ESOP shares are
10% or more of the tota
number of deemed-owned
ESOP shares, or someone
who, together with his or her
family, has deemed-owned
ESOP shares equal to 20%
or more of the total number.

The new regulations expand the
reach of Section 409(p) of the Inter-
nal Revenue Code beyond the lan-
guage of the statute and its legida
tive history, neither of which sup-
ports the trestment of traditional cash
deferred compensation plans as syn-
thetic equity.

Deemed-owned shares for
any person include allocated
shares of company stock
held by the ESOP, a pro rata
share of unallocated com-
pany stock held by the
ESOP, and any “synthetic
equity” owned by the per-
son. Synthetic equity is de-
fined in the Code as an op-
tion, warrant, or similar in-
terest or right to acquire
stock of the S corporation in
the future, and includes
phantom stock, stock appre-
ciation and other similar
rights.



Ssummary of the New Regulations

The new regulations
providethat deferred compen-
sation must be counted as syn-
thetic equity, even if the com-
pensation isfor afixed dollar
amount completely unrelated to
the company’ s stock value. To
determine the number of shares

tax purposes. The regulations
define as synthetic equity the
right to acquire an equity inter-
est in any such related entity, if
theinterest in the entity isthe
only significant asset of the S
corporation, and the S corpora-
tionisitsonly significant

by aperson other than the
ESOP, the S corporation or a
related entity, at all timeswhen
suchrights are effective. The
regulation protects bonafide
sharehol der buy-sell agree-
ments and rights of first refusal
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of synthetic equity represented owner. In addition, an option ; :
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compensation, the present Scorporation or arelated entity
vaue of the deferred compen- istreated as synthetic equity if The new temporary
. sation must be calculated and itispart of astructurethat pro-  a@nd proposed regulations apply
Regulations are then divided by thefair market ~ videsrightstotheholder com- ~ toplanyearsbeginning onor

effective now for
ESOPs established

after

March 14, 2001!

value of ashare of Scorpora-
tion stock. Theright to receive
as deferred compensation prop-
erty other than cash, or atrans-
fer of restricted property which
isnot substantially vested un-
der Code Section 83, isalso
treated as synthetic equity.

Some S corporations
own interestsin entities (such
as certain trusts, partnerships
qualified subchapter S subsidi-
ariesor limited liability compa-

parable to the rights provided
by other arrangements classi-
fied as synthetic equity, and the
purpose of the structureisto
avoid or evade Section 409(p).

Thereis some good
news in the regulations for
ESOP-owned S corporations.
The regulations confirm that
synthetic equity doesnot in-
clude the right to acquire shares
inan S corporation that are
issued and outstanding and held

after January 1, 2005 for
ESOPs established by March
14, 2001, and to plan years
ending after October 20, 2003
for dl other ESOPs. Thetem-
porary and proposed regula-
tions permit S corporationsto
avoid having nonqualified de-
ferred compensation treated as
synthetic equity if the deferred
compensation is distributed by
July 21, 2004. Additional regu-
lations on Section 409(p) issues
are expected in the future.
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