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Employer Stock Ownership Plans: 
Who Benefits Most In 
Closely Held Companies? 
This report highlights problems in Employee 
Stock Ownership Plans of closely held com- 
panies which favor the company and adversely 
affect participants. These problems relate to 
the valuation, marketability, and votingof em- 
ployer stock held by the Plans. The need for 
special scrutiny of certain Plan transactions is 
also discussed. 

The Department of the Treasury was unable 
to provide data showing the total tax impact 
associated with Employee Stock Ownership 
Plans, but it conservatively estimated that the 
tax forgone during fiscal year 1979 was be- 
tween $1.5 billion and $2.3 billion. 

The Congress should amend the law, and the 
Secretaries of Labor and the Treasury should 
revise the regulations to assure that the Plans 
are established and operated primarily for the 
benefit of participants and their beneficiaries. 1 ! 111~ II ll~lll III Ml !I I 
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COMPTROLLER GENERAL OP THE UNITED sTA+ES 

WASHINOTON, D.C. 20242 

_-” * 
The Honorable Russell B. Long 
Chairman, Committee on Finance 

,Un;ted States Senate i 
-*--..-I 

Dear Mr. Chairman: 

As r-e=ested in your August 16, 1978, and July 3, 1979, 
letters, thi&Yeport discusses problems we observed with 
Employee Stock Ownership Plans and actions we believe are 
necessary to bring about improvements. 

As agreed with your office, unless you publicly announce 
its contents earlier, we plan no further distribution of the 
report until 10 days after it is issued. At that time, we 
will send copies to interested parties and make copies avail- 
able to others upon request. 

Sincerely yours, 

Comptroller General 
of the United States 





COMPTROLLER GENERAL"S EMPLOYEE STOCK OWNERSHIP PLANS: 
REPORT TO THE SENATE WHO BENEFITS MOST IN CLOSELY 
COMMITTEE ON FINANCE HELD COMPANIES? 

DIGEST ------ 

The Employee Retirement Income Security Act 
of 1974 requires that Employee Stock Owner- 
ship Plans8 as tax-qualified plans, be 
established and operated exclusively for 
the benefit of participants and their bene- 
ficiaries. (See p. 1.) 

The Department of the Treasury was unable 
ta give GAO data showing the total tax 
impact associated with the Plans, but con- 
servatively estimated that the tax for- 
gone during fiscal year 1979 was between 
$1.5 billion and $2.3 billion. (See p. 3.) 

GAO reviewed selected operational aspects 
of Employee Stock Ownership Plans at 
13 companies where the stock was closely 
held and at 3 companies where the stock 
was publicly traded. The companies, based 
in eight States, had Plan participants 
ranging from about 25 to 6,100. (See 
P* 4.1 

PROBLEMS IDENTIFIED IN 
CLOSELY--HELD COMPANIES -~--~ 

An analysis of Plan transactions showed that 
most were not being operated in the best 
interest of participants. Specifically, 
one or more of the following problems that 
could affect participants' benefits were 
present in each of the closely held company 
plans. 

--The companies sold or contributed company 
stock to its Plan at questionable prices. 
These were based on appraisal valuations 
which lacked independence and/or did not 
properly consider relevant factors, such 
as earning capacity, book value, com- 
parability with similar companies, and 
marketability. If the transactions in 
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company stock were for more than fair market 
value, they (1) were prohibited transactions 
under the act of 1974 and subject to an 
excise tax, (2) could mislead participants 
about the value of their Plan account, and 
(3) could increase the amount on which par- 
ticipants would ultimately pay income tax. 
(See pp. 8 to 14.) 

--Participants were not assured .of a market 
for company stock distributed by the 
Plan. The act requires that Plans invest 
primarily in employer securities, but reg- 
ulations do not generally require the 
employer to repurchase stock distributed 
to participants. (See pp. 22 to 24.) 

--Participants generally were not permitted 
to vote or direct the voting of company 
stock allocated to their Plan accounts. 
Rather, a Plan committee, usually ap- 
pointed by the employer, voted the Plan 
company stock without formal direction 
from the participants. (See pp. 24 
to 26.) 

EMPLOYEE STOCK OWNERSHIP PLANS 
OF PUBLICLY TRADED COMPANIES 

The problems identified with stock valua- 
tions, marketability, and voting of stock 
in closely held companies were not observed 
in the publicly traded companies. (See 
pp. 6 and 7.) 

OTHER MATTERS 
NEEDING ATTENTION 

The lack of specific valuation regulations 
contemplated by the act of 1974 and the 
failure of some appraisers to use available 
guidance have contributed to the problem of 
determining fair market values of stock not 
regularly traded in a recognized market. 
(See PP. 14 to 17.) 

ii 

,.:. 



To guard against potential abuses by parties- 
in-interest, the <lgngress intended that the 
Departments of Labor and the Treasury scru- 
tinize such transactions to make sure that 
they primarily benefit participants and 
beneficiaries. Although Labor and Treasury 
have reviewed a number of plans, their ap- 
proach for i.+.lentifying and selecting them 
was not syste:natic and the number of cases 
reviewed was limited by available resources. 
(see pp* 29 to 31.) 

IMPACT ON EMPLOYEE ----_ 
MOTIVATION AND PRODUCTIVITY 

The companies reviewed established Plans 
primarily for reasons other than to im- 
prove employee motivation and productiv- 
ity I and management had not tried to 
assess effect on its employees. (See 
pp. 37 to 39.) 

Also, employees GAO interviewed generally 
(.lid not perceive the Plans as influencing 
their work or the work of others. Further, 
available independent studies on motivation 
and productivity were inconclusive as to 
whether the Plans improved employee morale 
or increased productivity. (See pp. 39 
to 42.) 

RECOMMENDATIONS TO THE CONGRESS ~---~~--- 

In accordance with the Employee Retirement 
Income Security Act's policy of .protecting 
employees' interests and to facilitate the 
passing of capital ownership to workers 
participating in Employee Stock Ownership 
Plans, the Congress should enact legisla- 
tion to 

--provide that full and unrestricted voting 
rights be passed to Plan participants for 
all employer stock allocated to their 
accounts and 
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--require plan provisions for redeeming, at 
fair market value, all company stock dis- 
tributed by the Plan. (See p. 27.) 

RECOMMENDATIONS TO THE SECRETARIES 
3F LABOR AND THE TREASURY 

To correct the problems identified in Employee 
Stock Ownership Plans of closely held com- 
panies and to guard against potential abuses 
by parties-in-interest, the Secretaries 
should: 

--Develop and promulgate, through regulations 
and implementing procedures, more specific 
criteria and guidelines for valuing the 
stock of closely held companies and re- 
quire that such guidance be consistently 
applied. (See p. 19.) 

--Develop and implement a program for provid- 
ing special systematic scrutiny of Plan 
transactions. (See p. 32.) 

AGENCY COMMENTS 

Treasury pointed out that the problems 
described in the report are probably appli- 
cable to all defined contribution plans, 
such as stock bonus and profit sharing 
plans, that take advantage of the act's 
provisions to invest in closely held em- 
ployer securities. GAO concurs. (See 
P* 7.1 

Labor and Treasury agreed that more specific 
guidelines for valuing stock of closely held 
companies are needed but, because of the wide 
variety of valuation situations, question 
whether such guidelines can be developed. 
GAO recognizes that guidelines applicable 
to every conceivable stock valuation situa- 
tion are not practical. However, GAO sug- 
gested several areas where more specific 
guidance could be provided. (See pp. 19 
to 21.3 
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Treasury and Labor suggested r-hat further 
legislative action is necessary to require 
that employers provide a market for $tock 
distributed by an Enployee Stock Ownership 
Plan which is not regularly traded in a 
recognized market. In view of the a:;enci.es' 
position, GAO retiiyected this recommendation 
to the Conq!- ss a (See pp. 27 arid 28.) 

Labor disagreed with GAO'S recorrmendation 
on the need to implement a program to pro- 
vide special scrutiny: it believed that such 
scrutiny had been proyided within available 
resources. Treasury pointed out plans for 
expanding its efforts in this area. Although 
Labor and Treasury have examined a number 
of Employee Stock Ownership Plans since the 
act of 1974 was enacted, GAO believes that 
both agencies need to reassess their plans 
for future examinations to develop systema- 
tic programs for scrutinizing the Plans as 
the Congress intended within the constraints 
of limited rt"sources. (see pp. 32 to 36.) 
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CHAPTER 1 

INTRODUCTION 

The Chairman, Senate Committee on Finance, by letters 
dated August 16, 1978, and July 3, 1979, requested that we 
review Employee Stock Ownership Plans (ESOPs) of Federal 
contractors to determine if there are problems that require 
corrective legislation. He also asked that we attempt to 
ascertain whether ESQPs affect employee motivation or 
productivity. 

ESOPs are tax-qualified employee benefit plans designed 
to give employees the chance to acquire stock in their com- 
paw while affording employers an innovative method of cor- 
porate capital financing. The Internal Revenue Code states 
that tax-qualified SOPS are to be established and operated 
exclusively l/ for the benefit of participants and their 
beneficiaries. 

ESOP DEFINED 

Until enactment of the Employee Retirement Income 
Security Act of 1974 (ERISA), no precise statutory defini- 
tion of an ESOP existed. However, with the enactment of 
ERISA and the implementation of later Department of the 
Treasury and Department of Labor regulations, ESOPs received 
legal definition. 

ERISA defines an ESOP as a stock bonus plan or a stock 
bonus and money purchase plan that meets the qualification 
requirements of the Internal Revenue Code. ERISA also pro- 
vides that an ESOP (1) be designed to invest primarily in 
employer securities and (2) maintain individual accounts for 
each participant. Treasury and Labor implementing regula- 
tions provide that an ESOP must be formally designated as 
such in the plan document and must specifically state that 
it is designed to invest primarily in qualifying employer 
securities. 

ERISA established minimum standards and requirements 
to govern employee pension'plans and protect participants' 

&/The Internal Revenue Service (IRS) has long interpreted 
the exclusive benefit requirement as meaning primarily 
for the benefit of employees. (For example, see Revenue 
Ruling 69-494.) 



rights. However, in the acquisition, sale, or lease of 
qualifying employer securities and real property, ESOPs 
(as defined above) are not required to adhere to some of 
the ERISA safeguards imposed on some plan fiduciaries, A/ 
including: 

--The buying and holding of employer securities as the 
principal plan assets. 

--The sale, exchange, or lease of any property between 
the plan and a party-in-interest. 2/ 

--Lending of money or other extension of credit between 
the plan and a party-in-interest. 

--Furnishing of goods, services, or facilities between 
the plan and a party-in-interest. 

To receive these exemptions, the transactions must be 
for adequate consideration and no commission charged with 
respect thereto. Additionally, because of the ESOP's status 
as a tax-qualified plan under the Internal Revenue Code, an 
employer's contributions to the plan are tax deductible, and 
employee benefits generally are not taxed until they are 
received. 

L/A fiduciary is anyone who exercises discretionary authority 
and control in the management or disposition of pension plan 
assets, renders investment advice for a fee, or exercises ' 
any discretionary authority or responsibility for plan ad- 
ministration. ERISA requires a fiduciary to discharge his 
duties with respect to a plan solely in the interest of 
participants and beneficiaries and for the exclusive pur- 
pose of (1) providing benefits to participants and their 
beneficiaries and (2) defraying reasonable expenses of 
administering the plan. Additionally, the fiduciary is 
required to discharge these responsibilities with the care, 
skill, and diligence of a prudent man familiar with such 
matters. 

Z/A party-in-interest includes employers of plan participants; 
persons rendering services to the plan; unions whose members 
are plan participants, and their officers and agents: offi- 
cers, fiduciaries, and employees of a plan; and relatives, 
agents, and joint venturers of any of the foregoing. 
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The most current data available from Labor records in 
August 1978 showed that, nationwide, about 2,500 companies 
had ESOPs. A more recent staff report by the Senate Select 
Committee on Small Business estimated the number of ESOPs as 
high as 3,000. 

Treasury was unable to give us data showing the total 
tax impact associated with ESOPs, but conservatively esti- 
mated that the tax forgone during fiscal year 1979 was 
between $1.5 billion and $2.3 billion. 

CONGRESSIONAL OBJECTIVE --. --- 
IN AUTHORIZING ESOPS - -.I ---WV 

Through a series of laws dating back to 1973, the Con- 
gress has encouraged the use of ESOPs as a bold, innovative 
method of strengthc;iing the free enterprise system to solve 
the problems of securing funds for necessary capital growth 
and bringing about stock ownership by all corporate employees. 

March and November 1978 committee prints, prepared by 
the staff of the Senate Committee on Finance, explained that 
adopting an ESOP benefits: 

--The employer because he receives favorable tax treat- 
ment for all payments made to the ESOP and because 
employees understand that their work performance 
directly affects the employer's financial success 
and the value of ESOP assets. 

--Stockholders of small companies by giving them a buyer -- 
for their stock, which could also help the employer 
attract additional investors. 

--Employees by permitting them to build stock owner- 
ship in 'the company-- usually without employee 
contributions --and by giving them potential future 
financial benefits, although the value of this owner- 
ship is tied directly to the employer's success. 

The committee prints also identified how the above benefits 
can be achieved through use of ESGPs. These documents ex- 
plained that companies can use the ESOP as a vehicle for 
borrowing funds in exchange for company stock, repaying the 
indebtedness with tax deductible dollars--thus securing 
capital funds and transferring stock ownership to employees. 
The ESOP, when used this way, also provides a market for the 
shareholders' stock. 
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Stock appraisals by an individual or firm that also provides 
accounting or ESOP consulting services to the company does 
not constitute an arms-length environment and accordingly 
does not meet the independence requirement for a good faith 
determination. Also, relevant factors that affect stock 
ValUeS, outlined in Revenue Ruling 59-60, either were not 
considered in these evaluations or were inconsistently 
applied. 

For example, a consulting firm that set up the ESOP at 
one company also computed the value of the company's stock for 
the first plan year. The consultant used Revenue Ruling 59-60 
as the valuation criteria and concluded that a valuation ap- 
proach which capitalized earnings was most appropriate. In 
using this approach, the consultant not only used an arbi- 
trarily determined price/earnings ratio but also applied 
greater weight to projected future earnings than to current 
and past earnings. He discounted the computed value by 
15 percent because the stock was not readily marketable. 

In a subsequent tax aud,it, IRS questioned the consult- 
ant's appraisal on several relevant factors. Specifically, 
IRS faulted the valuation for 

--applying greater weight to projected future earnings 
than to actual earnings, 

--failing to use comparable companies to determine the 
price/earnings ratio, 

--failing to account for the effect of actual Federal 
and State taxes in computing net earnings, and 

--applying such a low discount for the lack of 
marketability. 

Additionally, IRS faulted the company for not obtaining up- 
dated valuations for ESOP transactions in subsequent years. 
As a result, the company agreed to reductions in stock 
values and related tax deductions claimed for 3 consecu- 
tive pian years as follows: from $111,689 to $98,702 in 
3.975; from $90,079 to $82,082 in 1976; and from $53,441 to 
$41,467 in 1977. The reductions represented a 14.8-percent 
overvaluation of the stock,during the 3-year period. 

In another company, a consultant that the company re- 
tained as its ESOP advisor computed the value of company 
stock * The appraiser specifically cited Revenue Ruling 59-60 
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We also discussed the ESOP experiences of other Federal 
agencies with headquarters and selected regional officials. 
These agencies included the National Aeronautics and Space 
Administration, Office of Management and Budget, Small Busi- 
ness Administration, and Departments of Defense, Commerce, 
and Agriculture. 



CHAPTER 2 

PROBLEMS ASSOCIATED WITH ESOPS IN 

CLOSELY HELD COMPANIES NOT PRESENT IN 

PUBLICLY TRADED COMPANIES 

We reviewed the operations of ESOPs in 3 publicly traded 
and 13 closely held companies. Our analysis of transactions 
in the 13 clasely held companies showed that the plans gen- 
erally were not being operated in the best interest of parti- 
cipants. Specifically, one or more of the following problems 
which could affect participants' benefits were present in 
each of the closely held company plans: 

--Plan fiduciaries acquired employer stock without 
taking the steps necessary to assure that the trans- 
actions were not for more than fair market value. 

--Plan documents did not contain provisions requiring 
the employer or the ESOP to repurchase employer stock 
when distributed to participants. 

.&i& --Companies did not pass voting rights to participants 
. ..f&k+ for .employer stock acquired by the ESOP. 
,:.;;r; ;P'c-$ .q,*,p ,. .~.q~ 
$" In the absence of specific guidelines and ESOP regulations 

and in view of the pervasive nature of the problems with 
ESOPs at the 13 companies whose plans we reviewed, similar 

, problems with ESOPs at other closely held companies are 
likely. 

The problems identified with stock valuation, market- 
ability, and voting in closely held companies were not ob- 
served in the publicly traded companies because their stock 
was: 

--Traded in an established market at prices determined 
by willing buyers and sellers (this procedure over- 
came the valuation and marketability problems noted 
in closely held companies). 

--Registered with the Securities and Exchange Com- 
mission, which made all transactions in the stock 
subject to the Commission 's reporting and disclosure 
requirements. Additionally, these companies passed 
full voting rights directly to ESOP participants for 
shares of company stock allocated to their accounts. 
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Since these problems w,ere not prevalent in ESOPs of the 
publicly traded companies, chapters 3 and 4 of this report 
deal exclusively with problems in ESOPs established by the 
closely held companies. Chapters 5 and 6 discuss the need 
for special scrutiny of certain ESOP transactions and the 
ESOP impact on employee motivation and productivity, both of 
which may apply to publicly traded and closely held companies. 

In a March 19, 19S0, letter commenting on a draft of the 
report (see app, II)( Treasury said that, while the definition 
of ESOP in the report is accurate, it believes the issues 
raised and the problems described by the report are generally 
applicable to all defined contribution plans (e.g., stock 
banus plans and profit sharing plans) that invest in closely 
held employer securities. Section 407 of ERISA imposes a 
limitation but does permit a portion of a plan's assets to 
be invested in emp:royer securities. Treasury said that this 
applies to eligible individual account plans, which include 
profit sharing, stock bonus, thrift, and savings plans, ESOPs, 
and certain money purchase pension plans. Therefore, Treasury 
believes the problems of valuation and marketability we de- 
scribed are applicable to all eligible individual account 
plans that take advantage of the ability to invest in closely 
held employer securities. 

Because the scope of our review encompassed only ESOPs 
as defined in ERISA, we cannot say with authority that the 
issues raised and problems described are applicable to all 
defined contribution plans. However, in our opinion, the 
Treasury conclusion is accurate. As emphasized in chap- 
ters 3 and 4, the primary issues and problems noted dealt 
with valuation and marketability of closely held company 
stock and fiduciary assurance that no more than fair market 
value is paid for such stock. Accordingly, the problem of 
assigning a proper value to closely held employer stock 
would apply to any plan acquiring or selling such stock. 

-7 


































































































