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ESOPs win praises of employees past and present

by Genie Carr
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Keith Price Jr. is one of the ESOP true believers at Anderson & Associates. "With everyone being an employee-owner, you are motivated," he says

Michael E. Davis of Anderson & Associates has plenty of overtime opportunities. But Davis, the manager in charge of the engineering firm's computer-automated drafting and design, thinks hard about how to get the job done without costing the company overtime pay. After all, he's an owner, too. 

Anderson & Associates, which is based in Blacksburg, Va., is an enthusiastic -- even fervent -- participant in an ESOP, or employee stock ownership plan. Congress passed the Employee Retirement Income Security Act (ERISA) in 1974, codifying employee stock ownership plans so that companies no longer had to petition the IRS for permission to create one. 

Since that time, ESOPs have allowed employees of many companies to retire comfortably indeed. They have also confused other employees, who don't understand exactly where all that stock came from and why they can't have the money now. And rule changes have led other companies to get out of their ESOP and contribute the stock to other retirement plans. 

ESOPs can be structured in a myriad of ways, but in essence what happens is that the company contributes certain amounts of cash or its stock to a qualified, tax-deferred, employee retirement plan. The ESOP contributes the shares to employees' accounts each year. When the employee leaves the company -- resigns, retires, becomes disabled or dies -- a distribution is made of the employee's account. Unless the company's stock is traded on an established market, the company has to buy it back at fair market value. The ESOP can repurchase the stock, but it doesn't have to do so. 

Security for employees

Because the ESOP is a qualified retirement plan, the company gets a tax deduction when it contributes shares. A company that sponsors a leveraged ESOP can take a tax deduction on payments to repay the principal and interest on the loan (up to 25 percent of covered payroll) and on contributions of stock (and dividends, if that is part of the plan). 

Approximately 10,000 companies in the United States have ESOPs, said J. Michael Keeling, the president of the ESOP Association in Washington. Ninety percent of those are small (250 or fewer employees), privately held companies. "If you own a small company and are thinking about your estate as a tax burden, or how to exit the company if you don't have children following in your footsteps, ESOPs solve a lot of those problems," Keeling said. 

"I've known many owners who feel good about leaving the company in the hands of the employee-owners, versus selling to a competitor or someone who will come in and fire the people who have helped build up the company." 

Anderson & Asso-ciates, which has 180 employees in five offices, is one of those small companies. Ken Ander-son, an engineer who started the company out of his garage in Blacksburg in 1968, likes an open-book management style. The ESOP is part of that attitude, said Keith B. Price Jr., an engineer who is the manager of the Greens-boro office and a vice president of the company. "With everyone being an employee-owner, you are motivated," he said. "It becomes part of the culture of work." 

Ken Anderson holds 60 percent of the company's stock, the ESOP holds 35 percent, and other principals in the firm hold the remaining 5 percent. Since 1992, the stock has risen from $71 a share to $222 in the last evaluation. Because the company is privately held, a consultant evaluates the company's shares each year.

Lowe's makes millionaires 

The share value of a publicly held company is easier to determine. Lowe's Home Improvement Corp. of North Wilkesboro, which has 60,000 employees, is one of those publicly held companies. The shares that Lowe's contributes to its ESOP have allowed a number of employees to retire well. 

Ed Spears, Lowe's vice president for compensation and benefits, said, "Our company is not 100 percent employee owned, but between ESOP and employee investment in our 401(k), the employees own $960 million worth of the company." Together, current and retired employees own about 20 percent of Lowe's. 

"The ESOP is our primary retirement plan," Spears said. "Over the last 15 years the company has never contributed less than 13 percent of an employee's pay. If an employee earns $20,000 a year, he's getting $2,600 worth of stock in his retirement plan." Lowe's contributes cash or treasury shares to the ESOP, which distributes shares of company stock to the employees' accounts. 

The beauty of that system for the employee is that it requires nothing of the employee; the shares just appear in his or her retirement account. Lowe's initial public offering in 1961 was $12.25 a share. People who have been with the company 20 or 25 years may well have high six- or even seven-figure retirement accounts, Spears said. 

With seven years of employment required before a Lowe's employee is fully vested in the ESOP, the plan is an incentive to stay with the company. But Spears acknowledges that "it's a dual-edged sword. In many cases, the plan has helped us to retain people. But some people, by the time they reach 20 or 25 years of experience, have a good enough balance that they can truly retire. Sometimes that could hurt the knowledge base of the company." 

Last year Lowe's allowed employees with 20 or more years of service a one-time, in-service distribution of 50 percent of the account balance. Most of those who took advantage of the offer rolled the distribution over into an IRA. "People get itchy when they see that amount," Spears said. The one-time distribution "gave them an ability to begin diversifying. We think it helped us keep a number of people who might have left this year."

But some prefer a 401(k) 

Simply handing out company stock can also confuse employees, said John Hulla, the director of employee benefits and compensation for Oakwood Homes Corp. of Greensboro. He said that Oakwood Homes, a publicly traded company with 7,500 employees, got out of its ESOP Jan. 1 and transferred the shares to employees' 401(k) accounts. 

"The ESOP was a plan that the employees liked but didn't really understand," Hulla said. "A 401(k) match is much easier to understand. You can see it growing and understand that every dollar you put in, you get 50 cents worth of stock." He said that for employees who contribute 6 percent of their pay into the 401(k) plan, "the additional 50 percent stock will provide them with about twice as much stock as they were getting under the ESOP." 

Educating employees is vital to acceptance of an ESOP, participants said. Lowe's employees wear buttons declaring themselves employee-owners, and Anderson & Associates' offices, Web site and printed materials are filled with information and news on the plan. 

One reason Oakwood and other companies give up (or don't begin) ESOPs is a change in accounting standards mandated in 1993 by the national Financial Accounting Standards Board. Keeling explained that the change, which affects sponsors of leveraged ESOPs, "requires the company to report as compensation costs of the value of shares allocated to participants' accounts each year, instead of the prior practice of reporting the compensation costs as the acquisition price of the securities when the ESOP was created." 

The result, he said, is that the company reports higher compensation costs, and that lowers earnings per share. 

He said the association did get a "grandfather" clause put into the rule. "If you created the ESOP before 1993, you don't have to abide by the rules," he said. "I know many a company that wanted to expand or create another ESOP for another group (but didn't). I would say that one of the unwritten stories in America is how that accounting standard has negatively impacted employee ownership in America. You get into a lot of arcane accounting information." 

Price at Anderson & Associates said that another rule, a statute in North Carolina and only six other states, inhibits professional services firms in the starting or expanding of employee stock ownership. In those companies, he said, "the ESOP majority shares have to be owned by licensed professionals. In our case, that's engineers and surveyors. But that's not everyone who works here." 

Setting up an ESOP can be complicated, requiring consideration of such aspects as who will participate, how the stock will be allocated, the vesting schedule to be adopted and how voting rights will be handled. The ESOP Association strongly advises companies to get an experienced consultant to help work out those details. 

Nevertheless, participants in ESOPs remain eager to spread the word and the wealth. Lowe's ESOP was cited as one of the reasons for the company's recently being named No. 80 in Fortune magazine's list of the 100 best companies to work for in America. Even having paid out half its balance last year in the one-time-only distribution, Spears said, Lowe's ESOP is "in the top 15 or 20 in asset value" in the United States. 

"Our best approach to communication, by far, is word of mouth," Spears said. "We have senior employees, who are true believers, in every store."

