t‘“")

%
3

= bylletin

THE ESOP ASSOCIATION e 1726 M STREET, NW, SUITE 501 « WASHINGTON, DC 20036 » 202-293-2971 * FAX 202-293-7568
Website: www . esopassociation.org ® E-mail: esop@esopassociation.org

2

October 25, 2007
ESOP Association
LEGISLATIVE ALERT

House Ways and Means Committee Proposes Cutback in Benefits of
Synthetic Equity in S ESOP Companies

While precise legislative language is not available at this time, a summary of legislation
introduced today by Chair of the House Ways and Means Committee, Charles Rangel [D-
NY], has as a so-called loophole closer, a provision that impacts an S ESOP corporation’s
granting stock options to employees. Note, the proposal does not impact the underlying
tax treatment of the S corporation’s taxable income pro rated to the ESOP’s ownership
share.

This email contains the best information on the proposal at this time below.

The Board of Directors of The ESOP Association, of which all corporate members are S
ESOP companies, will immediately begin a review process of the proposal to fine tune
the Association’s posture to the Congress about this proposal. It will supposedly raise
$600 million over ten years, or a mere $60 million per year, in order to help pay for a
near $400 billion reduction in corporate income taxes due to a proposed rate cut in the C
corporation current rate of 35% to 30.5%, a proposal initiated by the Administration.
Note the Treasury Department recommended a proposal in August that would have
eliminated all ESOP tax benefits to raise $23 billion over 10 years.

“The ESOP Association’s historical posture is to be aggressive in protecting ESOP law
and ESOP companies, as one set back often emboldens ESOP cynics to seek more ESOP
cutbacks later,” said ESOP Association President and Chief Staff Officer Michael
Keeling. “As noted when the Treasury Department recommended doing away with all
ESOP tax benefits to pay for a corporate rate reduction in the name of making America
more competitive, it is ludicrous to cut back on a program—employee ownership through
ESOPs—that has proven to more often than not create a high performing, competitive
company that is fair to employees. On the other hand, we are pleased that the Democratic
leadership of Ways and Means did not endorse the more anti-ESOP proposal embedded
in the Treasury Department recommendation in August.”



The ESOP Association will work with its ESOP friends on the Committee, both
Democrat and Republican, to be sure misguided proposals that hurt ESOP companies are
not part of some false concept that ESOPs do not help U.S. companies be more
competitive.

The language from the proposal is below. When more information is available, it will be
shared with Association members.

Recognition of ordinary income on exercise of stock option in S corporation with an ESOP.
Under current law, an individual that holds an option in an § corporation is not subject to tax on
the income of the S corporation until such individual exercise their option and becomes a
shareholder in the S corporation. During the period of time in which an individual holds an
option in an 8 corporation, taxes on the income earned by the S corporation are intended to be
paid by the other shareholders in the S corporation. However, a portion of the S corporation’s
carnings will never be subject to tax if one of the shareholders in the § corporation is a tax-
exempt employee stock ownership plan (an “ESOP”). Certain taxpayers have taken advantage of
these aspects of current law by having a tax-exempt ESOP hold a significant percentage of an §
corporation’s stock while taxable individuals hold stock options. The combined effect of this
structure is that taxable investors are able to benefit from appreciation in the value of the §
corporation while a significant portion of the S corporation’s income completely avoids tax. The
bill would require these option holders to recognize income when an option is recognized or sold
in an amount equal to the amount of income that was shifted to the ESOP through this type of tax
planning during the period of time that the option was held by such taxpayer. Interest will be
assesscd at the underpayment rate on any amounts included under this provision. T#is proposal
is estimated 1o raise $606 million over 10 years.



