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ESOPVS CO-OP CONVERSION: 
LONG-TERM EMPLOYEE BENEFITS AND CASH-FLOW EFFECTS1 

Jaques Kaswan 

Democratic Business Association of Northern California 

When the acquisition of firms by their employees 
is being considered in this country, Employee Stock 
Ownership Plans (ESOPs) tend to be the favorite form 
of ownership. Briefly, an ESOP is a special type of 
pension plan through which employers allocate com­
pany shares or cash convertible into shares up to a 
maximum of 25% of payroll, the limit of total pension 
plan contributions permissible under the Employee 
Retirement Insurance Security Act. These shares are 
distributed to employees when they leave the firm. In 
closely held firms employees can exercise a put option 
requiring the company to repurchase the shares at 
current market value as determined by an independent 
appraisal of the firm. As a trust managing the alloca­
tions to employees, the ESOP, unlike other types of 
pension arrangements, actually purchases all or part of 
the firm either by the gradual acquisition of shares 
through continuing allocations from the firm or by 
obtaining a loan, generally secured by present an future 
assets of the firm, to purchase the company's shares. 
The main tax benefits are as follows: 

In an ESOP transaction, the seller of a closely held 
firm can defer taxation of profits on the sale by invest­
ing them in qualified securities. The finn's tax exempt 
allocation to the ESOP can be used to repay the 
principal on its purchase loan. Since repayment of 
principal is otherwise not tax-deductible, this gives the 
ESOP a considerable cash flow advantage. Lenders 
financing ESOP loans may deduct up to 50% of the 
related interest income from taxable income if the 
ESOP controls more than half the stock. Also, employ­
ees can often defer income tax payments on the distri­
bution they receive from the ESOP by investing the 
cash in qualified securities. 

In this country ESOPs became financially attrac­
tive as the result of several waves of legislation that 
gave them significant tax advantages over other forms 
of ownership. Although tax benefits to sellers or to the 
purchasing firm are usually not a major reason for the 
sale of all or part of a firm to employees2, the federal 
income tax advantages for ESOPs often appear to be an 
important factor in choosing it over other employee 
ownership options. 

Numerous consultants, a variety of support Asso­
ciations and a growing technical literature support a 
growing number of ESOPs. 

Employees can also purchase a firm as a mutual 
benefit non profit cooperative corporation (Co-op) 
owned and governed by its employees. As owners, the 
workers are entitled to surplus earnings which are 
generally allocated at the end of each year as "qualified 
distributions " which the Company maintains in Em­
ployee Internal Accounts (EIA). At least 20% of these 
yearly allocations must be in cash and employees are 
obligated to pay income taxes on the whole allocation, 
generally called a "patronage refund". When employ­
ees leave the firm they receive any undistributed por­
tion of the allocations. The main tax advantage to the 
Co-op, unavailable to other corporate forms, is that 
these surplus earning allocations to employees are not 
taxed as Company earnings but are paid by employees 
when allocated to them. 

Conversion of firms to Co-op employee ownership 
is currently relatively rare in the U.S.A. except for 
ideological reasons or for small finns where the cost of 
ESOP conversion and administrative maintenance 
would be prohibitive. But while ESOPs have also 
spread to other parts of the world, cooperatives remain 
the dominant form of employee ownership in most 
countries and have expanded a great deal in several 
western European countries over the last few decades.3 

Though the tax advantages of ESOPs over Co-ops 
appear substantial, it is by no means certain that the 
long-term financial benefits to an ESOP firm or its 
employees are necessarily superior to a Co-op's ben­
efits. In a way, the ESOP must continuously repurchase 
the firm from its employees at current market value, 
which may be only tenuously related to the firm's 
existing assets, while the Co-op allocates the surplus of 
actual earnings and can keep a substantial portion of 
these to help support operations until they are paid out 
to workers when they leave the firm. In a 100 percent 
employee purchase, the ESOP employees who remain 
with the firm as the purchase loan is being repaid are 
allocated all of the shares and those who come later 
generally get fewer shares with more uncertain benefits 
that depend on the valuation of the firm when the 
employee leaves it, while Co-op employee benefits 
depend directly on their continuously accumulating 
share of company earnings. 

Accordingly, although both ESOP and Co-op ben­
efits are related to company performance, it is not clear 
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if and how long-term benefits to employees would 
differ under these two forms of ownership. The ESOP's 
cash flow may be better than the Co-op's while a 
purchase loan is being paid off because the former's 
payment of principal is tax exempt, but thereafter 
benefit payments to employees determine how much 
cash is available, assuming the same business perfor­
mance for ESOP and Co-op, and there is no a priori 
reason to suppose that the ESOP would have more cash 
than a Co-op on a continuing basis. Further, without a 
detailed analysis it is not possible to predict the relation 
between available cash and obligations to employees in 
case of a sale of the Company or the sudden departure 
by many more employees than anticipated. 

PROBLEM 

This study addresses two main questions. 

One examines benefits received by departing em­
ployees of a company converted to 100% employee 
ownership either as either an ESOP or a Co-op over a 
15 year period. The author knows of only one survey 
study that examines the financial benefits an employee 
in a typical ESOP can expect after 10 year or 20 years 
employmen~ and there appears to be only one unpub­
lished study done in 1982 that compares ESOP and Co­
op employee benefits5

• 

A second question is the net cash retained by the 
ESOP or Co-op firm over the same time-span. It is 
commonly asserted that, partly because the principal in 
loan repayments is tax deductible for ESOPs, this form 
of ownership generates better cash flow than do other 
arrangements6 although ESOPs need to be careful how 
they plan their employee share repurchase obligations 
because these are likely to have a substantial impact on 
cash flow in the future. However, the author is not 
aware of any studies that compare ESOPs and Co-ops 
as to the benefits they yield to employees, net cash 
retained by the company, the relation between net cash 
and benefit repayment obligations to employees over 
an ex tended period of time or an estimate of the benefits 
ESOP or Co-op employees would get if the firm were 
sold compared to what they would get upon resigning 
after a typical period of employment. 

Although many factors should be considered in 
choosing between ESOP, Co-op or some other form of 
ownership, the study's design and analysis is centered 
on economic outcomes because these are likely to be 
major determinants for structuring a company. Some 
theoretical and practical implications related to these 
two form~ of employee ownership will be discussed 
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briefly in the concluding section. 

DESIGN OF THE STUDY 

A. Overview: 

It is assumed that a closely held firm is being sold 
either as a 100% employee owned leveraged ESOP or 
as a cooperative. Projecting two scenarios of yearly 
revenue and earnings growth - 5% and 15% - the study 
tracks benefits to employees, company net cash, and 
benefit obligations to employees projected over 15 
years. ESOP and Co-op earnings and other business 
performance indicators are assumed to be the same. 

The ESOP plan is being considered as an addition 
to an existing pension plan paying employees 10% of 
payroll so that the company's contribution to the ESOP 
cannot be over 15% in order to remain within the 
maximum 25% of payroll allowed by federal law as a 
pension contribution. The existing pension plan also 
remains in effect for the Co-op version. 

B. Design of the hypothetical firm: 

Table 1 shows the characteristics of the hypotheti­
cal firm designed for this study which is assumed to be 
a chain of 20 general merchandise retail stores. Num­
ber of employees and company revenue correspond to 
the median for these variables obtained from a list of 
majority employee owned variety store, department 
store and grocery store ESOPs.7 All other variables 
reflect the median performance of 37 retail discount, 
grocery and variety stores listed in Moody's Industrial 
Review.sTable 1 is assumed to reflect the firm's perfor­
mance for the year preceding the purchase. Opera­
tional performance of the ESOP and Co-op version are 
expected to be identical. 

TABLE 1 

Reference Group of Companies 

Revenues (in million $)1 

Operating profit margin 
Net income (in million $) 
Long term debt 
Share book value 
Share price (latest) 
Earning> per share 
Price/earnings ratio 
N umber of employess I 
Number of shares outstanding 

Median 
141 
5.36 
4.64 
29.21 
7.70 
6.25 
.84 
7.44 
925 
5,523,810 

I Majority employee owned companies 

Range 
3-1002 
.31-57.3 
.33-23.49 
0-667 
1-31 

.13-67 

.20-17 
5-475 
75-65,000 

f'i 
18 
35 
36 
35 
35 
35 
36 
36 
18 
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C. Purchase and financing of the firm: 

The price and terms are shown in Table 2. 
Valuation is based on the preceding year's net 

income times the price/earnings ratio. In the real world, 
valuation would, of course, be based on a careful 
market appraisal. To reflect some of the risk factors that 
might be included in such an appraisal, the Net x PIE 
estimate is reduced by 20% to reflect risks associated 
with the purchase loan, small net margins and sales 
volatility that characterizes this industry. 

Loans are repaid on a declining interest schedule 
and ESOP shares are released as principal is repaid. At 
the time of the conversion each employee invests 
$3,230 and succeeding employees repay this amount 
plus yearly interest to departing employees. New em­
ployees added as the business expands in the high 
earnings scenario also invest the amount payable by 
replacement employees, and this amount remains in 
their EIA, accumulating 6% simple interest. Employ­
ees may finance their investment through deductions 
from company pay over a period of 3 years. Since this 
investment recycles among employees as new employ­
ees repay departing ones, it is not considered as part of 
company income or expenses and is not included in any 
analyses. While such employee investment is common 
for Co-ops it is unusual for ESOPs but is held constant 
for both options so as to maintain their comparability. 
The study also omits startup and maintenance costs of 
the ESOP or Co-op plan. Because regulatory provi­
sions for ESOPs are complex, they generally require 
more extensive legal and other consultation than Co­
ops in the beginning. ESOPs also need a yearly ap­
praisal and have elaborate reporting requirements so 
that their administration costs are higher than Co-ops. 

TABLE 2 

Valuation and Financing the Purchase of the Finn 

Valuation 
Net income (Table 1) x 7.44 (PIE ratio, Table 1) 
20% discount for small size, loan obligations 

Net price 

Additional working capital and conversion costs 
Total capital 

Share value: 29,880,000/5,523,810 (no of shares) 

Financing Sources: 
Seller note, 25% of capital, 12% interest, 7 years 
Employees, 10% of capital, revolving @$3,230 
Bank, 65% of capital, 12% interest, 7 years 

$35,520,000 
(7.l40,OOOl 

$28,380,000 

1.500,000 
$29,880,000 

$5.41 

7,440,000 
2,988,000 

19.452,000 
$29,880,000 
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This difference in costs is a consideration for small 
firms but is not a significant factor for a firm of this ~ize 
and these costs are therefore left out here. 

D. Employee rights and benefits: 

1. Vesting: Employees present at the time of the 
conversion are vested immediately. New employees 
are vested after one year's employment. 

2. Voting: All directors and trustees are elected by 
employees on a one person-one vote basis. Although 
this is unusual for ESOPs, it is typical for worker Co­
ops and is included here to maintain the organizational 
and operational correspondence between the two types 
of structures. 

3. Compensation: Median pay at the time of the 
conversion is $21,000 per year and is assumed to 
increase at 5 percent per year. 

4. Period of employment: The average is ex­
pected to be eight years and this period is used as 
standard in most of the benefit calculations. This means 
that employees who leave the firm before year 8 of the 
plan are entitled to benefits only for the number of 
years in the plan, not the number of years they worked 
for the company. 

5. Thrnover: Eleven employees are expected to 
retire each year from years 1 -5, 13 per year from years 
6-10, 20 per year thereafter. Other terminations are 
expected to amount to 5% of the workforce per year. 

6. Payment of benefits: Benefits due departing 
employees will be paid within 60 days of their depar­
ture (see exceptions below). 

7. Allocation of benefits: 
(a) ESOP: 15% of payroll. 
(b) Co-op: Low growth - 60% of yearly 

operating earnings. 
Co-op: High growth - 60% of operating 
earnings to year 7; thereafter, 75% is 
allocated to Employee Internal Accounts. 
All Co-op members receive 35% of their 
allocation in cash at the end of each year. 
The balance remains with the company but 
is due to employees no later than 60 days 
after they leave the firm. 

E. Operation of the firm: 

1. Revenue growth rate: Low growth - 5% per 
year (assumed inflation rate). High growth - 15 % per 
year to year 10, 10% yearly thereafter. 

2. Payroll: Remains at a constant 13.13% of rev­
enues, with salaries increasing by 5% per year. Num-
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ber of employees therefore remains constant for the 
low growth scenario (50/(' rise in yearly revenues the 
same as salary gains) but increases with size of payroll 
for high growth (1 50/c risc in yearly revenues to year 10, 
J 09c thereafter). 

3. Operating costs: 92% of gross revenues, drop­
ping by .3% per year to year 10, stable percentage 
thereafter. Includes all costs not listed separately in 
Table 4 and 6 (Revenues and Expenses). 

4. Capitalization of operations: 
(a) Depreciation: 2% of revenues 
(b) Capital improvements: 

Low growth - 2.25% of revenues. 
High growth - starts with base of2.25% of 
revenues, increases by .05% for years 1 and 
2, by .075% per year for years 3 to 7, by .1 % 
yearly to year 13, and level thereafter. Higher 
allocations for the high growth scenario are 
to help finance expansion likely to be 
required by increase in revenues. 

(c) New working capital: (Start with $1.5 
million) 
Low growth - .5 % of revenues for first year 
to maintain a sales/working capital ratio of 
about 7.5, the median for this indus try,9 

increasing by 5% per year. 
High growth - .75% of revenues for first 
year (maintaining a sales/working capital 
ratio of 5.5), increasing by 7.5% per year. 
The high growth scenario needs more 
working capital to support expansion of 
facilities required by the rise in revenues. 

(d) Cash management: Net cash is invested at 
6% interest and retained as a reserve against 
benefit repayment obligations. 

5. Valuation of ESOP shares 
Val uation is determined through the Discounted 

Cash Flow procedure, following Pratt. 1o Operating 
earnings were discounted at a rate of .40 for the low 
growth and .35 for the high growth scenario. These 
rates were selected because the yearly percentage change 
in share values (see Table 5) resulting from these 
discounts is similar to the growth of earnings projected 
forthe two scenarios (5% and 15%110%). Such corre­
spondence between changes in earnings and share 
values is to be expected if, as is commonly assumed, 
stock values track earnings closely over the long term. 
Earnings rather than net earnings, cash flow or net cash 
were discounted because of the difficulty of projecting 
company share repurchase obligations in the discount-
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ing procedure. Share valuation in the early years ofthe 
plan may overstate the value of shares because loan 
repayment and repurchase obligations are ignored. 
Conversely, the share values used here may understate 
their market value in later years when the company is 
debt free and, in the case of the high growth version, has 
a good earnings track record. 

RESULTS 

An overview of the format of the main Tables and 
Figures should be useful in reviewing the results. The 
allocation of patronage benefits to Co-op Employee 
Internal Accounts (EIA) is shown as part of Tablc 3 for 
the high and low growth versions. To simplify the 
presentation of results they are shown at two-year 
intervals except for years 7, 8 and 9 which are shown 
successively so as to reflect the impact of paying off the 
purchase loan. Employee benefits consist of an alloca­
tion of a percentage of yearly operating earnings (60% 
for low growth, 60% for high growth to year 7, 75% 
thereafter) to vested employees (employed at the time 
of conversion or employed for a year); the yearly cash 
distribution (35% of the yearly allocation); the amount 
paid yearly to departing employees (assuming a term of 
eight years after year 8); the total benefits received by 
departing workers (yearly cash distributions received 
plus the balance of allocated patronage benefits re­
maining in the employee's Internal Account); and the 
balance of obligations remaining in continuing EIAs. 
Table 4 shows the income and expenses, cash flow and 
company obligations. With respect to employee ben­
efits the table shows that, in order to avoid substantial 
negative net cash during the first years ofthe plan, low 
growth Co-op patronage distributions to departing 
employees are deferred for years 1,2 and 3 and repaid, 
respectively, in years 3,4 and 5. In turn, payments due 
for years 3, 4 and 5 are deferred for one year. All 
deferrals earn 6% compounded interest. 

The ESOP Trust Account containing the data used 
to calculate yearly benefits is shown in Table 5 for the 
high and low growth ESOP. The table shows the amount 
of cash or number of shares allocated from the com­
pany to the ESOP; the amount of cash and number of 
shares in the Trust account; employee share ownership 
and market value, repurchase obligations, payments 
and deferrals of repayment to departing employees; 
and the total number of shares due to continuing 
employees at any year shown. The company allocates 
15% cash for years 1-7 to take advantage of tax writeoffs 
in the repayment of most of the loan principal through 



TABLE 3 
co-op Employee Internal Accounts 

In thousands of dollars 

Year 1 Year 3 YearS Year 7 Year 8 Year 9 Year 11 Year 13 Year IS 

ITEM Hlgb Low Higb Low Hlgb Low Higb Low Hlgb Low Hlgb Low Higb Low Higb Low Hlgb Low 

Total # Employees 926 926 1110 926 1332 926 1598 926 1750 926 1917 926 2199. 926 2413 926 2649 926. 

# New Employees 0.0 0.0 96 0.0 116 0.0 139 0.0 152 0.0 167 0.0 100 0.0 109 0.0 121 0.0 

# Replacement Empl 57 57 57 57 57 57 57 59 57 59 57 59 96 66 116 66 139 66. 

# Empl Revg ErA A1loc 869 869 957 869 1159 869 1402 867 1541 867 1693 867 2003 860 2188 860 2389 860. 

EIA Allocation $5,596.29 $5,596.29 58.105.96 56.757.52 511.652.32 $8.098.01 516.643.00 $9.642.30 $24.810.40 510,499.39 529,550.96 $11,418.09 539.960.04 SI3.456.61 551.471.10 SI5.793.07 56.6054.58 $18.467.12 

Alloc Vested Employ 56.44 56.44 $8.47 57.78 510.05 59.32 511.87 511.12 516.10 512.11 $17.45 513.17 519.95 515.65 523.52 518.36 527.65 S21.47 

35% Cash Disttibution 51.958.70 51.958.70 S2.837.09 S2.365.13 54.078.31 $2.834.30 55.825.05 $3.374.80 $8.683.64 53.674.79 510.342.84 53.996.33 $13.986.01 54.710.00 SI.8015.00 S5.528.00 S23.119.1O 56.463.49 

Cash each Employee 52.25 52.25 $2.96 $2.72 53.52 53.26 54.15 $3.89 55.64 54.24 56.11 54.61 56.98 55.48 58.23 S6.43 S9.68 S7.52 

S Obligtn en Vestd Empl 54.19 54.19 55.51 55.05 56.53 56.06 57.72 57.23 $10.47 57.87 511.35 58.56 $12.97 510.17 515.29 S11.94 SI7.97 S 13.96 

# Employees Departing 57 57 57 57 57 57 57 59 57 59 88 59 106 66 127 66 152 66 

Avg Term Deptng Employ 1 1 3 3 5 5 7 7 8 8 8 8 8 8 8 8 8 8 

Disttbtn Avg Dptng Empl 54.19 54.19 514.73 513.85 $27.27 $25.44 542.09 539.28 552.56 547.16 $59.72 551.53 574.63 561.34 S91.47 572.70 SII1.21 585.73 

Tot Disubtn Dptng Empl S23,860.20 5238.60 5839.87 5789.17 $1.554.62 51,450.09 S2,399.40 52,317.73 $2,995.92 52.782.15 $5.255.32 $3,040.24 57.911.01 54,048.39 511.617.31 54.798.49 SI6.904.36 S5.658.31 

Tot Benef ea Deptng Empl S6.44 S6.44 522.67 516.57 541.96 528.70 564.76 543.18 S80.86 551.39 591.88 556.14 5114.82 566.82 S14O.73 S79.13 S171.10 S93.25 

Balance ErA Obligations S3399.00 53,398.99 511.684.36 510.502.50 S22,844.27 SI8.023.81 538,361.75 525.830.31 551,492.59 529.872.76 565.445.39 534.254.27 599.911.11 543.303.51 SI41.647.68 S53.8-10.45 S191.563 S66.076.95 
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ITEM 

EARNINGS STATEME!'>/T 

Revenues 

Operating costs 

Depreciation 

Earnings 

Interest PaymCI1t5 

Principili Payments 

Employee alltlc3tion 

Ta~ablc income 

Ta'\cs 

Net earnings 

CASH STATEMENT 

Net earnings 

Employee allocation 

35% di'5trib to employ 

Distrib to dpnng employ 

Defer pymrs dcprng cmpl 

Cap impFw over deprce. 

New working capital 

Ca~h Flow 

Pn;viom. ycar\ net 

Interest on pre\'. ycar\ net 

T<ix on interest 

NET CASH 

Remaining loan oblig. 

DdrJ t.li~t dplng cmpl 

Out~I::lIlding EIA ohlig. 

TOTAL OIlI.IGATIONS 

No l'mp fCC allocation 

# EIA uhlig co\"d by ca~h 

Year I 

High Lo\\" 

1~8050.00 5148050.00 

( 135.762) ( 135.762) 

(2.961) (2.96!) 

--- ---
9.327 9.327 

(3.184) (3.184) 

(2.610) (2.630) 

(5.596) (5.596) 

547 547 

(208) C~08) 

--- ---
(52290.64) (52290.64) 

(52290.64) (52290.64) 

5.596 5.596 

( 1.959) ( 1.959) 

(740) (740) 

(1.110) (740) 

---- ._--
(5503.68) (5133.55) 

----- ._-

(5503.68) (5133.55) 

S21l)02.21 523902.21 

253 253 

3.638 3.399 

5277n.71 527554.11 

869 869 

0.0 0.0 

Year 3 

High Low 

5195796.13 5163225.13 

( 178.370) ( 148.698) 

(3.9161 (3.265 ) 

._-- ---
13.510 11.263 

(2.515) (2.515) 

(.~.299) (3.299) 

(8.106) (6.758) 

2.889 1.990 

(I.09S) (7561 

--- ---
(51507.54) (52064.89) 

(51507.54) (52064.89) 

8.106 6.758 

(2.837) (2.365) 

(268) (5412,45) 

(1.077) (5816.13) 

(1.468) (5816.13) 

--- ---
5947.89 S282.80 

317 SI34.03 

19 58.00 

(7) (S3.00) 

---- ---
51276.99 5421.83 

517658.03 517658.03 

1,481 SI722.74 

13.289 SI0077.57 

S12-l21L26 529458.34 

957 869 

92 36 

TABLE 4 
Co-op Revenues and Expenses 

In thousands of dollars 

YearS Year 7 Year 8 Year 9 

High Lo",' Higb Low High Low High Lo",-

258940.38 5179955.70 142M8.65 5198401.16 5393815.94 520R321.22 5452888.33 5218737.28 

1234.341 ) (162.860) (307.861) ( 178.363) (352.859) ( 186.656) (404.429) (195.332) 

15.179) (3.599) (6.849) (3.968) (7.876) (4.166) (9.058) (4.375) 

--- --- --- -- --- --- --- -_.-
19.421 13,497 27.738 16.070 33.081 17.499 39.401 19.030 

( 1.676) ( 1.676) (623) (623) 

14.138) (4.138) (5.191) (5.191) 

( 11.652) (S.098) (16.643) (9.642) (24.810) ( 10.499) (29.551) (11.418) 

6.093 3.723 10.472 5.805 8.270 7.000 9.850 7.612 

(2.315) (1.415) (3.980) (2.206) (3.143) (2.660) (3.743) (2.893) 

--- --- --- --- --- --- --- ---
(5.160.61) (5;829.73) S1302.17 (51591.45) 55127,48 54339.75 56107.20 54719.48 

(5360.61) (5IR29.73) 51302.17 (SI591.45) $5127.48 54339.75 56107.20 54719.48 

11.652 8.098 16.643 9.642 24.810 10.499 29.551 11.418 

(4.078) (2.834) (5.825) (3.375) (8.684) (3.675) (10.343) (3.996) 

(2.399) (2.318) (2.996) (2.782) (5.255) (3.040) 

(944) (51061.02) (U69) 

1.684 (S899.78) (2.568) (992) (3.151) (1.042) (4.076) (1.094) 

(1.942) (S899.78) (2.568) (992) (2.954) (1.042) (3.397) (1.094) 

--- --- --- --- --- --- --- ---
56011.57 5573.40 S4583.99 (5994.70) S12154.18 S61J.l9.00 512587.34 S6642.oo 

3.029 5866.24 9.693 27 14.637 (941) 27.336 5.IOR 

182 551.97 5R2 2 878 0 1.640 306 

(69) (519.75) (221) (I) (334) 0 (623) (116) 

---- ---- --- .. _- --- --- --- --~-

59152.76 S1471.8'1 514637,46 (594J.()()) S27336.15 S5108.()() S40940.40 511993.00 

59R25.33 S9825.33 

2.976 S3166.54 

27.186 517242.99 542703.02 525830.31 S55833.87 S29872.76 S69786.67 532512.()() 

S39987.01 S302.14.86 542,03.02 525830.31 S55833.87 S29872.76 569786.67 S325 12.00 

1159 869 1402 869 1541 867 1693 867 

390 74 481 0 754 14R 993 320 

Year II Year I3 Year IS 

High Low High Low High Low 

S572903.74 5241157.85 S693213.53 S265876.53 S838788.37 5293128.87 

(508.166) (213.907) (610.721) (234.237) (733.940) (256.488) 

(11.458) (4.823) (13.864) (5.318) (16.776) (5.863) 

--- --- --- --- --- ---
53.280 22.428 68.628 26.322 88.073 30.779 

(39.960) ( 13.457) (51.471) (15.793) (66.055) (18.467) 

13.320 8.971 17.157 10.529 22.018 12.311 

(5.062) (3.409) (6.520) (4.001) (8.367) (4.678) 

--- --- --- --- --- ---
58258.41 55562.06 510637.36 56527.80 513651.28 S7633.08 

S8258.41 S5562.06 510637.36 56527.80 S1365 1.28 57633.08 

39.960 13.457 51.471 15.793 66.055 18.467 

(13.986) (4.7101 (18.015) (5.52R) (23.119) (6.463) 

(7.911) (4.048) (11.617) (4.798) (16.904) (5.658) 

(6.302) ( 1.206) (9.012) (1.329) (10.904) (1.466) 

(4.297) (1.206) (5.199) ( 1.329) (6.291) (1.466) 

--- --- --- --- --- ---
515722.70 57487.00 S18265.39 58912.00 S22487.24 510551.07 

57.017 19.233 94.632 36.631 141.056 558353.27 

3,421 1.154 5.678 2.198 8.463 S3501.20 

(1.300) (439) (2.158) (835) (3.216) (SI330.45) 

--- --- --- --- .--- .---
574860.91 527434.00 SII6417.60 546906.00 S168790.62 S71075.0R 

SI04252.38 540869.00 S14598R.95 $50590.00 SI959(J.l.12 S61871.00 

5104252.38 540869.00 S1459R8.95 S50590J)() 5195904.12 561871.00 

2003 860 21R8 860 2389 860 

1438 577 1745 797 2058 98R 
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the ESOP. The ESOP allocates the shares released from 
suspense to employees as principal is repaid. Repay­
ment of the loan leaves little or nothing to repurchase 
shares from departing employees, so that these obliga­
tions have to be deferred until the loan is paid off. When 
the deferred put options for years 1-7 are called in year 
8 they are repurchased by the company. From year 9 
onward, the company makes its allocation to the ESOP 
in the form of shares and repurchases those distributed 
to departing employees. Table 6, which shows the 
ESOP's revenues and expenses, also shows the total 
deferrals and repayments of repurchase obligations to 
employees. 

Figure 1 shows ownership benefits due to Co-op 
and ESOP employees in the high growth scenario when 
they leave the firm. The first section of the figure shows 
the amounts due to those leaving after four years of 
employment with different starting times in the plan, 
ranging from employees who were with the firm the 
first year to those who joined the firm near the end of 
the 15 year period projected here. The middle section 
of the figure shows the amount due those employed for 
the typical eight years assumed for this analysis, with 
starting times ranging from those with the firm from the 
beginning to those who were there from year 8 to year 
15. The third section samples returns received by 

departing employees who were part of the plan for 
various time periods ranging from nine to fifteen years. 
ESOP benefits consist of the assumed terminal market 
value of shares allocated to employees over the time 
they were part of the plan. 

Co-op benefits to departing employees include the 
cumulative yearly 35% cash distribution of surplus 
earnings (see Table 3) made to all qualified employees, 
plus the patronage benefits accumulated in individual 
Employees Internal Accounts (EIA Allocation - see 
Table 3). Figure 2 shows the same results for the low 
growth scenario. 

The first set of analyses are of Co-op and ESOP 
employee benefits separate! y to examine how they vary 
as a function of company income (high-low scenario); 
when employees joined the plan; and years of employ­
ment as part of the plan. 

A. Co-op employee benefits. 

1. Employee benefits increase with the age of the 
Co-op. 

FIGURE 1 

Figures 1 and 2 show that, since allocations are 
a percentage of earnings, benefits received by 
departing Co-op employees depend on the firm's 
earnings during the employee's tenure. As 

High Growth Employee Benefits 

1 ____ Co-op .....- ESOP 1 

1-4 3-6 ~ 7-10 9-12 11-14 
2-5 4-7 6-9 8-11 10-13 12-15 

1-8 3-10 5-12 7-14 7-15 5-15 3-15 1-15 
2-9 4-11 6-13 8-15 6-15 4-15 2-15 

I 4 Year Employment I I 8 Year Employment I I 9+ Y car Employment I 
I Number of Years Employed 

7 



Q. 
o 
b 
u 
(J) 

> 
c.. 
o 
en 
w 

ITEM 

Shares allocated to ESOP 

5 allocated to ESOP 

Prine payment 

Cost per share 

# shares rcleascdlpurch 

Cash after pynmt of prine 

# Employ dUl: alloc 

# shares each cmpioycc 

Cum shares each employee 

Market value per share 

# departing employees 

Avg lenn depaning employ 

# shrs rcprch fr dcp cmpl 

S due dcpanng employees 

S due: ca dcptng employcc 

S avail for Tepm 

# sha rcpurch!-J 

Redeem deleTed 

Cumul share:. dcfcn::d 

:\'ctCash 

# conlin employ 

it ~ha O.JC !,.'ont cmp 

Cum .... hare .. due cont cmpl 

:'\"ct # .... h'-lrc .. 

Yearl 

High Low 

0.0 0.0 

52916.90 S2916.90 

52665.47 52665.47 

4.87 4.87 

547.325 547,325 

5251.43 5251.43 

869 869 

629.83 629.83 

629.83 629.83 

57.619 56.016 

57 57 

I I 

35,901 35,901 

S273.52 S215.98 

54.80 S3.79 

S251.43 5251.43 

33.000 35.901 

2,900 0 

SO.OO S35448.33 

812 812 

511,425 511.425 

511.425 511.425 

547.325 547.325 

Year 3 YearS 

High Low High Low 

0.0 0.0 0.0 0.0 

S3854.89 S3215.88 55100.02 S3545.51 

S3343.57 S3343.57 54194.18 54194.18 

4.87 4.87 4.87 4.87 

686,565 686.565 861.227 861,227 

S511.32 50.00 S905.85 50.00 

957 869 1159 869 

717.41 790.06 743.08 991.06 

2,052.66 2,125.31 3,525.99 4,001.24 

510.894 57.200 S15.505 58.563 

57 57 57 57 

3 3 5 5 

117,002 121.143 200,981 228.070 

S1274.57 S872.18 S3116.14 S 1952.88 

S22.36 S15.30 S54.67 534.26 

5511.32 SO.OO S905.85 SO.OO 

46.938 0 58,424 0 

108,618 180.117 356,802 579,768 

SO.OO SO.OO SO.OO SO.OO 

900 812 1102 812 

645,672 641,531 818.872 804.737 

1.536,782 !,528.500 2,723.375 2,652,101 

1,846,R94 1,846,894 3.477.074 3.477,074 

TABLE 5 
ESOP Trust Account 
In thousands of dollars 

Year 7 Year 8 

High Low High Low 

0.0 0.0 0.0 0.0 

S6745.64 53908.92 57756.64 54104.37 

S526 1.1 7 SS261.17 

4.87 4.87 S24.59 SII.00 

1,080.323 1,080,323 315,478 373,204 

S1484.47 SO.OO S7756.64 S4104.37 

1402 869 1541 867 

770.56 1,243.18 204.72 430.45 

5.053.07 6,354.4 5,257.8 6,784.85 

521.203 510.129 S24.587 510.998 

57 59 57 59 

7 7 8 8 

288,025 374.909 299,694 400.306 

S6107.03 53797.61 57368.58 54402.44 

S107.14 S64.37 S129.27 574.62 

51484.47 50.00 57756.64 54104.37 

70,012 0 315,478 373,204 

15,783 

754,656 1,246,017 738.873 1,273,119 

SO.OO SO.OO SO.OO 50.00 

1345 810 1484 808 

1.036.401 1.006.975 303,80~ 347.807 

4.149,099 3.894.133 4,153.213 3,841,634 

5.521.971 5.521.971 5.114.359 4,250,677 

Year 9 

High Low 

315,040 361.317 

S28.32 S11.93 

0 0 

SO.OO SO.OO 

1693 867 

186.08 416.74 

4,814.05 6,571.76 

528.319 SII.927 

88 59 

8 8 

423,636 387.734 

S11997.05 54624.67 

S136.33 S78.38 

1605 808 

298.664 336,729 

4.028,242 3,790,629 

5.005.763 2,951.141 

Year 11 Year 13 Year 15 

High Low High Low High Low 

310.258 337.964 341,921 355,977 368,746 360,547 

SO.OO 50.00 $0.00 $0.00 50.00 SO.OO 

536.37 S14.06 539.92 514.72 S44.80 S16.02 

0.0 0.0 0.0 0.0 0.0 0.0 

0.0 $0.00 0.0 $0.00 0.0 50.00 

2003 860 2188 860 2389 860 

154.9 392.98 156.27 413.93 154.35 419.24 

3,719.32 5,873.15 2,562.95 4,827.21 1.344.22 3,307.91 
00 

536.367 514.059 539.922 S14.715 544.804 516.018 

106 66 127 66 152 66 

8 8 8 8 8 8 

394.248 387,628 325,495 318,596 204,321 218,322 

S14337.56 S5449.52 512994.45 S4688.26 59154.37 S3497.10 

S 135.26 582.57 5102.32 571.03 S60.23 S51.99 

1897 794 2061 794 2237 794 

293.839 312.028 322.074 328.657 345.284 332,877 

3.816,933 3.624,702 3,765,822 3,608.429 3,964.929 3,779,495 

4.827.500 2,837,807 4.814.876 2.876.3 13 5.058,~50 3.102,414 
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revenues rise, benefits are therefore larger and 
keep increasing for those employed during later 
years, compared to those who are employed for 
equal time periods during the early years. 

2. Percent difference in employee benefits between 
the high-low company earnings scenarios increases 
with the age of the Co-op after the purchase loan is 
repaid but stabilizes at about 25% in higher benefitsfor 
the high growth scenario in later years. 

Figure 3 shows the percent difference between 
high and low growth scenarios of benefits 
received by departing Co-op and ESOP 
employees for each of the time periods covered 
in Figures 1 and 2. These results show that Co­
op employees leaving the company after four 
years of employment (left section of the Figure) 
during the first seven years of the plan received 
just under ten percent more in benefits than 
those in the low growth scenario. These small 
and stable differences are due to two reasons. 
One is that the purchase loan repayment during 
the first seven years restricts the gap between 
high and low growth earnings. Secondly, the 
yearly addition of new employees in the high 
growth scenario dilutes the allocation to 
individuals. 

FlGURE2 

After the loan is repaid, the high-low 
difference increases substantially over 
succeeding four-year employment periods, to 
about 28% by the 8-11 year period, but stabilizes 
thereafter, varying no more than two to three 
percent in succeeding four-year periods. The 
latter stabilization of high-low differences is 
due to the reduction of revenue and earnings 
growth from 15 % to 10% per year after year 10 
for the high growth Co-op. The increase in EIA 
allocations from year 11 onward is diluted by 
the growing number of employees and results in 
individual benefits that are a little less than those 
in the low growth scenario that has only a five 
percent growth rate but a constant number of 
employees. 

For eight year periods of employment (see 
the middle section of Figure 3), the high-low 
difference for departing Co-op employees is 
only 15-18 percent for those participating in its 
first eight years. But the gap in benefits between 
high and low growth scenarios increases with 
succeeding time periods to about 26%. As shown 
in the third section of Figure 3, the high-low Co­
op differences vary between 20 percent and 25 
percent for the sampling of nine to fifteen year 

Low Growth Employee Benefits 

1--- CO-Op - ESOP I 

O~-,-._._r_._r-r_,_r_,_r_r._,_,_,_,_,_,_,_,_,_,_,_,_._._._~ 

YrsEmpid 2·5 4-7 6·9 8·11 10-13 12·15 2·9 4-11 6·13 8-15 6-15 4-15 2·15 
1-4 3-6 5-8 7·10 9-12 11·14 1-6 3-10 5·12 7·14 7·15 5-15 3-15 1·15 

I 4 Year Employment I 8 Year Employment I 
Number of Years Employed 

9 

I 9+ Year Employment 
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employment periods. This constriction of the 
range of differences reflects an averaging over 
the wider range shown for the shorter 
employment periods in the first two sections of 
Figure 3. 

B. ESOP employee benefits: 

Detailed results are shown as part of Table 5. Note 
that as the loan is repaid and shares released from 
suspense, their release price to the firm is their cost 
when the firm was converted, but the company repur­
chases shares from employees at current market value 
when they leave the firm. 

1. Benefits first increase, then decrease and stabi­
lize for successive four and eight year employment 
periods. For longer periods of employment, benefits 
are highest for those who were with the firm from the 
beginning of the plan. 

As Figures 1 and 2 show, benefits due 
departing ESOP employees are generally very 
different from those shown foreo-op employees. 
In thefour-yearemployment periods (left section 
of the figure) benefits for both the low and high 
growth scenarios first increase to the 4-7 year 
period, then decrease to the 8-11 year period, 
stabilizing from that point on at about the same 

level as those due 1-4 year employees. For the 
eight year periods of employment (middle 
section), benefits for both scenarios first increase 
up to the 4-11 year period, and then decrease 
steadily, but more substantially for the high 
growth (see Figure 1) than for the low growth 
scenario (see Figure 2). The data shown in Table 
5 help clarify this effect. As the purchase loan is 
repaid during the first seven years, shares, as 
noted above, are released from suspense at their 
cost price and allocated to employee accounts, 
so that, by the end of the repayment period, all 
of the more than 5.5 million shares (see Table 2) 
are allocated. Those employed during the seven 
years following the conversion of the firm to an 
ESOP therefore receive a large number of shares 
and as these appreciate in value departing 
workers can cash them in for increasing benefits. 
Once the loan is paid off, the company's 15% 
allocation of payroll to the ESOP converts into 
a much smaller number of shares since these are 
acquired at the current market value. As the 
value of shares continues to rise, employees get 
successively fewer shares in their yearly 
allocation and the rise in share value is 
insufficient to compensate for the smaller number 

FIGURE 3 
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of shares, with the result that total takeout benefits 
decrease over time. Those who were with the 
company from the beginning and stay for a long 
period of time do, of course, receive very large 
benefits, as the third sections of Figures 1 and 2 
show. 

2. Declining difference in benefits between high 
and low growth scenario in successive periods of 
employment 

Figure 3 shows that departing ESOP 
employees in the high growth scenarios get over 
20 percent more in benefits than those in the 
low-growth version for the initial 4-year 
employment periods (left section of the figure) 
and over 26 percent more for the first three 
eight-year periods (middle section). But in 
contrast to the Co-op, high-low differences then 
decrease rapidly to a low of less than 5 percent 
for employees in the later four-year periods and 
to about 7 percent for those employed from 
years 8-15. These results are due to the fact that 
the large volume of shares allocated from years 
1-7 to both high and low growth scenarios are 
worth much more in the high growth version 
than in the low growth version. Although high­
growth share values continue to appreciate much 
more after year 7 than low growth shares, the 
post-loan repayment allocation for the latter 
converts into more shares than for the high 
growth scenario, thus counterbalancing the 
latter's higher value and leading to a shrinking 
difference in the benefits actually obtained under 
the two scenarios. The longer individuals who 
joined the plan before the purchase loan was 
repaid remain employed under the ESOP plan, 
the greater the benefits under the high growth 
scenario because of the greater appreciation in 
the value of the large number of shares distributed 
during the loan repayment period. This result is 
shown in the third section of Figure 3. 

C. Differences between ESOP and Co-op in 
employee benefits. 

1. Low growth -1ncreasinglyhigherCo-opbenefits 
in successive periods compared to ESOP. 

As Figures 1 and 2 show, ESOP and Co-op 
employees who leave before the loan is repaid 
get about the same amount of benefits but the 
gap in favor of the Co-op widens substantially 
for employees who leave the firm thereafter 

11 

since, as noted above, later year benefits shrink 
for the ESOP but rise for the Co-op. 

2. High growth - Somewhat higher ESOP benefits 
in early periods reverse to much higher Co-op benefits 
in later periods. 

ESOP benefits are somewhat higher initially, 
but for reasons outlined above, Co-op benefits 
increasingly outstrip those obtained by departing 
ESOP workers (the Co-op to ESOP benefit ratio 
isalmost4: 1 forthe 12-15 and 8-15 year periods). 
Note, however, that the gap between these two 
types of arrangements narrows considerably in 
both the high and low growth versions when 
considering employees who joined the plan 
early and stayed longer (e.g., years 1-15,2-15, 
etc), with ESOP employees actually getting 
higher benefits than those in the Co-op in the 
high growth 1-15,2-15 and 3-15 year periods 
(see Figure 3). 

D. ESOP vs Co-op company cash and adequacy 
of repayment obligations to employees. 

Cash statements detailing cash flow and net cash 
are shown as part of Tables 4 and 6. Net cash is also 
shown as part of Tables 7 and 8. 

1. Low Growth: 
(a) The ESOP has more net cash than the Co­
op: 

The low growth Co-op has little or no net 
cash for the first seven years because purchase 
loan repayments and employee benefit 
obligations drain cash flow (see Table 4). The 
ESOP has consistently more net cash (see Table 
6) because, while the Co-op must count payment 
of principal on the loan as a taxable expense, the 
ESOP not only escapes taxation for most of that 
amount but counts it as an employee benefit 
payment. After the loan is repaid low ESOP net 
cash increases at a faster yearly rate than the Co­
op's because the latter's benefit payments (35% 
cash distribution and distribution to departing 
employees) is greater and keeps increasing, 
while the ESOP company's share repurchase 
cost changes little. This is so because share 
values do not increase a great deal over 
succeeding years and, after the relatively large­
scale distribution of shares during the loan 
repayment period, fewer shares are allocated to, 
and need to be repurchased from, employees. 
(b) The low g rowth ESOP retains a hig he r 



Q. 
o 
I o 

o 
1/1 
> 
c.. 
o 
rn 
UJ 

ITEM 

Revenues 

Operating costs 

Depreciation 

Earnings 

ESOP funding 

Interest to seller 

Interest to bank 

Addtnl paymnt. to Prine. 

Taxable income 

Taxes 

Neteamings 

CASH STATEMENT 

Net Earnings 

Cash equiv. of ESOP fndng 

Capital imprv over deprec 

Redeem defered shares 

Repurchase shares 

New working capital 

Cash Flow 

Previous year's net cash 

Interest income 

Taxes on interest 

NET CASH 

OUSTANDING OBLIGATION 

Loan Obligations 

Repurcbase Obligations 

In current dollars 

In # of shares 

Cum deC! (<"pur ob----curr. S 

Tota] obligations 

No cmp rc"g a1locatns 

# ind rep ob co\' by cash 

Year 1 

High Low 

148050.00 5148050.00 

(135.762) (135.762) 

(2.961) (2,961) 

--- ---
59327.15 59327.15 

(2.917) (2.917) 

(893) (893) 

(2,334) (2,334) 

0 0 

3.183 3.183 

(1,2\0) (1,210) 

--- ---
51973.59 51973.59 

51973.59 51973.59 

(740) (740) 

(1.1I0) (740) 

--- ---
5122.97 5493.09 

--- ---
5122.97 5493.09 

526892.00 526892.00 

3.896 3.077 

511 511 

22 0 

--- ---
530810.57 529968.73 

869 869 

27 139 

Year 3 

High Low 

~195796.13 5163225.13 

(178,370) (148.698) 

(4.086) (3,265) 

--- ---
513339.68 511262.53 

(3,855) (3,216) 

(705) (705) 

(1,844) (1.844) 

0 (128) 

6.936 5,498 

(2,636) (2.089) 

--- ---
54300.22 53408.58 

54300.22 53408.58 

(1,077) (816) 

(1.468) (816) 

--- ---
51754.87 51776.33 

993 1.617 

60 97 

(23) (37) 

--- ---
52784.45 53453.14 

521241.19 521241.19 

16.741 11,005 

1.537 1.529 

1,183 1,297 

--- ---
539165.59 533542.54 

957 869 

159 273 

TABLE 6 
ESOP Company Revenues and Expenses 

In thousands of dollars 

YearS Year' YearS Year 9 

High Low High Low High Low High Low 

258940.38 5179955.70 ~342448.65 5198401.16 5393815.94 5208321.22 $452888.33 5218737.28 

(234,341) (162.860) (307.861) (178.363) (352,859) (186.656) (404,429) (195,332) 

(5.449) (3,599) (7.266) (3,968) (8,390) (4,166) (9,688) (4,375) 

--- --- --- --- --- --- --- ---
519150.33 5\3496.68 527321.45 516070.49 532566.87 517498.98 538771.18 519030.14 

(5,100) (3.546) (6,746) (3,909) (7,757) (4,104) (8.922) (4.3\0) 

(470) (470) (175) (175) 0 0 0 0 

(1,228) (1,228) (457) (457) 0 0 0 0 

0 (649) 0 (1.352) 0 0 0 0 

12.352 8,253 19.944 11,530 24,810 13,395 29,849 14,721 

(4.694) (3.136) (7,579) (4,381) (9,428) (5,090) (11,343) (5,594) 

--- --- --- --- --- --- --- ---
57658.22 55116.75 512365.57 57148.74 515382.34 58304.66 518506.68 59126.74 

57658.22 $5116.75 512365.57 57148.74 515382.34 58304.66 518506.68 59126.74 

4,104 8,922 4,310 

(1.683) (900) (2,568) (992) (3,151) (1.042) (4,076) (1,094) 

(18,167) (14,001) 

(1\,997) (4,625) 

(1.942) (900) (2,568) (992) (2,954) (1,042) (3,397) (1.094) 

--- --- --- --- --- --- --- ---
$4033.06 53317.20 57228.84 55164.73 (58888.46) (53675.53) 57958.66 56624.29 

5,685 6,093 15,796 14,195 23,612 19,888 15,602 16,952 

341 366 948 852 1.417 1,193 936 1,017 

(130) (139) (360) (324) (538) (453) (356) (387) 

--- --- --- --- --- --- --- ---
59929.94 59637.16 523612.36 $19887.65 515602.28 516951.94 524141.34 524206.84 

514152.82 514152.82 55261.17 55261.17 

42.225 22,709 87,974 39,445 102,115 42,249 114,077 45,212 

2.723 2,652 4,149 3,894 4,153 3,842 4,028 3,791 

5.532 4,964 16,001 12.621 0 0 0 0 

--- -- --- --- --- -- --- ---
561909.76 541826.06 ~109235.97 557327.84 $102114.96 542249.02 114076.73 545212.49 

1159 869 1402 869 1541 867 1693 867 

273 369 376 438 235 348 358 464 

YearU Year 13 Year IS 

High Low High Low High Low 

5572903.74 5241157.85 5693213.53 5265876.53 5838788.37 5293128.87 

(508.166) (213.907) (6\0,721) (234.237) (733.940) (256,488) 

(12,500) (4,823) (15,377) (5,318) (18,758) (5.863) 

--- --- --- --- --- ---
552238.40 522427.68 567115.67 526321.78 586090.19 530778.53 

(11.283) (4,751) (13,650) (5,238) (16,521) (5.775) 

0 0 0 0 0 0 

0 0 0 0 0 0 

0 0 0 0 0 0 

40,955 17,676 53,465 21,083 69,569 25.003 

(15,563) (6,717) (20,317) (8,012) (26.436) (9,501) 

--- --- --- --- --- ---
525392.28 510959.34 533148.58 513071.73 543132.75 515502.03 

525392.28 510959.34 533148.58 513071.73 543132.75 $15502.03 

11,283 4,751 13,650 5,238 16,521 5.775 

(6.302) (1,206) (9,012) (1.329) (10,904) (1,466) 

(14.338) (5,450) (12.994) (4,688) (9.154) (3,497) 

(4,297) (1,206) (5,199) (1.329) (6,291) (1,466) 

--- --- --- --- --- ---
511739.11 57849.56 519593.47 510963.04 533304.45 514848.90 

35,070 31.998 65,574 52,026 116,422 80,087 

2.104 1,920 3,934 3,122 6,985 4,805 

(800) (730) (1,495) (1.186) (2,654) (1,826) 

--- --- --- --- --- ---
548113.24 541037.97 $87606.59 564924.82 5154057.40 597914.82 

138,810 50,958 150,340 53,099 177.644 60.540 

3,817 3,625 3,766 3,608 3.965 3,779 

0 0 0 0 0 0 

--- --- --- --- --- ---
$138809.98 550958.40 5150339.76 553099.44 SI77644.28 S6054O.19 

2003 860 2188 860 2369 860 

694 693 1275 1052 2054 1391 



cash coverage (~f employee benefit obligations 
than the Co-op. 

Note that calculations for net cash obligations 
assume eight-year employment periods with a 
five percent turnover rate. This means that 
employees who started work before the 
conversion and leave after eight years receive 
benefits only for the years when they were part 
of the plan. Different numbers of employees 
departing, or a different mix of tenure among 
those departing, would change the cash 
obligations. 

The bottom line of Tables 4 and 6 shows how 
many individual share holdings could be 
repurchased from the available net cash at each 
year listed. As noted, the repayment of the 
principal of the purchase loan required theESOP 
to defer a large portion of repurchase obligations 
until year 8. The company then repurchased the 
deferred shares and continued to repurchase the 
pllt options tendered by departing employees. 
Accordingly, the last line in Table 7 shows how 
many individual's shares could have been 
repurchased by the company from available 
cash up to year 8, in addition to those repurchased 
by the ESOP during this time. After year 8, these 
results show the number of individuals whose 
shares could have been repurchased from 
available cash in addition to those projected to 
leave the company. The results show that the 
company would have enough cash to repurchase 
the shares due to 273 employees, if that many 
decided to leave in year 3, in addition to the 
deferred repurchase for the 57 employees 
projected to leave. Thereafter, net cash covers 
repurchase obligations for all increasing number 
of employees, except for year 8 when the 
company repurchases the shares deferred while 
the purchase loan was being repaid. By year 9 
there is enough cash to repurchase well over half 
of the outstanding shares and by year 13 there is 
much more than is needed to repurchase all 
shares. 

As Table 4 shows, the low growth Co-op has 
a much thinner cash cushion than the ESOP, 
especially for the first seven years. In year 3, for 
example, net cash would cover payment of 
Internal Account obligations for only 36 
employees. Negative cash flow in year 7 is due 
to payment of deferred EIA obligations to 
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previously departcd employees. Although low 
growth Co-or cash accumulation still lags behind 
that for the ESOP after year 7, it is substantial 
and provides increasing coverage for the 
repayment of obligations to employees, 
exceeding the amount required to pay all 
obligations by year 15. 

3. High Growth: 
a) The high growth Co-op has more cash than 
the ESOP after the first seven years. 

Neither the ESOP nor the Co-op have much 
cash available during the first five years. The 
high growth ESOP (Table 6) retains somewhat 
more cash than the Co-op (Table 4) during that 
period but, unlike the low growth scenario, 
ESOP net cash falls below that of the Co-op with 
the ESOP company's repurchase of deferred 
shares in year 8. The gap between high Co-op 
and high ESOP net cash widens in favor of the 
Co-op until year 12 but narrows thereafter as 
ESOP net cash accumulates at a somewhat 
faster rate than the Co-op's, largely because the 
former's share repurchase obligation costs 
decrease, whereas the Co-op's obligations to 
departing employees increase. 
(b) The high growth Co-op's cash coverage of 
benefit obligations is generally better than the 
ESOP's. 

As the last line in Table 4 shows, the Co-op's 
net cash covers benefit obligations to many 
more employees than does the ESOP's (Table 6) 
after year 3, although the latter begins to catch 
up by year 15. There are two reasons for these 
results. One is that, as noted, increased share 
values of the high growth ESOP require high 
expenditures for their repurchase from 
employees who were allocated large blocks of 
shares during the loan repayment period. Net 
cash is therefore depressed and close to the low 
growth scenario until the high growth repurchase 
obligations shrink in later years, when employees 
are allocated fewer shares. 

E. Selling the company vs leaving it: A 
comparison of relative employee benefits 

The sales price of the company projected here is 
based on the 35 percent discount of earnings analysis 
used to determine ESOP share values. This projection 
leaves out many of the complex factors generally 
considered in the sale of a business, but seems adequate 
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# cmp EIA co, .. d by cash 
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Ea cmp ben - sale 

Ea cmp leaveisale ben 9c 

Year 3 

High Low 

52784.00 53453.00 

($23570.00) (S23570.00) 

560154.00 539781.00 

$42085.00 539769.00 

S22.36 515.30 

521.62 527.65 

$43.98 $42.95 

Year 3 

High Low 

51277.00 $422.00 

(S23570.00) (S23570.00) 

$60174.00 539769.00 

S6145 1.00 $40191.00 

$4.97 $2.72 

517.67 513.85 

957 869 

72 30 

S64.21 $46.25 

22.64 16.567 

$44.55 524.34 

0.51% 0.68% 

TABLE 7 
CASH TO ESOP EMPLOYEES ON SALE OF COMPANY 

(In thousands of dollars) 

YearS Year 7 Year 9 Yearll 

High Low High Low High Low High Low 

59930.00 $9637.00 $23612.00 $19888.00 $24141.00 524207.00 $48113.00 $41038.00 

(511785.00) ($11785.00) 

585674.00 $47284.00 $117705.00 $55956.00 $156434.00 565899.00 5200901.00 577664.00 

560174.00 $47298.00 5117122.00 555953.00 $156430.00 565885.00 $200883.00 577657.00 

554.67 534.26 5107.14 564.37 5136.33 578.38 5135.26 582.57 

(S2.75) 516.82 (523.60) (S3.95) ($43.93) (57.23) (534.97) 51.29 

554.67 $51.08 5107.14 $64.37 $136.33 578.38 5135.26 583.86 

TABLE 8 
CASH TO CO-OP EMPLOYEES ON SALE OF COMPANY 

(In thousands of dollars) 

YearS Year 7 Year 9 Year 11 

High Low High Low High Low High Low 

S9153.00 51472.00 SI4637.00 (5941.00) $40940.00 51\993.00 $74861.00 527434.00 

(S 11785.00) (511785.00) 

S85044.00 $47298.00 5117122.00 555953.00 SI56430.00 565885.00 5200883.00 577657.00 

S94197.00 $48770.00 S131759.00 $55012.00 5197370.00 $77878.00 5275744.00 $105091.00 

SII.l6 S13.70 S18.50 $21.39 $32.15 S27.77 $40.19 533.03 

530.79 S25.44 $46.25 $39.29 $59.72 S51.53 $74.63 561.34 

1159 869 1402 869 1693 867 2003 860 

297 58 316 -24 686 233 1003 447 

$81.27 S56.12 $93.98 $63.30 5116.58 S89.82 S137.67 S122.20 

41.95 39.138 64.75 60.68 91.87 79.303 114.82 94.368 

S80.12 557.51 5112.48 $84.69 S148.73 $117.60 $177.86 5155.23 

0.52% 0.68% 0.58% 0.72% 0.62% 0.67% 0.65% 0.61% 

Year 13 Year 15 

High Low High Low 

587607.00 $64925.00 5154057.00 597915.00 

5220522.00 581285.00 S247467.00 588491.00 

5220522.00 $81285.00 5247488.00 588081.00 

5102.32 571.03 560.23 552.99 

(51.53) 516.75 $43.37 $42.13 

S102.32 S87.78 S103.59 S95.12 

Year 13 Year 15 

High Low High Low 

S1\6418.00 $46906.00 5168791.00 571075.00 

5220522.00 581285.00 $247488.00 S88081.00 

5336940.00 5128191.00 $416279.00 SI59156.00 

$49.26 S39.15 559.88 $46.16 

591.48 572.70 SIIl.21 $85.73 

2188 860 2389 860 

1273 645 1518 829 

S153.99 SI49.06 5174.25 5185.07 

140.74 111.853 171.09 131.895 

S203.25 5188.21 5234.13 S231.23 

0.69% 0.59% 0.73% 0.57% 
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to indicate the relative benefits gained from the ESOP 
and Co-op versions in the two scenarios. 

The results are shown in Table 7 for the ESOP and 
Table 8 for the Co-op. Two sale prices of the firm are 
shown. The first reflects only the discounted earnings 
calculations. The second sale price adds the net cash for 
that year and is the one used in the calculation of sale 
related employee benefits. The first benefit shown is 
the amount due employees leaving after eight years of 
employment, including the time, but not benefits, for 
employment before conversion to employee owner­
ship. The second benefit shown is the one used in the 
following analysis. It reflects each employee's share of 
the sales price, less outstanding loan obligations which 
would be repaid through the proceeds of the sale. 
Individual benefits from the sale, if greaterthan what is 
owed them in share value for the ESOP or Internal 
Accounts (EIA) for the Co-op, are based on full-time 
service and average salary. The last line in each table 
shows the main results of interest here - the typical 
benefits (the amount employees could expect when 
leaving the company after eight years), divided by their 
share of the proceeds of the sale of the company. It is 
assumed that benefits due them would be included as 

part of the distribution of sale proceeds. These results 
are also shown graphically in Figure 4. 

1. High growth: 
For the Co-op, the proportion of patronage 
benefits to sale benefits increases in successive 
years. For the ESOP, the proportion of share 
value to sale benefits first increases to year 9, 
then decreases sharply. 

Figure 4 shows that if Co-op or ESOP workers 
in the high growth scenario left the company at 
the end of the third year they would get only 
about 50 percent of the amount they could 
expect if the firm were sold (a proportion below 
1.0 means that benefits would be higher from 
selling. A proportion above 1.0 signifies higher 
benefits from normal departing after eight years 
of employment). The high growth Co-op 
proportion of patronage to sale benefits then 
gradually increases in successive years to about 
.73 by year 15. 

The high growth ESOP employees leaving 
the firm as part of the regular turnover could 
expect to get an increasing proportion of the 
projected sale price of the company up to year 9, 

FIGURE 4 
Benefits Leaving/Sale of Finn 

E 
u::: 

I. 
I 

--_ •. --. _. -_ .. _. -- -- -_. ---. _. _ •.. -- .... _ ...... _. ----... -- -_ ...• -- ...... -- .. -- .. --. --. -- .... ---. _ .. --- --··1 

I !,(,\Sl Co-op _ ESOP I I 
OJ 

~ 
Qi 

1 ......................... .. ..... --- ... -......... -.--.... --.... -~--........... -- .... -..... ·_·······_······_·_··· __ ·········1 

~ 
_~ 0_8 

al 
Q) 

...J 

.El 
~ 
c 
Q) 

CD 
c 
t:: 
o 
a. e 

CL 

3 

I 

................................................................................. ·············1 
" I 

5 7 9 11 13 15 

I High Growth I 
3 

Year of Sale 

15 

5 

! 

I 

i 
i 

............. [ 

I 
! 

.......... J[ 

7 9 11 13 15 

I Low Growth I 



ESOPvsCo-op ____________________________________________________________________ __ 

when those leaving normally would be due 
almost 30% more for their shares than what they 
could get from the sale of the firm. After year 9 
the trend reverses toward increasingly higher 
benefits from the sale of the company so that, by 
year 15, high ESOP employees leaving the firm 
would get only about 36 percent as much as they 
could obtain if the finn were sold. The main 
reason for this result is thatthe earl y participants 
in the plan who were allocated a high number of 
shares as the purchase loan was being repaid, 
accumulated a growing stake as the value of 
these shares appreciated. But the value of 
shareholdings slips for latecomers, especially 
after year 11 of the plan, because the appreciation 
of share values does not compensate for the 
continuing reduction in the number of shares 
allocated (see Table 5). 

2. Low growth: 
The Co-op and ESOP proportions of normal 

leaving benefits to sale benefits are very similar 
up to year 11. Thereafter, the proportion 
decreases sharply for the ESOP and remains 
stable for the Co-op. 

Figure 4 shows that the proportion of normal 
leaving/sale benefits varies for both the ESOP 
and Co-op, within a ten percent range between 
68 and 78 percent up to year 9. Thereafter, the 
Co-op proportion drops slightly to just under 
sixty percent, but the ESOP proportion drops 
much more, as ESOP employees leaving in year 
15 can expect only 24 percent of whatthey could 
get if the company were sold that year. 

SUMMARY OF RESULTS 

A. Employee share of benefits from operations: 

For the Co-op, patronage benefits tend to be higher 
for employees who join the firm later than those who 
are there earlier in the plan. The benefits for employees 
in the high growth scenario increase sharply relative to 
those in the low growth version after the loan is paid off. 

For the ESOP, the value of individual share hold­
ings increases for employees who join the firm in 
successive time periods up to the time the loan is 
repaid. Thereafter, the value of individual share hold­
ings decreases except for long time employees who are 
part of the firm from the early years of the plan. 

In comparing Co-op and ESOP employee benefits, 
the results for the low growth scenario show increas-
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ingly higher benefits for the Co-op compared to the 
ESOP version in successive employment time-periods. 
For the high growth scenario, the results show that 
though benefits for ESOP employees are somewhat 
higher than the Co-op's in the first few years after the 
conversion, the trend reverses after the loan is paid off, 
with increasingly higher benefits for Co-op employees 
in successive four and eight year employment periods. 
A related finding is that whereas high growth Co-op 
employees get increasingly higher benefits in succes­
sive four and eight year employment periods, the high­
low scenario difference in benefits decreases for the 
ESOP employees in successive employment periods so 
that increasing company earnings do not necessarily 
translate into higher benefits for ESOP employees who 
join the plan after the loan is paid off. 

B. Company cash retention and ability to meet 
repayment obligations to employees. 

Neither the Co-op nor the ESOP have much cash as 
the purchase loan is being repaid and they must there­
fore defer benefit payments to departing employees. 
Overall, the low growth ESOP retains more cash than 
the Co-op and therefore has a higher cash coverage of 
obligations to employees. These trends are reversed for 
the high growth scenario where the Co-op retains more 
cash after the loan is repaid. 

C. Employee benefits from the sale of the 
company. 

Assuming a typical employment period of eight 
years, the results show that, with the exception of high 
growth ESOP employees departing between years 7 
and 11, employees in both the ESOP and Co-op ver­
sions would be likely to get higher benefits if the firm 
were sold than if they collected the accumulated ben­
efits due them upon departure. 

The Co-op and ESOP differ in the high growth 
scenario in that Co-op patronage benefits in succeed­
ing years of the plan increasingly come closer to what 
employees would get if the firm were sold. For the high 
ESOP employees, the value of individual share hold­
ings increases from year 3 to year 9, when their shares 
would be worth more than they would be likely to get 
if the finn were sold that year. Thereafter, however, the 
value of shares drops substantially below what an 
employee's share of the sale proceeds is likely to be. In 
the low growth scenario the ESOP and Co-op employ­
ees normal benefits upon leaving the firm up to year 9 



would be around 70% of what they would get if the firm 
were sold. Thereafter, the Co-op employees patronage 
benefits stabilize at near 60% of sale benefits whereas 
those for the ESOP decrease sharply to about 22% by 
year 15. 

DISCUSSION 

Employee Benefits 

High vs low growth scenarios: 
Because shares in a leveraged ESOP are allocated 

to employees as the principal of a purchase loan is 
being paid off, the workers in a 100% employee owned 
ESOP who are with the firm during the repayment 
period are allocated all of the shares in the firm by the 
time the loan is paid off. Unless the firm performs very 
badly and sharply lowers the value of the shares, the 
sheer number of shares allocated is likely to yield high 
benefits for these employees. If the value of the shares 
increases substantially, as for the high growth scenario, 
employees who stay for more than a decade from the 
beginning can be due a small fortune (see Figure 1). 
After [he loan is repaid, new allocations are at the 
current share price so that employees get fewer shares 
as the value of shares increases. As Figure 3 shows, the 
ESOP difference in share repurchase values between 
high and low growth scenarios decreases for four-year 
term employees who leave from year 7 onward and 
almost disappears for those leaving in year IS. Simi­
larly, the high-low difference for eight-year employees 
is reduced from a little over 70% for ESOP employees 
leaving in year 10 to 13 % for those leaving in year 15 
so that benefits to departing employees in the low and 
high growth scenarios are about the same for the later 
periods. 

Overall, the low growth long-term employee pro­
jections are roughly in line with Rosen's estimate from 
the NCEO survey of an expected benefit of $83,000 
collected by an average employee in a typical ESOP 
leaving after 20 years in the plan II. If these projections 
are confirmed by experience they may affect produc­
tivity since the incentive to strive for higher revenues is 
greatly diminished by the reduced prospects for in­
creasing benefits with higher revenues. Also, latecom­
ers to the ESOP who see few prospects for increased 
benefits for themselves from rising revenues are likely 
to press for the sale of the company as they see the 
prospect of high returns from a sale, especially if the 
company has a lot of net cash. This is particularly likely 
for the low growth ESOP where the share repurchase 
benefits for the typical employee leaving the company 
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is expected to be only 24 percent of the employee's 
portion of the proceeds of the sale of the firm. However, 
as Figures I and 2 show most dramatically, long tcrm 
high ESOP employees who joined the firm from the 
beginning of the plan get the highe~t benefits as the 
large number of shares allocated to them during the 
loan repayment period appreciate in value, so that 
benefits from a sale would be less attractive to them. 

As noted in the Results section, Figure 3 shows that 
the difference in benefits received by Co-op employees 
in the high and low growth scenarios follows a very 
different pattern from the ESOP. Because loan repay­
ments drain much of the revenues during the first 7 
years, allocations to Co-op employees are limited so 
that the high-low growth scenario differences are small 
at first, increasing gradually from the 10% range for 1-
4 and 1-8 year employees and stabilizing in the 25-30% 
range of differences for four and eight-year employees 
leaving after year 11. 

The conversion of a traditional firm to an ESOP or 
a Co-op necessarily involves many changes, risks and 
opportunities for all involved and those who participate 
in the beginning bear the brunt of the required adjust­
ments. One could therefore consider the higher ben­
efits gained by "old-timer" ESOP employees relative 
to latecomers as fair compensation for the contribution 
made to the firm by those who participated in the 
changeover. In that sense, early Co-op workers could 
be considered to be at a disadvantage. 

However, the apparently much greater amount of 
benefits for early ESOP employees compared to later 
ones may be seen as at variance with the ideal goal of 
ESOPs to provide all employees with equitable access 
to the wealth (i.e., the capital) produced by the enter­
prise 13 .. While the peak difference between high and 
low growth scenarios for the Co-op is not spectaCUlar, 
the continuously growing benefits with increasing earn­
ings in the high growth Co-op may be substantial 
enough to constitute a continuing incentive for em­
ployees to improve performance so as to increase 
earnmgs. 

ESOP vs Co-op Employee Benefits: 

As Figures 1 and 2 show, benefits received by 
departing ESOP employees first rise then decline with 
successive four or eight- year employment periods. 
whereas benefits to departing Co-op employees in­
crease over successive periods. For the low growth 
scenario, four-year ESOP and Co-op departing em­
ployees get very similar amounts of total ownership 
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benefits - up to year 9 for four-year employees and up 
to year 11 for eight-year employees. In succeeding 
periods departing Co-op employees get increasingly 
more when they leave than do ESOP employees. For 
the high growth condition the departing ESOP workers 
actually get more than those in the Co-op during the 
initial 9-11 years, but Co-op benefits greatly and in­
creasingly outstrip ESOP benefits thereafter, except 
for ESOP employees who remain with the firm for 14 
or 15 years and who can expect to get more when they 
leave than corresponding Co-op workers. 

The reasons for these findings were described in 
the Results section. A number of implications can be 
noted here. 

1. Although ESOP employees may initially get 
slightly higher benefits under high growth 
conditions than corresponding Co-op 
employees, the latter can expect equal or higher 
benefits when leaving under a wider range of 
earnings with, as noted, continuing incentives to 
support improved company performance since 
benefits increase with higher earnings. Overall, 
the Co-op format seems to yield somewhat 
higher benefits to employees than the ESOP 
format but a number of qualifications need to be 
considered in evaluating this finding. One is that 
Co-op employees are responsible for paying 
income taxes on the whole amount allocated to 
their account, so that a large part of the 35% 
yearly cash disbursement may to be spent for 
that purpose. Although the ESOP employees 
will be liable for taxes when they sell their 
shares back to the firm upon leaving it, they can 
defer tax obligations through rollover of funds 
into qualified securities. Another factor that 
should be considered is that Co-op benefits are 
probably somewhat more at risk than ESOP 
benefits. The allocated shares with their 
associated put options represent a firm claim on 
the firm that is well protected by legislation, 
although the value of shares would decrease if 
the company performed poorly. While patronage 
refunds are also regulated by law, most Co-op 
by-laws have provisions through which the 
undistributed allocations can be at least partly 
depleted to meet cash flow problems and could 
be unavailable for distribution when claimed or 
upon dissolution of the firm. Though this is a 
risk for employees, the availability of the Internal 
Employee Accounts gives the firm a cushion in 
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case of economic downturns and may, with 
employee approval, serve as a guarantee for 
loans. While no danger to employee benefits is 
apparent in the example used here, except during 
the first few years of the plan, the issue needs to 
be considered when structuring and 
administering the plan. 

2. ESOP benefits depend on the interaction between 
the percentage of payroll allocated to the ESOP 
and the value of shares at the time an employee 
leaves the firm. As seen above, higher share 
values do not necessarily lead to higher benefits 
when leaving, especially for workers who join 
the firm after the loan has been repaid 

3. Co-op worker benefits depend on the amount of 
earnings, the percentage of earnings allocated to 
employees and the percentage of cash distributed 
at the end of any year (only 20% of the allocated 
amount has to be paid). Co-op employees do 
well with the amounts allocated here, but adverse 
business conditions could impact the amount 
that is allocated. In fact, one of the widely 
recognized problems of Co-op capitalization is 
that Co-ops often distribute too much of their 
earnings as patronage dividends, leaving 
inadequate working capital and reserves. 13 

However, except in cases where undistributed 
allocations are permanently reduced because of 
adverse business performance, Co-op employees 
own the money allocated to them even if they 
can't get most of it until they leave. 

4. The value of ESOP employees' allocated shares 
fluctuate with the fortunes of the company so 
that they stand to loose more than Co-op 
employees in business downturns and the 
downturn effect for the ESOP is likely to be 
greater than potential benefits from an upturn in 
earnings. This probability is indicated in the 
results shown in Figures 1 and 2, where the 
ESOP benefits in the high growth scenario 
stabilize close to the level of benefits in the low 
growth scenario for employees who joined the 
company after the first few years of the plan. 
Higher company earnings that increased the 
value of shares would decrease the amount of 
shares allocated so as to have little overall effect 
on benefits except for early joiners in the plan 
for whom many shares were allocated, but if 
poor business performance reduced share values 
it would depress benefits associated with shares 



already allocated and therefore reduce benefits 
for those leaving the firm. 

ESOP vs Co-op Net cash and Employee 
Repayment Obligations 

Improved cash flow and cash retention is one of the 
most frequently noted advantages for the conversion of 
a firm to an ESOP. It is of interest that, at least for the 
case shown here, the cash retention advantage holds 
consistently and substantially only for the low growth 
scenario. For the high growth scenario the ESOP re­
tains slightly more net cash only until the purchase loan 
is paid off and the advantage of the tax-free principal 
repayment disappears (see Figure 4 ). As Tables 3 and 
4 show, the Co-op's allocations to employees enable it 
to pay substantially lower taxes than the ESOP for both 
high and low scenarios, thus contributing to cash flow. 
Once the loan is paid off, these allocations continue to 
reduce taxes and since the firm retains 65% of the 
allocation in cash flow, net cash is substantial. But as 
35% cash distributions and patronage dividends to 
departing employees increase, the rate of increase in 
net cash can be expected to slow and be eventually 
overtaken by the ESOP. 

A question not addressed by this study relates to 
the accumulation of the large amount of cash for both 
scenarios. It seems wise to accumulate a substantial 
liquid cash reserve against benefit obligations and as a 
protection against losses. But would and should a 
company in the real world actually retain the very large 
amounts ofliquid cash projected here? Both ESOP and 
Co-op employees would probably clamor for higher 
dividends, and the company might increase its rate of 
expansion and/or seek higher returns on retained cash 
than the 6% CD rate used here in less liquid but perhaps 
somewhat riskier investments. 

One of the concerns in ESOP share repurchase 
planning and also in the payment of Co-op patronage 
benefits is to make sure that assets or obtainable funds 
match obligations when due. Because of its cash crunch, 
the low growth Co-op would have to defer most patron­
age refunds during the first seven years (see the last line 
of Table 4) whereas the low growth ESOP company 
would have enough cash to repurchase the shares of a 
third or more of departing employees. Both the high 
growth ESOP and Co-op versions should have enough 
cash to cover benefits for many more employees than 
those scheduled to leave in any year. In reality, of 
course, companies don't always grow year after year, 
not even at a five percent rate, and a decline in revenues, 
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for even a few years, especially during the first ten 
years of the plan when there is a growing gap between 
net cash and obligations could be a problem. Even 
under the relatively favorable conditions assumed here, 
the firm's loan and benefit obligations would make it a 
poor candidate for sale until several years after repay­
ment of the loan, and if a sale were forced, the em­
ployee owners would probably end up with restricted 
benefits. Accordingly, conversion to either format would 
seem inadvisable without realistic expectations of at 
least some sustained growth in earnings. One of the 
issues that must be recognized by both ESOPs and Co­
ops is that closely held firms do not have access to the 
kind of funding available through public offerings of 
stock which, though dividends may be paid, never has 
to be paid back like a loan. In the long run, employee 
ownership of all forms is likely to become a significant 
factor in the economy only if it can generate major 
sources of capital formation, like that obtained through 
stock offerings, without significant loss of employee 
control or benefits. 

What then about the relative advantages of conver­
sion of a closely held firm to an ESOP or a Co-op? As 
with most questions of this sort, no definite, generaliz­
able conclusions can be drawn. Overall, employee 
benefits may be a bit better for the Co-op than the ESOP 
employees, but this could change with different growth 
rates and benefit allocations. Company net cash is 
higher for the ESOP in the low growth, at least after the 
loan repayment, but is higher for the Co-op in the high 
growth scenario. Because of reinvestment rollover 
provisions, the seller may, in some cases, be better off 
with respect to income taxes with an ESOP than with 
a Co-op conversion. By and large, Co-op employee 
benefits are more directly linked to performance than 
the ESOP's in that Co-op allocations to employees 
consist of a percentage of earnings so that, as earnings 
increase, so do benefits. In the ESOP, employees who 
are with the company while the purchase loan is being 
repaid get a windfall in the number of shares allocated 
to them as shares are released from suspense. ESOP 
benefits tend to decrease in later years even as earnings 
increase because the rate of increase in the value of 
shares tends to be smaller than the decreasing number 
of shares allocated to employees. An ESOP may there­
fore be a very good deal for its initial employees but the 
Co-op may be a better long-term choice if the goal is to 
provide equitable benefits to successive generations of 
employees over the long run. 

What can be concluded from this study is that 
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there is no reason to suppose that ESOPs are inherently 
superior to Co-ops with respect to the financial benefits 
to employees or to the firm, even with the tax benefits 
accorded to ESOPs. As the European experience has 
shown, cooperatives of all sizes can compete success­
fully in capitalist markets with all other types of busi­
ness structure in all business sectors, from manufactur-
• • 14 • • • mg to services· Accordmgly, there IS ample eVidence 
that cooperatives can do well in business environments 
similar to ours. 

Employee Benefits from the Sale of the company. 

As Figure 4 shows, employees can expect to get 
more benefits from the sale of the firm than from 
leaving after a typical eight-year period of employ­
ment, except for the "windfall" benefits of the high 
growth ESOP employees leaving the company from 
year 7 through 11. The sale of the firm would be 
particularly attractive to ESOP employees who joined 
the firm after the purchase loan was paid off, since the 
normal benefits they could expect through typical 
turnover would be a third or less than what they might 
realize from a sale of the company. If real-world 
outcomes confirm this projection, even democratically 
constituted ESOPs whose primary goal is wealth distri­
bution to employees may be relatively short-term ar­
rangements that benefit employees who are with the 
company at particular periods (from the beginning of 
the plan or at the time of its sale). 

While sale of the company would yield higher 
benefits to Co-op employees than the typical departure 
benefits, the high growth Co-op employees' proportion 
of normal turnover benefits to sale proceeds increases 
consistently over the years, from about .51 in year 3 to 
.78 in year 15. If this trend continues there is likely to 
be little incentive for the sale of the company. The 
turnover benefit Isale benefit proportions shown in 
Figure 4 are very similar for the low growth Co-op and 
ESOP except from year 13 on, where the proportion 
remains stable for the Co-op but decreases sharply for 
the ESOP, so that incentives for selling the company are 
likel y to be less for the Co-op than tfor he ESOP in these 
later years. 

Conceptual Issues: 

While differences expected in benefit outcomes 
are of key importance in choosing between ESOP and 
Co-op formats, other important conceptual and practi­
cal reasons should be considered in choosing one or the 
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other format. One is that ESOPs and Co-ops seek to 
implement conceptions of economic democracy that 
have different meanings and implications. For Kelso, 
the originator of ESOPs, the concept underlying eco­
nomic democracy is "universally diffused economic 
power".'2 That power is to be achieved by making it 
possible for everyone to enjoy a share of the wealth 
produced by their labor. This wealth consists of the 
capital - equity and other assets - in a company and, 
more generally, in society. The task of economic de­
mocracy is to help people get access to a share of that 
capital which they can then invest. The ESOP is one 
way to implement this concept by distributing the asset 
values in the company through the allocation of shares 
that represent the ownership interest in the firm. If the 
firm is sold, workers currently with the firm get a share 
of the proceeds of the sale in proportion to the number 
of shares they hold. However, the results of this study 
show that, in a 100% employee owned leveraged ESOP, 
the most substantial benefits accrue to employees who 
are part of the firm in the early years of the plan, 
whereas those who join later get less, even if the 
company fares well. This lack of concordance between 
company performance and the size of employee ben­
efits undercuts the equitable implementation Kelso's 
ideal of enabling workers to share the wealth they 
helped to produce 15. It is possible that equity in the 
distribution of benefits could be approximated better 
through a gradual increase in the percentage of em­
ployee ownership or by changing the regulations that 
determine share allocation. It should be noted that 
while ESOPs may be structured to take advantage of 
tax benefits and focus on financial outcomes, many, 
perhaps a majority of ESOP conversions are motivated 
by the employers' loyalty to their workers and a desire 
to assure them a share of the company's incomcl6

• 

For producer Co-op's, the concept of economic 
democracy has a dual meaning. From an economic 
perspective, workers own the surplus earnings created 
by their work17• In practice, that is a share of the 
earnings not required for current or future operations, 
as in the example used here. In principle, ownership of 
the firm itself as a bundle of assets is indeterminate. It 
may belong to the larger community which provided 
the economic and social environment that enabled the 
company to establish itself. If the company went out of 
business it might be taken over by a larger support 
organization, as typified by the Mondragon group of 
cooperatives. Although this concept of Co-op owner­
ship of assets has been well established for over 100 



years l8 and is well articulated in theoryl9, cooperatives 
in this country are rarely structured with an understand­
ing of this principle. For purposes of comparability 
with the ESOP, this study assumed that, if the firm were 
sold, current employees would get all of the benefits. In 
the absence of an organization like the Mondragon 
Grou p to take over a firm wishing or forced to terminate 
operations as a Co-op, a distribution of benefits more 
consistent with Co-op principles might include all who 
directly contributed to the firm - all current or past 
employees who are alive and can be reached. 

The other central Co-op concept of economic 
democracy relates to the democratic governance ofthe 
firm by its employees. Co-op policy control through at 
least one general meeting a year and a board of direc­
tors elected on a one-vote per worker basis. ESOPs can 
be structured to include such member control, but that 
is very rare20

• ESOPs sometimes include forms of 
participatory management and there are some studies 
that indicate that decentralized management involving 
workers at different levels in decision making may 
promote productivity and profitability21. Participatory 
management may be desirable from a variety of per­
spectives but it does not give workers policy control. 
Such control is not part of the conception ofESOPs and 
not necessarily desirable from that perspective. ESOPs 
are therefore generally structured mainly to give em­
ployees a piece of the economic pie. In most ESOPs 
that piece consists of a minority interest in the firm, 
although there is a growing number of majority em­
ployee owned ESOPs. Co-ops are structured to give 
employees both governance and economic control 
over the business. Accordingly, while both ESOPs and 
Co-ops involve employee ownership, their values, con­
cepts and practical implications differ to a considerable 
extent. 

Perhaps partly because the worker Co-op format is 
rarely used in this country for sizable businesses, its 
implications have not been systematically explored 
with respect to either theory or practice. More research 
than a single projective study like this one is required 
to determine the relative benefits of ESOP and Co-op 
firms to employees and the company over the long run. 
But this study at least suggests that since the financial 
performance of ESOPs is not necessarily superior to 
that of Co-ops, the latter may be a more substantive 
conversion option than is generally supposed, requir­
ing closer attention to the differing notions of owner­
ship and democracy that underlie ESOPs and Co-ops. 
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