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|. INTRODUCTION

A central irony of the ESOP,! thirty years after its recognition in
the Employee Retirement Income Security Act of 1974, is that it has
succeeded best where it has been used in participatory ways for which
it was never intended and is poorly designed. This fact, well attested
to by a body of empirical data, presents the question: How can the
ESOP, or an alternative thereto, be better adapted to democratic uses?
The inquiry takes us away from the grandiose expectations of the
original ESOP sponsors and present-day proponents of “shared capi-
talism”? and leads instead to a recasting of the legislative scheme to
recognize and encourage the modest role played by democratic em-
ployee ownership in American business.

A. History of the ESOP

Employee stock ownership appeared early in the history of the
modern corporation in the United States.®> By mid-1927, there were
approximately 800,000 employee shareholders with aggregate hold-
ings equal to approximately 1% of all corporate stock.* After falling
into disrepute in the stock market crash of 1929,° it began to reemerge
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fare legislation.”® The solution, he argued, was to restructure the fi-
nancing of capital acquisition so that the ordinary worker could secure
a capital estate and enjoy a second income from capital ownership.**
Such a debt-generated redistribution of capital ownership would revi-
talize capitalism by making the ordinary worker a capitalist.

Kelso’s search for a “program of financing new capitalists” led
him to devise and advocate employee investment plans, backed by the
sponsoring employer’s credit, which could borrow money to finance
investment through the purchase of the employer’s stock.”? As the
employer paid off the loan, the employees would become beneficial
owners of stock allocated to their account in the investment plan. He
crafted the first of these plans in 1957 for Peninsula Newspapers, Inc.,
a small publishing business near San Francisco, but the concept
spread slowly.™

In 1973, Kelso gained the ear of Senator Russell Long, the son e.
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of employee benefit law that would become ERISA. Kelso argued
that the proposed legislation presented a practical opportunity to en-
graft his financing scheme onto the existing statutory authorization
for stock bonus plans.!” The statutory authorization for the ESOP ap-
peared as one of several exemptions to the prohibited transaction rules
of the legislation.’® ERISA section 408, subdivision (b)(3), provides
that the rules barring undiversified investment and self-dealing be-
tween employer and benefit plans do not apply to an employer’s “loan
to an employee stock ownership plan,” which is defined as a stock
bonusu!olan designed to invest primarily in qualifying employer secu-
rities.

In the next decade, Senator Long secured the passage of some
twenty-five bills promoting and elaborating upon this original ESOP
legislation.?
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Following Kelso’s views,? Senator Long saw the ESOP as a ve-
hicle for broadening capital ownership, not a means of achieving in-
dustrial democracy. While the Revenue Act of 1978 gave employees
certain limited voting rights to their trust accounts,®* he opposed any
extension of these rights on the ground that it would discourage adop-
tion of ESOPs.*® The ESOP provisions engrafted on ERISA place
control of employer stock in the hands of a trustee who is ordinarily
appointed by the employer’s board of directors.®® During their em-
ployment, employees enjoy only a beneficial ownership in the em-
ployer stock, shorn of ordinary shareholder rights;?’ and upon retire-
ment or severance of employment, they receive a distribution of their
individual accounts either in stock or cash.?® Some ESOPs involving
direct contributions of stock to the trust represent a minor variation on
the stock bonus plans pre-dating ERISA. But leveraged ESOPs,
which link employee rights to repayment of the initial financing, have
come to dominate the field.” The trust purchases the stock by a bank
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loan guaranteed by the employer or by a direct loan from the em-
ployer.® Then, as the loan is paid off, the employees’ beneficial inter-
est in the trust is allocated to their individual accounts.*

From its inception, the recognition of the ESOP as a stock bonus
plan entailed a favorable tax consequence that served Kelso’s vision
of a new financing device to broaden capital ownership—it allowed
the employer to pay off the ESOP loan with deductible contributions
to the ESOP trust.** The effect, as now codified, is to give the em-
ployer access to funds through a sale of stock to the ESOP, which are
financed by a uniquely tax-advantaged loan in which principal as well
as interest payments are tax deductible.** During the last twelve years
of Long’s Senate career, Congress enacted a medley of additional tax
incentives for ESOPs.** Congress later repealed some of these tax
breaks, including tax credits, an estate tax deduction, and tax exclu-
sion on interest from ESOP loans,® but the ESOP remains highly tax-
favored. It enjoys the tax benefits available generally to qualified re-
tirement plans: deduction of employer contributions to the plan,* ex-
emption of trust from taxation on earnings,®” and employee tax defer-
rals upon ultimate distribution of their individual accounts.®® In
addition, the tax code allows employers to deduct payment of divi-
dends to stock held by an ESOP*
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Fueled by tax advantages, the ESOP played a prominent role in
the surge of employee stock ownership in the 1980s. In a survey of
publicly held companies in 1989 and 1990, Blasi and Kruse found 8.6
million workers, representing 10% of the private-sector workforce,
owned stock in public corporations in which employee ownership ex-
ceeds 4% of total company market value.* But public corporations
tended to lose interest in ESOPs in the 1990s,** shifting instead to
stock options as a favored form of employee ownership, and began to
terminate more plans each year than were created.”® Among smaller
private corporations, however, the ESOP maintained considerable
popularity as an estate-planning device.** In 1998, Corey Rosen, ex-
ecutive director of the National Center for Employee Ownership, re-
ported that the leveraged ESOP was a “mature phenomenon.”*
While stressing the shortcomings of the relevant data bases, Rosen es-
timated that total ESOP assets, plus the assets of certain related bene-
fit plans, were remaining constant at about $400 billion as termina-
tions among publicly traded companies were offset by adoptions by
smaller private firms.*
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