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EMPLOYEE OWNERSHIP: A TOOL FOR BUSINESS SUCCESSION

Death, retirement, divorce, or just the yearning for a
warmer climate can all threaten the survival of stable Ohio
companies. If a transition has not been planned, any one
of these events can leave an otherwise profitable firm vul-
nerable to closure. Retiring owners have limited choices in
planning business succession, and many of these options
have undesirable consequences.

In the absence of an heir who plans to continue the
business, the departing owner's choices are frequently un-
attractive. Selling the enterprise as an ongoing business is
the preferred choice: but too often the most likely candi-
dates -- a competitor or an offshore corporation -- may be
more interested in the market than in continuing to operate
the business locally. The owner can always liquidate the
company, but that generally yields a price far less than the
business is worth. Liquidation is always unattractive to
someone who has spent his life building a business.

Thinking about succession at Elwell-Parker

S. K. "Pete" Towson faced these options when he be-
gan to consider the future of family-owned Elwell-Parker
Electric in Cleveland. For three generations, the Towson
family had owned and operated the business. Although he
was not certain where the company’s future lay, Towson
judged liquidation an unacceptable choice. "To build the
world's best large lift trucks is something special," Towson
commented. "Anyone can liquidate a business."

Yet Towson was nearing retirement age, some of the
family shareholders were octogenarians, and the younger
generation had interests other than running the family busi-
ness. It was clear that the family needed a plan for exiting
the business. While potential buyers approached Towson
with regularity, some made no secret of their interest in
moving production off shore.

As Towson considered the family’s options in Decem-
ber 1987, he happened to attend the Employers’ Resource
Council Roundtable at the Union Club in Cleveland. The
guest speaker that day was Cathy Ivancic, Associate Di-
rector of the Northeast Ohio Employee Ownership Center.
Her topic was how Employee Stock Ownership Plans
(ESOPs) can be used to help the owners of healthy ongoing
businesses cash in their ownership without disrupting the
operation of their companies. Employee ownership offered
an almost perfect strategy for Elwell-Parker to avoid both
liquidation and a sale to competitors.
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Initial conversations with lenders ruled out a sale of the
company to the employees in a single step. But employee
ownership was viable financially if the sale was conducted
in stages. After serious discussions inside the family and
on the board of directors, Towson and other family share-
holders chose that option. Approximately two years after
Towson left the Employers’ Resource Council session, the
employees of Elwell-Parker became owners of 30 percent
of the business through a leveraged ESOP. The family
plans to sell its remaining shares after the initial loan is paid
down. (For more about the Elwell-Parker story see Owners
at Work, vol. ii, no. 1, pp. 9-11).

Why sell to an ESOP?

Selling to employees has a number of advantages.
First, unlike many "buyers," who are competitors trying to
satisfy their curiosity or who are simply shopping for a bar-
gain, employees are serious buyers -- if financing is avail-
able. Second, employees are always interested In the
survival of the business, which is psychologically rewarding
for a retiring owner. Third, and certainly not least, are the
tax advantages. The pre-tax repayment of the ESOP loan's
principal and the lower interest rate that stems from the tax
break for ESOP lenders make the sale to employees easier
to finance. And, provided the employees own at least 30
percent of the shares at the conclusion of the transaction,
the seller can defer income taxes on the capital gain from
the sale, provided the sale proceeds are rolled over into
qualified domestic securities. If these securities are sub-
sequently sold within the owner's life, then the income tax
on the gain falls due, but if the replacement securities pass
into the owner's estate, the capital gain escapes income
taxes altogether,
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As a consequence of favorable tax treatment,
selling to employees is frequently the best exit
strategy for shareholders in a closely held
company.

As a consequence of this favorable tax treatment, sell-
ing to employees is often the best exit strategy for a retiring
owner or another shareholder who wants to sell his or her
shares in a closely held company. If the company is profit-
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able and has additional debt capacity, a sale to employees
is almost always a viable option if the owner is willing to sell,
as Towson and his family were, over a period of years.

Business succession and job retention

Despite the hype about "high tech” being the wave of
the future, the overwhelming majority of the jobs that will
exist in the year 2000 in Ohio already exist today. The most
significant source of avoidable job loss is the disappearance
of successful small companies at or shortly after the retire-
ment of the controlling owner.

Since its foundation in 1987, the Northeast Ohio Em-
ployee Ownership Center has argued that employee own-
ership has an important role to play as a strategy for
business succession and job retention. One of the Center’s
earliest publications was Dan Bell’s Bringing Your Employ-
ees into the Business: An Employee Ownership Handbook
for Small Business (1988), which addresses issues of con-
cern to owners of closely held businesses who are consid-
ering selling part or all of their shares to the employees.
Much of the Center’s subsequent outreach has focused on
reaching owners of closely held business who are nearing
retirement; Ivancic’s speech at the Union Club was only
one of scores of talks Center staff members have made to

business audiences on the utility of employee ownership in
closely held companies.

The outreach effort has paid off. According to an as-
sessment prepared by the National Center for Employee
Ownership for the Ohio Department of Development, re-
cently presented to the legislature as part of the Depart-
ment’s annual report on employee ownership as mandated
by the Employee Ownership Assistance Act, the portion of
the national growth in employee ownership accounted for
by Ohio increased by 18.5 percent since the NOEOC was
established in 1987. Among closely held companies, the
impact has been even greater: the rate of ESOP formation
in Ohio since 1987 has increased by 45 percent relative to
the national rate.

Copies of the report, "Employee Ownership in Ohio: A
Status Report to the Ohio Legislature," are available from
Tracy Bradford, Office of Labor-Management Cooperation,
Ohio Department of Development, Box 1001, Columbus,
OH 43266-0101.
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If you are interested in a brief presentation on ESOPs
for yourself or your group, please call Cathy Ivancic of the
NOEOC at 672-3028 for details.

THE NORTHEAST OHIO
EMPLOYEE OWNERSHIP CENTER

Department of Political Science
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(216) 672-3028
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Judy Wearden.
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The Northeast Ohio Employee Ownership Center is a university-based
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munity development organizations interested in exploring employee own-
ership. Funded by a grant from the Ohio Department of Development's
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lates cooperation among employee-owned firms throughout Ohio.
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OTHER ORGANIZATIONS WHICH
PROMOTE EMPLOYEE OWNERSHIP IN OHIO

Common Wealth

P.0. Box 6212

1221 Elm Street

Youngstown, OH 44505 (216) 744-2667

Common Wealth provides community education, arganizing and techni-
cal assistance lo facilitate the development of new, democratically owned
and managed enterprises, o help such existing enterprises grow, and to
assist with employee buyouts of closing enterprises.

Cooperative Work Relations Program
71 South Plains Road
The Plains, OH 45780 (614) 797-2535

The Cooperative Work Relations Program is one of seven state-
supported Centers for Labor/Management Cooperation in Ohio. CWRP
staff have expertise in employee-ownership theory and practice, pre-
feasibility studies, and training for existing employee-owned companies.

Jobs for People
1216 E. McMillan, Suite 304
Cincinnati, OH 45206 (513) 251-9111

Jobs for People provides technical, financial, and administrative assist-
ance for establishing new firms to employ the unemployed and underem-
ployed within the Cincinnati economy.

Worker Owned Network
50 South Court St.
Athens, OH 45701 (614) 592-3854

Worker Owned Network provides technical assistance and training for
unemployed persons to establish businesses which will be part of a net-
work of companies owned and managed by workers.
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GETTING INTO THE FLOW AT FLUID REGULATORS

When Fluid Regulators moved from being 37 to 100
percent employee owned, its 120 worker owners knew they
were taking on an enormous challenge. As a 100 percent
employee-owned company, they, and they alone, would be
responsible for their firm’'s future. They accepted the re-
sponsibility three years ago. But, at that time, they may not
have realized how challenging it is both to survive in a highly
competitive market and to change corporate culture. Now
they do; and they are working hard to surmount the obsta-
cles to becoming a democratic worker-owned company.

A rough transition

Fluid Regulators’ ESOP bought 63 percent of the firm'’s
stock from departing owner Jack Hoye in a leveraged
buyout in March 1988. The deal was done relatively
quickly. Hoye wanted to get out of the business fast; the
purchase took only three months to complete. There was
litle time for education about the ESOP or for preparing
Fluid's worker owners for the challenges they would face
as a 100 percent employee-owned company.

The first challenge was part of the buyout: the ESOP
transaction saddled the new company with a heavy debt
repayment burden. Soon after Hoye's departure, the firm
encountered more obstacles to its success. Fluid com-
pleted a few major long-term contracts, lost some custom-
ers, and saw its primary market in defense-related
production begin to soften. Its sales dropped sharply and
paying off its debt became even more difficult. To help the
firm survive the turbulent times, Fluid's employee owners
accepted a wage freeze. Employee owners, naturally, be-
gan to associate these market-related events with the
ESOP transaction, and some wondered whether being the
owners, and responsible for their own fate, was the best
position for themselves.

“The transition has been shaky. Business has been
down," stated Rich Schreiner the company’s president.
“We had cash profit sharing before the ESOP, but
[because of our debt service] we haven't shown a profit
since. Soit’s been perceived as a bad deal. Butthe ESOP
was the best way for us." The ESOP helps Fluid by allow-
ing the firm to repay its debt in pre-tax dollars (see diagram
on page five); and it has been a starting point for Fluid's ef-
fort to change its corporate culture. The company is strug-
gling to evolve from a traditional, hierarchical structure to a
participative, team-ariented decision-making approach.

As Fluid’s employee owners have found, however, itis
difficult to change historic perceptions and corporate cul-
ture overnight. Those attitudes go back to 1952 when the
company was spun off from the Fluid Power Group and
jointly owned by four people. When the ESOP was ori-
ginally set up in 1981, it was implemented as a mechanism
to provide a market for the departing owners’ stock and to
provide retirement benefits for Fluid's employees. From
1981 to 1988, the ESOP purchased 37 percent of the firm
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from the three minority shareholders. However, despite
owning more than one third of the company's stock, the
employees had almost no input in the way the enterprise

was run.
—
PROFILE: FLUID REGULATORS I

Products: Precision hydraulic components for the
aerospace and defense industries.

Employment: 115.
Sales Range: $8-10 million.

ESOP: Formed in 1981, became 100 percent em-
ployee owned in March 1988.

As president, Hoye ran the show at Fluid Regulators.
The firm did well under his stewardship, but the ESOP was
basically a piece of paper and, for many employees, a far-
off retirement benefit. Under Hoye, the firm was a long way
from the participative structure it is currently trying to de-
velop. “"Before we became a 100 percent ESOP, we hiad a
good-old-boy network. Hoye felt he had to control us.
Sometimes, | still feel there's a little of the old network still
around," said Wendy Baker, an assembler who has worked
at the company for thirteen years. "Since we became a 100
percent ESOP, | feel we're trying to make it everyone'’s
company."

Developing a culture of ownership

Trying to help Fluid’s employee owners to take on more
responsibility and truly own the company has been one of
Schreiner's primary goals. "Our problem is we want a set
of rules and regulations... [we want to do it] by the numbers,
instead of having people take responsibility for getting the
job done. We need to encourage people to participate," he
said. Schreiner is working to make the ESOP more than a
piece of paper. By doing both big and little things, he is
trying to help worker owners develop a culture of owner-
ship.

Sometimes symbolic things are the most difficult to
change. For example, Schreiner eliminated the parking
space reserved for the company'’s president. But, even if
he comes to work late, people still will not use the space.
In other aspects, however, employees are thinking more
like owners. Schreiner related a story of how employee
owners are thinking more about costs. "The burring de-
partment told me they were out of hand soap. | said | was
going out, so I'd get some. They said 'we're paying for it,
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