
Problems with Repaying 
ESOP Loans 
by Robelt W. Wood- Bancroft & McAlister 

T hese days, it seems more popular to undo 
Employee Stock Ownership Plan ("ESOP") 

buyouts than to do them. Nonetheless, a seller's 
incentives to accomplish an ESOP buyout 
remain strong, because of the ability to sell stock 
to an ESOP and roll the proceeds over tax-free 
into marketable securities. A related benefit is 
the deductibility of dividends on the stock when 
the dividends are used to repay ESOP-related 
debt. Plus, under Section 404(k), cash dividends 
used to repay a qualified ESOP loan do not 
violate the rule that a tax-qualified retirement 
plan must be used only for the exclusive benefit 
of employees. 
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This pro-dividend rule of Section 404(k) would 
appear to be absolute in operation. However, the 
legislative histOlY to the provision indicates that 
only dividends that are "reasonable" can be 
deducted, and that the deductibility of dividends 
also can be limited by general tax evasion 
principles. 

TAM Suggests Limits 
Technical Advice Memorandum 9304003 suggests 
that these potential limits on the Section 404(k) 
deduction are more real than imagined. In that 
ruling, an ESOP bought 30% of the stock from the 
sole shareholder. In a later series of transactions, 
stock was sold to an unrelated party, the former 
sole shareholder's remaining 70% was redeemed, 
and the majority of the stock was held by the 
ESOP. 

Eventually, the ESOP held 30% and the 
outsider 70%. The ESOP applied a portion of 
the proceeds from the redemption to the 
outstanding debt. Later, the corporation claimed 
a deduction under Section 404(k) for payments 
to the ESOP that were applied to the 
outstanding debt. 

What is "Reasonable"? 
The question was whether the deduction for a 
dividend was appropriate here. After all, this 
transaction was a pro rata redemption of 90% of 
the stock. While the notion of reasonableness 
may not be too clear in this context, the TAM 
suggests that a dividend that is greatly in excess 
of the dividend that the ESOP sponsor could be 
expected to pay on a recurring basis should not 
be regarded as reasonable. The TAM 
determined that a dividend must be reasonable 
to be deductible under Section 404(k), and that 
a dividend is reasonable if it is paid at a rate that 
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is normally paid in the ordinary course of 
business. 

One might think that the "reasonable" dividend 
limitation in this context refers to the 
reasonableness of compensation. In fact, the 
legislative history suggests that this may have been 
the concern. After all, the use of dividends to 
reduce ESOP debt results in additional employer 
secUlities being allocated to plan participants 
(hence, the relevance of compensation). 
Nonetheless, the TAM defines the reasonableness 
of dividends by reference to the rate at which 
dividends are paid, judged by ordinary business 
standards. 

The TAM suggests several alternatives for 
calculating appropriate dividend rates on the 
transaction considered in the ruling. The range of 
dividend rates for the transaction in the TAM was 
as high as 90% per share, or as low as 63% per 
share (both quite hefty). Consequently, the TAM 
viewed the dividend as extraordinary; it was 
substantially in excess of the rate the ESOP 
sponsor could reasonably be expected to pay 
continually on its common stock 

Conclusion 
The facts of the TAM are extreme, of course, given 
the 63% to 90% range of the dividend. However, 
the reasonableness notion should be considered 
from now on whenever the dividend deduction is 
claimed .• 
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