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February 6, 2003
Dear 

Employees are frequently made shareholders in the small corporations they work for.  This is often thought to be good for employee morale and a comparatively low-cost way of rewarding loyalty and of giving employees a stake in the company’s long term future.  However, careful consideration must be given to legal, tax and personal concerns before making this commitment, or else having an employee shareholder may become a grave business problem.  Among the factors to be considered should be the following:

1.
If the employee - shareholder is barred from owning stock in a Chapter S corporation, then giving him or her shares of the S corporation may have significant unintended tax consequences for the corporation and its owners.


2.
The transfer of stock may be deemed to be earned income to the employee, and thus the value of the stock given may be subject to federal, state and local income tax. 
3.
Under Pennsylvania law, shareholders are entitled to extensive disclosures about their corporation’s business and finances, much more disclosure than employees are entitled to.  Shareholders are entitled to timely annual financial statements, and they may also inspect and copy the corporation’s business and financial books and records.  

4.
The employee might think like an employee and not a business owner.  He may want profits paid out as dividends and bonuses, rather than retained for research and business development.  She may not recognize that the original owners, who incurred the greatest financial risks, may be entitled to compensation for that risk in profitable times.  He may not be willing to incur risks normal to owners of small businesses, such as personally guaranteeing loans.    


5.
The employee will have a voice in critical management issues, which employees do not usually enjoy.  This means that the original owners will not have the control they are used to.

.
 


6.
If the employee is not required to return the stock after leaving the corporation, he will continue to enjoy the rights of a shareholder, even if he works for a competitor.


Many of these and other issues should be resolved through a well designed shareholders’ agreement.  







Sincerely yours,








Mitchell B. Gerson, Esquire 

