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1. INTRODUCTION 
 
Stock allocation to the employees is every day even more frequent appearance worldwide and 
in Croatia, too. Operating instruments for above mentioned are ESOP programs, which 
present a form of employee ownership and are likely to be established through privatization 
legal framework in Croatia. Aims of employee stock allocation are multiple, and some of the 
most important are: increment of employee benefits, but at the same time liquid funds are 
hold within the company which represent financing and expansion source. On the other hand, 
employees, as stockholders, are interested in profit growth, because in that situation their 
ownership interests are satisfied, and undoubtedly efficiency of the company is increased. All 
above mentioned had and still has influence on development of accounting models for 
described transactions. As a result of this effort, parts of accounting profession framework 
are: International Financial Reporting Standard 2 – Share-based Payment, and International 
Accounting Standard 19 – Employee Benefits.         
 
The main hypothesis of this paper is that ESOP programs, as a way of employee motivation, 
are introduced in increasing number of companies in Croatia, which requires adequate 
presentation of these transactions in financial statements, but is still not elaborate enough in 
accounting literature. 
 
Presentation of these transactions in financial reports of Croatian companies should be in 
accordance with financial reporting framework which is defined by Accounting Act which 
regulate appliance with International Financial Reporting Standards for large entrepreneurs, as 
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well as for the companies listed on the stock exchange. At the same time, other entrepreneurs 
can apply these standards or standards set by the Financial Reporting Board. In other words, 
financial reporting framework in Croatia is in accordance with the financial reporting 
framework in the European Union. 
 
2. ESOP DEFINITION, DEVELOPMENT AND FEATURES 
 
2.1. ESOP definition 
 
An Employee Stock Ownership Plan (here and after ESOP) is a form of a defined 
contribution benefit plan. The company sponsoring the plan makes contributions of cash or 
shares of its stock directly to an ESOP trust set up for the benefit of the company's employees. 
If the contribution is in the form of cash, the trust uses the cash to purchase shares of the 
sponsoring company's stock, often from a large stockholder who wishes to cash-out. 
Subsequently, the trust distributes the shares to the accounts of a specified employee group. 
These shares are referred to as "allocated shares." The manner and timing of the allocation 
depend on how the trust is financed. Employee Stock Ownership Plans (ESOPs) are becoming 
increasingly diverse and complicated. ESOP work can be shown in few steps1: 

1. Company establishes an ESOP Trust 
2. ESOP Trust purchases company stock from shareholders 
3. Bank provides financing to Company: Company re-loans proceeds to ESOP 
4. Company pays contribution or dividends to ESOP that ESOP uses to repay debt 
5. Company or ESOP repurchases shares from employees after termination. 

 
ESOPs are designed to facilitate employee shareholdings and are often used as vehicles for 
distributing shares to employees under remuneration schemes. The detailed structures of 
individual ESOPs are many and varied, as are the reasons for establishing them. However, the 
main features are often as follows2: 
 

1. The ESOP trust provides a warehouse for the sponsoring company’s shares, for 
example by acquiring and holding shares that are to be sold or transferred to 
employees in the future. The trustees may purchase the shares with finance provided 
by the sponsoring company (by way of cash contributions or loans), or by a third-party 
bank loan, or by a combination of the two. Loans from the company are usually 
interest-free. In other cases, the ESOP trust may subscribe directly for shares issued by 
the sponsoring company or acquire shares held as treasury shares. 

 
2. Where the ESOP trust borrows from a third party, the sponsoring company will 

usually guarantee the loan, i.e. it will be responsible for any shortfall if the trust’s 
assets are insufficient to meet its debt repayment obligations. The company will also 
generally make regular contributions to the trust to enable the trust to meet its interest 
payments, i.e. to make good any shortfall between the dividend income of the trust (if 
any) and the interest payable. As part of this arrangement the trustees usually waive 
their right to dividends on the shares held by the trust. 

 
 

                                                 
1 Introduction to ESOPs Presentation, www.sesadvisors.com, October 2006 
2 UITF abstract 38 Accounting for ESOP trusts (Issued 15 December 2003), page 1-2, 
www.frc.org.uk/asb/uitf/pub0329.html, December 2006 
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3. Shares held by the ESOP trust are distributed to employees through an employee share 
scheme. There are many different arrangements—these include: the purchase of shares 
by employees when exercising their share options under a share option scheme; the 
purchase of shares by the trustees of an approved profit-sharing scheme for allocation 
to employees under the rules of the scheme; or the transfer of shares to employees 
under some other incentive scheme. 

 
4. Although the trustees of the ESOP trust must act at all times in accordance with the 

interests of the beneficiaries under the trust, most ESOP trusts (particularly those 
established as a means of remunerating employees) are specifically designed so as to 
serve the purposes of the sponsoring company, and to ensure that there will be 
minimal risk of any conflict arising between the duties of the trustees and the interest 
of the company. Where this is so, the sponsoring company has de facto control and 
there will be nothing to encumber implementation of its wishes in practice. 

 
ESOPs may be leveraged or nonleveraged. Nonleveraged plans are the simplest. The 
company just transfers stock or cash to the ESOP trust. The amount of the contribution is 
normally determined on the basis of some predetermined criteria, such as a percentage of 
earnings. After the contribution is made, the ESOP distributes the shares to the individual 
employee accounts. This setup involves no special financing arrangements.  

 
Picture 1. Nonleveraged ESOP3 
 

 
 

If the company establishes a leveraged plan, the ESOP trust borrows the cash necessary to 
purchase the securities. The trust invariably pledges the stock as collateral and the company 
offers some degree of guarantee regarding the loan. The pledged shares are known as 
"suspense" shares. Cash to repay the loan comes from two sources: dividends received by the 
trust on suspense shares and cash contributions by the company. Various arrangements are 
made regarding the cash contribution by the company. The contributions may be a level 
amount each year or they may be variable. In the latter case, the contribution is dependent on 
some specified performance measurement basis such as reported profits or operating cash 
flow. 

 
 
                                                 
3 www.esopassociation.org/about/about_leveraged.asp, December 2006. 
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Picture 2. Leveraged ESOP4 
 

 
 

The debt service payments cause the release of shares from collateral. Companies use two 
formulas to determine the number of shares to release. The first, called the principal and 
interest method, releases shares based on the ratio of the current year's debt payment to the 
total payments required over the life of the loan. The second method, referred to as the 
"principal only" method, uses the ratio of the current year's principal payment to the total 
principal as the basis for releasing shares. Because a larger portion of early debt payments 
goes toward interest, this method causes a slower rate of release. The trust must allocate the 
released shares to the employee accounts within a year of release. A nondiscriminatory 
formula specifies the allocation to individual accounts. Typically, the formula uses the wages 
and years of service of the individual employees to make the allocation.  
 
When a company's stock has a ready market, the shares allocated to the employee's account 
are issued when the employee leaves the firm. If the company's shares do not have a ready 
market, the company must stand ready to repurchase the shares at their fair market value. In 
this case, the company has issued a "put option" to the employee; i.e., it has agreed to 
purchase the stock at a later time at a price yet to be determined. Determining this price can be 
difficult and expensive and is subject to strict regulation. Indeed, this provision is one of the 
main deterrents to the creation of ESOPs by smaller, closely held companies. 
 
2.2. ESOP features 
 
The increased interest in ESOPs is founded on several attractive features. Favorable tax 
treatment given ESOP lenders in certain circumstances has allowed ESOPs, and their 
sponsors through the ESOP, to borrow at reduced interest rates. Other provisions in the tax 
law allow a deduction for dividends paid on ESOP shares, which has been a particularly 
attractive feature to public companies. Also, there is deferring of tax that employees pay on 
stock allocated to their ESOP accounts until they receive distributions; at that point, they are 
taxed on the distributions.5 Many employers believe that employee productivity may be 
enhanced by giving employees a share in the company ownership. Others in the corporate 
                                                 
4 www.esopassociation.org/about/about_leveraged.asp, December 2006. 
5 ESOP Tax Incentives and Contribution Limits , www.nceo.org/library/esop_tax_law.html , December 2006 
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community believe that unfriendly takeovers may be thwarted when a large share of the 
company ownership is in the hands of employees. Several companies have used ESOPs to 
finance leveraged buyout (LBO) transactions. Some economists believe that ESOPs are a 
viable vehicle for transferring ownership of state-owned businesses in Eastern Europe to 
private hands.  
 
3. ESOP ACCOUNTING DEVELOPMENT 
 
3.1. ESOP accounting in world 
 
The employee stock ownership plan (ESOP) concept was developed in the 1950s by lawyer 
and investment banker Louis Kelso. However, few companies took up Kelso's ideas because 
an ESOP's authority to borrow money to buy stock for participants was based on IRS rulings 
and had no clear statutory authorization. 
 
In 1973, Kelso convinced Senator Russell Long, chairman of the tax-writing Senate Finance 
Committee, that tax benefits for ESOPs should be permitted and encouraged under employee 
benefit law. Soon, federal legislation promoting ESOPs appeared, most importantly the 
Employee Retirement Income Security Act of 1974 (ERISA)6, which governs employee 
benefit plans and established a statutory framework for ESOPs. 
 
Until recently, however, ESOP structures were relatively simple, typically involving only 
common stock of the employer and often leveraged with mortgage-type (level payment) debt 
with terms of 10 years or less. As the popularity of ESOPs increased in the late 1980s, the 
nature of ESOP arrangements became more complex. The increased complexity generated 
differing interpretations of the accounting literature, which was written in simpler times.  
 
In 1976, the AICPA issued Statement of Position (SOP) 76-3, Accounting Practices for 
Certain Employee Stock Ownership Plans; to address certain accounting issues relating to 
leveraged ESOPS. The primary recommendations of the SOP are7:  

1. An obligation of an ESOP should be recognized as a liability by the sponsoring 
company when the sponsor guarantees the obligation or commits to make future 
contributions sufficient to service the ESOP debt. This liability is offset by a 
corresponding reduction in equity; both the liability and the offsetting debit to equity 
are reduced as the ESOP debt is paid.  

2. Contributions or commitments to make contributions to the ESOP are recognized as 
compensation expense and interest expense by the sponsor.  
 

                                                 
6 The Employee Retirement Income Security Act of 1974 (Pub.L. 93-406, 88 Stat. 829, September 2, 1974), 
commonly known as ERISA, is a United States federal statute which sets minimum standards for pension plans 
in private industry and provides for extensive rules on Federal income tax effects of dealings in connection with 
various employee benefit plans. ERISA was enacted to protect interstate commerce and the interests of 
participants in employee benefit plans and their beneficiaries, by requiring the disclosure and reporting to 
participants and beneficiaries of financial and other information with respect thereto, by establishing standards of 
conduct, responsibility, and obligation for fiduciaries of employee benefit plans, and by providing for 
appropriate remedies, sanctions, and ready access to the Federal courts. 
7 Wise, Bret W; ESOP accounting: past, present and future. (Employee stock ownership plans); The CPA 
Journal, June 1990 
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3. All of the sponsor's shares held by the ESOP are treated as outstanding in the sponsor's 
calculation of EPS, regardless of whether those shares have been allocated to 
participants' accounts.  
 

4. Dividends paid on shares held by the ESOP are charged directly to retained earnings 
by the sponsor.  

The ESOP structure has evolved since 1976. Sponsors now are issuing equity, securities to 
ESOPs with complex conversion, redemption, and dividend features and are financing ESOPs 
with other than mortgage-type debt. Some of these features were not anticipated in the SOP. 
For example, in a leveraged ESOP arrangement: the sponsor max, issue convertible preferred 
stock to the ESOP and use dividends to service the ESOP's debt, reducing the sponsor's 
required contributions; the ESOP loan may provide for variable payments rather than level 
payments; the sponsor may not guarantee the ESOP debt; the terms of convertible preferred 
stock issued to an ESOP may be structured to avoid classification as a common stock 
equivalent for purposes of EPS calculations; the plan man, provide ESOP participants with a 
guaranteed value for the convertible preferred stock upon their retirement or termination.  
 
These arrangements raise a number of accounting issues, many of which have been addressed 
by the EITF.8 Three controversial issues addressed by the EITF in 1989 are: expense 
recognition for leveraged ESOPs, treatment of ESOP debt by the sponsor, and ESOP issues 
affecting the calculation of EPS.  
 
The AICPA changed the accounting for ESOPs by issuing Statement of Position 93-69, 
Employers’ Accounting for Employee Stock Ownership Plans, in 1993 which supersedes 
previous SOP 76-310. 
 
Previously, a company charged the amount of an ESOP contribution to expense without 
regard to whether it used the contribution to pay down an exempt loan to release shares. SOP 
93-6, however, generally provides that when a company allocates shares to participants’ 
ESOP accounts, a compensation expense results that is measured by the fair market value of 
the stock on the allocation date.  
 
Under SOP 93-6, a company treats dividends on stock held in an ESOP the same as dividends 
on non-ESOP shares if the stock is allocated to participant accounts, reducing retained 
earnings. If the dividends are paid on unallocated shares, the company treats them as  

• A reduction of the principal or interest on the exempt loan if it uses them to repay the 
exempt loan.  

                                                 
8 Emerging Issues Task Force – EITF is an organization formed in 1984 by the Financial Accounting Standards 
Board-FASB to provide assistance with timely financial reporting. The EITF holds public meetings in order to 
identify and resolve accounting issues occurring in the financial world. 
9 Statement of Position 93-6 supersedes AICPA SOP 76-3, Accounting Practices for Certain Employee Stock 
Ownership Plans. The newer SOP examines significant changes in the way employers report transactions with 
leveraged Employee Stock Option Plans (ESOPs) and provides essential guidance on accounting for non-
leveraged ESOPs. This SOP also addresses issues concerning pension reversion ESOPs, ESOPs that hold 
convertible preferred stock, and terminations, as well as issues related to accounting for income taxes. Plus, it 
contains disclosure requirements for all employers with ESOPs, including those that account for ESOP shares 
under the grandfathering provisions 
10 David W. Powell,  Thomas D. Terry,  Ian Lanoff; Reinvigorating aging ESOPs - employee stock ownership 
plans; Journal of Accountancy,  March, 2000 



Seventh International Conference on “Enterprise in Transition” 

 7

• Compensation expense if the company allocates the dividends to participants’ 
accounts or if it pays them to participants out of a suspense account.  

 
Previously, under SOP 76-3, Accounting Practices for Certain Employee Stock Ownership 
Plans, a company treated dividends paid on ESOP shares the same as those paid on non-
ESOP shares.  
 
There is another significant difference between SOP 93-6 and the prior rule. Under SOP 76-3, 
a company considered all ESOP shares outstanding when calculating earnings per share. 
Under SOP 93-6, the company treats only allocated shares, or shares committed to be 
allocated (released from the suspense account but not yet allocated within the plan year), as 
outstanding for this purpose.  
 
There are now about 11,000 ESOPs and similar plans (stock bonus plans) covering over 10 
million employees, which represents 10% of the American workforce. ESOPs are found in 
publicly traded and closely held companies of every size; however, most such companies 
have over 15 or so employees due to the costs of setting up and administering an ESOP11. 
About 1,000 ESOPs are in publicly traded companies that employ more than 50% of the 
nation’s employee–owners. In 1994 U.S. ESOPs owned $222 billion in corporate assets12. 
 
3.2. International Financial Reporting Standard 2 
 
The International Financial Reporting Standard (IFRS) 2 “Share based payments” contains 
detailed treatment of cancellations, reprising and other modifications of share-based payment 
arrangements, on reload facilities, on share-based payment transactions that have a choice of 
settlement options (i.e. either by issuing equity or by accepting a liability), and on the 
disclosures to be provided. It also contains some material on how to value shares and options 
in the absence of observable market prices, although it is unlikely to prescribe the use of any 
particular valuation model.  
 
Stated objective of IFRS 2 is “to specify the financial reporting by an entity when it 
undertakes a share-based payment transaction. In particular, it requires an entity to reflect in 
its profit and loss and financial position the effects of share-based transactions, including 
expenses associated with transactions in which share options are granted to employees”13.  
 
Transactions with employees are measured at fair value of the equity instrument awarded at 
the date when it is generally granted (i.e. grant date model). Transactions with employees are 
recognized using a service date model. Grant date is determined as “the date at which the 
entity and another party (including employee) agree to share-based payment arrangement, 
being when the entity and the counterparty have a shared understanding of the terms and 
conditions of the arrangement14”. As discussed above, equity-settled transactions must be 
measured at fair value of the equity instruments issued to employees, except where is 
impossible to determine fair value. Fair value should be based on market prices if available. 
In the absence of market prices, a valuation technique should be used to estimate what the 
market price would have been on the grant date in an arm’s-length transaction between 

                                                 
11 www.nceo.org/library/history.html, , December 2006 
12 David W. Powell,  Thomas D. Terry,  Ian Lanoff; Reinvigorating aging ESOPs - employee stock ownership 
plans; Journal of Accountancy,  March, 2000 
13 IFRS 2, Share-based Payment, IASB, February 2004, paragraph 1. 
14 International GAAP 2005, LexisNexis, 2004, page 1603 
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informed and willing parties. In such cases, the entity is required to adopt a method of 
accounting based on the intrinsic value of the award (the price of the underlying share less the 
exercise price).        

Allocation of expense 

This question raises the issue of weather a share-based payment transaction should be 
recognized:  

1. when the relevant equity instrument is first granted  
2. when it vests 
3. during the vesting period  
4. during the life of the option  

When the award of equity instruments vests immediately, IFRS 2 creates presumption that the 
award is in the respect of the service that has already been rendered, and should be therefore 
expensed in full at the grant date.  
 
Where equity instruments are granted subject to vesting condition, IFRS 2 creates 
presumption that they are a payment for the service to be received in the future, during the 
vesting period, with the transaction being recognized during that period. The overall objective 
is that, at the end of the vesting period, the cumulative charge to the income statement should 
represent the number of equity instruments that have actually vested multiplied by their fair 
value, excluding the effect of the vesting conditions, at the date of grant.   
 
According to IFRS 2 share based transactions can be equity settled or cash settled. If the share 
based transactions are equity settled than the basic accounting entry is:  

 DR Profit or loss for the period (Employee cost)   
  CR Equity 

If the share-based transactions are equity settled than the basic accounting entry is: 
DR Profit or loss for the period (Employee cost)   
  CR Liability 

4. ESOP IN CROATIA 

4.1. Croatian companies and ESOP 
 
Croatian privatization model did not stimulate ESOP programs so they developed in Croatia 
relatively late. The purpose was to overcome difficulties which have been caused by main 
privatization model. Furthermore, there are no tax relieves or any other mechanism, at the 
state level, which would encourage expansion of ESOPs15.  
 
Today in Croatia there are 100 different ESOP programs. For example, ESOP was 
implemented in Zagrebačka banka, Pliva, Dalekokvod etc.  
 
It is important to state that there is no special accounting regulation in Croatia for ESOP. 
Croatian companies are obliged to use International Financial Reporting Standards for 
composing their financial statements. Therefore, we can say that the only existing accounting 

                                                 
15 D. Tipurić: ESOP i hrvatsko poduzeće, Sinergija, 2004, page 15 
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regulation for ESOP in Croatia is IFRS 2 and indirectly IAS 26 “Accounting and Reporting by 
Retirement Benefit Plans”.   
 
4.2. New privatization law  
 
In the state portfolio there are approximately 850 companies ready for privatization, from 
which 700 are not insolvent. One hundred of these companies are in 50% state ownership and 
in 160 companies state has 25%-50% of shares. These percentages do not include daughter 
companies like of Hrvatske željeznice or Hrvatske šume, so the percentages are even higher. 
 
According to new proposal of the Privatization Law in Croatia, employees would be entitled 
to privilege purchase up to 25% of company’s shares with 25% of discount. It has been 
discussed that employees would be able, without company’s approval, to found ESOP trust. 
Furthermore, the article according to which ESOP trust must have equity in the equal amount 
of shares intended to be purchase by employees has been canceled. Ownership and control 
would be transferred to employees after the first installment is paid to the Croatian 
privatization fund.  
 
The price of shares could be determined according to average share price in last three months 
if they are not listed on the stock exchange, or the share price could be determined by 
qualified valuer.  
 
The Government has promised its engagement in negotiations with banks regarding loans for 
purchase of shares according to ESOP. 
 
As it was already stated, in Croatia there isn’t any tax relieves for ESOP and it is very 
important for Government to consider some relieves in order to change this situation. That is 
important because it can be motivating for other companies, already privatized, to think about 
this possibility. If there are any relieves for company and/or employee when they have ESOP 
they will consider its implementation, but if there are no relieves, than the question is, why 
doing such complex step. 
 
Furthermore, Croatian model of ESOP has greater similarity to Employee Stock Option Plan. 
According to U.S. Securities and Exchange Commission Employee Stock Options Plans 
should not be confused with the term "ESOPs," or Employee Stock Ownership Plans, which 
are retirement plans. Many companies use employee stock options plans to compensate, 
retain, and attract employees. These plans are contracts between a company and its employees 
that give employees the right to buy a specific number of the company’s shares at a fixed 
price within a certain period of time. Employees who are granted stock options hope to profit 
by exercising their options at a higher price than when they were granted16. In other words, 
employees have the opportunity to buy companies stock during specific period by 
predetermined price.  
 
5. CONCLUSION  
 
With this paper we have confirmed that ESOP will be introduced in greater number of 
Croatian companies through new Privatization Law. We have concluded that ESOP 
introduced in Croatia trough new Privatization Law has more resemblance to employee stock 

                                                 
16 www.sec.gov/answers/empopt.htm, December 2006 
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option plans than original employee stock ownership plan. ESOP has rapidly developed in 
world due to existence of tax relieves.  Furthermore, in the absence of tax relieves concerning 
ESOP, already private companies, do not see any benefits from introducing the ESOP in their 
business, so the absence of tax relieves has impact on ESOP development in Croatia. 
 
When it is being discussed about accounting regulation, we have proved that only existing 
accounting regulation in Croatia is International Financial Reporting Standard 2. Mentioned 
standard covers all share-based payment (to employees and non employees). It gives 
accounting basis for the share-based payments. Nevertheless, IFRS 2 does not give 
instructions how to account for ESOP phenomenon.  
 
From the above stated we can conclude that it is necessary to develop accounting and tax 
regulations that would provide basis for development of ESOP and financial reporting frame 
for ESOP.    
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