
 
PLEASE CONSULT WITH YOUR TAX AND LEGAL ADVISORS.  UBS FINANCIAL SERVICES, INC. DOES NOT PROVIDE 
TAX OR LEGAL ADVICE.  THIS MEMORANDUM IS FOR INFORMATIONAL PURPOSES ONLY AND SHOULD NOT BE 
CONSTRUED AS TAX OR LEGAL ADVICE. 

Employee Stock Ownership Plans (ESOPs) 

By Keith J. Apton 

Senior Vice President – Investments  

(202)585-5358 

Current as of 9/29/2014 

 

Congress and the Obama administration recently enacted legislation that creates new taxes and increases 

existing tax rates. Business owners who have spent their lives accumulating wealth within their businesses, 

must carefully consider how recent legislative changes will affect the wealth diversification and business 

succession strategies formulated in recent years. Tax efficiency should be at the forefront of a business 

owner’s mind.

 

The recent rise in capital gains tax rates has caused business owners to express increased interest in 

Employee Stock Ownership Plan (“ESOP”) transactions.  When structured properly there may be an 

opportunity to defer the capital gains tax on the sale of stock to an ESOP.  A thoughtful business succession 

plan should consider the potential tax advantages offered to business owners and their businesses by a 

leveraged ESOP transaction 

 

An ESOP may be one solution for business owners to provide liquidity as well as potential tax deferral.  

There are currently over 12,000 ESOPs1 in existence today that span nearly every industry of the American 

economy.  This article, intended for shareholders, directors, executives, and professionals, discusses the 

potential benefits afforded to business owners and their companies from a sale to an ESOP. 

 

Employee Stock Ownership Plans.    An ESOP is a tax-qualified retirement plan that is designed to invest 

primarily in the stock of its corporate sponsor. An ESOP is unique among all other qualified retirement 

plans because, unlike other qualified retirement plans, an ESOP can borrow money from its corporate 

sponsor and purchase shares of the corporate sponsor from shareholders. This would constitute a prohibited 

transaction with any other qualified retirement plan and jeopardize the qualified status of the plan.2  

 

Leveraged ESOP Transactions.    Business owners frequently sell all or a portion of their equity to an 

ESOP through a "leveraged ESOP transaction." The transaction is "leveraged" because the ESOP finances 

the purchase of shares by borrowing funds from its corporate sponsor. The following example illustrates 

one of the several leveraged ESOP transaction structures: 

                                                 
1 The National Center for Employee Ownership 
2 Section 4975(c); ERISA Section 406(a) 
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1. The board of directors of a company decides to sponsor an ESOP.  

 

2. The ESOP, comprised of a qualified plan under Internal Revenue Code of 1986 as amended (“IRC 

§401(a)”) and a trust exempt from tax under IRC §501(c), serves as the legal owner of the stock.  

 

3.  The company borrows funds from a commercial lender.  The company then lends these same funds 

and possibly additional funds from its own cash reserves, to the tax-exempt trust in exchange for a 

promissory note issued by the ESOP. 

 

4.  The ESOP uses these funds to purchase the stock of the corporate sponsor from the selling 

shareholders. 

 

5.  The company makes tax-deductible contributions and may pay tax deductible dividends (C-

Corporations only) to the ESOP.  The ESOP uses these contributions and/or dividends to pay down the 

debt owed to the corporate sponsor. 

 

6. If applicable, the selling shareholder may elect to take advantage of Section 1042 of the Internal 

Revenue Code.  A selling shareholder to an ESOP has the option to pay the capital gains tax created by 

the sale, or if eligible, elect Section 1042.  This section allows the selling shareholder(s) to defer the 

capital gains tax on the proceeds received from the shares of stock sold to the ESOP.  To complete the 

deferral, the selling shareholder must reinvest the proceeds in qualified replacement property (“QRP”).  

 
 

7. QRP must be purchased no earlier than 3 months prior to or 12 months after the date of the sale to 

the ESOP.   

 

8. QRP includes the common stock, preferred stock, bonds, and convertible bonds of “operating 

companies” incorporated in the United States.  QRP must be issued by a U.S. domiciled operating 

company with the following characteristics: 

 

− 50% of its assets must be used in active conduct of a trade or business 

− No more than 25% of its gross receipts can come from passive sources 

 

9. After electing §1042, any sale of the QRP will result in a capital gains tax based on the original cost 

basis of the stock sold to the ESOP.  If the QRP is held until the selling shareholders death, the QRP 

will receive a step up in basis to the market value at date of death.  The step up in basis at death 
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enables the selling shareholder’s heirs to mitigate (and potentially eliminate) the capital gains tax 

liability from the original transaction.  

 

 

 

 

 

This example illustrates some of the fundamental concepts of a leveraged ESOP transaction.  Establishing 

an ESOP creates a market in which the business owner may sell any portion of the stock of the company in 

exchange for full market value of the equity sold.  Further, the ESOP may enable the corporate sponsor to 

reduce corporate income taxes with tax-deductible contributions and possible tax-deductible dividends (for 

C-Corporations only). Third, the ESOP may provide the company an opportunity to offer a meaningful 

retirement benefit for its employees. 
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Non Leveraged (or Non-Commercial Leveraged) ESOP Transactions. Unlike a leveraged ESOP 

transaction where a portion of the transaction is financed by a commercial lender, a non–leveraged ESOP 

transaction involves no commercial financing. In a non-leveraged (or non-commercial leveraged) ESOP 

transaction, the trustee, acting on behalf of the ESOP, purchases stock from selling shareholders with any 

combination of (i) cash contribution made by the company from cash existing on its balance sheet, (ii) cash 

existing within the ESOP, or (iii) a promissory note issued by the ESOP and payable to the selling 

shareholder. The seller note between the ESOP and the selling shareholder is perceived as a friendly, more 

flexible, form of debt relative to credit extended by a commercial lender.  

 

Typical  Non Leveraged ESOP Transaction 

 

 

 

 
 
 
 
 
 
 
 

 

1. The company creates the ESOP.   

2. The company contributes existing cash from its balance sheet to the ESOP and receives a tax 

deduction equal to the contribution. 

3. The ESOP uses the cash contribution and, if necessary, a promissory note to purchase shares of 

company stock from the selling shareholder.   

4. Going forward, the company makes tax-deductible contributions if needed for the ESOP to repay 

the promissory note issued to the selling shareholder.  

5. Company stock purchased with cash is immediately allocated to participant accounts.  Company 

stock purchased with a promissory note is allocated each year as the promissory note is repaid. 

 

The benefits afforded to business owners by a sale to an ESOP are numerous and may include: 

 

1.  The business owner may diversify wealth accumulated within the privately held business by selling 

all or a portion of the stock of the business to an ESOP; 

Company  
 

Cash ESOP Trust   

 
Stock 
 Selling Shareholders  

 
Cash/Seller note 
 

Employees 
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2.  The business owner may defer the recognition of the long-term capital gains realized upon the sale 

of the stock to the ESOP through reinvestment in QRP, and may eliminate the long-term capital gains 

tax liability altogether, provided the QRP is passed to the business owner’s heirs or estate; 

3.  The business owner may continue to be involved in the business -- even after the sale of all of the 

stock of the business; by continued employment with the company and/or participation on its board of 

directors.  

 

5.  The business owner may also participate in the upside performance of the underlying business.  

This may achieved through a combination of a note receivable and warrants. 

 

The company also benefits from an ESOP transaction, a few of the benefits include: 

 

1.  The business may make tax-deductible contributions to the ESOP and pay tax-deductible dividends 

on the shares of stock held by the ESOP in an effort to reduce, or even eliminate, taxable income and 

thus enhance the cash flow and debt capacity of the business; 

 

2.  The business may operate exempt from federal (and most state) corporate income taxes if it is 

taxable as an S corporation and wholly-owned by the ESOP3; 

 

3.  The business may offer its employees a competitive, tax-deferred retirement benefit, the value of 

which is directly correlated with the efforts of the employees and the success of their employer. A 

significant portion of this tax-deferred retirement benefit may even be taxable to the employee 

participants at favorable long-term capital gains rates upon distribution from the ESOP. 

 

Characteristics of a company that is a good ESOP candidate: What makes a company a good ESOP 

candidate? When a company meets the criteria outlined below, an ESOP can be extremely beneficial to 

shareholders, the corporate sponsor, and the employees of the company.  Examples of corporate 

characteristics of a good ESOP candidate include: 

 

1. Strong earnings and free cash flow  

1. Debt capacity 

2. An enterprise value of $5 million or more with at least 20 employees 

                                                 
3 An S corporation is a pass thru entity where income and/or losses are passed through to the owners who report the items of income 

and/or loss on their personal income tax returns. An ESOP is a tax-exempt trust that is exempt from Federal and most state income 
taxes and serves as the legal owner of the company stock.  As a result, an S corporation that is wholly-owned by its ESOP operates 
free from Federal and most state income taxes.  
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3. Selling shareholders looking for a gradual exit strategy from the company 

4. Selling shareholders looking to minimize tax upon sale of the stock 

5. Corporate revenues with a positive growth trend  

 

The existence of one of these factors or all of these factors does not ensure that a particular company is a 

good ESOP candidate. However, a company with these attributes tends to benefit from the advantages an 

ESOP provides when compared to other exit strategies. 

 

Summary 

 

Business owners evaluating their business succession and wealth diversification strategies should consider 

how increased ordinary income and long-term capital gains tax rates affect the options available to them. 

The most conscientious of these business owners will evaluate how an ESOP transaction may help defer 

long-term capital gains tax obligations incurred in connection with the disposition of stock held by the 

business owners as well as enhance the tax efficiency and long term viability of the company they sale.  

Business owners should always consult with their tax advisor when considering the tax advantages and 

requirements for favorable tax treatment. 

  

Important Disclaimers 

 
Information contained herein is of a general nature and is provided for informational purposes only.  Laws governing 
ESOP transactions and the rules under section 1042 of the Internal Revenue Code of 1986, as amended (“Code”), are 
complex and persons considering an ESOP or section 1042 transaction should seek professional guidance from their tax 
and legal advisors.  Specific structures and decisions can only be developed based on a thorough review of the facts and 
circumstances relative to a particular company and its shareholders.  Neither UBS Financial Services Inc. nor its 
employees provide tax or legal advice. 
 
In addition, shareholders who sell into an ESOP should understand the applicable rules of the Internal Revenue Code of 
1986, as amended (“Code”), including requirements for qualified replacement property as defined by Code section 
1042 ("QRP").  Shareholders should understand the potential risks that may be associated with obtaining securities as 
QRP, sufficiency of available QRP in the market that satisfy the shareholder’s investment objectives, limitations on 
UBS' ability to offer margin or financing for the purchase of a new-issue QRP where UBS has participated in the 
underwriting of such new issue, availability of QRP with put features and whether available QRP offers appropriate 
diversification.  The foregoing is a general description of potential risks.  Shareholders who invest in QRP should 
consult with their tax and legal advisors regarding their personal circumstances. 
 
IRS Circular 230 Disclosure: To ensure compliance with requirements imposed by the IRS, any U.S. federal tax 
information in this article is not intended, or written to be used, for the purpose of (1) avoiding penalties under the 
Internal Revenue Code, or (2) promoting, marketing or recommending to another party any transaction or matter 
contained in this presentation. 
 
It is important that you understand the ways in which we conduct business and the applicable laws and regulations that 
govern us. As a firm providing wealth management services to clients in the U.S., we are registered with the U.S. 
Securities and Exchange Commission (SEC) as an investment adviser and a broker-dealer, offering both investment 
advisory and brokerage services. Though there are similarities among these services, the investment advisory programs 
and brokerage accounts we offer are separate and distinct, differ in material ways and are governed by different laws 
and separate contracts.  

 


