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F
ollowing the recent slide in the stock market, cartoonist

Dave Coverly jokingly referred to a “401(k) plan” as a

“4.01(k) plan. But employees at companies that also

provide an employee stock ownership plan (ESOP) are

generally pleased with the relatively steady performance of the

employer stock in their ESOP accounts as compared to the

significantly depressed value of their 401(k) accounts.

As a result, the value of an ESOP as a tool for motivating

and retaining employees has become more apparent, making it

an increasingly popular employee benefit plan. Recent surveys

also confirm that additional numbers of employers are adopting

ESOPs to enhance worker productivity and competitiveness.

Corporate succession planning
Business owners who want to sell a closely held business in

order to retire or attain access to greater liquidity may find it

difficult to locate acceptable buyers in the current financial climate.

In many instances management represents the most suitable buyer

but is unable to fund the purchase of the business.

Often, acquisition of the business by an ESOP,

either in conjunction with an investment by management

or through a “sweat equity” program for management,

presents a tax-favored alternative to a strategic

buyer, moves ownership of the business to the next

generation and benefits employees at the same time.

Tax deferred sale of stock
An ESOP is also a phenomenal tool for a business

owner to attain financial and estate planning results

unavailable through any other means. One of the

most popular features of selling all or part of the business

owner’s stock in a closely held company to an ESOP is the

tax-favored treatment of such a sale.

If a shareholder of a closely held C corporation sells stock

to an ESOP, the selling shareholder may defer, or avoid altogether,

payment of tax on the capital gains resulting from the sale if

certain requirements are satisfied, including:

• Immediately after the sale, the ESOP must own at least 30%

of each class of the outstanding stock of the employer;

• “Qualified replacement property” (generally stock or bonds

of a domestic operating corporation) must be purchased by

the selling shareholder(s) during the 15-month period

beginning three months before the date of the sale; and

• Employer stock purchased by the ESOP on which gain deferral

treatment is being elected may not be allocated under the ESOP

to the selling shareholder, certain members of the selling

shareholder’s family or to any shareholder who owns directly

or indirectly 25% or more of any class of employer stock

Corporate finance tool
An ESOP, unlike any other employee benefit plan, is permitted

to borrow money from the company or from an outside lender

and use the proceeds to purchase employer stock,

either directly from the employer or from its share-

holders. To service the ESOP’s debt, the employer

makes tax-deductible contributions to the ESOP.

Dividends paid on the stock acquired by the ESOP

may also be used to repay the ESOP debt or may be

passed through to participants.

If the company is a C corporation, the divi-

dends are also tax-deductible to the employer with-

out regard to the limits on contributions to tax quali-

fied plans or allocations to participants’ accounts. As

loan payments are made, shares of employer stock are

released from a “suspense account” and allocated to participant

accounts set up for eligible employees. As a result, through

ESOP financing, the employer gets the equivalent of a tax

deduction for principal payments on the debt.

S corporation benefits
If the sponsoring employer is an S corporation, another

tax incentive is available. The ESOP’s share of the corporation’s

income is exempt from tax. As a result, if the ESOP owns 100%

of the corporation’s stock, the corporation is, in effect, exempt

from income tax.

If the ESOP owns less than 100% of the corporation’s stock, it

will be necessary for the corporation to continue to pay tax

distributions (dividends) to the shareholders and the ESOP can

use the tax dividends on allocated shares to satisfy the ESOP’s

repurchase liability and pay administration expenses. The

ESOP’s share of tax dividends on unallocated shares can be

used to pay the ESOP loan. The special gain deferral referred

to for shareholders of C corporations is not available, however,
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ESOP vs. Conventional Borrowing
Cost Comparison
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• $1 million principal

• Repayment period of 10 years

• Interest rate of 8.25%

• Federal income tax marginal rate of 42% (34% federal

and 8% Indiana)

TToottaall  nneett  ccoosstt  ooff  rreeppaayyiinngg  llooaann,,  aass  aaddjjuusstteedd  ffoorr  ttaaxx  ssaavviinnggss

ESOP borrowing Conventional borrowing

$874,142.91 $1,294,142.91

Tax savings through ESOP: $420,000
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to shareholders selling shares in an S corporation.

Because Congress views employee ownership as a valuable

objective, various tax incentives are available for ESOPs that are

not available to other types of qualified retirement plans. These

tax incentives are available to both a shareholder who sells stock

to an ESOP and to the company that is the sponsoring employer

for the ESOP. Indirectly, however, these tax incentives benefit the

employees by providing an equity interest in the sponsoring

employer and a benefit program that might not otherwise be available.
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Author: Sharon Hearn is a partner in the law firm of Krieg

DeVault LLP, and assists corporations, plan fiduciaries and

selling shareholders with ESOP and other employee benefits

related matters. She can be contacted at (317) 238-6234 or

e-mail: shearn@kdlegal.com

The information in this article is not intended to be legal advice.


