
By Allen P. Fineberg and Elliot D. Raff

One afternoon, your client, Fred
Smith, calls for advice regarding a
personal business exit strategy.

Fred, now 60 years old, has spent the last
30 years building Fred Smith Industries,
Inc., into a very successful business. Fred
is the sole owner and has about 30
employees, approximately $2 million of
tangible assets and annual net earnings —
before payment of Fred’s annual compen-
sation of $300,000 — of $750,000.

FSI manufactures and sells a highly
specialized product that is only available
from a handful of other competing firms
in the country. Since these companies are
bitter competitors, Fred is unwilling to
approach them to buy his business.
However, FSI’s executive vice president
Joe Miller, age 40, who has been with FSI
for 15 years, confided to Fred that he
would be interested in taking over the
business when Fred retires.

Fred has confidence in Joe, but does
not think he is ready to take over FSI by
himself, nor is Joe in a financial position

to pay the price that Fred believes FSI is
worth.

You mull over the situation for a few
minutes and suddenly a possible solution
comes to mind — an employee stock
ownership plan. Now all you have to do is
find a way to sort out the alphabet soup so
Fred and Joe can understand the benefits
of an ESOP and how it can meet their
goals.

ESOP Basics

An ESOP is a stock bonus plan that is
a qualified retirement plan under the
Internal Revenue Code and is designed to
invest primarily in qualifying employer
securities. See section 4975(e)(7).

A “stock bonus plan” is essentially a
type of profit-sharing plan in which distri-
butions are intended to be paid in the form
of employer stock. In addition, the defini-
tion of an ESOP includes a combination
of a stock bonus and a money purchase
plan, which was relevant under prior law
to increase the deductible contribution
limit from 15 percent to 25 percent; how-
ever, now that the deduction limit for
profit-sharing and stock bonus plans has
also been increased to 25 percent, this is
no longer significant.

As a “qualified plan,” similar to other
types of qualified profit-sharing or pen-
sion plans, an ESOP enjoys the three prin-
cipal benefits of tax qualification under
the Internal Revenue Code: contributions
to the plan are currently deductible by the
employer when made; allocations to the
participants’ accounts are not taxed until
actually distributed; and the assets held in

trust appreciate on a tax-deferred basis.
Given these special features, pay-

ments made by a corporation to fund an
ESOP’s stock purchase generally will be
tax deductible. In addition, an ESOP is
eligible for special enhanced contribution
and deduction limitations that are unavail-
able to other types of qualified plans.
Finally, if properly structured, the ESOP
purchase of Fred’s shares will be exempt
from certain rules that otherwise would
prohibit the transaction.

As a result, an ESOP is a valuable
tool not only for providing retirement
benefits (to an owner and employees), but
also for business and succession planning
for the employer and its principals.

• Qualifying employer securities
defined.

As noted, an ESOP must be designed
to invest primarily in “qualifying employ-
er securities.” There are different statuto-
ry definitions of qualifying employer
securities under Section 407(d)(5) of the
Employee Retirement Income Security
Act and sections 4975(e)(8) and 409(l) of
the code. However, for purposes of this
discussion we will focus on the more
restrictive code definition, because the
transaction must comply with that defini-
tion in order for the ESOP to qualify for
the special tax advantages and transac-
tional benefits described.

If the employer’s stock is publicly
traded, then employer securities are com-
mon stock issued by the employer (or an
affiliated company which is a member of
the same controlled group) that is readily
tradable on an established securities mar-
ket. However, where there is no readily
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tradable common stock, i.e., no publicly
traded stock, then the employer securities
required for ESOP purposes is that class
of common stock “having a combination
of voting power and dividend rights”
which is at least equal to the class of com-
mon stock of the employer having the
greatest voting power and dividend rights.

In certain limited circumstances,
noncallable preferred stock can qualify as
an employer security, which may be held
by the ESOP if the stock is convertible
into common stock, which meets the fore-
going requirements. See section 409(l)(3).

• Investment primarily in employer
securities.

The requirement to invest “primari-
ly” in qualifying employer securities has
not been defined by the statutes or regula-
tions, but it is generally understood, based
on an early Advisory Opinion issued by
the U.S. Department of Labor, that in
order to satisfy this requirement, at least a
simple majority of the ESOP’s assets must
consist of qualifying employer securities
at all times.

Although ERISA section 404(a)(2)
states that the diversification and pru-
dence standards will not be violated by
the holding of qualifying employer secu-
rities, the DOL (which has regulatory
authority over ERISA’s fiduciary provi-
sions) has taken the position in litigation
that under certain circumstances, the
holding of employer securities, or at least
too large a portion of plan assets in
employer securities, could be imprudent
and a breach of fiduciary duty, even for
an ESOP, depending on the company’s
financial condition, the valuation of the
stock and similar factors.

Recently, the DOL argued this posi-
tion in its amicus curiae brief filed in the
Enron ERISA litigation on the long-stand-
ing premise that ERISA’s prudence rules
apply to the acquisition, holding and sale
of employer securities. See Amended
Brief of the Secretary of Labor Opposing
the Motions to Dismiss, Aug. 30, 2002,
Tittle et al. v. Enron Corp. et al., Civil
Action 14-01-3913 and Consolidated
Cases (S.D. Tex).

• Other requirements.
As a qualified plan, an ESOP must

satisfy most of the same rules that apply
to profit-sharing plans, such as the mini-
mum coverage and vesting requirements,
nondiscrimination in contributions and

benefits, compliance with the top-heavy
plan rules, etc.

A detailed discussion of these gener-
al qualification rules is beyond the scope
of this article, although it is worth noting
that an ESOP generally may not be aggre-
gated with other plans of the employer for
purposes of demonstrating compliance
with the coverage and nondiscrimination
rules — although an existing plan can be
converted to an ESOP. However, there are
also several additional requirements
applicable only to ESOPs:

• Stock distributions.
Participants can demand a distribu-

tion from the ESOP in the form of
employer securities instead of cash and, in
the case of securities that are not readily
tradable, may require the employer to
repurchase them. An ESOP is usually
designed to allow distribution to occur at
retirement age, disability or termination
of employment.

However, if the corporate charter or
bylaws restrict stock ownership to
employees or to a qualified retirement
plan — even if the restriction is only
implemented when the ESOP is adopted
— or if the employer is an S corporation,
the ESOP may distribute benefits only in
cash. See section 409(h).  

This may be particularly important
for S corporations, so that the S election is
not defeated by the corporation exceeding
the number of permitted shareholders.
Note that distributions, whether in stock
or cash, create a “repurchase liability,”
which creates some additional planning
opportunities. If shares are distributed and
the corporation buys them, it will not be
able to deduct such an expense. If instead,
the ESOP repurchases the shares, the
repurchase will be funded with a
(deductible) contribution.

On the other hand, if the ESOP repur-
chases the shares, these shares will be
reallocated within the ESOP, with the
effect that they will be repeatedly repur-
chased. Part of a study of the economic
feasibility of an ESOP is an analysis of
projected repurchase liability.

• Pass-through voting.
An ESOP established by an employer

with registered securities must include a
provision allowing participants to vote
their ESOP shares.

If the employer securities are not reg-
istered, then the ESOP must provide pass-

through voting to participants only on cer-
tain significant corporate matters which
require shareholder approval, such as a
corporate merger, liquidation or sale of
substantially all of the corporation’s
assets. See section 409(e). Most impor-
tant, the right to elect directors is not
required to be passed-through.

• Diversification.
Participants who have reached age 55

and completed 10 years of participation
must be given the right to elect, over a six-
year period, to diversify a portion of their
ESOP accounts in up to three investment
options other than employer securities.
This allows participants nearing retire-
ment age to create a diversified, and
potentially less risky, portfolio.

This can be accomplished by adding
other investments to the ESOP (such as a
money market account and mutual funds)
or by distributing assets to the participant.
See section 401(a)(28)(B). The require-
ment may also be satisfied by allowing a
participant to transfer the amount eligible
for diversification to another plan main-
tained by his employer, which allows
investment direction.

• S Corporation ESOPs.
An S corporation can sponsor an

ESOP, effectively reducing (or eliminat-
ing) the shareholders’ current pass-
through income tax liability (the liability
is shifted to participants and deferred).

However, there are additional rules
applicable to S corporation ESOPs that
limit the allocation of stock to the
accounts of certain “disqualified per-
sons.” See section 409(p). Also, as noted
below, certain special ESOP benefits are
not available for an ESOP sponsored by
an S corporation.

Valuable Tool

An ESOP has special characteristics
under the code and ERISA that distin-
guish it from other qualified plans, mak-
ing it a uniquely valuable tool to use when
structuring a redemption or buy-out of
corporate stock in a tax-advantaged man-
ner.

• Deferral of gain recognition.
An individual who sells stock in a C

corporation to an ESOP may be able to
defer recognizing gain on the sale under
section 1042 if he invests the proceeds
from the sale of the stock in “qualified
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replacement property” — generally secu-
rities of a domestic corporation other than
the employer that is engaged in the active
conduct of a trade or business — within
the 15-month period ending one year after
the securities are sold to the ESOP, pro-
vided certain other conditions are satis-
fied, as discussed below.

• Exemption from prohibited transac-
tion rules.

Generally, the fiduciary of a qualified
plan is not permitted to cause the plan to
buy or sell assets or engage in a loan
transaction with a “disqualified person.”
Both the employer that maintains the plan
and a majority shareholder of the employ-
er are disqualified persons.

However, special statutory exemp-
tions allow an ESOP to engage in such
transactions, in particular a loan transac-
tion, provided it is “primarily for the ben-
efit” of plan participants, is made at a
“reasonable rate of interest” and satisfies
the collateral restrictions mentioned
below. See sections 4975(d)(3) and (13).
This also allows a company to obtain a
bank loan and then lend the proceeds to
the ESOP.

• Increased deduction limit.
The maximum deductible contribu-

tion to a defined contribution plan is gen-
erally 25 percent of the annual compensa-
tion of the participants. However, in the
case of a leveraged ESOP, the 25 percent
limitation applies to principal payments
only.

There is an additional deduction for
the full amount of interest on indebted-
ness incurred by the ESOP to acquire
qualifying employer securities. See sec-
tion 404(a)(9)(B). The additional deduc-
tion for interest does not apply to an
ESOP sponsored by an S corporation.

The deductibility of payments to an
ESOP reduces the effective cost of the
stock purchase. For example, assuming a
corporation has a 40 percent effective tax
rate, it must have $1.67 of pretax earnings
to make a one-dollar nondeductible stock
redemption payment, but only one dollar
of pretax earnings to make the same
deductible payment to the ESOP.

• Increased annual addition limit.
The maximum “annual addition” to a

participant’s account in a defined contri-
bution plan is the lesser of $41,000 or 100
percent of a participant’s compensation.

However, if no more than one-third

of the employer contributions to an ESOP
are allocated to highly compensated
employees (this can be expressly
addressed in the ESOP document), the
normal annual addition limits will not
apply either to: (1) forfeitures — the non-
vested portion of a participant’s account
forfeited upon termination of employment
— allocated to other participants if the
employer securities being allocated were
acquired with the proceeds of an exempt
ESOP loan; or (2) any interest paid on the
ESOP loan which is deductible under sec-
tion 404(a)(9)(B), as described above. See
section 415(c)(6). As will be illustrated
below, this provision allows higher than
ordinary allocations and may be neces-
sary for the ESOP transaction to work.

• Dividend deduction.
If the employer declares a dividend

that is either distributed to participants or
used to repay an ESOP loan, the dividend
may be deductible, even if it exceeds the
normal ESOP deduction limit described
above.

However, dividends used to repay an
ESOP loan only are deductible if the div-
idends are paid with respect to the shares
acquired with the loan being repaid and
are used to repay the exempt loan, result-
ing in a further allocation of shares to par-
ticipants’ accounts. See section 404(k). It
is worth noting that this is the only
instance in which corporate dividends are
deductible to the issuing corporation.

Structuring Fred’s Buy-Out
With an ESOP

For Fred to understand how these
rules work, it is best to present a specific
example to demonstrate how his buy-out
may be structured using an ESOP.

First, you confirm some basic facts
and assumptions.

Given the current total of 30 employ-
ees, and the turnover history, Fred esti-
mates that if the ESOP requires comple-
tion of one year of service and attainment
of age 21 for participation, there will be
an average of 25 participants, with total
compensation of $1,250,000. Therefore,
the 25 percent deduction limit will be
$312,500, although Fred tells you that FSI
expects to have sufficient available cash
to fund an annual contribution of up to
$350,000.

There will be a total of three “highly

compensated employees” participating in
the ESOP, including Joe (earning
$200,000) and two other executives of FSI,
each earning $100,000. None of Fred’s
family members works for FSI.
Accordingly, the amount allocable to high-
ly compensated employees should be less
than one-third, and the ESOP should be eli-
gible for the increased annual addition
limit under section 415(c)(6), as described
above.

FSI has only one class of stock, so by
definition all of its shares are qualifying
employer securities. There are 10,000
authorized shares, of which 1,000 (all
issued to Fred) are outstanding. FSI is not
an S corporation.

The company’s appraised fair market
value is $4,250,000. (In the case of an
employer whose stock is not publicly
traded, section 401(a)(28)(C) requires all
valuations of employer securities for plan
purposes to be determined by an indepen-
dent appraiser.) Since Fred is the only
stockholder, this amount is the total buy-
out price for Fred’s shares.

As noted above, Fred is not yet ready
to retire and he does not think Joe is ready
to run the business by himself. Fred
agrees to your suggestion of a five-year
transition period, during which the ESOP
can begin buying Fred’s stock and Joe can
gradually be given more executive
authority.

1042 Treatment

Since Fred will still work (and
receive substantial compensation) for at
least the next five years, he wants to defer
recognition of the gain on the sale of his
stock until he retires (if not longer). In
order to do this, the transaction must meet
the requirements of sections 1042 and
409(n). As noted, within the year follow-
ing the stock sale, the proceeds must be
invested in qualified replacement proper-
ty.

Immediately after the sale, the ESOP
must hold at least 30 percent of FSI’s out-
standing stock (i.e., 300 shares) and gen-
erally cannot dispose of such shares for
three years. Perhaps most significant, for
10 years after the completion of the sale
of Fred’s stock, no portion of the ESOP’s
assets can be allocated to Fred (or certain
members of his family) or to anyone who
owns more than 25 percent of the FSI
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stock (including stock allocated to him
under the ESOP). [For this purpose, “syn-
thetic equity,” such as stock options, is
counted, thus limiting FSI’s ability to pro-
vide Fred, and possibly Joe, with various
forms of equity-based compensation.]

In order to qualify under section
1042, the ESOP must exclude Fred from
participation. Moreover, assuming that
Joe will be a participant in the ESOP, he
must not exceed the 25 percent stock
ownership limit. Finally, Fred must
receive total payment for the shares with-
in 12 months after the sale so he can
invest the proceeds in qualified replace-
ment property within the required time.
This probably will require the corporation
to borrow a substantial portion of the
$1,275,000 sale price for the 300 shares.

However, for future sales of Fred’s
shares, this will no longer be an issue
since the ESOP will have already met the
30 percent stock ownership requirement.
So, he can sell his stock in smaller incre-
ments each year, invest the proceeds from
each sale as they are received and defer
recognition of the gain. These future pur-
chases can be made using current profits
that FSI contributes to the ESOP.

Joe’s Management/Ownership Role

Although the ESOP will buy most of
Fred’s shares, in a typical transaction of
this type, Joe also would acquire some FSI
stock personally so he will feel more
invested in the business. In addition, Fred
may permit Joe to become a director,
although there may be control issues to
consider, especially during the transition
period.

Also, now that there are multiple
shareholders, a shareholders’ agreement
(between Joe and Fred) is probably war-
ranted. Once Fred retires, he may seek to
contractually impose some typical finan-
cial and operating restrictions on the man-
agement of FSI in order to protect the
payment of the remainder of his buy-out.

Even after Fred retires, he may
choose to remain involved in FSI’s man-
agement by serving as an ESOP trustee.

Except for matters requiring pass-
through voting, the ESOP trustees will
generally vote the FSI shares held by the
plan without direction from participants.
While it is assumed that Joe and Fred will
both be trustees of the ESOP, as trustees,

they are required to vote the ESOP shares
solely in the best interests of the plan par-
ticipants. Accordingly, trustees who have
dual relationships with the corporation
(e.g., as officers or directors) must remain
sensitive to possible conflicts of interest
that could lead to a breach of their fidu-
ciary responsibility. Of course, it is per-
missible to hire a trust company or bank
to perform these functions.

There may be unusual or extraordi-
nary circumstances that create difficult
fiduciary issues given the fiduciaries’ dual
capacities, for example, unwanted tender
offers. Addressing these situations is
beyond the scope of this article, but prac-
titioners are advised to bear in mind that
the ESOP is a separate entity from the cor-
poration, which may have divergent inter-
ests, and the trustees are fiduciaries whose
conduct must conform to ERISA’s fidu-
ciary standards. Great care is warranted in
these special circumstances.

Illustration

Fred initially will sell 300 shares of
FSI stock to the ESOP for $1,275,000 and
an additional 50 shares to Joe for
$212,500. This represents 35 percent of
FSI’s stock. Fred wants the loan financing
this first purchase fully paid within five
years, so that when he reaches age 65 and
retires, he can sell his remaining stock
(600 shares to the ESOP and an addition-
al 50 shares to Joe), and FSI no longer
will be burdened with funding the debt
service for the initial stock purchase. The
FSI stock must be re-appraised to fix the
purchase price based on its fair market
value annually, as well as at the time of
the second sale, if the transaction is not
timed to coincide with the regular annual
valuation.

In the first year, FSI will contribute
$255,000 to the ESOP and either FSI or
the ESOP (with a guaranty from FSI) will
borrow the remaining $1,020,000 needed
to pay Fred for the first 300 shares of
stock. Assuming that the loan terms will
require equal annual payments of princi-
pal, plus interest on the outstanding bal-
ance at six percent, the annual principal
payments will be $255,000, which is less
than the 25 percent annual deduction limit
($312,500). [Although most commercial
loans would provide for level amortiza-
tion, we have used equal principal pay-

ments in this illustration for simplicity.]
However, adding in the first interest

payment of $61,200 will result in a total
contribution of $316,200. Fortunately, the
excess interest payment also will be fully
deductible and within FSI’s budgeted
annual contribution limit of $350,000. In
addition, since Joe earns 16 percent of the
total participant compensation, if his
stock allocation in the ESOP is propor-
tional to the full contribution of principal
plus interest ($316,200 X 16 percent =
$50,592), it will exceed the $41,000 annu-
al addition limit. However, since $9,792
of this amount is attributable to interest, it
would be a permissible annual addition
under the special ESOP rule.

The code and regulations provide that
an ESOP loan must be nonrecourse to the
ESOP and can be secured only by a
pledge of the stock being acquired with
the loan. However, FSI can guarantee the
loan and, if necessary, can also pledge
collateral to secure the obligation.

Since the payment for Joe’s stock
will be paid with after-tax dollars, the
payments can be more flexible to make
the purchase obligation less onerous for
him. The purchase obligation can be
secured by a pledge of the stock or other
collateral, as the parties may agree.

If Fred reinvests the sale proceeds
properly, he will have converted over
$1,000,000 in FSI stock into a diversified
liquid investment portfolio in a tax-free
transaction, permitting him to defer taxa-
tion on the gain.

If the transition period has gone well,
beginning in year six, Fred will sell the
remainder of his stock to the ESOP (600
shares) and to Joe (50 shares). If Fred
retires at this time, then FSI should have
additional cash available to fund the stock
payments since it no longer has to pay
Fred’s salary.

Conversely, if the transition has not
proceeded as well as expected, Fred now
has the opportunity to reconsider the sale.
He still owns 65 percent of FSI’s stock
and can even remain a trustee of the
ESOP to exert greater control over corpo-
rate governance (subject, of course, to his
fiduciary responsibility to the partici-
pants). Therefore, he should have suffi-
cient effective control to proceed in a dif-
ferent direction regarding the sale of the
business, if necessary.

Assuming that Fred proceeds with
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the second stage stock sale to the ESOP,
the key issue at this time will be whether
or not this sale also should be structured
to qualify under section 1042. Although
the acquisition of the first 30 percent by
the ESOP should not have caused Joe to
be a 25 percent stockholder, he may well
exceed the 25 percent limit before the
final purchase is completed. If the nonal-
location rule is violated, the amount so
allocated is taxable as a distribution to the
25 percent shareholder and the corpora-
tion is liable for a 50 percent excise tax.
Accordingly, in the later years of the buy-
out, Joe may not be able to receive any
more ESOP stock allocations.

If Fred wants to continue to qualify
for nonrecognition of gain under section
1042, then he needs to sell his remaining
stock in a series of annual sales so that he
will continue to meet the requirement that
the proceeds be invested in qualified
replacement property within 12 months
after the date of sale. However, this will
require the stock to be re-valued annually,
so if the stock value declines, Fred will be
selling for less.

In the alternative, if the sale does not
qualify under section 1042, the stock can be
sold immediately, based on its sale date val-

uations, with payments in installments over
a term to be negotiated between FSI and
Fred. The installment payments can even be
structured to effectively provide Fred with
retirement income over an extended period
(e.g., his life expectancy). In addition,
unlike normal retirement plan distributions
or deferred compensation payments, the
portion of the payments attributable to the
principal payments for the sale of Fred’s
stock will be taxable at the more favorable
long-term capital gain rate.

As the illustration shows, the use of
an ESOP enabled Fred to sell his stock in
FSI to Joe on a tax-deductible basis, mak-
ing the payments far more affordable for
the corporation. In addition, Fred was able
to diversify his investments as part of his
retirement planning in a tax-advantaged
manner.

Although in this example, the ESOP
eventually acquired 90 percent of FSI’s
stock, it is also possible to use an ESOP as
a smaller part of the sale transaction; for
example, if the new owner wanted a larg-
er personal interest in the company, if the
company were being acquired by several
new owners or if the selling shareholder is
not the company’s sole shareholder.

In addition, even with the enhanced

contribution and deduction limits, it may
not be possible for the ESOP contribu-
tions to cover the total cost of the stock
sale on payment terms satisfactory to the
seller as conveniently as they did in our
illustration. In that case, a greater portion
of the stock may have to be purchased by
others (or redeemed by the corporation).
[In addition, if the employer already
maintains a qualified plan, which is con-
verted to an ESOP, it may be possible to
use those assets to fund a portion of the
stock purchase.]

As should be evident, a financial fea-
sibility study is needed to determine the
financial effect of the ESOP transaction
on the corporation under various scenar-
ios in order to properly structure the trans-
action. Moreover, because an ESOP stock
purchase involves additional complexities
when compared to a simple stock sale,
there are additional transactional and
administrative costs that should also be
considered.

However, in the right circumstances
and with proper planning, an ESOP can be
a powerful and flexible tool to help a retir-
ing shareholder sell his interest on terms
that are favorable both to him and to the
corporation. ■
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