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Introduction
In the U.S. today, almost 11 million employees in roughly 6,500 companies 
own stock in their companies through an employee stock ownership plan 
(ESOP).1 An ESOP is a company-funded retirement plan, very similar to 
a profit-sharing plan, that holds company stock in accounts for the par-
ticipants. Both public and private companies can set up ESOPs. ESOPs are 
used for a variety of reasons, including to buy out existing owners, borrow 
money to acquire new assets, or provide a reward system that fits today’s 
participative management styles. These and other applications receive sub-
stantial tax benefits. 

This book provides a review of how ESOPs work. It is written not as a 
“sales” piece but as a source of objective information for readers who are 
deciding whether to implement an ESOP. It also serves as a concise ESOP 
reference for nonspecialists.

1. To be more exact, there are more than 6,400 companies with ESOPs but more 
than 6,600 ESOP plans because some companies have more than one plan. 
And in addition to the roughly 11 million employee participants, there are 
a few million ex-employees who still have balances in their ESOP accounts. 
In addition to ESOP participants, more than a million employees in roughly 
3,200 companies participate in profit-sharing plans and other ESOP-like plans 
that hold a substantial amount of company stock. You may have seen different 
figures from the NCEO or from others who quote our statistics. Our current 
figures are the result of a careful process that separates ESOPs and non-ESOPs 
consistently using cleaned and corrected data from the U.S. Department of 
Labor; its most current data is for filing year 2015.
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CHAPTER 1

What Is an ESOP?
ESOPs defined. An ESOP is a qualified, defined contribution employee 
benefit plan that invests primarily in the stock of the employer compa-
ny. ESOPs are “qualified” (i.e., tax-qualified) in that in return for meeting 
certain rules designed to protect the interests of plan participants, ESOP 
sponsors receive various tax benefits. ESOPs are “defined contribution 
plans.” The employer makes yearly discretionary contributions that accu-
mulate to produce a benefit that is not defined in advance. In contrast, 
under defined benefit plans (like traditional pension plans), employees are 
guaranteed a specified benefit funded by the company through required 
contributions. 

Technically, an ESOP is simply a variation of a stock bonus plan or com-
bination stock bonus/money purchase pension plan that is designed to in-
vest primarily in employer stock. (Under a stock bonus plan, the employer 
pays out an employee benefit in the form of company stock. Money pur-
chase pension plans are retirement-oriented plans that commit the com-
pany to a minimum annual contribution.) An ESOP is the only type of quali-
fied employee benefit plan that can also borrow money from or on the credit 
of the employer, provided the ESOP uses the money to buy employer stock.

How ESOPs work. To set up an ESOP, a company creates an employ-
ee stock ownership trust (ESOT) (also referred to as the ESOP trust) and 
funds it by one or a combination of the following methods: contributing 
company shares; contributing cash to buy company shares; or having the 
plan borrow money to buy shares and then making payments to the ESOP 
trust to repay the loan. 

Note that company contributions, not the employee-participants 
themselves, fund the plan. While in some cases there may be changes in 
other compensation when an ESOP is set up, employees only rarely buy 
stock directly for their ESOP accounts.

The ESOP may acquire treasury shares, newly issued shares, or shares 
of existing shareholders. Employees do not directly buy or hold shares 
through the plan. Instead, the plan trustee buys, holds, and sells the shares 
in the trust’s name for the benefit of the employees. References in this book 
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to stock held by the ESOP are thus to stock held by the ESOP trust. The 
ESOP trust may own any percentage of the company’s stock. In recent 
years, the average percentage of shares owned by an ESOP has increased, 
and the typical ESOP now owns or will eventually own most of the spon-
soring company’s shares. 

Normally, all full-time employees aged 21 and older participate. The 
plan’s shares are allocated to individual participant accounts, subject to 
vesting requirements. Participants normally receive the stock, or cash 
equal in value to the stock, after they leave the company.

Uses of ESOPs. ESOPs are used for many purposes, including to:

• Use tax-deductible corporate earnings to buy shares from owners of 
closely held companies who wish to sell while deferring taxation on 
capital gains from the sale.

• Create a market for inside or outside shareholders in closely held com-
panies.

• Allow shareholders with management responsibilities in closely held 
companies to sell gradually and ease out of the business over a period 
of years.

• Finance corporate acquisitions through the loan that buys stock for a 
leveraged ESOP.

• Enhance corporate performance and job satisfaction by creating a cor-
porate “ownership” culture.

• Reward employees with a benefit tied to corporate performance while 
affording the company substantial tax benefits.

ESOP tax incentives. Employees participating in an ESOP are not taxed 
on stock allocated to their accounts until they receive distributions. Addi-
tionally, ESOPs have five significant tax advantages for corporations, em-
ployees, and selling shareholders:

• The employer can, within limits, deduct contributions to the ESOP, in-
cluding both principal and interest on loans the ESOP uses to buy com-
pany stock. Companies can contribute their own shares to the ESOP 
and take a tax deduction for them.
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• The employer, if a C corporation, generally can deduct reasonable cash 
dividends paid on ESOP-held stock and used to repay an ESOP loan, 
passed through to participants, or reinvested in company stock at the di-
rection of participants. This is the only form of tax-deductible dividend. 
Only ESOP companies can take a tax deduction for their dividends.

• The owners of a closely held C corporation can defer taxation on their 
capital gains from selling company stock to the ESOP by reinvesting the 
sale proceeds in stocks, bonds, or other securities of U.S. operating com-
panies, provided the ESOP owns 30% or more of the company’s shares 
after the sale.

• S corporation ESOPs are not taxed on their share of corporate income. 
Furthermore, an ESOP’s share of S corporation shareholder distributions 
(i.e., dividends) is retained by the ESOP and may be used to repay an 
ESOP loan, fund ESOP benefits, or pay ESOP administration expenses. 

• Employees participating in an ESOP are not taxed on the stock allo-
cated to their accounts until they receive a distribution (generally upon 
retirement, death, disability, or termination of employment).

Non-tax advantages. Aside from the above tax incentives, ESOPs have 
other powerful advantages for companies.

Unlike other qualified retirement plans, ESOPs can borrow money on 
employer credit to acquire company stock, thus providing a market (fund-
ed with pretax dollars) for shareholders in closely held companies who 
want to sell.

Funds borrowed by an ESOP also can be used to repurchase shares 
with pretax dollars in public companies, although sellers may not defer 
capital gains from the sale, or to buy newly issued or treasury shares in any 
company. Proceeds from a sale of the company’s stock to its ESOP can be 
used for purchasing new equipment, buying another business, refinancing 
debt, or any other business purpose. The company funds the ESOP’s repay-
ment of the loan with pretax dollars.

ESOP contributions also can be used to match employee 401(k) con-
tributions, including under a safe harbor matching formula, encouraging 
greater participation in a 401(k) plan and making it easier to meet antidis-
crimination testing requirements. 

Finally, research shows that when an ESOP is combined with programs 
that provide opportunities for employees to share ideas and information 
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about their work, it can result in higher productivity, corporate growth, 
and employee satisfaction and retention.

Advantages for employees who participate. When an ESOP is im-
plemented, participating employees now have an additional benefit, one 
that is not taxed until they receive distri butions   (which for the most part 
is only after they leave the company)—and not even then if it is rolled over 
into an IRA or a successor plan in another company. Owning stock through 
the ESOP allows participants to share in the growth of their company, just 
as the company’s original owners have. 

An ESOP account can be a valuable component in a worker’s retire-
ment plan. Like any undiversified investment, however, it should be seen by 
employees as part of a larger retirement planning process.

The origins and present extent of ESOPs. The ESOP concept was 
developed in the 1950s by lawyer and investment banker Louis Kelso, who 
believed the capitalist system would be stronger if all workers, not just a 
few shareholders, could share in owning capital-producing assets. How-
ever, 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 persuaded Senator Russell Long, chairman of the Senate 
Finance Committee, that tax benefits for ESOPs should be enacted. Soon, 
federal legislation promoting ESOPs appeared. Most importantly, the Em-
ployee Retirement Income Security Act of 1974 (ERISA), which governs 
employee benefit plans, established a statutory framework for ESOPs. The 
number of ESOPs expanded dramatically now that sharing ownership 
was in the economic self-interest of company owners. From time to time, 
Congress has modified the laws governing ESOPs, most notably in the Tax 
Reform Acts of 1984 and 1986, the Small Business Job Protection Act of 
1996, the Taxpayer Relief Act of 1997, the Economic Growth and Tax Relief 
Reconciliation Act of 2001, the American Jobs Creation Act of 2004, and 
the Pension Protection Act of 2006. The tax reform act of 2017 (known as 
the Tax Cuts and Jobs Act) had no ESOP-specific provisions but, as noted 
in a few places in this book, indirectly affected the field. The Main Street 
Employee Ownership Act of 2018, passed as Section 862 of the defense au-
thorization act for 2019, expanded the scope of loans made or facilitated by 
the Small Business Administration (SBA) for ESOPs and worker coops, and 



6 AN INTRODUCTION TO ESOPS

directed the SBA to offer assistance in transitioning to employee ownership 
and to report to Congress on such loans and assistance.

There are now approximately 6,500 companies with ESOPs, covering 
almost 11 million employees. Most (more than 90%) are closely held com-
panies. ESOPs are usually set up in healthy companies, although a handful 
have been used to save distressed companies. Most ESOPs are set up in 
companies that have at least 20 employees, due to setup and administrative 
costs. ESOPs are found in companies ranging from family-owned machine 
shops to public companies like Procter & Gamble.

ESOPs in limited liability companies (LLCs). An ESOP must invest pri-
marily in “employer securities,” and limited liability company (LLC) own-
ership interests generally do not qualify as such securities. In most cases, 
an LLC must convert to a corporation to have an ESOP. However, the IRS 
has ruled in several private letter rulings (PLRs) that employees of an LLC 
can participate in an ESOP if the LLC is 100% owned by a parent corpora-
tion (i.e., the ESOP holds the corporation’s stock, not the LLC’s membership 
interests).1 The IRS also issued a PLR allowing an LLC to establish an ESOP 
where it elected to be taxed as a corporation and issued “unit shares” the IRS 
concluded were “employer securities” for purposes of an ESOP.2 A PLR ap-
plies only to the taxpayer who applied for it. Any LLC considering an ESOP 
should consult with expert counsel and consider getting a PLR of its own 
if it decides to proceed with an ESOP without converting to a corporation.

ESOPs outside the U.S. The ESOP described here is a product of U.S. 
law and usually is for U.S. employees only. It is possible to extend a U.S. 
company’s ESOP to employees in other countries, but foreign country tax, 
labor, securities, and currency exchange rules usually make this impractical. 

ESOP companies with overseas employees can provide alternative 
forms of equity compensation—such as stock options, phantom stock, or 
restricted stock—that give employees parallel benefits but are less cumber-
some and costly to set up and administer. Note: Various countries aside 
from the U.S. have plans called ESOPs, but they often have little or nothing 
to do with the U.S. ESOP; for example, in India, an “ESOP” is an employee 
stock option plan.

1. PLRs 199949046 (1999), 200116051 (2001), and 200111053 (2001).
2. PLR 201538021 (2015).
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CHAPTER 2

Types of ESOPs and Their Financing
ESOPs belong to a broad category of employee benefit plans known as de-
fined contribution plans. Other examples of defined contribution plans are 
401(k) plans and profit-sharing plans. Like a small private bank, a defined 
contribution plan maintains a separate personal account for each partici-
pating employee. An ESOP may be funded either with a loan (a “leveraged 
ESOP”) or with discretionary contributions (a “non leveraged ESOP”). Ad-
ditionally, ESOPs may be combined with or converted from other employ-
ee benefit plans.

Nonleveraged ESOPs. With a nonleveraged ESOP, the sponsoring em-
ployer contributes newly issued or treasury stock and/or cash to buy stock 
from existing owners or the company (see diagram below). Contributions 
generally may equal up to 25% of covered payroll, which is the combined 
payroll of all employees eligible for participation. Employer contributions 
to other defined contribution plans are included in the same 25% limit and 
may reduce the amount the company can contribute to the ESOP.

A Nonleveraged ESOP

1. Company contributes cash and/or stock to ESOP. 2. If cash was contributed, ESOP 
buys stock from shareholders and/or company. 3. Employees receive vested account 
balances (in stock and/or cash) when they retire or otherwise leave the company.
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Leveraged ESOPs. A leveraged ESOP borrows money on the credit of the 
employer or other related parties to buy company stock. It is the only quali-
fied employee benefit plan that can do so. A loan from an outside lender can 
be directly to the ESOP itself, or it can be to the employer, which then relends 
the money to the ESOP in a “back-to-back” loan. Lenders generally prefer 
lending to the employer due to the employer’s assets and ability to secure the 
financing. The loan from the company to the ESOP does not have to be on 
the same terms, provided its terms are sufficiently fair to the ESOP to be the 
equivalent of an “arm’s length” transaction. An extension of the loan term (a 
longer term for the company-to-ESOP loan than for the lender-to-company 
loan, e.g., to avoid violating the annual contribution limits) must meet fidu-
ciary standards for being primarily for the benefit of plan participants. Ad-
ditional collateral takes many forms, including personal guarantees of selling 
shareholders and/or a pledge of their proceeds from the sale to the ESOP.

The ESOP loan can be used for any business purpose, such as buying 
stock from existing shareholders or creating new capital by purchasing new-
ly issued shares from the company, which can also refinance company debt. 

The shares purchased by the ESOP with the loan are first placed in a 
“suspense account.” Then, as the loan is repaid, the shares are gradually 
released and allocated to participants’ accounts. The percentage of shares 
released each year either (1) equals the percentage of the loan principal 
that is repaid for the year or (2) is based on payments of both principal and 
interest for the year. 

In C corporations, the contribution limit for leveraged ESOPs is gener-
ally 25% of covered payroll for contributions used to pay principal on the 
ESOP loan that year. Contributions to pay interest on the ESOP loan are 
not counted in the 25% limit. The law appears to allow a C corporation to 
separately contribute up to another 25% of covered payroll to (1) a nonlev-
eraged component of the ESOP itself (i.e., payments to the ESOP that are 
not used to pay either principal or interest on an ESOP loan) and/or (2) 
other defined contribution plans, for a total of up to 50% of payroll plus 
interest payments.

The diagrams on the next page illustrate a leveraged ESOP, first with a 
direct loan to the company and then with a back-to-back loan arrangement 
in which the company borrows money and relends it to the ESOP. 

For S corporations, the contribution limit is also 25% of covered pay-
roll. Unlike the case with C corporations, however, contributions to pay 
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A Leveraged ESOP (Direct Loan)

1. ESOP borrows money with company guarantee. 2. ESOP buys stock from share-
holders (and/or the company) and holds in suspense account. 3. Company makes 
yearly contributions to ESOP (3a), which in turn repays loan (3b). As ESOP repays 
loan, shares are released from suspense account into individual employee accounts. 
4. Employees receive vested account balances (in stock and/or cash) when they retire 
or otherwise leave the company.

A Leveraged ESOP (Back-to-Back Loan)

1. Company borrows money. 2. ESOP borrows money from company. 3. ESOP buys 
stock from shareholders (and/or the company) and holds in suspense account. 4. Com-
pany makes yearly contributions to ESOP (4a), which in turn repays loan from company 
(4b). As ESOP repays loan, shares are released from suspense account into individual 
employee accounts. 5. Company in turn repays original lender. 6. Employees receive 
vested account balances (in stock and/or cash) when they retire or otherwise leave 
the company.
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interest on the loan are included in this limit, and there are no separate 
25% limits for leveraged and nonleveraged components of the ESOP, so all 
contributions to the ESOP (except for interest payments) and other defined 
contribution plans must fit within a single 25% limit.

Chapter 7, “Contribution and Allocation Limits,” discusses in more de-
tail the effect of contributions to other tax-qualified retirement plans and 
the potential of a C corporation to contribute a total of 50% of payroll. 

Seller financing. As an alternative to bank financing, selling sharehold-
ers may wish to finance the ESOP transaction themselves. In this case, the 
seller(s) would receive a note from the company or the ESOP as payment 
for the shares. Seller financing has become more common in recent years 
because of the reduced availability of bank credit and because seller notes 
require less time, processing, and cost than bank loans and provide a reason-
able rate of interest to the seller. Seller notes may pay a higher rate of interest 
than bank loans secured by the seller, reflecting the level of risk involved, and 
may come with warrants to allow the seller to share in future increases in the 
stock price. Because banks and other outside lenders often require a seller 
to guarantee the loan, and often subordinated debt is required, many sellers 
decide they are entitled to both an interest rate on the loan and a warrant 
that compensates for the risk and lower amount of cash in the transaction. 

It is preferable for the company, not the ESOP, to provide the note; 
for example, ERISA limits the terms the ESOP may offer when it borrows 
money to buy stock. Also, if the ESOP issues the note, the company must 
fund the payments through contributions to the ESOP, or dividends or dis-
tributions on ESOP-held stock, which can unnecessarily complicate mat-
ters for the company. 

Apart from the question of whether the ESOP or the company pro-
vides the note, there are several different ways to structure a seller-financed 
transaction. For example, in a “one-day loan” transaction, the company 
borrows the purchase price from a bank, whereupon the following steps 
happen within the span of a day or so: the company loans the money to 
the ESOP, the deal closes and the ESOP pays cash for the seller’s stock, the 
seller loans most or all of that money back to the company, the company 
repays the bank, and the company provides a note to the seller to repay the 
loan. This allows the company, not the ESOP, to provide the note, as dis-
cussed in the preceding paragraph.
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As explained in the next chapter, a seller to a C corporation ESOP can 
defer capital gains taxes under certain circumstances, but only if the gains 
are reinvested in qualified replacement property (QRP) within 12 months 
after the ESOP transaction. This presents a problem if the seller self-financ-
es and receives installments over a period of years on a note; most of the 
money will be received long after it could be reinvested to avoid capital gains 
taxes. A solution to this is to borrow the money to reinvest in QRP, usually 
floating-rate notes, before the reinvestment deadline passes 12 months after 
the transaction. Here, the QRP serves as collateral for the loan that supplies 
the funds to purchase it, and the seller can use the installment payments 
from the ESOP and/or income from the QRP to pay down the loan.

ESOPs combined with other plans. An ESOP, leveraged or not, can be 
combined with another benefit plan. This provides some security through 
diversification if the company goes bankrupt, at which point company stock 
held by the ESOP may become virtually worthless. One popular combina-
tion is using leveraged ESOP contributions to fund the company match in 
a 401(k) plan. Of course, ESOPs can also exist side by side with 401(k) or 
other benefit plans without being combined with them.

Converting other plans to ESOPs. Any qualified plan may be converted 
to or replaced with an ESOP. An existing defined contribution plan, such as 
a profit-sharing plan, can be converted into an ESOP without terminating 
it. However, any conversion of a plan that involves using the old plan’s as-
sets to acquire company stock involves substantial fiduciary risk that must 
be carefully considered. Shifting more than 25% or so of a diversified plan’s 
assets into an ESOP can raise fiduciary questions (see chapter 10) because 
those assets will now be exposed to more risk since an ESOP inherently 
has little or even no diversification. ESOP conversions from other types of 
plans may involve employee elections to transfer their account balances to 
an ESOP or to invest their non-ESOP accounts in ESOP shares. This may 
reduce fiduciary risk if properly structured; however, complex federal and 
state securities laws must be followed carefully. 

If a company replaces an existing defined benefit plan (i.e., a standard 
pension plan with a fixed schedule of benefits) with an ESOP, the old plan 
is terminated, and the employees become fully vested in and have the right 
to receive distributions from it. Only the funds left over after paying out 
employees can be used to fund the ESOP. There are substantial tax costs for 
conversions of defined benefit plans.
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CHAPTER 3

ESOP Tax Incentives
Congress has enacted tax incentives for ESOPs that provide advantages for 
not only the sponsoring company but also the employees, the lender to 
an ESOP, and selling shareholders in closely held companies. Most states 
have laws that automatically track these provisions, thus magnifying the 
tax incentives.

Deductibility of ESOP contributions. Employer contributions to the 
ESOP generally are tax-deductible up to a limit of 25% of covered payroll 
(this limit also includes employer contributions to other defined contribu-
tion plans).1 For a C corporation with a leveraged ESOP, the 25% limit does 
not include contributions to pay interest on the loan.2 The law appears to 
allow a C corporation to also contribute up to an additional 25% that is not 
used for payments on an ESOP loan (see chapter 7). 

The deduction limits for an S corporation ESOP are the same as for 
a nonleveraged C corporation ESOP. However, even if the S corporation 
ESOP is leveraged, the company is not entitled to exclude the loan’s interest 
expense from the 25% limit. In a C corporation, the company takes the de-
ductions and reduces its taxes. In an S corporation, the deduction reduces 
the taxable income that is reported on the tax returns of any non-ESOP 
shareholders, who then benefit from the deduction.

Deductibility of dividends paid on ESOP-held stock. C corpora-
tions can deduct dividends paid on ESOP-held stock in three ways. First, 
dividends may be paid in cash to ESOP participants, either directly or as 
payments to the ESOP that are distributed to participants within 90 days 

1. The Tax Cuts and Jobs Act of 2017 limits the ability of companies with average 
revenue of $25 million or more to deduct interest expenses. If such a company 
forms an ESOP and borrows a very large amount, it may find that the limit 
reduces the amount it can deduct. This is irrelevant to 100% ESOP-owned S 
corporations because they have no federal tax liability.

2. If not more than one-third of the contributions are allocated to the accounts 
of highly compensated employees, these interest payments are also excluded 
from the per-employee “annual addition” limit (discussed in chapter 7).
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after the close of the plan year. (The “plan year” is the 12-month period 
defined in the ESOP plan document as the plan’s year; it may or may not 
coincide with the calendar year.) Second, dividends may be applied to a 
leveraged ESOP’s loan payments. (However, only dividends paid on the 
shares purchased with the loan may be used to make payments on the 
loan.)3 Third, dividends that are reinvested in company stock at the direc-
tion of participants are also tax-deductible. (Note that such an election 
by participants may require compliance with federal and/or state securi-
ties laws.)

Dividend deductions are not subject to the 25% limit described above 
for ESOP contributions because dividends are not company contributions. 
Rather, they are investment income paid on the ESOP-held shares. To be 
deductible, dividends must be “reasonable.” Additionally, they are not de-
ducted from the corporation’s income when computing the alternative 
minimum tax. 

S corporations do not pay dividends for tax purposes, and so no deduc-
tion is needed or available. However, S corporation shareholder distribu-
tions are generally considered dividends under state corporate law. When 
these distributions are paid, usually to allow non-ESOP shareholders to 
pay their taxes on S corporation income, the ESOP must receive a pro-rata 
share of the distribution, which it retains as earnings because an ESOP is a 
tax-exempt trust. (See chapter 6, “ESOPs for S Corporations.”)

Deferring taxation using the Section 1042 “rollover.” Pro viding for 
business continuity is one of the most difficult challenges for closely held 
companies. Even if buyers can be found, the terms of their offers may not be 
acceptable, either financially or personally. For example, a buyer may want 
to shut down the company or eliminate valued employees. As hard as it is 
to sell a business outright, it is even harder to sell it in stages, allowing for 
a gradual withdrawal by the owner; or partially, allowing heirs, key manag-
ers, or others to have a partial ownership interest.

An ESOP provides a way to accomplish these goals in a tax-advantaged 
manner and manage the sale process more effectively. First, as described 
above, the ESOP allows the company to use pretax dollars to buy out the 
owners. This can be done under whatever schedule is practical. Second, the 
seller(s) can defer capital gains taxation on the sale proceeds.

3. This restriction applies to stock bought by an ESOP after August 4, 1989.
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Under Section 1042 of the Internal Revenue Code (the “Code”), an 
owner of a closely held C corporation can indefinitely defer capital gains 
taxation on stock the owner sells to an ESOP if (1) after the sale the ESOP 
owns 30% or more of each class of outstanding stock or of the total value 
of all outstanding stock, excluding nonconvertible, nonvoting preferred 
stock; and (2) the seller reinvests (“rolls over”) the sale proceeds into “quali-
fied replacement property” (QRP) during the period from three months 
before to twelve months after the sale. The selling shareholder in a Section 
1042 transaction can be an individual, a trust,4 an estate, a partnership, or a 
limited liability company (LLC). However, neither a C nor (probably) an S 
corporation can sell to an ESOP and elect Section 1042 treatment.

Qualified replacement property (QRP). QRP includes stocks, bonds, or 
other securities of operating corporations5 incorporated in the U.S. It does 
not include, for example, government bonds, mutual funds, real estate 
investment trusts (REITs), or ownership through means other than a se-
curity (e.g., a partnership interest). Not surprisingly, QRP also does not 
include securities from the very company that issued the securities sold to 
the ESOP or from a member of the same controlled group of corporations.

The money “rolled over” into QRP need not be the actual proceeds 
from the sale, but rather can be an equivalent amount of money from an-
other source. Some or all of the proceeds can be rolled over. The seller(s) 
will simply pay taxes on the rest. Two or more owners may combine their 
sales to meet the 30% requirement if the sales are part of a single, integrated 
transaction. It has become increasingly common in Section 1042 transac-
tions for sellers to facilitate the sale by pledging part or all of their QRP as 
collateral for the loan, especially in companies with limited assets or with 
substantial debt.

4. A trust can sell to an ESOP and elect Section 1042 where it is the taxpayer (e.g., 
not a revocable grantor trust).

5. An “operating corporation” is one where more than 50% of the assets were 
used in the active conduct of its business either when the securities were pur-
chased or before the 15-month period for buying QRP ended. No more than 
25% of the operating corporation’s income can come from passive investment 
income. Regardless of these rules, banks defined as such under Code Section 
581 and insurance companies subject to taxation specifically qualify as “oper-
ating corporations” for this purpose. 
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Nonallocation rule. In a transaction to which Section 1042 applies, none 
of the shares sold to the ESOP may be allocated to ESOP accounts of the 
seller; certain relatives of the seller (ancestors, siblings, the spouse, or lineal 
descendants); other sellers who elect Section 1042 treatment; shareholders 
owning more than 25% of company stock;6 or family members of more-
than-25% shareholders if they own stock by attribution (e.g., spouses). 

The prohibition on allocations extends to direct or indirect allocations 
under any qualified plan of the employer (such as “make-up” contributions 
of an equivalent amount of cash in the ESOP or another qualified plan). 
For sellers electing Section 1042 treatment and their affected relatives, the 
prohibition begins on the day the shares are sold to the ESOP and ends on 
the later of (1) the date 10 years after the sale or (2) if the sale was financed 
with a loan, the date of the final allocation of shares to participants after the 
debt is repaid. For more-than-25% shareholders and those who hold such 
shareholders’ stock by attribution, the prohibition lasts forever.

There is one exception to this nonallocation rule: lineal descendants of 
the selling shareholder(s) may be allocated a total of 5% of the stock, pro-
vided that the lineal descendants are not treated as more-than-25% share-
holders by attribution. 

This nonallocation rule does not apply to other ESOP-held stock that 
was purchased from a seller who did not elect Section 1042 treatment.

Other requirements. There are other requirements for the Section 1042 
rollover. For example, the selling shareholder(s) must have held the stock 
for at least three years before the sale. However, if a seller received the 
stock as a gift or acquired it in a tax-free exchange (e.g., a partnership in-
terest converted to stock when the partnership incorporated) the three-
year holding period includes the prior holding period of the donor or of 
the partnership interest. The seller cannot have received the stock through 
exercising stock options, a distribution from a qualified retirement plan 
(such as the ESOP itself ), or restricted stock or discounted stock purchase 

6. For purposes of this rule, owning more than 25% of the company is broadly 
defined. “More than 25%” includes, for example, owning more than 25% of any 
class of stock of (or more than 25% of the value of ) any member of the same 
controlled group of corporations. Ownership includes not only stock itself but 
also the value of stock that would be acquired through the exercise of options 
and similar equity instruments. Finally, ownership by certain related parties 
such as parents and spouses is counted.
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arrangements under Section 83 of the Code. If the ESOP disposes of the 
shares within three years after the sale, the employer generally must pay a 
10% excise tax on the proceeds from the disposition. There are three pro-
cedural requirements the seller must meet:

1. The seller must affirmatively elect Section 1042 treatment in a “state-
ment of election” attached to the seller’s tax return.

2. The seller must file with the statement of election a “statement of con-
sent” from the employer corporation consenting to the imposition of 
excise taxes if the ESOP’s three-year holding period mentioned above 
is violated, or if a prohibited allocation is made.

3. For each purchase of QRP (see above), the seller must file a notarized 
“statement of purchase.”

If a selling shareholder who has elected Section 1042 treatment sells or 
disposes of any QRP, the shareholder will pay tax (except in certain cases 
such as a charitable contribution).7 Sellers using the Section 1042 rollover 
can avoid taxation completely by retaining the QRP until death, at which 
time the property transfers to their heirs with a stepped-up basis.

The Section 1042 tax deferral is not available for selling shareholders 
in S corporations.

The S corporation ESOP tax advantage. As discussed in the chapter 
on ESOPs for S corporations, an ESOP in an S corporation is not subject 
to federal income tax on its share of the corporation’s net income. Most 
state tax laws mirror this provision. Although S corporations do not pay 
tax on their profits, they generally pay distributions to their shareholders 
to fund the shareholders’ liability for taxes on their proportionate share 
of corporate profits. Thus, when an ESOP wholly owns an S corporation, 
no distributions need be paid out to fund payments for federal (and often 
state) taxes. This provides an indirect but often very substantial tax benefit.

7. It is important to remember that the QRP is not like a tax-deferred account 
such as an IRA within which the account holder can buy and sell without 
paying any tax. Instead, the seller must make his or her investment decisions 
within 12 months after the ESOP transaction and then either stick with those 
decisions or dispose of the QRP (or part of it) and pay taxes. As stated above, 
there are exceptions to taxation, such as when the QRP is donated to a charity.
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CHAPTER 4

Uses of ESOPs
Aside from their obvious use as a tax-advantaged way of providing an em-
ployee benefit, ESOPs have a variety of special applications, such as the 
following.

For business continuity. The most common use of an ESOP is to sell 
part or all of an owner’s interest in a closely held company. In this situation, 
an ESOP provides substantial advantages over other alternatives:

• It provides a ready market for the stock.

• The company can fund the transaction with pretax dollars.

• The owner(s) may sell to the ESOP partially, or in stages over a period 
of years so they can gradually ease out of the company—a particularly 
important consideration for sellers with management responsibilities.

• In a C corporation, the selling owner(s) may defer taxation on the gains 
by using the Section 1042 “rollover” explained above.

• In an S corporation, distributions that would otherwise be used for 
shareholders to pay taxes on S corporation income may be used to fund 
a portion of the ESOP share purchase.

As a tool of corporate finance. A leveraged ESOP can be used to bor-
row money that could be used to buy another company or new equipment, 
or to refinance debt. To accomplish these goals, the company issues new 
shares and sells them to the ESOP in a leveraged transaction, using the 
proceeds from the sale of new shares to finance acquisitions or to refinance 
debt. The company raises new capital by allowing the ESOP to buy new 
shares; this is funded by corporate contributions to the ESOP that come 
from pretax company cash flow. While this dilutes the ownership of the 
non-ESOP shareholders, it allows a much less costly repayment of the loan 
and simultaneously provides an employee benefit plan. If properly struc-
tured, the corporation’s growth due to the additional capital will exceed the 
dilution caused by issuing new shares. 
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Either the ESOP borrows money or, more commonly, the company 
borrows money and relends it to the ESOP. The ESOP then buys stock from 
the company, which repays the loan and deducts both the principal and 
the interest. Companies have used leveraged ESOPs to refinance debt, buy 
stock back from a public market, acquire assets or other companies, and 
buy out owners.

To spread corporate ownership among all employees. Many busi-
ness owners, managers, and employees philosophically believe in spread-
ing ownership as broadly as possible. The tax and other advantages noted 
above are simply icing on the cake for them. Some companies have no own-
ers who wish to sell; such companies fund their ESOPs not by buying out 
existing owners but simply by contributing shares as a way to reward and 
motivate employees. 

As a match to a 401(k) plan. Many employers now use ESOP contribu-
tions to match pretax employee contributions to 401(k) plans. The match-
ing contribution can be made at the typical matching rate, funded in com-
pany stock.1 This ESOP may also be used to fund a “safe harbor” 401(k) with 
company stock instead of cash. For example, employers who provide fully 
vested across-the-board contributions equaling at least 3% of pay or more 
to a 401(k) or other defined contribution plan, or who provide fully vested 
matching contributions of 100% of employee deferrals up to 3% of pay and 
50% for the next 2% of pay, do not have to meet all the strict testing rules 
for employee deferrals to 401(k) plans. An ESOP is one defined contribu-
tion plan that can be used to provide these contributions. The ESOP and 
401(k) plan can operate side by side, or they can be integrated into a single 
plan to achieve this plan design. Moreover, if an employer is already paying 
dividends on employer shares held by a 401(k) plan, placing these shares 
in an ESOP can make these dividends tax-deductible if the dividends are 
passed through to participants or reinvested in company stock at the direc-
tion of participants.

1. Note that combined or coordinated ESOPs and 401(k) plans of public compa-
nies are subject to significant additional diversification and disclosure require-
ments.
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To build a stronger corporate culture. Studies have shown that sim-
ply implementing an ESOP does not by itself typically increase corporate 
performance. When ownership is not broadly shared, introducing “par-
ticipative management”—in which rank-and-file employees participate 
in decisions affecting their jobs through such means as work teams, total 
quality management, or employee task forces—has only a small positive 
effect. However, companies that combine employee ownership (as through 
an ESOP) and participative management tend to show substantial gains in 
performance, growing 6% to 11% per year faster than would otherwise be 
expected.

In 2000, in the largest and most significant study to date on the per-
formance of ESOPs in closely held companies, Douglas Kruse and Joseph 
Blasi, both of Rutgers University, found that ESOPs increased sales, em-
ployment, and sales per employee by about 2.3% to 2.4% per year over what 
would have been expected absent an ESOP. ESOP companies also were 
somewhat more likely to still be in business several years later.

A 2010 NCEO study found that company contributions to ESOPs were 
on average 75% higher than their contributions to non-ESOP defined con-
tribution plans. A 1998 study in Washington State found that ESOP com-
panies provided significantly higher retirement benefits than non-ESOP 
companies, that these higher benefits did not come at the cost of lower 
wages, and that employees in ESOP companies had approximately as much 
in diversified retirement assets as did employees in non-ESOP companies.

Other uses. In rare cases, ESOPs have been used as a takeover defense or 
to save a distressed company. While these are among the most publicized 
applications, they require very special circumstances to be successful.
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CHAPTER 5

Valuing the Company Stock 
Valuation is one of the most important ESOP issues. The ESOP cannot pay 
more than fair market value for stock it acquires, and in a closely held com-
pany, all transactions involving company stock must be based on a valua-
tion from an independent appraiser. There is a potential conflict of interest 
here, especially when the ESOP trustee (who is responsible for determining 
that the ESOP is not paying more than fair market value for the stock) is a 
selling shareholder who would benefit from a high price,1 but the ESOP and 
its participants would benefit from a lower price.2 Given this conflict and 
the effect valuation has on the benefits participants receive from the ESOP, 
it is not surprising that many ESOP-related lawsuits involve valuation. The 
basic rules are as follows:

1. The stock must be valued at least annually, and as needed for trans-
actions. The laws and regulatory authority governing ESOPs require 
that all assets held by an ESOP, not just company stock, be valued at 
least once per year. Even if there are no transactions during the year, 
that value is used for the participants’ account statements and for the 
ESOP’s Form 5500 annual report filed with the U.S. Department of 
Labor (DOL). Additionally, stock must be valued when it is sold (or 
contributed) to the ESOP, which ensures that the ESOP will not pay 
more than fair market value. When the ESOP buys stock from a selling 
shareholder or engages in a transaction with other parties in interest, 
such as the company, fair market value must be determined as of the 
date of the transaction. In contrast, when employees are cashed out 
of their ESOP shares, the price they receive is the fair market value as 

1. A corporate officer who reports to a selling shareholder could also be in a 
conflicted situation, feeling pressure to give his or her boss “the right price” for 
the shares. If the company contributes stock directly to the ESOP, it too would 
benefit from a higher price because it would receive a greater tax deduction 
(assuming it is paying taxes and can thus use the deduction).

2. The conflict of interest is especially grave if the selling shareholder is also the 
trustee. For this reason, it is very unwise for the seller to become the trustee, 
even though it is not against the law. 
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determined by the most recent valuation. ESOPs are often set up so 
that after the appraiser delivers the annual appraisal report, account 
statements are provided to employees and shares are bought back from 
employees while the valuation is still “fresh.”

2. Closely held company stock must be valued by an independent appraiser. 
In a public company (defined for these purposes as one whose securities 
are readily tradable on an established securities market), the value for 
ESOP purposes is simply the public market price. However, most ESOP 
companies are closely held, and in such companies the valuation must be 
based on a report from an “independent” appraiser. (In this discussion, 
“appraiser” means not only a particular appraiser or appraisers serving 
as a point of contact but also the appraiser’s firm and any of its employ-
ees.) It has not always been clear where to draw the line, but recent court 
cases and settlement agreements involving the DOL (such as a fiduciary 
process agreement reached with GreatBanc Trust in 2014) point to an 
emerging high standard for independence. The DOL, for example, has 
increasingly criticized a common practice in which the same appraiser 
that provides the company, a committee of employees, or selling share-
holders with a valuation for feasibility purposes then becomes the ESOP 
trustee’s valuation advisor when those shareholders sell to the ESOP. The 
concern is that the appraiser will not be sufficiently independent when 
advising the trustee and will tend to favor using the value they proposed 
when working for the company or shareholders. ESOP trustees should 
no longer consider using such an appraiser, nor is it advisable to use an 
appraiser who has performed work for any party to the transaction apart 
from the ESOP and the trustee, or for any party involved in structur-
ing the transaction, such as an investment bank. It also is not advisable 
to use an appraiser that has a corporate relationship (such as a parent-
subsidiary relationship) with one of these parties. The trustee should 
document the process for selecting the appraiser, and the appraiser itself 
should document its independence. The trustee should document and 
explain any conflicts of interest in case of future legal scrutiny.

  People may disagree about the limits of independence in an evolv-
ing field, but the safest thing to do, and what we at the NCEO recom-
mend, is for the ESOP trustee to hire a completely independent ap-
praisal firm with demonstrated expertise in valuing company shares 
for ESOP purposes.
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3. The ESOP cannot pay more than “adequate consideration,” i.e., fair 
market value, for the shares, and departing participants must receive 
fair market value for their shares. “Fair market value” is defined as the 
price at which property would change hands in an arm’s-length trans-
action between a willing seller and a willing buyer when they have no 
compulsion to buy or sell and both parties have reasonable knowledge 
of the relevant facts. ESOPs are generally financial buyers, not strategic 
or synergistic buyers. An ESOP cannot match the price offered by a 
synergistic buyer who would pay a premium over financial fair mar-
ket value due to such synergies as added efficiencies after the sale that 
would apply only to that buyer. Although the ESOP cannot pay compa-
ny owners more than fair market value for their shares, the ESOP trust-
ee should negotiate the best price it can get, which might be below fair 
market value.3 (When ESOP participants receive share distributions 
and sell them back to the company or ESOP, they must receive full 
market value. It would be illegal and unfair to remaining participants 
to pay more than fair market value, which would effectively transfer 
corporate profits to the departing participants at the expense of the re-
maining ones.) Thus, the ESOP cannot pay more than fair market value 
under any circumstances, even if another potential buyer would do so 
(e.g., an investor who offers a premium to buy the company due to its 
synergistic value to him or her). Similarly, if the ESOP sells shares, it 
cannot receive less than fair market value for them. 

  The trustee must arrive at the stock valuation in good faith based 
on the appraiser’s report. Hiring a truly independent appraiser, etc., is 
just a starting point. The trustee cannot blindly accept the report but 
rather must conduct a sufficient investigation to establish that the price 
given by the appraiser constitutes fair market value.

Approaches to valuing company stock. There are three basic approach-
es to business valuation: 

1. The asset approach values the company by valuing its assets and li-
abilities. Because it ignores many factors bearing on the company’s 

3. If the price were far below fair market value, a selling shareholder could hypo-
thetically be liable for gift tax if the discounted sale were found to be a deemed 
gift, but in practice this is very rare.
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future profits, this approach is best suited to valuing companies that 
are highly asset-intensive (such as real estate holding companies) or 
companies that may be near a liquidation (i.e., to determine how much 
money could be gained from selling the company’s assets) and is little 
used in valuation for ESOP purposes. 

2. The income approach values the company by converting the expected 
income of the company to a value for its shares. This is often done by 
estimating future free cash flow and discounting it. This approach usu-
ally carries the most weight in the valuation.

3. The market approach values the company by looking at the trading 
prices of comparable public companies and/or the price paid in merg-
ers and/or acquisitions of comparable companies. Previous sales of the 
company’s own stock in arm’s-length transactions may also be consid-
ered.

In any case, the appraiser cannot simply use a formula but rather must 
conduct a detailed investigation of the company (including an on-site visit 
and interviews with key personnel and perhaps others) and produce a re-
port that explains its conclusions. The company will have to provide infor-
mation such as financial statements, sales projections, budgets, compen-
sation schedules, and so on. It is important for the company to provide 
complete and accurate information; misleading the appraiser (i.e., to get 
the seller a higher price) constitutes serious wrongdoing and is an invita-
tion to investigations and lawsuits.

Discounts and premiums. Depending on various circumstances, the fi-
nal conclusion of value for the shares being appraised can reflect discounts 
or premiums. 

A controlling interest in a company is generally worth more than a mi-
nority (non-controlling) interest because it gives the shareholder the power 
to control the company. If a value for the shares is derived on a minor-
ity basis (for example, using the multiples of comparable public compa-
nies, which constitutes using a minority interest) but the ESOP is buying a 
controlling interest in the company, then the final conclusion of fair mar-
ket value will probably reflect a premium for control. However, a control 
premium may be largely or wholly inappropriate where, for example, the 
transaction is structured so the ESOP holds a majority or even all of the 
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stock and yet cannot exercise some or all of the prerogatives of control. 
If the ESOP is buying a minority interest in the company without control 
rights and the valuation was based on merged and/or acquired companies, 
a minority discount may be applied to adjust the valuation.4

If the valuation method begins with a value derived on a marketable 
basis, then a discount for lack of marketability (often in the range of 5% 
to 15%) may be applied to the shares of the closely held ESOP company. 
Some appraisers and others argue that this discount should be reduced or 
even eliminated on the grounds that ESOP participants have the right to 
sell their shares back to the company (creating the company’s “repurchase 
obligation”). However, others disagree because, for example, the right to 
sell shares back to the company is a participant right, not a right of the 
ESOP, for which the valuation is being made. An adjustment to the value 
to reflect the repurchase obligation may be applied to change the lack-of-
marketability discount or to another factor. 

The post-transaction price drop. When a company borrows money to 
finance a leveraged ESOP transaction (as when the ESOP buys a large block 
of stock from shareholders), the debt it takes on goes on its balance sheet, 
thus reducing its value. Thus, immediately after the transaction, the com-
pany will be worth less than what the ESOP paid for it. This can be confus-
ing for ESOP participants if the company does not explain that their benefit 
at the outset of the ESOP is not reduced by this drop because their first 
ESOP allocation is at the post-transaction value. Over time, as the debt is 
repaid, the value of the company’s stock will rebound, all other things being 
equal. Moreover, the potential tax and employee productivity benefits from 
the ESOP can accelerate this rebound and make the company (and thus the 
ESOP participants’ accounts) worth more than ever. 

The company may adopt a floor price protection agreement (also called 
a “floor put”) that compensates some or all departing participants for the 
price drop during a stated period of time, generally by paying them the dif-
ference between the price they receive for their shares and the price they 
would have received but for the leveraged transaction. This would generally 
be done where the ESOP is already in place and a new leveraged transaction 

4. Some appraisers and others argue that if the ESOP begins by buying a minority 
interest in the company but has the right to buy control in future transactions, 
then the ESOP can pay a control premium at each step along the way, given the 
right circumstances. 
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causes a decline in value due to the additional debt, causing departing par-
ticipants to receive a smaller payout due to the post-transaction price drop.5

Hiring an appraiser; who the appraiser works for. As noted above, 
the ESOP trustee must hire an independent appraiser for the ESOP trans-
action and subsequent valuations, and we at the NCEO recommend a truly 
independent one with no financial relation to the company or other parties 
to the transaction (such as the attorney or other advisors involved with the 
ESOP). The appraiser should be familiar with the issues raised by ESOPs. 
It is a good idea to speak to several appraisal firms before settling on one. 
Different appraisers have not only different levels of experience and differ-
ent fees but also different philosophies about valuation. The goal, however, 
is not to find an appraiser who will give the selling shareholder(s) a “good 
deal” (again, the ESOP cannot pay more than fair market value) but rather 
to find a reliable expert who will accurately determine the value of the com-
pany’s stock and with whom the company can work on an ongoing basis. 
Usually, the same appraiser used in the initial transaction will be hired for 
follow-up valuations in future years. (The follow-up appraisals will gener-
ally be at a lower price because the appraiser has already conducted a de-
tailed initial investigation in producing the original appraisal.)

The company may pay the appraiser, but the appraiser’s client is the 
ESOP; again, the appraiser is there to help protect the ESOP’s interests by 
providing the trustee with a determination of fair market value. 

Who can see the appraiser’s valuation report. The appraisal is pre-
pared for the ESOP trustee or other fiduciary. Not all courts agree whether 
a participant is entitled to a copy under ERISA, but the trustee can choose 
to share it, or some aspects of it. For example, because the company’s board 
of directors has a fiduciary duty to select, monitor, and remove if necessary 
the ESOP trustee (see chapter 10), it is common for the trustee to at least 
discuss what was done to assess the appraisal. It is a good idea to also share 
the report itself with the board.

5. By the time participants vest, build up enough in their ESOP accounts so the 
stock price has a significant impact on them, leave the company, and receive 
distributions after the original transaction, the stock price is likely to have re-
covered from the initial post-transaction price drop. With a subsequent trans-
action, participants will have been around long enough so that they might 
leave and start receiving distributions while the post-transaction price drop 
from the subsequent transaction still drags down the value of their shares.
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CHAPTER 6

ESOPs for S Corporations
An S corporation is one that elects to be taxed under Subchapter S of Chap-
ter 1 of the Code. Among other requirements, the corporation can have no 
more than 100 shareholders and can have only one class of stock (however, 
different shares can have different voting rights). Unlike a C corporation, an 
S corporation does not pay tax on its profits. The profits or losses of an S cor-
poration are divided up and passed through to its shareholders based on their 
individual ownership percentages. Each shareholder pays income tax on his 
or her portion of the income, usually with funds the S corporation distributes 
to them for this purpose. S corporations thus avoid the “double taxation” that 
occurs when C corporations are taxed at the corporate level and then distrib-
ute after-tax earnings to shareholders, who also pay taxes themselves.1 

The ESOP is a single shareholder for S corporation purposes. Because 
the ESOP trust is the shareholder, not the employees, having an ESOP in 
itself does not violate the 100-shareholder limit, no matter how many em-
ployees the company has. Additionally, an S corporation ESOP need not of-
fer participants the right to receive distributions in company stock, which 
protects it from violating the 100-shareholder limit.

Tax advantages and policy issues. The S corporation election alone, 
with the single taxation it brings, is attractive to many private companies. 
In addition, a major tax advantage has especially motivated many S corpo-
rations to set up ESOPs, and ESOP-owned C corporations to elect S corpo-
ration status: as a tax-exempt trust, an ESOP in an S corporation is not sub-
ject to federal income tax on its share of the corporation’s net income. Most 
states mirror this provision. An ESOP provides an S corporation with the 
potential to retain much more of its earnings than it would otherwise. For 
example, take an S corporation with $3 million in taxable income. Without 
an ESOP, the shareholders would collectively be responsible for perhaps $1 
million or so of income tax.2 The company would normally make $1 mil-
lion in distributions to shareholders to pay their taxes on their share of S 

1. In some states, certain fees or taxes may apply to S corporations, e.g., Califor-
nia’s franchise tax: the greater of 1.5% of the corporation’s net income or $800.

2. Under the Tax Cuts and Jobs Act of 2017, they might be able to deduct up to 
20% of this income, depending on factors such as their income level.
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corporation income. However, if an ESOP owns 100% of the company, that 
$1 million remains for the company to keep and use as it wishes. 

When there are both ESOP and non-ESOP S corporation shareholders 
and the company makes a distribution to the non-ESOP shareholders to 
fund their tax payments, it must also make a pro-rata distribution to the 
ESOP based on its ownership percentage. Having an ESOP makes no dif-
ference in the corporation’s responsibility to fund its shareholders’ tax bills. 
Because an S corporation distribution is still a dividend under state law, all 
shareholders of the same class (and there is only one class of stock in an S 
corporation) have equal rights to distributions. Even though the non-ESOP 
owners might wish the ESOP did not have to receive such distributions, 
the cash flow advantages are still significant. S corporation distributions 
to the ESOP may be used to pay ESOP administration expenses, includ-
ing annual appraisal and legal costs; fund benefit distributions, thus easing 
liquidity concerns at the corporate level; repay an ESOP loan; or buy more 
shares from sellers or the company. However, if the company wishes to 
pass through distributions to employees, as a C corporation might do with 
dividends on ESOP shares, the distribution from the ESOP would have to 
meet the “in-service” distribution rules for active employees. There are also 
early distribution excise tax and participant consent issues that may make 
it impractical, unlike the case with C corporation dividends, which can be 
distributed by the ESOP trustee without participant consent.

The S corporation election may be most compelling for an ESOP com-
pany when the ESOP owns all of the company. However, in all cases it nets 
additional cash flow that would otherwise be lost to federal income taxes 
(until ESOP benefits are paid out to participants). 

Keep in mind that ESOP participants pay tax on their distributions 
from the plan. Thus, the S corporation ESOP tax exemption is not a tax 
dodge that completely removes S corporation income from the reach of 
the Internal Revenue Service (IRS). Rather, it shifts S corporation taxation 
from the immediate taxation of profits to the eventual taxation of the value 
of the stock accounts distributed to ESOP participants. To tax both the 
ESOP and the participants in an S corporation would arguably impose the 
double taxation that S corporations are statutorily designed to avoid.

Tax disadvantages. The “Section 1042” tax deferral (see “ESOP Tax In-
centives,” above) is not available for sales of S corporation stock to an ESOP. 
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S corporation distributions paid on ESOP shares are not deductible (S cor-
poration distributions are not dividends for tax purposes). Finally, interest 
payments on an ESOP loan are included under the 25% annual contribu-
tion limit. However, the use of S corporation distributions on ESOP-held 
stock to repay the loan can usually more than make up for the inclusion of 
interest in the 25% limit. S corporation distributions are not constrained 
by the “reasonableness” requirement attached to deductible C corporation 
dividends on ESOP shares.

Anti-abuse rules. When S corporations became eligible to have ESOPs 
in the late 1990s, tax-abusive schemes emerged. For example, one or a 
few highly paid individuals could incorporate as an S corporation, form 
an ESOP, transfer the stock to it, and thus avoid current taxation without 
providing the broad-based ownership that is the policy basis for ESOP tax 
benefits. “Anti-abuse” legislation enacted in 2001 (Section 409(p) of the In-
ternal Revenue Code) attempted to curtail these abuses by effectively lim-
iting the use of ESOPs in S corporations to situations where ownership of 
company stock through the ESOP is broad-based. In response, promoters 
of tax-avoidance schemes came up with arrangements such as “manage-
ment company ESOPs.” Such a scheme might work like this: Company A 
spins off Company B, an ESOP-owned S corporation employing some ex-
ecutives. Company B is paid most of Company A’s profits as a management 
fee for running Company A. Thus, the profit produced by Company A’s 
workers is siphoned off to enrich those at Company B.

In rulings and regulations interpreting the 2001 anti-abuse legislation, 
the IRS cracked down on these and other schemes. The anti-abuse rules as 
they now exist are complex, but in essence they work as follows: If “disquali-
fied persons” own 50% or more of the outstanding shares of an S corporation 
that has an ESOP (counting shares held directly, “deemed-owned shares,” 
and shares they are considered to own under the attribution-of-ownership 
tax rules), then there is a “nonallocation year.” This means that the anti-
abuse rules have been violated, and heavy tax penalties will be imposed.

• Disqualified persons. A “disqualified person” is anyone who owns 10% 
or more of the “deemed-owned shares” of the company (see below) or 
with his or her family collectively owns 20% or more of the deemed-
owned shares. The disqualified person test is performed both ignoring 
“synthetic equity” (see below) and counting synthetic equity, with the 
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denominator of the fraction including only synthetic equity owned by 
that person (for the 10% test) or by the person and any of his or her 
family members (for the 20% test).3 Similarly, the 50%-plus ownership 
test is performed both ignoring synthetic equity and counting synthet-
ic equity owned by all disqualified persons to see whether a nonalloca-
tion year occurs.

• Deemed-owned shares. The “deemed-owned shares” do not include di-
rect stock ownership. They include forms of equity that are not actual 
shares. Namely, deemed-owned shares include company shares allo-
cated to someone’s ESOP account, and ESOP-owned company shares 
that are presently unallocated but will be allocated to that account as 
the ESOP loan is paid off. They also include “synthetic equity,” which 
is broadly defined to include stock options, warrants, phantom stock, 
stock appreciation rights, restricted stock, certain deferred compensa-
tion arrangements, and other rights to acquire stock or assets, if such 
equity will make someone a disqualified person.

During a nonallocation year, disqualified persons may not receive al-
locations, which are defined as (1) “accruals” (meaning that S corporation 
shares held by the ESOP, or assets attributable to it, are held for their ben-
efit) or (2) “allocations” (meaning any allocation under the ESOP, or any 
allocation under any other tax-qualified plan of the employer that, but for 
a provision in the ESOP precluding such an allocation, would have been 
added to a disqualified person’s ESOP account and invested in company 
stock). Tax penalties are imposed both on allocations (including “accru-
als”) and on synthetic equity included in the definition of “deemed-owned 
shares.” A prohibited allocation may also disqualify the ESOP itself.4

Note that the anti-abuse rules target disproportionate ownership not 
only by ESOP participants but also by non-participants who own synthetic 
equity. For example, the rules will be violated if an S corporation with an 
ESOP has a non-employee holding stock options that would give him or 

3. “Family” is broadly defined to include the individual’s spouse; the individual 
and his or her spouse’s ancestors, lineal descendants, siblings, and lineal de-
scendants of siblings; and the spouses of all such ancestors, siblings, and de-
scendants.

4. On the other hand, if there is not a nonallocation year, disqualified persons 
may receive allocations without penalty.
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her 50% of the company if exercised. Aside from this, a more general effect 
of the rules is that it is difficult to establish a 100% ESOP in a very small S 
corporation, especially one with 10 or fewer employees. Given 10 partici-
pants in a 100% ESOP-owned S corporation, for example, it is likely that at 
least 50% or more of the shares will be owned by disqualified persons (for 
example, five or more participants each having 10% or more of the shares 
allocated or deemed to be allocated to their accounts), thus resulting in a 
nonallocation year.

Making the S corporation ESOP decision. Due to the absence of sev-
eral ESOP tax incentives available to C corporations—the Section 1042 tax 
deferral, dividend deductions, and higher contribution limits (due to the 
exclusion of interest payments on an ESOP’s loan from the 25% deduction 
limit)—ESOPs are often set up in S corporations where the employer and 
selling shareholders have different motivations and objectives than their C 
corporation counterparts. Historically, the growth in the number of ESOPs 
in closely held companies was driven by selling shareholders deferring tax 
on the sale (through the Section 1042 “rollover”) and the company deduct-
ing as much as it could through ESOP contributions under the 25% limit 
and by using deductible dividends. Many sellers today, however, decide 
that given the historically low capital gains tax rates, they would prefer to 
pay capital gains taxes now rather than defer them to a point in the future 
when the rates may be higher.

Selling shareholders in an S corporation often are those who are not 
concerned about getting the tax deferral or who are motivated by the tax 
savings to the company and the more rapid repayment of ESOP loans that 
can occur in an S corporation ESOP. For example, if the ESOP purchases 
100% of the company’s shares in a single transaction, all of the cash flow 
that would otherwise be used to pay federal and state income tax (after the 
25% of covered payroll deduction) may be used to repay the ESOP loan. 
This can reduce the loan amortization period by up to 30% or more. If 50% 
of the shares are purchased, then 50% of these funds that otherwise would 
be used for taxes may be used for ESOP debt service. 

These tax advantages make the ESOP-owned S corporation a much 
more efficient capital structure both during the transaction and after the 
sale is completed. Larger-percentage ESOP transactions are much more 
compelling in an S corporation setting. S corporation ESOPs typically reach 
a larger percentage of company share ownership faster than their C corpo-
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ration counterparts. Additionally, many mature ESOP-owned C corpora-
tions have elected S status to take advantage of the tax exemption for the 
ESOP’s share of S corporation earnings. Although the Tax Cuts and Jobs 
Act of 2017 cut the U.S. federal corporate income tax rate from a maximum 
of 35% to a flat 21% and allows many S corporation owners to deduct up to 
20% of income, the S corporation ESOP tax advantage remains significant.

For selling shareholders who place a high value on the tax advantage 
of the 1042 rollover transaction, it is possible to set up an ESOP in a C 
corporation, allow the selling owner(s) to make the Section 1042 election, 
and then convert the company to S status to gain the advantages discussed 
above. It is also possible for an S corporation to revoke its S corporation 
election and convert to C status so the selling owner(s) can elect the Sec-
tion 1042 tax deferral. The company can later re-elect S status, but only af-
ter five years. It is important to note that this five-year waiting period may 
not be unduly burdensome because a leveraged ESOP transaction may take 
up to five years to be paid off, during which time the company’s tax liability 
may be reduced by the deductible ESOP funding. 

However, if the S corporation shareholders have a high “basis” in their 
shares, they would pay much less in capital gains taxes, making the Section 
1042 election less compelling (especially given the historically low capital 
gains tax rates at present). S corporation shareholder basis is highest in S 
corporations that are only distributing sufficient cash to allow sharehold-
ers to pay their taxes, typically 30 to 50 cents per dollar of taxable income. 
Shareholders will therefore accumulate basis each year at the rate of 50% 
to 70% of the S corporation’s taxable income. Some S corporations will dis-
tribute much of their taxable income each year in cash, leaving their share-
holders with a low basis, similar to that of C corporation shareholders who 
do not increase their basis each year. This is more likely to occur in non-
capital-intensive S corporations, such as consulting or engineering firms as 
compared to manufacturing companies.

Making the decision to elect S corporation status as an ESOP company, 
or for an S corporation shareholder to decide to sell to an ESOP in an S 
corporation versus a C corporation, involves a number of issues that should 
be explored with a company’s advisors. In addition to the issues discussed 
above, electing S status may trigger certain corporate-level taxes. Finally, 
the impact of the ESOP anti-abuse rules must be carefully evaluated by 
applying the anti-abuse tests, not simply after an ESOP is established but 
rather starting at the feasibility study stage, to avoid costly violations.
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CHAPTER 7

Contribution and Allocation Limits
ESOPs are subject to limits on both the total amount of deductible con-
tributions the company makes to the plan and on the amount allocated to 
each participant’s account. Factors such as the presence or absence of other 
qualified retirement plans affect the limits for ESOP contributions and al-
locations in any particular case. 

Limits on overall contributions to the plan. Generally speaking, all 
employer (but not employee) deductible contributions to defined contribu-
tion plans (including the ESOP, profit-sharing plans, 401(k) plans, and so 
on) are counted toward a single 25% limit under Section 404 of the Internal 
Revenue Code. However, recent IRS private letter rulings (PLRs) state that 
in a C corporation with a leveraged ESOP, there are separate 25% limits for 
(1) employer contributions to repay the principal on an ESOP loan and (2) 
employer contributions to other defined contribution plans or to a non-
leveraged component of the ESOP itself (i.e., payments to the ESOP that 
are not used to pay either principal or interest on an ESOP loan).1 Thus, 
a C corporation with a leveraged ESOP has a total 50% contribution limit 
available to it. This combined 50% limit is rarely used because most corpo-
rations do not wish to add benefits in excess of the loan-acquired shares. 

Section 404 provides that the company cannot make any deductible 
contributions that, when allocated to participants, exceed the allocation 
limits under Section 415 discussed on the following pages.

Covered payroll. The “covered payroll” used in calculating the amount that 
can be contributed includes all currently taxable W-2 compensation, plus 
employee deferrals to 401(k) and cafeteria plans, for ESOP participants, 
who usually include all full-time employees aged 21 or over with at least 
one year of service. “Compensation” excludes any pay over $275,000 (as of 
2018; this limit is indexed for inflation). 

Payments outside the contribution limits. In C corporations, two sources 
of funds are not included in the 25% contribution limit(s):

1. PLRs 200436015 (2004) and especially 200732028 (2007).
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• Dividends paid on ESOP-held company stock (because they are not 
contributions but rather earnings on the ESOP’s assets). See chapter 3, 
“ESOP Tax Incentives,” regarding dividend deductibility.

• Contributions to pay interest on a leveraged ESOP’s loan.

In S corporations, distributions paid on ESOP-held shares, including 
distributions used to repay an ESOP loan, are not included in the single 
25% limit on deductible contributions. However, contributions used to pay 
interest on a loan for a leveraged ESOP in an S corporation are included in 
calculating the 25% limit.

Nature of contributions. These contributions are not payroll deductions 
but rather separate payments by the employer that equal a certain percent-
age of payroll. Although an ESOP may allow participants to contribute to 
their own accounts, this occurs primarily in publicly traded companies be-
cause it raises bothersome securities law issues in closely held companies.

Limits on allocations to individual participants. Under Section 415 
of the Internal Revenue Code, the “annual additions” to an individual par-
ticipant’s account under the ESOP and any other defined contribution 
plans cannot exceed the lesser of $55,000 (in 2018, as indexed for inflation) 
or 100% of his or her compensation. These “additions” include employer 
contributions, employee contributions,2 and (except as noted below) re-
allocated forfeitures from participants who depart before they are vested. 
They do not include C corporation dividends or S corporation distributions 
paid on company stock, which are not considered “annual additions.”

In C corporations, provided that not more than one-third of the com-
pany’s ESOP contributions are allocated to “highly compensated employ-
ees,” the following are not considered “annual additions” and are not count-
ed against the allocation limits: (1) allocations resulting from contributions 
to pay interest on a leveraged ESOP’s loan; and (2) shares purchased with 
a loan and allocated to a participant’s account that are forfeited after the 
participant leaves the company before being fully vested and are then real-
located to other participants’ ESOP accounts before the loan is fully repaid. 

2. The annual addition limits do not, however, include employee deferrals in the 
form of “catch-up” contributions to 401(k) and other plans with elective salary 
deferrals, which such plans can allow for employees aged 50 and over.
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Note: In a leveraged ESOP, where payments on the loan cause shares to 
be released from the suspense account and allocated to employee accounts, 
the amount used in calculating the annual addition is generally not the value 
of the shares added to the employee’s account but rather the amount used 
to repay the loan for that percentage of the shares. It is calculated based on 
either principal only or both principal and interest (the company chooses 
one or the other method for a given loan, within certain limits). For exam-
ple, in a given year, the ESOP may repay 20% of the amount due on the loan 
and release a corresponding 20% of shares bought in the transaction from 
the suspense account. Using the principal-only method to illustrate the ef-
fect on an individual ESOP account, if the share price has doubled since the 
date of the ESOP transaction, a participant earning $55,000 (and thus able 
to receive up to a $55,000 allocation in 2018) may receive an allocation of 
stock worth $110,000 for which $55,000 in principal was repaid that year.

In the example above, if the share value has fallen since the ESOP trans-
action, the participant’s account would actually receive less than $53,000 
worth of shares, and participants might feel shortchanged by receiving 
shares that are worth less than what the company contributes to the plan.3 
In such a situation, it is possible to calculate annual additions using the ac-
tual value of the shares if the ESOP was designed to allow this.

Defined contribution plans such as ESOPs do not need to be aggre-
gated with defined benefit plans in these calculations.

If too much is contributed or allocated. If the company contributes 
more than it can deduct, it is subject to excise taxes on the excess amount. 
However, if it contributes more than can be allocated, the plan may be sub-
ject to disqualification.

3. In contrast, when C corporation dividends or S corporation distributions (which 
are not counted as “annual additions”) paid on allocated shares are used to repay 
the ESOP loan, the value of the shares released from the suspense account and 
allocated to participants must at least equal the dividend or distribution. If this 
test is failed, the company can make an additional stock contribution to make up 
the shortfall.
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CHAPTER 8

Employee Coverage and Entitlement 
to Benefits
ESOPs must meet certain rules to qualify for the tax incentives described 
above. Many of these rules are the same ones that apply to other qualified 
benefit plans.

Coverage. An ESOP is a broad-based program. Usually, all full-time em-
ployees aged 21 or over with at least one year of service participate. The fol-
lowing groups of employees may be excluded: nonresident aliens; employ-
ees in a separate line of business with 50 or more employees; and employ-
ees covered by collective bargaining agreements, provided that retirement 
benefits have been the subject of good-faith collective bargaining.

Companies limiting participation beyond the guidelines enumerated 
above must heed the rules for participation and coverage. Excepting the 
three categories described above, a minimum percentage of employees 
aged 21 or over who have completed a year of service that includes 1,000 
hours must benefit under the ESOP. The minimum percentage for coverage 
may be defined under one of three alternative tests:1

1. At least 70% of non-highly compensated employees are covered; 

2. The percentage of non-highly compensated employees covered is at least 
70% of the percentage of highly compensated employees covered; or 

3. Any classification that does not discriminate in favor of highly compen-
sated employees, as long as the average benefit percentage (which gener-
ally is the average percentage of an employee’s pay contributed to ESOPs 
and similar plans) for non-highly compensated employees is at least 70% 
of the average benefit percentage for highly compensated employees.

Allocations to ESOP accounts. An ESOP (or other defined contribution 
plan) cannot discriminate in favor of highly compensated employees. Most 

1. If these coverage tests are not met, the plan is not disqualified, but the “highly 
compensated employees” (a term with a specific legal definition) will be taxed 
on their vested benefits and the income on those benefits.
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commonly, ESOP shares are allocated among participants based on their 
relative compensation, which is a safe harbor provided by regulations. (E.g., 
all else being equal, someone who earns $40,000 a year will receive twice as 
much as someone earning $20,000 per year, but this is not discriminatory 
because they are receiving the same percentage of pay in ESOP benefits.) 
Alternatively, the ESOP may be designed to use another formula, in which 
case it does not fall under the safe harbor and must meet a test to assure it 
does not discriminate in favor of highly compensated employees. 

The portion of any employee’s salary that exceeds $275,000 (as of 2018; 
this limit is adjusted for inflation) is ignored in these calculations. As noted 
in chapter 3 under “Deferring taxation using the Section 1042 ‘rollover,’” 
there are restrictions on allocating stock bought by the ESOP in a transac-
tion to which Section 1042 applies. Furthermore, allocations are limited to 
the lesser of $55,000 (as of 2018) or 100% of pay, as chapter 7 describes.2

Even with the detailed regulatory rules for testing whether allocations 
are discriminatory, an ESOP can be designed to use creative contribution 
rates and formulas to achieve employee ownership objectives. For example, 
matching contributions or employer discretionary contributions in em-
ployer stock may be made in different amounts to employees of different 
divisions or subsidiaries in a controlled group of corporations (based on 
corporate performance), as long as these contributions pass the applicable 
antidiscrimination tests on an overall basis. It is also possible to allocate 
benefits in an ESOP using a formula that is, e.g., weighted for service or age, 
again provided that they pass the nondiscrimination tests. Similarly, alloca-
tions in an ESOP may be different for designated groups of employees.

2. Example of an ESOP contribution and allocation: Like most ESOPs, the plan 
falls under the safe harbor rule and specifies that benefits are allocated to indi-
vidual participants pro rata (subject to the overall $55,000/100% of pay alloca-
tion limits) based on relative compensation, excluding compensation exceed-
ing the $275,000 cap. The board of directors sets a formula of 10% of covered 
payroll to be contributed for the year. The total company payroll is $1,125,000: 
10 employees earned $72,500 each, and Mary, the CEO, earned $400,000. Ig-
noring Mary’s pay over $275,000, covered payroll was $1 million for the year, 
so $100,000 is contributed. Likewise, when allocating that $100,000 between 
employees based on relative pay, Mary’s pay exceeding the $275,000 cap is 
ignored, so she is allocated 10% of $275,000, or $27,500; the other employees 
are allocated 10% of their full pay, or $7,250 each. Each of these individual al-
locations is below the $55,000/100% of pay limits on annual additions to an 
individual participant’s account.
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Vesting and forfeitures. Vesting refers to the amount of time an em-
ployee must work before acquiring a nonforfeitable entitlement to his or 
her benefit. Employees who leave the company before being fully vested 
will forfeit their benefits to the extent they are not vested in them. An em-
ployee must become 100% vested upon reaching “normal retirement age” 
as defined in the Code. Additionally, an ESOP must comply with one of the 
following two minimum schedules for vesting (plans may provide different 
standards if they are more generous to participants):

• No vesting at all in the first years, followed by a sudden 100% vesting 
after not more than three years of service (“cliff” vesting); or

• Twenty percent vesting after the second year of service, with 20% 
more each year until 100% vesting occurs after the sixth year of service 
(“graded” vesting).

Pre-2007 rules allowed up to five years for cliff vesting and three to 
seven years for graded vesting. If the ESOP had a loan (incurred to buy 
company stock) that was outstanding as of September 25, 2005, a company 
may still use the pre-2007 rules during the loan’s repayment period.

A “year of service” generally refers to a plan year in which a participant 
has 1,000 hours of service; it may include past service. 

When departing employees leave before they are fully vested in their 
accounts, the amount that is not vested is generally forfeited. It is usually 
reallocated to remaining participants and may limit the amount of other 
contributions that can be allocated to such participants. Forfeitures may be 
used for administrative costs in rare situations. Note: if the company lays 
off 20% or more of the participating employees in the ESOP in a 12-month 
period, there may be a “partial termination” of the plan, requiring each of 
the affected participants to be 100% vested in the ESOP instead of forfeit-
ing unvested amounts.

ESOP contributions designed to meet the 401(k) safe harbor tests must 
vest immediately, as with any contributions meant to meet those tests.

Once the ESOP is established, the company can change the plan’s vest-
ing rules only if the change does not reduce anyone’s vested percentage 
of employer contributions, and anyone with at least three years of service 
must be able to choose to remain under the existing schedule. Additionally, 
the “anti-cutback” rules mentioned below govern vesting changes.
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Last day rules for receiving allocations and reallocated forfeitures.  
For participants to receive allocations and reallocated forfeitures for a given 
plan year, it is very common to not only require that they have worked a giv-
en number of hours that year (up to 1,000) but also to have been employed 
on the last day of the plan year. In the interest of fairness, plans often incor-
porate exceptions to their hours worked and/or last day requirements for 
those who left due to retirement, death, or disability.

Diversification. In a retirement plan context, diversification is a plan par-
ticipant’s right to spread his or her account balance among different invest-
ments to decrease the participant’s overall investment risk. For all private 
company ESOPs and for public company ESOPs that are not combined 
with a 401(k) plan, the rules are as follows: After ESOP participants reach 
age 55 and have participated in the plan for ten years, they have the right 
during the following five years to diversify up to a total of 25% of company 
stock that was acquired by the ESOP after December 31, 1986, and has 
been allocated to their accounts. During the sixth year, they may diversify 
up to a total of 50%, minus any previously diversified shares. To satisfy the 
diversification requirement, the ESOP must offer at least three alternative 
investments under either the ESOP or another plan such as a 401(k) plan, 
or distribute cash or company stock to the participants.

In public company ESOPs that are combined with a 401(k) plan, all par-
ticipants can diversify their own contributions at any time, and participants 
who have three years of service can diversify all employer contributions. 

Anti-cutback rules. Under the “anti-cutback” rules that apply to all quali-
fied retirement plans (Code Section 411(d)(6) and the regulations under 
it), the plan cannot be amended to reduce or eliminate a participant’s ac-
crued benefit or an optional form of benefit (such as the way in which par-
ticipants are paid out) unless an exception applies. There are exceptions 
specifically for ESOPs, under which distributions of benefits in cash may 
be substituted for distributions in stock, and the timing and form of dis-
tributions may be changed in a nondiscriminatory manner. However, it is 
not settled whether it is permissible to lengthen the timing of distributions, 
e.g., changing the start date for distributions from one year after separation 
to five years. It is also not settled whether the terms of a plan’s distribution 
provisions may be amended to affect a participant’s distribution rights after 
the participant has terminated employment, or whether the terms of the 
plan in effect as of their termination date must be followed.
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CHAPTER 9

Distributing Proceeds to the 
Participants
Distributions after leaving employment. The special rules for ESOP 
distributions provide that when employment terminates because the par-
ticipant attains the normal retirement age under the plan, becomes dis-
abled, or dies, the ESOP must begin to distribute vested benefits during 
the plan year following the event. When employment terminates for other 
reasons, such as when an employee quits, distribution must start no later 
than the sixth plan year after the plan year in which termination occurred 
(unless the participant is re-employed by the same company before then). 

Under the special ESOP rules, distributions may be made in a lump 
sum or in substantially equal payments (not less frequently than annually) 
over a period no longer than five years (i.e., six payments over five years).1 
Distributions are made in the form of cash or stock.

If the ESOP is leveraged and in a C corporation, the plan may delay the 
commencement of distributions of shares acquired through the loan until 
the plan year after the plan year in which the ESOP loan is fully repaid. (It 
is unclear from the wording of the law whether S corporations can make 
this delay, but many S corporations do so without the IRS objecting. A 2017 
NCEO survey of how companies handle their ESOP repurchase obligations 
found that among the respondents, 11% of S corporation ESOPs and 36% 
of C corporation ESOPs delay distributions until the ESOP loan has been 
repaid. Such delayed distributions must be completed by the later of (1) the 
end of the plan year after the plan year in which the loan is repaid or (2) the 
date distributions would be completed under the rules in the two paragraphs 
above. 

Regardless of the special ESOP rules, the general qualified retirement 
plan rules provide that a plan must (unless the participant chooses other-
wise) begin distributing benefits no later than the 60th day after the end of 

1. This period may be extended when the account balance is very large: As of 
2018, an ESOP distribution may be extended one year (up to a total of five 
additional years) for each $220,000 or fraction thereof that the participant’s 
benefit exceeds $1,105,000 (these dollar amounts are indexed for inflation).
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the plan year in which the latest of the following events occurs: (1) attaining 
the earlier of age 65 or the plan’s normal retirement age; (2) reaching the 
10th anniversary of participation in the plan; or (3) terminating service. 
Additionally, there are rules governing distributions after death. Another 
general retirement plan rule requires minimum distributions to begin no 
later than the April 1 after the calendar year in which (1) more-than-5% 
owners of the company turn 70½, or (2) for others, the later of when the 
participant turns 70½ or retires. 

Where the special ESOP rules and the general retirement plan rules 
conflict, the rule that produces an earlier distribution prevails. Usually this 
means the special ESOP rules, which do not make the participant wait un-
til retirement age, but sometimes the general rules provide for an earlier 
distribution. For example, if someone with 10 years of ESOP participation 
quits at age 64, the special ESOP rules would allow the company to wait six 
years to commence distributions, but the general rules mandate distribu-
tion beginning at age 65 (or age 64 if the plan’s normal retirement age is ear-
lier than 65). Similarly, if the ESOP is still repaying the loan in this example, 
the special ESOP rules would allow distributions to be delayed during the 
years of repayment (in a C corporation), but the general rules override that. 

Note: The special ESOP rules apply only to stock the ESOP acquired 
after 1986. An ESOP that was established before 1987 may still hold stock 
for which the plan is only obligated to follow the general retirement plan 
rules regarding distributions.

Distributions while participants are still employed. An ESOP is pri-
marily a deferred income plan that provides employees with benefits after 
they terminate employment. However, in certain circumstances partici-
pants may receive benefits from the ESOP while they are still employed:

• As noted above, participants may “diversify” their accounts after a cer-
tain period and receive cash or stock directly. 

• The employer, if it is a C corporation, may choose to pay dividends di-
rectly to participants on company stock allocated to their accounts, in 
which case the dividends must be allocated in proportion to the num-
ber of shares in each participant’s account. A C corporation employer 
may also pay dividends on company stock that has not been allocated 
to employee accounts, in which case the allocation of dividends among 
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employees can vary, within limits. In contrast, if the employer is an S 
corporation, paying distributions (the S corporation equivalent to divi-
dends) directly to employees is not very practical because such distri-
butions may be taxed unfavorably.

• As noted above, the plan must generally begin distributing benefits to a 
participant who is a more-than-5% owner after the participant reaches 
age 70½, even if the participant is still employed. 

• There are certain other circumstances in which the plan may provide 
for in-service distributions, such as after a fixed number of years, upon 
attainment of a specified age, or upon “hardship.”

Put option. Closely held companies that sponsor an ESOP must provide 
a “put option” on company stock distributed to participants by allowing 
them to sell the stock back to the company at its current fair market value. 
This duty is called the ESOP “repurchase obligation” (see chapter 13). At 
a minimum, the put option must be available during two periods, one for 
at least 60 days immediately following distribution and one for at least 60 
days during the following plan year. Payment for shares sold under the put 
option must begin within 30 days after the participant exercises the op-
tion. If the participant exercises the put option for shares received as part 
of a distribution of his or her entire ESOP account within the span of one 
taxable year, the company can pay the amount over a period of up to five 
years, but it must provide adequate security and pay reasonable interest on 
the unpaid balance. 

Privately held banks that are prohibited from buying their own securi-
ties can avoid providing a put option if participants can elect to take their 
distributions in cash.

The price paid to plan participants for their stock. In general, the 
price that participants receive for the company stock in their accounts will 
be the fair market value of the stock at the time the company (or ESOP) 
buys it back from them. For example, if the distribution is made in cash, 
the amount will equal the fair market value of the stock at that time. If the 
ESOP distributes shares in a lump sum and the company buys them back 
(under the put option discussed above) and pays the ex-employee in install-
ments, the price will be the fair market value when the employee exercised 
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the put option and the company bought the shares back. In contrast, if the 
ex-employee receives the distributions as installment payments from the 
ESOP (such as yearly payments for four years), the amount per share will 
be determined when each payment is made. Thus, if the stock price is rising 
(or falling) over time, with each installment, the ex-employee will receive 
more (or less) per share than was received before. 

There is an exception to the rule that participants receive the fair mar-
ket value of the company stock in their accounts. As the chapter on valua-
tion explains, a company with a leveraged ESOP may establish a specified 
minimum price (“floor price”) to be paid during the period of loan repay-
ment when the value of the company stock is depressed by the loan, which 
protects departing participants from the post-ESOP transaction drop in 
value. (The company, not the ESOP, should pay the difference between fair 
market value and the floor price. There may be state law limitations that 
prevent an ESOP company from repurchasing such shares at the artificial 
floor price if the company cannot meet applicable balance sheet tests for 
corporate redemptions.)

Restrictions on transferring stock. Participants generally can sell com-
pany stock they receive from the ESOP to anyone, except that the plan 
may provide that the employer and the ESOP have rights of first refusal to 
match any offer received from a third party for such stock. 

However, if the employer is a closely held company whose charter or 
bylaws restrict the ownership of substantially all (approximately 85%) of its 
stock to employees or a qualified plan, or if the employer is an S corpora-
tion, the ESOP (if the plan so provides) is not required to distribute stock; 
instead, it can distribute cash, or the employer can require the employee to 
sell distributed stock back to the employer. Also, an ESOP at a bank that 
is prohibited by law from redeeming or purchasing its own securities can 
distribute cash instead of stock.

Taxation of distributions. Employees pay no tax on stock allocated to 
their ESOP accounts until they receive distributions, at which time they 
are taxed on the distributions. If they are younger than age 59½ (or age 55 if 
they have terminated employment), they, like employees in qualified plans 
generally, are subject not only to applicable taxes but also to an additional 
10% excise tax unless they roll the money over into an IRA or a successor 
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plan in another company (or unless the participant terminated employ-
ment due to death or disability).2

ESOP distributions are generally taxed as ordinary income. However, 
employees who receive company shares as part of a lump-sum distribution 
of their entire ESOP account after terminating employment or reaching 
age 59½ will not be taxed (unless they so elect) on the net unrealized appre-
ciation (NUA) of the shares—the appreciation in value of the stock while 
held by the plan. Instead, they will pay tax on the NUA only when they sell 
their shares, and at capital gains rates.3 This can be a good strategy for some 
employees.4 The NUA tax treatment is not available for shares rolled over 
into an IRA or an employee benefit plan. 

If the money is rolled over into a traditional (not Roth) IRA or an 
employee benefit plan, the employee pays no tax until the money is with-
drawn, at which point it is taxed as ordinary income. Distributions are im-
mediately taxed as ordinary income if rolled over to a Roth IRA. Rollovers 
from ESOP distributions to IRAs are available for distributions of stock or 
cash over periods of less than 10 years.

When dividends are directly paid to plan participants on the stock al-
located to their ESOP accounts, such dividends are fully taxable as ordinary 
income. (They are not taxed at the lower qualified dividend tax rate, which 
as of this writing is 15% for most taxpayers.) They are exempt from income 
tax withholding and are not subject to the excise tax that applies to early 
distributions. (As of this writing, it is not established whether S corpora-
tion distributions to ESOP participants are subject to the excise tax.)

2. The 10% excise tax does not apply to deductible dividends that are passed 
through to participants, but it does apply to distributions made to participants 
as a result of their election of diversification (discussed in chapter 8).

3. The value of the shares when distributed is taxed at long-term capital gains 
rates, while any increase in value since distribution is taxed at short- or long-
term capital gains rates, as appropriate.

4. The NUA strategy can be impossible (when participants do not receive lump-
sum distributions of shares), impractical (when it is a private company that 
will no longer buy back the stock from the ex-employee after the “put option” 
periods have passed), or disadvantageous (when the company’s stock price 
falls between the date of distribution and the date the ex-participant eventu-
ally sells the stock).
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Participant consent; automatic rollovers. If the present value of an 
ESOP participant’s benefit exceeds $5,000, his or her consent must be ob-
tained before a distribution is made unless the participant has reached the 
plan’s normal retirement age (or has reached age 62 if the plan’s normal re-
tirement age is earlier than 62). A distribution of more than $1,000 and not 
more than $5,000 made without the participant’s consent generally must be 
automatically rolled over into an IRA unless the participant otherwise elects.5 

Anti-alienation rules. Generally speaking, a participant’s account in a 
qualified retirement plan such as an ESOP cannot be assigned or alienated. 
In other words, neither the participant nor a court can transfer owner-
ship of the ESOP account or direct that the payment of benefits be made 
to someone else. This means, for example, that creditors cannot take away 
a participant’s ESOP benefits, even in bankruptcy, and an ESOP account 
cannot be collateral for a loan. However, there are exceptions to these anti-
alienation rules. The main one is in the case of a qualified domestic rela-
tions order (QDRO) described below.

Qualified domestic relations orders (QDROs). As noted in the para-
graph above, there is a general rule that participant accounts in qualified 
retirement plans such as ESOPs cannot be taken away from them. How-
ever, one exception is when a court (or other authorized governmental en-
tity) issues a qualified domestic relations order (QDRO). A QDRO is an 
order providing that one or more persons other than the plan participant 
(persons such as an ex-spouse in a divorce) have the right to receive some 
or all of the plan benefits. Upon receipt of a domestic relations order, the 
plan must notify the participant and any payees under the order (such as a 
former spouse) of the order and the procedures to determine whether it is 
qualified (i.e., a QDRO), and then make the determination and notify the 
parties of the outcome within a reasonable period of time. Unless the plan 
document specifies otherwise, payment must be delayed until the earlier of 
(1) the date the participant would get a distribution or (2) the later of the 
date when the participant reaches age 50 or could receive a distribution if 
separated from service. The non-participant payees under the order are not 
subject to the 10% excise tax on early distributions mentioned above.

5. The plan can avoid automatic rollovers by either requiring participant consent 
for all distributions or lowering the upper limit for distributions without con-
sent to $1,000.
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CHAPTER 10

Fiduciary Matters
Who is a fiduciary? Under the law, a fiduciary is someone who has a 
duty to act for the benefit of another with the highest standard of care, 
good faith, and honesty regarding the management of money or property. 
In the context of employee benefit plans such as ESOPs, ERISA defines a 
fiduciary as anyone who exercises any discretionary authority or control 
over managing the plan, exercises any authority or control over its assets, 
renders paid investment advice regarding its assets, or has any discretion-
ary authority or responsibility regarding plan administration. This defini-
tion is broad and includes people such as plan administrators, trustees, in-
vestment managers, and in turn those who appoint others as fiduciaries. 
Additionally, ERISA requires every plan to have a “named fiduciary” who 
is specified in the plan or is identified under a procedure given in the plan. 
ERISA requires plan fiduciaries not only to act in the exclusive interest of 
plan participants but also to act prudently. Failure to do so may result in 
legal liability under ERISA for losses.

ESOP fiduciary roles and responsibilities. An ESOP, like all retirement 
plans, must have a trustee and a fiduciary administrator (not to be confused 
with the plan’s recordkeeper, which is generally an outside third-party ad-
ministrator [TPA]). These are usually the same entity, an administrative 
committee appointed by the board that assumes a fiduciary role in operat-
ing the plan. Some of the many responsibilities include voting the shares; 
managing the ESOP trust; determining that the price the ESOP pays for 
company stock is fair; establishing the annual stock price; following the 
plan document and the law; ensuring that rules for allocation, vesting, dis-
tribution, and so on are followed; and ensuring that plan assets are used to 
benefit the participants, not someone else. 

Common fiduciary problems. Common fiduciary problems arise from 
improper valuations, imprudently purchasing shares for the ESOP with 
funds from a profit-sharing plan, buying more company stock when the 
fiduciary knows or should know that it is a poor investment, and discrimi-
natory treatment of employees in paying their benefits.
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Fiduciary insurance. Inside fiduciaries (i.e., employees serving as fiducia-
ries) should always be adequately insured under an ESOP-specific fiduciary 
liability policy paid for by the sponsoring company. Independent (i.e., out-
side) fiduciaries should also have their own liability insurance. The compa-
ny’s board of directors should ensure that its directors and officers (D&O) 
insurance policy provides coverage in cases where the board is deemed to 
be a fiduciary or cofiduciary, such as a failure to properly monitor the ESOP 
fiduciaries. These guidelines apply equally to public and private companies.

Who can serve as a trustee? An ESOP trustee can be anyone, including 
a corporate officer or employee. It is safest to hire an independent fiduciary, 
which is often a bank trust department, but many closely held companies 
find the costs too high. Sellers should not act as fiduciaries, because this 
puts them in an obvious conflict-of-interest situation. It is better to have 
another corporate officer or employee assume this role (if they can act in-
dependently) if an outsider is not appointed.

While the trustee or administrative committee acts as a fiduciary, this 
does not exclude other parties, such as the board or the top management of 
the company, from fiduciary duties if they make decisions concerning the 
operations of the plan. These obligations may seem onerous, but if trustees 
and management obtain qualified, experienced counsel; document their 
actions; and follow the guidelines on how to set up a process for making 
sure the ESOP is operated fairly, the chances of being sued are remote. The 
most common problems are paying a price for stock that is more than the 
stock’s fair market value and not paying people according to the require-
ments of the plan.

Who selects the trustee? ERISA specifically makes it the fiduciary duty 
of the company’s board of directors to select, monitor, or remove the ESOP 
trustee and the ESOP fiduciary administrator (not the TPA). Except where 
the sponsor company has become the ESOP administrator by failing to ap-
point a party to be the fiduciary administrator, this is the only fiduciary duty 
of the board of directors under ERISA and can be a trap for the unwary. If 
a company has outside independent directors, care should be taken to en-
sure that the board executes this duty carefully, since there is no corporate 
shield for fiduciary liability under ERISA. Normally, this is not a problem. 
However, if the board of directors becomes aware of a likely breach by a 
trustee, the board will have a fiduciary duty to remedy the breach.
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CHAPTER 11

The Rights of ESOP Participants
Voting rights. The ESOP trustee votes the ESOP shares. The ESOP par-
ticipants must be given the right to direct how the trustee votes the shares 
in certain matters, as noted below; however, participants need not be given 
the right to decide whether to tender shares in response to a tender of-
fer from a would-be buyer. Trustees sometimes hold the dual role of man-
agement and trustee. This generally is not a problem; however, the trustee 
must always be sure these actions do not violate standards of prudence and 
responsibilities to participants. Some companies have directed trustees, 
usually an outside firm that provides advice in ESOP decisions but is di-
rected by another body, such as an ESOP fiduciary committee or the board. 
In these cases, the directing party is a fiduciary, but it is still the trustee who 
actually votes the shares.

In everyday practice this means that ESOPs do not have to change the 
way a company is governed, even if they own all the shares. Management 
or the board, for example, can still control the company. Companies that 
do give employees full voting rights, however, rarely find that this makes a 
great deal of difference in governance, because employees tend to be very 
conservative shareholders.

Publicly traded companies must allow ESOP participants to direct how 
company shares allocated to their accounts are voted on all matters. Close-
ly held companies generally need only to give participants voting rights 
regarding a merger or consolidation, recapitalization, reclassification, liq-
uidation, dissolution, or sale of substantially all of the assets of a trade or 
business of the company. The plan may either give participants the right to 
direct how the shares allocated to their accounts are voted or specify a one-
vote-per-participant arrangement. These issues do not necessarily include 
the sale of stock, including all of a company’s shares. 

An ESOP may grant broader rights than the minimum outlined above. 
Closely held companies can give employees full voting rights, for example. 
Employees may also be given the right to decide whether to tender allo-
cated and unallocated shares. In a leveraged ESOP, shares are allocated to 
participants’ accounts as the loan that paid for them is paid off. This leaves 
unallocated shares that, under the minimum voting rights outlined above, 
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may be voted by the fiduciary without regard to the participants’ wishes. 
Many public company ESOPs have provided for “mirror voting and ten-
dering,” in which participants can direct the voting of unallocated shares 
in proportion to the voting of allocated shares; however, the U.S. Depart-
ment of Labor argues that these voting directions cannot be binding on the 
ESOP trustee, and in one case a federal judge ruled in the Department of 
Labor’s favor. 

Summary plan description (SPD) and summary of material modifi-
cations. The plan administrator must give plan participants and any ben-
eficiary (“beneficiary” here means one receiving benefits under the plan) 
a summary plan description (SPD) (a summary of the plan’s provisions in 
easy-to-understand language) within 90 days of becoming a participant or 
beneficiary (or 120 days after the establishment of a new plan), within 30 
days thereafter if the participant or beneficiary requests it, every five years if 
there have been changes to the plan, or every 10 years if there haven’t been 
changes. The SPD must include information such as eligibility terms, how 
benefits vest, how participants will receive distributions, the name and busi-
ness address of the trustee(s), and how to file a claim. When (depending on 
the number of participants)1 a certain percentage of participants are literate 
only in the same non-English language, the SPD must include a notice in 
their language(s) offering assistance in their language(s) in understanding 
their rights and benefits under the plan. Whenever the plan is amended to 
change something described in the SPD, a summary of material modifica-
tions (SMM) must be distributed to participants and beneficiaries within 
210 days after the end of the plan year in which the amendment took place. 

Annual benefit statement and summary annual report. At least an-
nually, the plan must give each participant and beneficiary a statement of 
the person’s account balance and vested benefits. The plan must also give 
each participant and beneficiary a summary annual report disclosing the 
plan’s assets and annual income or loss. 

1. If the plan covers fewer than 100 participants at the beginning of the plan year, 
this requirement applies if 25% or more of all participants are literate only in 
the same non-English language. If the plan covers 100 or more participants at 
the beginning of the plan year, this requirement applies if the lesser of (1) 10% 
or more of all participants or (2) 500 or more participants are literate only in 
the same non-English language.



Chapter 11: The Rights of ESOP Participants 49

Notifications of benefit eligibility. Participants and beneficiaries must 
be notified when they are eligible to receive benefits (including when they 
are eligible to roll over distributions into an IRA or other plan) and when 
they are eligible to diversify under the plan (see chapter 8). If the plan re-
ceives a domestic relations order, it must notify the affected person(s) (see 
chapter 9). At least once annually, the administrator must provide indi-
vidual benefit statements. 

Access to plan-related documents. Within 30 days after a request in 
writing, participants and beneficiaries must be given access to plan docu-
ments and any instruments under which the plan was established or is op-
erated (including the SPD, for example), and the Form 5500 annual report 
made to the government.

Things that do not have to be disclosed. Private company executives 
sometimes worry that installing an ESOP means disclosing confidential in-
formation to the world, but this is not true. The things that participants 
do not need to be provided include, for example, employee salaries, com-
pany financial information, the valuation report, the names and holdings of 
shareholders, and minutes of shareholder meetings. In other words, ESOP 
information rights are limited to information regarding the plan, its as-
sets, and rights under the plan. However, communicating some things can 
be a good idea, such as discussing critical financial numbers as part of a 
participative management approach that invites all employees to focus on 
improving profitability (especially since they are now co-owners through 
the ESOP).

Claims and legal actions. Participants or beneficiaries who believe they 
have not received benefits to which they are entitled can file a claim with 
the plan. If the claim is denied, the participant is entitled to a written ex-
planation, which the participant can appeal. If that appeal is denied, the 
participant can sue in federal court. 

Aside from claims for benefits, participants and beneficiaries may also 
sue in federal court for improper conduct that breaches the fiduciary duties 
of one or more individuals or entities (as mentioned in chapter 10). An ex-
ample is when the ESOP pays the selling shareholders too much for stock, 
thus leaving the participants with fewer shares than they deserve.
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CHAPTER 12

Is an ESOP Right for Your Company?
Your corporate culture must be suited to, or adaptable to, employ-
ee ownership. If the employees at your company are not and will not 
be comfortable with the concept of employee ownership, an ESOP is not 
likely to work. For example, if managers refuse to treat subordinates as co-
owners who have something to say about how their jobs are performed, the 
“employee-owners” may feel cynical about the plan.

An ESOP may be too expensive if your company is too small. An 
ESOP will probably not be worthwhile for a company if the costs outweigh 
the economic and other advantages. A rule of thumb is that ESOPs work 
best for companies that are in the top corporate tax bracket (so they can 
take full advantage of the tax incentives) and have at least 20 employees and 
over $250,000 in payroll.

To set up an ESOP, a company with 20 employees will likely spend 
$75,000 to $150,000 or more on legal fees, stock valuation (assuming it is 
not publicly traded), administrative, and other costs. Fees will be higher 
for larger companies and if the ESOP is even partially leveraged. If equity 
investors or specialized debt is needed, expect to incur investment bank-
ers’ and/or loan fees. Administrative fees might start at $2,500 or more per 
year and increase with the number of participants. (One caveat: do not cut 
costs by hiring someone who does not specialize in ESOPs.) Ongoing fees, 
however, are much smaller; total costs for small to mid-sized companies 
can be low as $15,000 to $30,000 per year.

Your payroll must be adequate. If you want to buy out an owner’s in-
terest in a company through a leveraged ESOP, it may be impractical if your 
covered payroll is too small relative to the value of the owner’s interest.

• First, determine the covered payroll by taking all W-2 compensation, 
plus employee deferrals into 401(k) and cafeteria plans, excluding any 
employee’s pay over $275,000 per year (as of 2018; this limit is indexed 
for inflation) and the pay of those who will not qualify for participation 
(e.g., part-time or short-term workers, or those excluded from alloca-
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tions from stock bought in a Section 1042 “rollover” transaction, as 
explained above under “ESOP Tax Incentives”). 

• Second, to determine the maximum amount the company can con-
tribute to the ESOP each year to repay the loan principal, multiply the 
covered payroll by 25%, which is the maximum deductible ESOP con-
tribution. Subtract from that amount the total employer contribution 
(but not employee deferrals) to your 401(k) plan if you have one. In 
addition, no one employee can receive more than $55,000 (as of 2018, 
as indexed for inflation) or 100% of pay, whichever is less, in any one 
year from the combination of employer and employee contributions to 
defined contribution plans; any excess over this amount would need 
to be reallocated to other participants, if possible. Also, a reasonable 
amount of dividends used to repay the ESOP loan, as well as, in a C 
corporation, interest on the loan, may be added above the 25% limit.

• Finally, multiply this amount by the number of years in the loan (most 
bank loans to companies to fund ESOPs are for five to seven years) to 
determine how much you can borrow; alternatively, divide the amount 
you want to borrow by the amount you can contribute yearly to see 
how many years it will take to pay off the loan. If your yearly deductible 
contribution is too small to repay the loan, you generally can extend 
the term of the loan from the company to the ESOP to reduce the size 
of annual loan payments. Aside from this, consider whether the com-
pany will have enough cash flow to repay the loan.

An ESOP is unrealistic for many startup companies. For many start-
ups, the costs of an ESOP may outweigh the benefits because they are not 
yet profitable and thus have no taxes on which to take ESOP deductions. 
Additionally, the owners may be uninterested in selling their stock and un-
willing to have their shares diluted by issuing new stock. Such companies 
might instead consider using a 401(k) plan that includes company stock 
in the employer match, or granting stock options or other forms of equity 
compensation.

ESOPs compared to their alternatives in the current tax environ-
ment. An ESOP may seem to be problematic, complex, costly to set up 
and operate, and so on. However, all methods of selling a company are 
complex and costly, just with different kinds of costs. If the owner(s) of 
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a closely held business must sell the company, an ESOP’s advantages may 
outweigh any disadvantages. 

Sales to outsiders often involve provisions designed to protect the buy-
er, such as earn-outs that make payment of part of the sale price contingent 
on the company’s future profitability. In contrast, an ESOP often pays cash 
to the selling owner(s). Other provisions may include, for example, anti-
competition agreements, a requirement for the seller to keep working for 
the company for some time, or placing some of the sales price in escrow in 
case the information provided to the buyer was incorrect or incomplete. 
The legal, accounting, and valuation fees involved in the transaction can be 
high. And if a business broker is used to secure a buyer, additional fees (up 
to 15% of the transaction value) are incurred. 

Sales to insiders (such as managers) also have complications and costs. 
An insider may lack the cash or credit needed to pay the sales price, so the 
company may have to bonus the amount in a tax-inefficient manner. Or 
the seller may have to accept payment in the form of consulting fees, board 
fees, and the like, thus meaning that this portion of the sale price is taxed 
at ordinary income rates instead of capital gains rates. And for their part, 
insiders are often better off in the long run simply being ESOP participants 
rather than putting themselves in debt to buy the company.

If the company is a C corporation, the higher personal tax rates that be-
came effective in 2013 are another factor since an owner selling to an ESOP 
can indefinitely defer capital gains taxes by electing the Section 1042 “roll-
over” (see chapter 3). Starting in 2013, the top long-term capital gains rate 
has been 20%, not 15%, and there is a 3.8% Medicare surtax on the lesser of 
net investment income or modified adjusted gross income above $200,000 
for individuals and $250,000 for married couples filing jointly. This means 
that in many cases, the federal taxes deferred via Section 1042 now have a 
combined rate of 23.8%, not 15%.

Finally, the Tax Cuts and Jobs Act of 2017 capped the state and local tax 
deduction at $10,000 (including property taxes), making Section 1042 trans-
actions much more advantageous in many situations. Take a seller receiving 
several million dollars from a sale to an ESOP and paying several hundred 
thousand dollars in state-level taxes. The seller formerly could deduct those 
state taxes from income for federal tax purposes but now has only a $10,000 
deduction (which itself might be used up by property taxes). This increased 
tax burden increases the value of the Section 1042 tax deferral.

Given the above factors, an ESOP deserves careful consideration even 
when alternatives seem attractive.
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CHAPTER 13

Implementing and Administering an 
ESOP
Steps to setting up an ESOP. There are several steps to take when 
setting up an ESOP. The entire process typically takes from three to nine 
months for a leveraged ESOP, less for a nonleveraged one.

• The first step is to determine whether the owners—say, the owners of a 
closely held company, or the publicly traded parent company of a sub-
sidiary whose employees want to organize a buyout—are ready to sell, 
or whether it is feasible for the company to issue new shares. 

• Once that is determined, a feasibility study can be conducted by an 
outside consultant or in-house to determine whether the company is a 
good candidate for such a plan. 

• Next, if the company is closely held, a qualified, independent appraiser 
should perform a preliminary valuation of the company and the por-
tion of the stock that would be sold to the ESOP. (Later, a final valua-
tion is performed when the transaction is closed.) 

• A law firm with ESOP expertise then designs and drafts the ESOP plan 
document and submits it to the IRS. The plan document need not be 
filed with the IRS before the ESOP transaction. Although the plan can 
proceed from here, it should eventually obtain a favorable IRS “letter of 
determination.”

• Next, the ESOP must be funded, whether by ongoing company contri-
butions (in a nonleveraged plan), by a loan (in a leveraged plan), or by 
converting from an existing benefit plan such as a profit-sharing plan 
(see “Types of ESOPs,” above). In closely held companies, the sellers 
themselves can finance the sale by taking back a note from the ESOP in 
exchange for their stock; however, this may prevent them from taking 
full advantage of the Section 1042 tax deferral. In some limited circum-
stances, an ESOP is funded by wage or benefit concessions from em-
ployees; this typically occurs when an ESOP is used to save a distressed 
company.
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• A trustee or other fiduciary must be chosen to oversee the plan (see 
chapter 10). Most closely held companies use insiders, while most pub-
licly traded companies use outsiders. In some cases, the company has 
an ESOP committee, usually drawn from management, that directs the 
trustee and oversees plan administration. The company will benefit 
greatly if it establishes a process to communicate the plan to employees 
that goes beyond the information required by law.

Who is the attorney working for? The plan document and transaction 
documents are usually drafted by counsel hired by and working for the 
company, not the ESOP. The ESOP trustee should have its own counsel, 
representing the interests of the plan itself and thus the plan participants, 
even though the company will actually pay the counsel’s bill. Additionally, 
the company’s existing corporate counsel may be involved to a greater or 
lesser extent, and the selling shareholder(s) may be represented by their 
own counsel. The degree to which separate counsel are needed depends on 
the complexity of the transaction, who the parties are, their degree of so-
phistication, and which lawyer(s) can cover multiple bases while adequate-
ly representing the parties. Most of the time, the transaction is between the 
ESOP and the selling shareholder(s), so the company is not negotiating, 
but the sellers may well need to be represented by counsel, which, due to 
conflicts of interest, may need to be independent from the company’s cor-
porate counsel.

What employer stock may the ESOP own? In a publicly traded com-
pany, the common stock held by the ESOP must be readily tradable. In a 
closely held company, the ESOP must own common stock having a combi-
nation of voting and dividend rights at least equal to the class(es) of com-
pany common stock with the greatest voting power and dividend rights. 

In both publicly traded and closely held companies, the ESOP also may 
own preferred stock that is convertible into the above-defined common 
stock at a reasonable conversion price. Whether common or preferred, 
the shares may come from authorized but unissued shares, treasury shares 
(stock held by the company), or shares owned by shareholders.

Ongoing administrative requirements. ESOPs have many admin-
istrative requirements, such as submitting various filings to the IRS and 
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the U.S. Department of Labor; providing information to participants; and 
complying with a complex set of rules regarding contributions, allocations, 
distributions, forfeitures, diversification, repurchasing, and other matters 
regarding participants’ accounts. To meet these and other requirements, 
companies generally have outside specialists provide recordkeeping and 
administrative services for plans.

Repurchase obligation. As noted in chapter 9, closely held companies 
that sponsor ESOPs must provide a “put option” on company stock distrib-
uted to participants. This put option permits participants to require the 
company to repurchase the stock at its fair market value. The obligation 
to repurchase shares arises not only from distributions after termination 
of employment but also from in-service distributions and from diversifi-
cation out of company stock while the participant is still in the plan. This 
obligation to repurchase shares is called the “repurchase obligation.” It cre-
ates an emerging liability the company must plan to cover in order to avoid 
financial trouble in the future. For example, the corporate tax cuts in the 
Tax Cuts and Jobs Act of 2017 will usually increase the appraised value of 
ESOP-held stock and in turn the size of ESOP repurchase obligations.

Accounting rules. The accounting rules for ESOPs are contained in Fi-
nancial Accounting Standards Board (FASB) Accounting Standards Codi-
fication Subtopic 718-40, Employee Stock Ownership Plans (“ASC 718-40”). 
ASC 718-40 replaced and essentially restates AICPA Statement of Position 
93-6, which was developed by the American Institute of Certified Public 
Accountants (AICPA) and approved by the FASB in 1993. 

ASC 718-40 provides that a leveraged ESOP’s debt is recorded as a 
liability in the employer’s financial statements whether or not the debt is 
guaranteed by the employer. (This added debt can lead to a decrease in 
share value after the ESOP is implemented.) 

A contra equity account is set up as the offsetting entry; as the debt 
is repaid and shares are released from the suspense account to ESOP par-
ticipants’ accounts, the contra equity account is reduced by the cost of the 
shares. Shares released to participants’ accounts are charged to compensa-
tion expense at their fair market value, not their cost. For earnings-per-
share computations, only allocated shares count (i.e., shares that have not 
been paid off are ignored).
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Discontinuing the ESOP. An ESOP might be discontinued for various 
reasons. For example, the company’s employee structure might change or 
the owners might decide to sell the business to an outsider. The ESOP can 
be terminated outright, in which case all participants become fully vested. 
The trustee then liquidates the trust and distributes the assets. Remember 
that distributions in stock of a closely held company will be subject to the 
put option requirement mentioned above.

Alternately, the company can simply “freeze” the plan, making no 
further contributions and adding no new participants but continuing the 
ESOP trust and distributing benefits under the plan’s normal schedule as 
the employees leave. (Note that this can happen inadvertently: the IRS has 
stated that if the company makes no substantial contributions to the ESOP 
for at least three years in a five-year period, the burden is on the company 
to show that it has not completely discontinued contributions.) All employ-
ees must be fully vested when the plan is frozen, and the plan document 
must be kept up to date with changes in the law, until all assets are distrib-
uted from the trust.

Finally, the ESOP may be converted into another type of qualified plan, 
such as a profit-sharing plan.

A final caveat. ESOPs are complex, and this book can only give an over-
view of some main issues. It is not intended to provide legal advice or guid-
ance for any particular or individual situation.

The NCEO has many additional resources on ESOPs, including not 
only a variety of books and seminars available to members and nonmem-
bers alike (although at higher prices for nonmembers) but also the ben-
efits provided to members only: a newsletter, free live webinars, answers to 
questions, and the members-only resources of the NCEO’s website (see the 
following pages for more information). The NCEO’s website at www.nceo.
org includes information on all these resources as well as many articles and 
news updates on ESOPs, equity compensation, and creating an ownership 
culture.

To obtain legal advice and set up a plan, you will need to engage the 
services of experienced ESOP professionals. The NCEO’s website features 
the Service Provider Directory (a searchable database of hundreds of em-
ployee ownership consultants), as well as advice on how to choose service 
providers, and NCEO members have access to an ESOP lender directory.

https://www.nceo.org/
https://www.nceo.org/
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ABOUT THE NCEO AND ITS PUBLICATIONS

The National Center for Employee Ownership (NCEO) is a private, non-
profit membership and information organization that serves as a central 
source of information on employee ownership. Supported by its members 
and services, the NCEO offers a wide range of publications and other re-
sources relating to employee ownership and holds many meetings.

NCEO membership benefits. NCEO members receive:

• The bimonthly newsletter Employee Ownership Report.

• Access to members-only resources on the NCEO website, including 
an ESOP lender directory, case studies, a searchable archive of past 
NCEO newsletters, an ESOP document library, our ESOP Q&A, and 
more.

• Substantial discounts on NCEO books, events, and other offerings.

• Free live webinars.

• The right to telephone or email the NCEO for answers to general or 
specific questions regarding employee ownership.

Joining the NCEO. To join the NCEO, call us at (510) 208-1300 or sign 
up online at www.nceo.org.

Other NCEO publications. The NCEO is the world’s leading publish-
er of materials on employee stock plans. This book, An Introduction to 
ESOPs, is $2 for members and $3 for nonmembers. Our full-length books 
include, among many others, Understanding ESOPs, S Corporation ESOPs, 
The ESOP Company Board Handbook, and ESOP Valuation, all of which 
are $25 for NCEO members and $35 for nonmembers. See our website at 
www.nceo.org for a list of all our publications or to order. 

https://www.nceo.org/
https://www.nceo.org/


Learn How an ESOP Works and How It Can Benefit You
An employee stock ownership plan (ESOP) is a 
tax-favored employee benefit plan through which 
employees can become owners in their companies 
at no cost to themselves, at the same time that the 
company and its owners receive major tax benefits. 
In the right situation and with proper structuring, 
it can provide advantages for everyone involved.
 Thousands of U.S. companies have an ESOP 
and millions of employees participate in them, 
but many businesspeople are still unfamiliar with 
them. Even those who have some familiarity with 
ESOPs often have misconceptions about them. This 
little book is designed to educate anyone who is 
interested or involved in ESOPs about what they are, what their history is, 
how they work, and what their benefits are to both the employer and the 
employee-participants. It assumes the reader is familiar with basic business 
concepts. 
 The 18th edition updates the existing material as of 2018 and adds 
information on matters such as the impact of recent tax law changes and 
the rights of ESOP participants. 
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