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ESOP Independent Financial Adviser Insights

Tax Increases and the ESOP Alternative: 
Motivation for Close Corporation Owners
David Burdette

Significant increases in capital gain tax rates are expected in 2011. An employee stock 
ownership plan (ESOP) continues to be an attractive exit vehicle that allows the closely 

held business owner to sell his or her close corporation stock to the company employees. 
If properly structured, the ESOP employer stock purchase transaction provides a tax-

advantaged structure related to the sale of the employer corporation stock. With proper 
structuring, an ESOP can accomplish a tax-advantaged ownership transition for the close 

corporation owners. At the same time, the ESOP purchase of the employer corporation 
stock typically provides an economic incentive to the company’s employees.

introduction
The recent history has been very unpleasant for 
many closely held business owners in the United 
States. The credit crisis, poor returns in the cap-
ital markets, massive government deficits, and 
high unemployment rates are still contributing to 
increased risk and uncertainty in the capital mar-
kets.

To make matters worse for closely held business 
owners, unless Congress acts soon, the federal capi-
tal gain tax will be higher in 2011 and beyond.

This discussion summarizes the expected federal 
tax rate increase. This discussion also explains how 
a closely held business owner may sell the employer 
corporation to an employee stock ownership plan 
(ESOP) in such a way as to permanently defer capi-
tal gains taxes.

This discussion also summarizes the economic 
benefits to all parties involved in an ESOP employer 
corporation stock purchase and sale transaction.

Bush-Era tax cuts to sunsEt 
in 2011

In 2001, President George W. Bush signed into law 
the Economic Growth and Tax Relief Reconciliation 

Act (EGTRRA). Under the EGTRRA, long-term 
capital gains and qualified dividends are each taxed 
at 15 percent. These lower federal capital gain tax 
rates are set to expire at the end of 2010, at which 
time each of these federal tax rates will be 20 per-
cent.

The increase in the long-term capital gain tax 
rate from 15 percent to 20 percent represents a 
33.33 percent effective tax rate increase. This 
anticipated tax rate increase affects closely held 
business owners.

Such closely held business owners should con-
sider the impact that the higher tax rates will have 
on the net after-tax proceeds from the sale of their 
business.

illustrativE ExamplE oF 
thE salE oF an EmployEr 
corporation

For example, let’s assume that Mr. and Mrs. John G. 
Blue (the “Blues”), founders of The Blue Engineering 
Company (the “Company”), wish to sell 100 percent 
of their stock in this closely held employer corpora-
tion in 2011.

To keep the illustrative example simple, let’s 
assume the following:
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1. The Blues’ federal tax cost basis in the close 
corporation stock is zero.

2. The Company’s adjusted 2010 earnings 
before interest, taxes, depreciation and 
amortization (EBITDA) is $5,000,000.

3. The exit price valuation pricing multiple 
is 6 times EBITDA, which results in a sale 
price for 100 percent of the Company stock 
of $30,000,000.

4. There are no other taxes or transaction 
costs associated with the Company stock 
sale transaction.

Illustrative Example Capital Gains 
Tax Analysis

Under the old Bush-era tax regime, the Blues would 
owe the federal government $4,500,000 in capital 
gains tax related to the above-described Company 
stock sale transaction. However, under the 2011 
capital gain tax rates, the Blues will owe $6,000,000 
in federal capital gain tax related to the sale trans-
action.

In other words, in a 2011 sale of the Company 
stock, the Blues will owe an additional $1,500,000 
in capital gains tax to the federal government. This 
additional tax liability represents cash that could 
have been saved had the Blues sold their closely 

held corporation stock in 2010 as opposed to in 
2011.

In order to sell the closely held corporation 
stock in 2011—but still receive the same after-tax 
proceeds that a 2010 stock sale transaction would 
provide (i.e., $25,500,000)—the Blues would have 
to increase the Company EBITDA by 6.25 percent 
to $5,312,500.

Illustrative Example Capital Gains 
Tax Conclusion

Exhibit 1 summarizes these alternative Company 
stock sale transaction scenarios—that is, a 2010 
stock sale versus a 2011 stock sale.

Accordingly, all other factors being equal (and 
absent any action by Congress), closely held cor-
poration owners who sell their company stock will 
receive lower after-tax net proceeds in 2011 than 
in 2010.

However, closely held business owners may 
save significant money by permanently defer-
ring the federal capital gain tax on the sale of the 
employer corporation stock by selling to an ESOP. 
This is true regardless of action or lack of action 
from Congress.

The following discussion summarizes the trans-
actional attributes, and the economic benefits, of 
an ESOP employer corporation stock purchase 
transaction.

Exhibit 1
Blue Engineering Company
Comparison of a 2010 Stock Sale at a 15 Percent Tax Rate
to a 2011 Stock Sale at a 20 Percent Tax Rate

Required
Net Proceeds at Net Proceeds at EBITDA

Current 15% Proposed 20% Adjustment to
Capital Gain Capital Gain Equalize After-Tax

Tax Rate Tax Rate Sale Proceeds

Company EBITDA 5,000,000$          5,000,000$          5,312,500$             
Stock Sale EBITDA Pricing Multiple 6.0 6.0 6.0

Stock Sale Proceeds (Taxable Gain) 30,000,000          30,000,000          31,875,000             

Less: Capital Gain Taxes (4,500,000) (6,000,000) (6,375,000)

After-Tax Stock Sale Proceeds 25,500,000$  24,000,000$  25,500,000$
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thE Esop stock purchasE 
structurE transaction 
altErnativE

An ESOP is an employee benefit plan that makes the 
employees of a sponsor company indirect owners 
of the employer corporation stock. Several specific 
features make ESOPs different as compared to other 
employee benefit plans.

First, an ESOP is required by law to invest pri-
marily in the securities of the sponsor company.

Second, an ESOP is unique among qualified 
employee benefit plans in its ability to borrow 
money. As a result, an ESOP may use leverage to 
finance the sponsor company stock purchase trans-
action.

A leveraged ESOP transaction involves the pur-
chase of the stock of either a private or a public 
employer corporation. The employer corporation 
stock is purchased by an ESOP trust that is created 
for the benefit of the sponsor company’s employees. 

In a leveraged transaction, the purchase of the 
employer corporation stock is financed with the 
use of borrowed funds, through a qualified defined 
benefit retirement plan. The benefits of an ESOP are 
similar to the benefits of any other qualified plan, 
such as a profit sharing plan, except that the ESOP 
benefits are distributable in the form of employer 
corporation stock.

The most basic structure of the leveraged ESOP 
transaction is illustrated in Exhibit 2. In the basic 
leveraged ESOP employer stock purchase transac-
tion, the employer corporation enters into a loan 
agreement with an outside financial institution 
lender (the “bank loan”). The bank loan is some-
times referred to by ESOP practitioners as the out-
side loan.

The employer corporation then lends the loan 
proceeds from that bank loan to the ESOP trust 
(often called the “ESOP loan”). The ESOP trust uses 
the cash it receives from the employer corporation 
to purchase the employer corporation stock from 
the selling sponsor company shareholders.

Typical Leveraged ESOP Structure
Exhibit 2 illustrates the leveraged ESOP structure 
for the ESOP trust purchase of the stock of a hypo-
thetical sponsor company.

Annually, the employer corporation makes tax 
deductible contributions of cash to the ESOP. These 
annual tax deductible employer cash contribu-
tions are used by the ESOP trust to amortize the 
ESOP loan. The ESOP loan is sometimes referred to 

by ESOP practitioners as 
either the “mirror loan” or 
the “inside loan.”

First, the employer cor-
poration receives the cash 
payments of the ESOP loan 
from the ESOP trust. 

Second, the employer 
corporation then uses the 
cash (received from the 
ESOP trust) to make out-
side loan debt service payments on the bank loan 
(to the financial institution).

Typical Leveraged ESOP Cash Flow 
Structure

The typical cash flow structure of a leveraged ESOP 
employer stock purchase transaction is illustrated 
in Exhibit 3.

If properly structured, the leveraged ESOP struc-
ture may provide economic benefits to all parties 
to the employer corporation stock purchase/sale 
transaction. However, the structure of the leveraged 
ESOP transaction must comply with the specific 
rules and guidelines of both:

1. the Internal Revenue Service and

2. the U.S. Department of Labor.

In addition to federal income/capital gain tax 
benefits, there are other economic benefits associ-
ated with a leveraged ESOP employer corporation 
stock purchase transaction. These other economic 
benefits are summarized in the following discussion.

Economic Benefits to the Employer 
Corporation 
Selling 
Stockholders

The typical objectives 
of the closely held cor-
poration selling share-
holders are to achieve:

1. liquidity,

2. diversification, 
and

3. tax-advantaged 
gift and estate 
planning.

“The benefits of an 
ESOP are similar to the 
benefits of any other 
qualified plan, such as 
a profit sharing plan, 
except that the ESOP 
benefits are distribut-
able in the form of 
employer corporation 
stock.”

“. . . an ESOP is 
required by law to 
invest primarily in 
the securities of the 
sponsor company.” 
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Exhibit 2
Illustrative Sponsor Company—Typical Leveraged ESOP
Employer Corporation Stock Purchase Transaction

Exhibit 3
Illustrative Sponsor Company
Typical Cash Flow Structure for the 
Leveraged ESOP Employer Corporation Stock Purchase Transaction
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These selling shareholder objectives may be 
accomplished through the sale of the closely held 
employer corporation stock to the ESOP.

Section 1042 Benefits
The principal tax benefit to the selling shareholder 
is addressed by Internal Revenue Code Section 1042 
(“Section 1042”). Under Section 1042, the selling 
shareholder can elect to defer the payment of capi-
tal gains tax on the sale of the employer corporation 
stock to an ESOP.

The requirements of the Section 1042 capital 
gain tax deferral include the following:

1. Immediately after the employer corporation 
stock sale to the ESOP, the ESOP must own 
at least 30 percent of the voting stock of the 
employer corporation or at least 30 percent 
of the total value of the employer corpora-
tion equity.

2. The selling shareholder must purchase 
qualified replacement property (QRP) with 
the employer corporation stock sale pro-
ceeds within a 15-month period beginning 
three months prior to the employer stock 
sale to the ESOP.

  QRP is generally defined as stocks and 
bonds of domestic operating (not invest-
ment) corporations.

3. The selling shareholder must have owned 
the employer corporation stock that was 
sold to the ESOP for at least three years 
prior to the sale of stock.

4. The employer corporation must be a C 
corporation. If properly structured, an S 
corporation may elect to be taxed as a 
C corporation at ESOP closing. After the 
ESOP closing, the company may re-elect S 
corporation tax status.

If a closely held corporation owner is consider-
ing the sale of the business, a stock sale to an ESOP 
could generate greater after-tax net proceeds to the 
selling shareholder than a stock sale to a non-ESOP 
buyer. This is because no federal capital gain tax 
may be due on the sale of the employer corporation 
stock to the ESOP.

Another economic benefit related to the Section 
1042 requirement is that the QRP stock is the type 
of investment that the business owner would oth-
erwise typically select as a retirement investment. 
Therefore, the leveraged ESOP structure often 
provides an attractive exit investment vehicle for 
closely held business owners.

Estate Tax Basis Step Up Benefits
Another benefit to the selling shareholder who elects 
Section 1042 treatment is that, in 2011, it may be 

possible to not only defer 
the capital gain tax, but to 
eliminate the capital gain 
tax. This is because, under 
current law, the estate tax 
resumes in 2011 and heirs 
inherit a “step-up” in the 
tax basis on inherited secu-
rities. 

For example, let’s assume 
that a selling shareholder 
sells the employer corpora-
tion stock to an ESOP and 
purchases QRP. Upon the 
death of the selling shareholder, the QRP is stepped-
up to its fair market value as of the date of death. 
It is this revised fair market value that serves as the 
new tax basis of the QRP.

This step-up in tax basis allows the selling share-
holder’s heirs to inherit property that would not be 
subject to a capital gain tax upon its immediate sale.

Diversification Benefits
Typically, a large proportion of the typical close-
ly held business owner’s wealth is invested in 
the closely held corporation. If the closely held 
employer corporation’s value decreases, then the 
current business owner’s retirement plans could be 
impaired.

As the closely held business owner reaches 
retirement age, the owner may desire to diversify 
the wealth that is currently concentrated in the 
closely held employer corporation.

The proceeds from the sale of the closely held 
corporation stock to an ESOP provides the diver-
sification opportunity. If the closely held business 
owner sells less than 50 percent of the stock to the 
ESOP, the selling shareholder can still maintain 
ownership control over the sponsor company.

A business owner may also maintain operational 
control even if the business owner sells over 50 
percent to the ESOP. This scenario can be accom-
plished if the owner maintains influence over the 
composition of the board of directors and if the 
board appoints management.

In this case, the sponsor company corporate 
governance will not change. This is true even if the 
selling shareholder owns a noncontrolling owner-
ship stake in the sponsor company.

In either scenario, the selling shareholder can:
1. achieve wealth diversification and liquidity 

and 

2. still maintain ownership and operational 
control of the closely held employer corpo-
ration.

“Therefore, the 
leveraged ESOP 
structure often 
provides an attractive 
exit investment vehi-
cle for closely held 
business owners.”
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An additional benefit to the selling shareholder 
relates to estate tax planning. For example, let’s 
assume that the Blues decide to sell 51 percent of 
their close corporation stock to an ESOP. The estate 
tax on the $30,000,000 Company value would be 55 
percent if the Blues die in 2011.

However, with the 51 percent Company stock 
sale to the ESOP, the estate tax value of the remain-
ing 49 percent of the Company stock can be reduced 
due to the application of (1) a discount for lack of 
marketability and (2) a discount for lack of control. 
These valuation discounts can significantly reduce 
the estate tax burden on the Blues estate.

Economic Benefits to the Employer 
Corporation

In a leveraged ESOP stock purchase transaction, the 
employer corporation objectives typically include 
the following: 

1. enhancing cash flow

2. obtaining financing

3. increasing productivity

4. motivating current employees

5. attracting new employees

Over time, the ESOP participant account bal-
ances will:

1. increase with increases in the fair market 
value of the employer stock corporation and

2. provide a strong financial incentive for 
employees to join and stay with the employ-
er corporation.

In addition, employees of ESOP-owned employer 
corporations may achieve higher productivity rates 
than comparable employees of non-ESOP-owned 
corporations.

The ESOP-related  income tax advantage for 
the employer corporation is that the repayment of 
ESOP employer stock acquisition debt is effectively 
tax deductible to the employer corporation. This is 
because the employer corporation payments to the 
ESOP are considered to be employee benefit plan 
contributions.

These employee benefit plan contributions are 
tax deductible under Section 303. These same pay-
ments are used to pay off the ESOP employer corpo-
ration stock acquisition debt.

Accordingly, the principal and interest on the 
outside bank loan is effectively tax deductible to the 
employer corporation (normally only the interest 
expense on a business loan is tax deductible).

Additionally, the dividends that are paid on 
ESOP-owned employer corporation stock or that 
are distributed to the ESOP participants are also tax 
deductible. The effect on the employer corporation 
is that, typically, there is a significant income tax 
savings. This income tax savings results in improved 
employer corporation cash flow.

The net cash flow related to a leveraged ESOP 
stock purchase transaction may be greater than the 
net cash flow on any other type of stock acquisition 
financing. Therefore, the leveraged ESOP owner-
ship structure can result in less financial risk to the 
employer corporation. In addition, in a tight credit 
market, ESOP acquisition financing may be easier 
to obtain (through knowledgeable ESOP lenders) 
than conventional acquisition financing.

Economic Benefits to the ESOP 
Participants

The major economic benefit for the employees is 
the ability to share in the equity appreciation of the 
sponsor company. Just as in other qualified employ-
ee retirement plans, the employees do not recog-
nize taxable income in the year that the employer 
corporation shares are allocated to the individual 
employee accounts.

Rather, taxable income is recognized only when 
the plan participant receives a distribution from the 
ESOP, unless the proceeds are rolled into an indi-
vidual retirement account. During the period that 
the employer corporation stock is held by the ESOP 
trust, any appreciation in the employer corporation 
stock value is also not currently taxed to the ESOP 
participants.

In other words, the employees can effectively 
defer the income tax from their employee benefit 
accounts until such time as they take the proceeds 
from their IRA rollover account, perhaps as late as 
age 70.

Employees typically desire:

1. increases in their compensation and

2. assurances of continued employment.

The value of any going-concern corporation 
depends on its financial performance. The ESOP ties 
the employee retirement benefits to the financial 
success of the employer corporation. Accordingly, 
the objectives of ESOP participant employees are 
more closely aligned with the objectives of the other 
employer corporation stakeholders.

Some leveraged ESOP employer stock purchase 
transactions provide economic benefits to employ-
ees in excess of 30 percent of the employee’s annual 
compensation. Typically, these economic incentives 
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increase employee morale and employee retention 
rates.

In addition, employees of ESOP-owned sponsor 
companies often feel they have more control over 
their own employment destiny.

Economic Benefits to the ESOP 
Lender

Because most ESOP employer stock purchase trans-
actions involve leverage, a financial institution 
lender is typically involved.

The principal objectives of the ESOP lender are:

1. to recoup the debt principal amount from 
the employer corporation and

2. to earn a fair rate of return on the loan dur-
ing the employer corporation loan amorti-
zation period.

As mentioned above, the principal payments 
on the ESOP employer stock acquisition loan are, 
effectively, tax deductible to the employer corpora-
tion. Therefore, the employer corporation cash flow 
is typically enhanced, due to a decrease in federal 
income taxes paid.

Due to this enhanced sponsor company cash 
flow, the probability that the ESOP lender will be 
repaid is greater with an ESOP employer stock 
acquisition loan as compared to a comparable con-
ventional stock acquisition loan.

The typical commercial lender analyzes a debtor 
corporation credit application by considering the 
two sources of funds from which the lender can be 
repaid. The first source of funds is the cash flow 
generated by the debtor corporation business opera-
tions. The second source of funds is the liquidation 
of the debtor corporation assets.

The enhancement of the employer corporation 
cash flow in an ESOP employer stock purchase 
transaction increases the creditworthiness of the 
debtor sponsor company.

In addition, the selling shareholder’s QRP can 
serve as additional debt collateral in the case of a 
liquidation of the sponsor company assets.

If the lender does not believe that the employer 
corporation’s borrowing ability supports the sale of 
the ESOP transaction, then the selling shareholder 
may be asked to pledge the QRP as additional loan 
collateral. The ESOP lender will typically perceive 
this pledge as an enhancement in the collateral posi-
tion that it receives, thereby further increasing the 
employer corporation creditworthiness.

Economic Benefits to Third-Party 
Investors

Third-party investors in ESOP employer stock pur-
chase transactions often take the form of subordi-
nated lenders, mezzanine lenders, venture capital 
groups, public stockholders, or other equity inves-
tors. Each investor’s objective is to earn a fair rate 
of return, consistent with the degree of investment 
risk that it assumes.

There are also subordinated debt funds that are 
occasionally used to finance the leveraged ESOP 
employer stock purchase. These subordinated debt 
funds fill the need for equity in the transaction by 
offering unsecured subordinated debt instruments 
with equity risk enhancements.

The favorable income tax attributes associated 
with the effective tax deductibility of payments on 
the ESOP stock acquisition debt benefit all of the 
sponsor company investors. The increase in the 
employer corporation cash flow from these income 
tax deductions—and from high employee morale—
can significantly increase the sponsor company 
equity rate of return.

summary and conclusion
The leveraged ESOP employer stock purchase trans-
action can provide a means to a successful close cor-
poration ownership transition. The ESOP ownership 
structure also offers:

1. significant tax benefits to all of the employ-
er corporation stock purchase/sale transac-
tion participants and 

2. expected employee productivity benefits to 
the employer corporation.

The ESOP may also provide the selling share-
holders with an estate planning opportunity. If the 
ESOP employer stock purchase transaction is prop-
erly structured, then the close corporation founding 
family generation can transfer significant wealth to 
the next generation without losing ownership con-
trol of the sponsor company. And, this wealth trans-
fer can be accomplished while incurring a reduced 
federal estate tax and no federal capital gain tax.

With the looming increase in the federal capi-
tal gain, ordinary income, and estate tax rates, an 
ESOP ownership structure may provide an attrac-
tive and tax-effective alternative exit strategy for the 
closely held corporation owner.

David Burdette is a senior associate in our Atlanta office. He 
may be reached at (404) 475-2314 or at dpburdette@ 
willamette.com.


