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• Tax-exempt employee benefit plan that must satisfy 
all the requirements of a qualified plan, as well as 
additional rules unique to an ESOP

• Designed to invest primarily in stock of the sponsoring 
employer

• One of the main drivers of ESOPs is tax savings to 
selling shareholders, company and employees

What is an ESOP?
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ESOP Benefits

• Shareholders able to transition business to next 
generation in tax-favored manner

• Shareholders can liquidate interest in company over 
time rather than all at once

• Shareholders can sell entire interest and still remain 
active in the business
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History of ESOPs
• Pioneered by Louis O. Kelso in 1956 with the sale of Peninsula 

Newspapers, Inc. from its two founders to the Company’s managers 
and employees

• Significant legislative history
• Employee Retirement Security Act of 1974 (ERISA) – Recognized properly 

drafted ESOPs as qualified retirement plans with defined-contributions 
• Tax Reform Act of 1984 – Granted ESOP seller’s the ability to defer capital 

gains by reinvesting sale proceeds into stocks or bonds of other domestic 
companies

• Small Business Job Protection Act of 1996 – Made ESOPs eligible shareholders 
of S Corporations
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National Center for Employee Ownership. https://www.nceo.org/articles/employee-ownership-by-the-numbers#1
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ESOP Numbers
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ESOP Numbers (continued)

National Center for Employee Ownership. https://www.nceo.org/articles/employee-ownership-by-the-numbers#1
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National Center for Employee Ownership. https://www.nceo.org/articles/employee-ownership-by-the-numbers#1
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ESOPs by Industry
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Advantages of an ESOP
• Seller

• Provide liquidity for estates of business owners
• Provide a market for thinly-traded stock
• Business succession planning
• Ability to defer capital gain on sale by reinvesting in Qualified Replacement Property (QRP)
• Seller retains control until fully paid and remains active in the business

• Company
• S Corporation – shareholder is a tax-exempt entity
• C Corporation – deductions for ESOP loan financing and contributions from Company to ESOP 
• Increased employee productivity
• Excellent employee retention tool

• Employee Participants
• Sense of ownership
• Increased job satisfaction
• Participation in Company value at no cost
• No tax until retirement distributions
• Contributions typically exceed traditional retirement plan (e.g., 401(k))

12



Good ESOP Candidates

• Company has capacity for leverage
• >20 employees
• >$10 million revenue
• Capable management and leadership team that can 

grow the Company in the absence of the current 
owners
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Summary of Tax Incentives
Benefits to Selling Shareholder

• If eligible, can defer (or altogether avoid) paying capital gains tax on the 
sale 

Benefits to Company Adopting an ESOP
• Financing costs (principal and interest) are deductible
• Deductions for dividends paid to ESOP are deductible in certain 

situations
Benefits to Employee-Participants

• Earnings and contributions accumulate tax-free
• Employees not subject to tax on contributions or earnings allocated to 

their accounts until benefits distributed out to them upon termination 
of employment (unless rolled over to an IRA or other tax-qualified plan)
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Basic ESOP Sale Structure

Leveraged ESOPs
• Company Borrows Funds from bank/senior lender
• Company makes internal loan to ESOP
• ESOP Purchases Stock

Repayment/Contribution
• Company contributes cash to ESOP
• ESOP repays internal loan
• Company repays external loan
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Leveraged Transaction
• The rules applicable to tax-qualified plans generally 

prohibit sponsoring employers from lending money to a 
qualified plan, guaranteeing a loan to a plan, or providing 
collateral for a loan

• However, a special exemption is provided for loans to 
ESOPs, where the loan proceeds are used to acquire 
common stock of the sponsoring employer or its controlled 
group member
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Example: Assume ABC company, a New York C corporation,
implements an ESOP through an ESOP leveraged
transaction. The purchase price, and principal amount of
the loan, is $100,000,000. The interest rate on the loan is
5%. The term of the loan is 10 years. The yearly principal
payment on the loan is $10,000,000. Company is able to
take the full deduction of the loan payment each year.
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Leveraged Transaction
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COMPANY

Seller(s)
ESOP
Trust/

Employee Benefit Plan

Bank

Cash

Cash

3

Stock Sale

Bank 
Note

ESOP NoteCash

1. Company borrows money from 
Bank 

2. Company lends money to the 
newly formed ESOP and the 
ESOP executes a promissory 
note in favor of the company

3. ESOP purchases all or a portion 
of the selling shareholder(s) 
stock

1

2

Flow of Funds in a Leveraged Transaction



ESOP Structure – Leveraged (Bank/Seller Financed)

Bank Company

ESOP TrustShareholder(s)

Day Loan

Inside Loan

Cash

Stock

Term Loan

Day Loan Cash

Note + Warrants

1

2

3

4
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Installment Sale 
Income Form 6252
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ESOP Structure – Loan Repayment

Bank Company

ESOP TrustShareholder(s)

Participant 
Accounts

Annual
Contribution/Dividends

Annual Inside 
Loan Repayment

Annual Outside 
Loan Repayment

Suspense 
Account Annual Stock 

Allocation

12

3

4
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IRC 1042 Election
1. Section 1042 of the Internal Revenue Code provides an opportunity for 

a taxpayer to defer the recognition of tax on the proceeds of a sale of 
stock of a C corporation to an ESOP if the proceeds are reinvested in 
securities of other corporations
• Available only with respect to sales of common stock of C corporations that are 

not publicly traded

2. Requirements:
• The stock must have been owned by the seller for at least three years (can tack 

on holding periods where, for example, the entity was an LLC prior to being a C 
corporation)

• Immediately after the sale, the ESOP owns at least 30 percent of the employer’s 
stock

• Sale proceeds must be reinvested in “Qualified Replacement Property” (“QRP”), 
and reinvestment must occur within 12 months of date of sale to ESOP
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IRC 1042 Election (cont’d)

• The seller’s shares must not be allocated back to the seller, 
to related parties of seller, or to 25-percent stockholders

• Because the 30% requirement is applied after the sale, an 
ESOP may be established for the purpose of enabling a 
large stockholder to sell all or a significant portion of his or 
her stock to the ESOP on a tax-deferred basis in the future

• The gain deferred on the sale of the stock to the ESOP is 
taxed when the QRP is sold
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IRC 1042 Election (cont’d)

• However, if QRPs are held by taxpayer until death, 
taxpayer’s estate gets “step up” in basis at death, 
resulting in essentially a permanent tax avoidance

• ESOP sponsoring company can elect S corporation 
status after the sale for greater tax advantage
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Tax Deferral Savings for ABC Company’s Shareholder 
Using an ESOP vs. Non-ESOP Sale of Stock

Non-ESOP Sale 1042 ESOP Sale

Sale Price $100,000,000 $100,000,000

Basis 10,000,000 10,000,000

Taxable Gain 90,000,000 90,000,000

Federal LT Capital Gains Tax (23.8%)
New York LT Capital Gains Tax (8.82%)
Total Tax

$21,420,000
$  7,938,000
$29,358,000

$                 0
$                 0
$                 0

After-Tax Proceeds $70,642,000 $100,000,000

Tax Deferral Savings *$29,358,000
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*The ESOP tax deferral savings comparison reflects the federal long term capital gains tax rate of 23.8% plus New York’s
capital gains tax rate of 8.82%, as of 2021.



Benefits of Effective Estate Planning pre/post-
ESOP Transaction
Thoughtful estate planning can help achieve the following objectives:
• Provide a secure income for the lives of shareholders.
• Provide asset protection for shareholders.
• Substantially reduce and eliminate taxes on the sale transaction.
• Minimize and eliminate estate taxes.
• Fulfill legacy planning for heirs.
• Create asset protection for heirs.
• Provide tax efficient conduits for charitable giving.
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Integrated Planning
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Planning

TAX
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Estate Planning Consideration #1: Estate Taxes v. Capital Gains
• Estate tax

• The federal estate tax rate currently (sits at a top marginal rate of) 40% and is applied to the amount of an estate in excess 
of $12.06 million per individual (the basic exclusion amount). The basic exclusion amount is scheduled to reduce to 
approximately $8 million at the end of 2025.

• Many states have an estate or inheritance tax. Maryland has both estate tax and inheritance taxes. Connecticut, 
Hawaii, Illinois Maine, Maryland, Massachusetts, Minnesota, New York, Oregon, Rhode Island, Vermont, Washington and 
Washington D.C. have an estate tax. Iowa, Kentucky, Maryland, Nebraska and Pennsylvania have an inheritance tax.

• Capital gains tax
• The federal long-term capital gains tax sits at a top marginal rate of 20%. Additionally, the sale of a long-term capital asset 

may trigger an additional 3.8% NIIT, for an effective federal rate of 23.8%.
• Many states also impose a separate tax on capital gains income.

• The dilemma
• Under IRC 1041, property acquired from a decedent gets a step-up in basis to fair market value. Therefore, capital gains on 

the sale of stock to an ESOP can effectively be eliminated if the QRP is held onto until death. To get this favorable tax 
treatment, however, the QRP must be included in the taxable estate of the decedent, and therefore, may be subject to 
estate taxes.

• Via an irrevocable trust (e.g., a BDIT, IDGT, or SLAT) property, such as stock in a Company, can be removed from an 
individual’s taxable estate while the individual still retains access to the assets for his or her beneficial use during life. 
However, transfers of property to such irrevocable trusts disqualify these assets for a step-up in basis under IRC 1041.

• NOTE: Tax rates and tax policy are moving targets. Oftentimes a recognition/transfer (i.e., sale or death) will not 
happen until several years—often decades—after an estate plan is implemented.
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Estate Planning Consideration
Revocable Living Trust

• Scenario
• Prior to the ESOP transaction, the selling shareholder transfers his ownership interest 

in Company to a revocable living trust. 
• The ESOP transaction closes and the revocable living trust rolls the sale proceeds into 

QRP.
• QRP is retained during the life of the shareholder.
• Upon the shareholder’s death, the QRP is transferred to his or her spouse or heirs. The 

recipient of the QRP receives a step-up in basis to fair market value and the property 
can be immediately sold with no capital gains. However, the value of the QRP will be 
included in calculating the value of the decedent’s estate, and, by extension, any 
estate taxes owed.

• Best use cases
• No intention of taking “boot” in the transaction
• No intention of spending sale proceeds during life
• Net worth below the current or anticipated basic exclusion amount
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ESOP Estate Planning Consideration #2:
Tax-Free Sale Plus Gifts

• Gifts of Stock pre-ESOP Transaction
• Children hold QRPs until death
• Permanently avoid capital-gains tax for Generation 

Three
• Gifts of Retained Stock After Partial ESOP Sale

• Value of stock depressed by ESOP debt
• Minority-interest discount

• Gifts of QRP post ESOP Transaction Closing.
32



Estate Planning Consideration #3
Legacy Gift Trust

• Scenario
• Prior to the ESOP transaction, the selling shareholder transfers ownership interest in 

Company to a Legacy Gift Trust (e.g., a BDIT, IDGT, or SLAT) via an outright gift or 
installment sale.
• The transfer of property to an intentionally defective trust, properly structured does not restart the 

clock for the 3-year hold period under IRC 1042.
• The ESOP transaction closes and the Legacy Gift Trust rolls the sale proceeds into QRP.
• The QRP is sold at a later date and taxes are paid on any gain on the sale. 
• If the selling shareholder dies prior to the sale of some or all of the QRP, the QRP will not

be included in his taxable estate for the purpose of calculating estate taxes.
• Best use cases

• Intention of taking “boot” in the transaction
• Intention of spending sale proceeds during life
• Net worth above the current or anticipated basic exclusion amount
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ESOP Estate Planning Consideration #4:
Use of Family Limited Partnership

• Owners Transfer Stock to FLP
• FLP Sells Stock to ESOP

• FLP elects tax-free treatment
• FLP purchase QRP

• Owners Make Gifts of FLP Interests
• Minority-interest discount
• Discount for lack of marketability
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Charitable Planning – Pre-ESOP Transaction 
Consideration #5

Charitable Planning Considerations:
1. If IRC 1042 is applicable to the sale, charitable planning may be more robust post-ESOP 

transaction.
• Donation of QRP directly to a charity, donor advised fund, or charitable trust post-ESOP 

transaction.
2. If IRC 1042 is not applicable, use of a Charitable Trust may provide tax savings.

• If the transaction does not result in the ESOP Trust owning at least 30% of the stock, 
charitable trusts may provide tax benefits.

• Consider doing a direct contribution of cash to a charity or DAF in the same tax year 
post-ESOP transaction closing.

3. A CRAT is not a qualified Subchapter S corporation shareholder. The contribution of “S” 
corporate stock will terminate the S election.

4. Minority ownership and lack of control discounts apply to donations of closely held stock in 
the valuation process for charitable gifting. Estate of Miriam M. Warne et al. v. 
Commissioner; No. 7019-18; No. 7020-18; T.C. Memo. 2021-17.

5. Pre-ESOP direct donation of stock to a charitable organization.
35





ESOP Estate Planning:
Use of Charitable Remainder Trusts

• Owners Sell Stock to ESOP on Tax-Free Basis
• Owners Give QRP to CRT

• Owners retain income interest
• Trust can sell QRPs without triggering tax
• Charitable deduction
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Estate Planning Consideration #6:
Incomplete Non-Grantor Trust
• Scenario

• Prior to the ESOP transaction, the selling shareholder transfers ownership interest 
in Company to an Incomplete Non-Grantor Trust (“ING”).

• The ESOP transaction closes and the ING rolls the sale proceeds into QRP.
• The QRP is sold at a later date and while capital gains are paid at the federal level, 

no taxes are paid on the sale at the state level.
• If the selling shareholder dies prior to the sale of some or all of the QRP, the QRP 

will be included in his taxable estate for the purpose of calculating estate 
taxes. Heirs receive a step-up in basis.

• Best use cases
• Possibility of taking “boot” in the transaction
• Possibility of spending sale proceeds during life
• Net worth below the current or anticipated basic exclusion amount
• Seller lives in a high tax state.
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Incomplete Non-Grantor Trust have the following attributes

1. The trust be a non-grantor trust.
• The grantor must relinquish certain controls over the trust to avoid being 

considered the owner of the assets in the trust. 
• The trust is considered a separate legal entity and is responsible for paying 

state income tax, which is determined by the situs of the trust.  The 
following states have no state tax and robust asset protection laws which 
make these states the darling jurisdictions for incomplete non-grantor 
trusts:
 Nevada
 Wyoming
 South Dakota
 Delaware
 Alaska
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Incomplete Non-Grantor Trust have the following attributes

2. The transfer of assets to the trust must be incomplete:
• There is no requirement to file a gift tax return.
• Since the grantor is not using up lifetime exclusion a balancing of priorities 

needs to take place taking into consideration the lowering of the lifetime 
exclusion in 2026 or laws proposed to lower the lifetime exclusion before 
2026.

• Timing of the transfer is key to avoid assignment of income issues.

3. Structural Elements of an Incomplete Non-Grantor Trust: 
• Different roles for different trustees. 
• Distribution Committee.
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LEGISLATIVE PROPOSAL C EXECUTIVE SUMMARY 
(California)

Taxation of Income from an Incomplete Gift Non-Grantor (ING) Trust
Introduction
This proposal would treat grantors, who transfer assets into an ING trust, in the same 
manner as grantors of a grantor trust, eliminating the ability to reduce personal income tax 
by moving income to a state with more favorable tax treatment.
Problem
ING trusts are generally treated as taxable trusts. A California resident grantor is able to 
establish an ING trust with a nonresident trustee and transfer assets to that trust. By doing 
so, the taxable income of the ING trust, generally intangible income, is sourced to the 
commercial domicile of the nonresident trustee for California income tax purposes. (R&TC
sections 17742, 17743, and 17744.) This allows a California resident to transfer assets to an 
ING trust, with an out-of-state trustee in a jurisdiction that does not have a state income 
tax, and not pay California state income taxes.
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LEGISLATIVE PROPOSAL C EXECUTIVE SUMMARY 
(California)

Proposed Solution
Amend PITL to require that the net income derived from an ING trust’s assets, be included in the 
grantor’s gross income and subject to California income tax.  This proposal would mitigate a 
developing tax strategy of shifting income to a state with more favorable tax treatment.  New York 
had a similar issue and resolved the problem by amending their PITL.  Our proposal suggests a 
similar approach.  This would eliminate a tax planning strategy while providing consistent and fair 
treatment of ING net income for similarly situated taxpayers.
Program History/Background
The Individual and Pass-Through Entity (IPTE) Bureau in the Audit Division identified situations 
where California grantors establish ING trusts with an out of state trustee, in a state without 
personal income tax.  As discussed in more detail below, in California, grantors of an ING trust are 
not taxed on the trust income. Instead, the income is sourced to the state of the commercial 
domicile of the trustee rather than the state of the grantor.  As a result, grantors of ING trusts do 
not pay California state income tax on the trust income.
The volume of impacted taxpayers for the first applicable tax year is estimated to be approximately 
1,500 taxpayers, with an annual average of approximately 700 taxpayers thereafter.  Without a 
legislative change, as discussed below, California is unable to require the same tax treatment for 
grantors with in-state and out of state trustees that retain control over their trusts.
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INCOMPLETE NON-GRANTOR TRUST 
GRANTORS:
Selling Shareholder

INVESTMENT TRUSTEE:

INDEPENDENT TRUSTEE:

TRUST PROTECTOR:

BENEFICIARIES:

DISTRIBUTION 
COMMITTEE:

•Trustee: Distributions as directed by the Distribution Committee
•Distribution Committee: May direct distributions to any beneficiary for 
any amount in their sole and absolute discretion

• Distributions to a Grantor must be in writing and executed by the majority of the 
Distribution Committee

• Distributions to a Non-Grantor must be signed by the Grantor or all other 
committee members

• Upon death of Grantor, Distribution Committee ends

Contingent Beneficiaries: Heirs of Grantor by intestate succession

EXAMPLE OF HOW AN ING IS 
FORMED

ASSETS:
Shares in Company to be sold 
to ESOP Trust

•If child is not living, the child’s share shall be distributed to the child’s then 
living descendants, per stirpes, same terms as above

•If none, to the Grantor’s descendants, per stirpes, same terms as above

Balance of Trust Estate

Child 1

•Equally among Grantor’s children, per stirpes, in trust for lifetime
•Independent Trustee: Distributions in Trustee’s discretion

•Non-Independent Trustee: Distributions for HEMS
•POA to the Grantor’s descendants, their spouses, and charities

•Each child may serve as Trustee of the child’s trust at age __

Child 2
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Estate Planning Consideration #7: Estate 
Freeze of Warrants
• Warrants are often an integral component of some ESOP structuring.
• Warrants give the holder the right to purchase Company’s stock at a 

specified strike price. Warrants are identical in form and function to a 
stock option.

• Warrants for stock in ESOP companies can significantly appreciate from 
the date of issuance to justify reducing the interest rate of a related loan.

• For certain high-net-worth individuals, estate taxes can be significantly 
reduced by transferring warrants into an irrevocable grantor trust (either 
by gift or an installment sale) to remove any future appreciation from the 
individual’s taxable estate.
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Estate Planning Consideration #8: Asset Protection
Asset Protection Trust Planning:

*Funding Stock into an APT pre-ESOP transaction.
*Funding QRP post-ESOP transaction.

Trust Structure:
*Domestic or Foreign Trust.
*Grantor or Non-Grantor Trust.
*Completed Gift or Incomplete Gift.

Domestic Asset Protection Jurisdictions:
*Alaska *Colorado *Delaware *Hawaii *Michigan *Mississippi *Missouri *Nevada
*New Hampshire *Ohio *Oklahoma *Rhode Island *South Dakota *Tennessee *Utah
*Virginia *West Virginia *Wyoming

Domestic Asset Protection Jurisdiction Attributes:
*Privacy *State Tax Laws *Fraudulent Conveyance Laws *Statute of Limitations of 
Discovery for Pre-existing
Creditors, Longevity, Structural Issues.
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Balance of Trust Estate

Child 2Child 1

•Equally among Grantor’s children, per stirpes, in trust for lifetime.
•Independent Trustee: Distributions in Trustee’s discretion

•Non-Independent Trustee: Distributions for HEMS
•POA to the Grantor’s descendants, their spouses, and charities

•Each child may serve as Trustee of the child’s trust at age __

Pot Trust
for Grantor, spouse, 

and their children

EXAMPLE OF HOW A NAPT IS 
FORMED

ASSETS:
1. LLC
2. Bank Account

LIABILITIES:
1. Promissory Note

•If child is not living, the child’s share shall be distributed to the child’s then living 
descendants, per stirpes, same terms as above.

•If none, to the Grantor’s descendants, per stirpes, same terms as above.

Contingent Beneficiaries: Heirs of Grantor by intestate succession

DOMESTIC ASSET PROTECTION TRUST

GRANTOR:
Selling Shareholder

INVESTMENT TRUSTEE:
Selling Shareholder

INDEPENDENT TRUSTEE:

TRUST PROTECTOR:

BENEFICIARIES:
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Domestic
Asset 

Protection 
Trust

Installment Sale to Trust
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Grantor
Subordinated Note funded into Trust

Grantor as beneficiary

Independent Trustee



48

QUESTIONS & ANSWERS



CONTACT US

Jason C. Ray, Senior Attorney
Morgan, Lewis & Bockius, LLP

J. Mark Lobb, Partner
Lobb & Plewe, LLP

1717 MAIN ST., SUITE 3200
DALLAS, TX 75201-7347

UNITED STATES
214.466.4112

jason.ray@morganlewis.com

1 RIDGEGATE DRIVE, 
SUITE 205

TEMECULA, CA 92590
951.600.1007

mlobb@lp-attorneys.com
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Thank you for joining us!
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