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ESOPs

By Christine Kolm

Employee stock ownership plans (ESOPs) can
provide tax efficient estate planning
opportunities for closely held business owners by
creating liquidity for their shares and business
succession options for their families and
employees. An ESOP is a qualified retirement
plan (profit sharing or stock bonus) designed to
invest primarily in stock of the employer. ESOPs
provide tax advantages to the employees and
employer. The Internal Revenue Code provides
tax incentives for business owners to sell their
company stock to the ESOP and provides
benefits to employees by allowing them to
participate in the growth and success of the
business while having the option to receive
company stock through a tax deferred vehicle.

HOW AN ESOP WORKS

With an ESOP, the company sets up a trust fund
(the employee stock ownership trust) to which it
makes contributions of stock or cash in order to
buy existing shares. Both C corporations and S
corporations can sponsor an ESOP. Provided
certain requirements are met, the ESOP can also
borrow money to purchase new or existing
shares (referred to as a “leveraged ESOP").

Shares in the ESOP trust are allocated to
separate accounts for the employee-participants.
ESOPs must give participants the right to have
the employer repurchase employer stock in
exchange for cash (unless there is a public
market for the stock).

TAX TREATMENT OF ESOPS

Contributions to the ESOP by the company are
tax deductible. Further, the company may be
able to deduct dividends paid on stock held in
the ESOP. For the employees, ESOP accounts can
grow tax deferred much like an individual
retirement account (IRA) or other qualified plan.
Employees do not pay tax on the stock allocated
to their accounts until distributions are taken.
An employee can begin taking distributions from
his or her account upon reaching age 59%
without penalty and distributions must be made
after the employee retires, becomes disabled, or
dies, unless the ESOP is leveraged, in which case
distributions may be delayed. Employees can
also choose to rollover their ESOP distribution to
an IRA. Another significant benefit for the
owner is the ability to sell his or her company
stock to an ESOP and defer, or possibly avoid,



paying tax on the realized gain, provided that
certain requirements are met, including (i) the
ESOP owns 30% of the company after the sale,
and (ii) the proceeds are invested in qualified
replacement property (QRP). QRP includes stock,
bonds, or other debt issued by most, but not all
domestic (US) operating companies. The
disposition of the QRP will trigger the deferred
tax on the gain. As a result, the investment
strategy for the sales proceeds can be critically
important.

PLANNING STRATEGIES

INVOLVING ESOPS

Diversification of a concentrated

position in a closely held business

Many closely held business owners hold much of
their wealth in their business, which is illiquid
and often difficult to monetize. A sale of some
or all of the business owner’s company stock to
the ESOP allows the owner to diversify out of his
or her position in the company without paying
current tax, provided that the owner rolls the
proceeds into QRP. If a business owner holds the
QRP until death, the gain is eliminated since the
basis in the QRP assets is “stepped up” to fair
market value at death.

Note that the primary advantage of a sale to
an ESOP over other diversification techniques is
the fact that the ESOP is a willing buyer, which
can be difficult to find when contemplating a
sale of a closely held business. But other
diversification techniques, such as charitable
remainder trusts, should not be overlooked;
depending on the circumstances and the
business owner’s goals, they could be used

instead of, or even in concert with, a sale to an
ESOP.

Business succession planning

ESOPs can help families transition ownership to
the next generation while allowing the senior
generation to retain control of the business. For
example, an ESOP could purchase 30% of a
corporation, while the remaining family member
owners retain majority voting and management
control. If the selling shareholder invests the
sales proceeds in QRP, the capital gains tax is
deferred. Further, the selling shareholder’s
estate plan can direct the liquid sales proceeds
(QRP) to a family member who may not be
involved in the family business, leaving the
shares in the business to those who are involved.
In addition, since the basis of the QRP gets
stepped up at the shareholder’s death, the QRP
could be sold to provide liquidity to pay estate
tax generated by the inclusion of the value of
the business in the shareholder’s estate.

CONCLUSION

ESOPs can be an important piece or
complementary addition to a business owner’s
estate and business succession planning. Proper
planning and knowledge are a must when
determining whether an ESOP is a good option.
Understanding the advantages and challenges of
ESOPs at the earliest possible stage of planning
will set you up to make a well-informed
decision.

Christine Kolm is a Senior Wealth Strategist in
the Advanced Planning Group.
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ADVANCED PLANNING GROUP

The Advanced Planning Group consists of
former practicing estate planning and tax
attorneys with extensive private practice
experience and diverse areas of
specialization, including estate planning
strategies, income and transfer tax planning,
family office structuring, business succession
planning, charitable planning, and family
governance.

The Advanced Planning Group provides
comprehensive planning and sophisticated
advice and education to UHNW clients of the
firm. The Advanced Planning Group also
serves as a think tank for the firm, providing
thought leadership and creating a robust
intellectual capital library on estate planning,
tax, and related topics of interest to UHNW
families.
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Advanced Planning Disclosures

Purpose of this document.

This report is provided for informational and educational purposes only. It should be used solely for the purposes of discussion with your UBS Financial Advisor
and your independent consideration. UBS does not intend this to be fiduciary or best interest investment advice or a recommendation that you take a
particular course of action. The information is current as of the date indicated and is subject to change without notice.

Personalized recommendations or advice.
If you would like more details about any of the information provided, or personalized recommendations or advice, please contact your UBS Financial Advisor.

Conflicts of interest.

UBS Financial Services Inc. is in the business of establishing and maintaining investment accounts (including retirement accounts) and we will receive
compensation from you in connection with investments that you make, as well as additional compensation from third parties whose investments we
distribute. This presents a conflict of interest when we recommend that you move your assets to UBS from another financial institution or employer retirement
plan, and also when we make investment recommendations for assets you hold at, or purchase through, UBS. For more information on how we are
compensated by clients and third parties, conflicts of interest and investments available at UBS please refer to the “Your relationship with UBS’ booklet
provided at ubs.com/relationshipwithubs, or ask your UBS Financial Advisor for a copy.

No tax or legal advice.
UBS Financial Services Inc., its affiliates and its employees do not provide tax or legal advice. You should consult with your personal tax and/or legal advisors
regarding your particular situation.

Important additional information applicable to retirement plan assets (including assets eligible for potential rollover, distribution or
conversion).

This information is provided for educational and discussion purposes only and are not intended to be fiduciary or best interest investment advice or a
recommendation that you take a particular course of action (including to roll out, distribute or transfer retirement plan assets to UBS). UBS does not intend (or
agree) to act in a fiduciary capacity under ERISA or the Code when providing this educational information. Moreover, a UBS recommendation as to the
advisability of rolling assets out of a retirement plan is only valid when made in a written UBS Rollover Recommendation Letter to you provided by your UBS
Financial Advisor after a review of detailed information that you provide about your plan and that includes the reasons the rollover is in your best interest. UBS
and your UBS Financial Advisor do not provide rollover recommendations verbally.

With respect to plan assets eligible to be rolled over or distributed, you should review the IRA Rollover Guide UBS provides at ubs.com/irainformation which
outlines the many factors you should consider (including the management of fees and costs of your retirement plan investments) before making a decision to
roll out of a retirement plan. Your UBS Financial Advisor will provide a copy upon request.

Important information about brokerage and advisory services.

As a firm providing wealth management services to clients, UBS Financial Services Inc. offers investment advisory services in its capacity as an SEC-registered
investment adviser and brokerage services in its capacity as an SEC-registered broker-dealer. Investment advisory services and brokerage services are separate
and distinct, differ in material ways and are governed by different laws and separate arrangements. It is important that you understand the ways in which we
conduct business, and that you carefully read the agreements and disclosures that we provide to you about the products or services we offer. For more
information, please review client relationship summary provided at ubs.com/relationshipsummary, or ask your UBS Financial Advisor for a copy.
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