Using Employee Stock Ownership Plans (ESOPs)
The owner of a closely held corporation, including an S corporation, who wants to sell an interest in the business but does not have a buyer, can often use an Employee Stock Ownership Plan (ESOP) to create a market for the company’s stock. An ESOP is a special type of qualified retirement plan established for the benefit of the corporation’s employees. Unlike the typical qualified plan, an ESOP invests primarily in the employer’s stock. An ESOP may be a stock bonus plan or a combination of a stock bonus plan and a money purchase plan, which has been designed to include the various tax and regulatory requirements of an ESOP.

To create a market for the business, the owner arranges to sell his or her shares in the corporation to the ESOP. The corporation establishes the ESOP for the benefit of its employees and funds it with tax-deductible cash contributions. The ESOP uses the contributed cash to purchase qualifying employer securities from shareholders, who may either remain with the company or retire. ESOPs may also borrow money from the employer, its shareholders, or third parties to purchase stock, and these loans are exempt from the prohibited transaction rules. An ESOP holding S corporation stock is counted as a single shareholder for the 100-shareholder limit, regardless of the number of ESOP participants.

The stock acquired by the ESOP is allocated to employees’ accounts, typically on the basis of compensation. As a qualified plan, amounts allocated to employees’ accounts are not taxable to the employees when contributed. Instead, they accumulate on a tax-deferred basis until the employee retires, becomes disabled, dies, or otherwise terminates employment. The employee or beneficiary recognizes income when the stock is distributed or when the stock is sold and the proceeds are distributed to the employee.

