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Pensions and ESOPs

1. Pensions

1.1 Types of pension plans

• Defined benefit plans
– specified future benefit to employee
– investment policy is controlled by a trustee or the employer
– the employer bears the risk of investment performance

• Defined contribution plans
– specified current contributions
– investment policy is controlled by employee
– the employee bears the risk of investment performance

1.2 Anti-discrimination provisions

• Rationale: to protect poor, unsophisticated low-income employees who
do not save enough for retirement.

• This may be inefficient.
– The employee may have an immediate desire to buy a house . If the

pension contribution raises the amount the employee must borrow
to finance the house, the the employee interest rate (i.e., the cost
of borrowing) may well be above the tax-free rate of accumulation
in the pension fund.

1.3 Benefits from pre-funding defined benefit plans

• It is preferable to fund a pension when tax rates are high and are
expected to fall

• over-contributions earn the pre-tax rate of return

• excess assets in a terminated defined benefit pension plan are subject to
a 20% excise tax.
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2. ESOPS

2.1 Rationale for ESOPs

• An entrepreneur’s dream is to build a company in which he is the major
shareholder. If successful, a problem arises: How do you cash out of the
company?

– Arrange to be bought out by a big public company in a tax-free
exchange of shares put shares in safety deposit box in bank and
borrow against them to finance retirement years. On death, roll
shares (which have huge unrealized capital gains associated with
them) over tax free to your heirs.

– Use a special-purpose partnership structure created specifically to
pool risks and effect the sale of an entrepreneur’s business.

– ESOP code §1042 is designed to permit the entrepreneur to transfer
shares over to employees and roll proceeds into marketable securi-
ties tax free As a result, the employees own the company. The
entrepreneur gets liquid assets. Congress think this promotes a
good ownership structures.

2.2 Basic features

• An ESOP is a special kind of defined contribution pension plan.
– The corporation makes annual tax-deductible contributions to the

ESOP.
– The ESOP uses the contributions from the sponsoring corporation

either to buy corporate stock or to pay down a loan used to buy
corporate stock.

– Distributions from the ESOP to the employees are taxable in the
employee’s hands.

• Types of ESOPs
– vanilla ESOP
– leveraged ESOP

• Distinguishing features
– ESOPs are unique in that they can borrow to buy the sponsor’s

stock.
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– Stock placed in an ESOP is voted by employees, who are likely to
side with management in takeover contests.

– Fifty percent of the interest income on qualified loans made to
an ESOP can be excluded from income for tax purposes. In a
competitive, frictionless market, the rate of interest on an ESOP
loan, RESOP relative to a the rate on a taxable bond, RB would be
given by

RESOP (1 − 1/2T ) = RB(1 − T )
RESOP

RB
=

1 − T

1 − 1/2T

• Constraints
– At least 50% of ESOP assets must be stock of the sponsoring

company. This may impose an undesirable amount of employer-
specific risk on risk-averse employees. This risk can be mitigated
by issuing preferred stock to the ESOP.

– ESOPs have contribution limits similar to those that apply to
pension plans.

– Stringent anti-discrimination rules apply to ESOPs.
– Employee participants in ESOPs must be vested within five years.
– Employee participants must be allowed to diversify their holdings

after 10 years in the ESOP and attaining age 55.
– Employee participants must be allowed to put non-traded stock

back to the company at retirement.

2.3 Potential uses of ESOPs

• secure tax deductions on the payment of dividends to the ESOP that
are immediately distributed to the employees in cash or are used to pay
down a loan used to buy stock in the sponsoring company

– such dividends escape the double taxation of corporate profits (just
as salary does)

– unlike salary, such dividends also escape the employer and employee
portions of the Social Security tax.

• achieve a subsidized borrowing rate on ESOP loans

• defer the capital gains tax incurred by owners of private companies on
the sale of their shares to the ESOP
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2.4 Example

• Department of Defense contractor

• ESOP is a defined Contribution Pension Plan, and therefore easy to
over-fund

• Through the ESOP, employees own 100company

• Issuing stock to ESOP generates a deduction for tax purposes and is
reimbursable to the contractor by the government (This was acceptable
to DCAA1 auditors).

• One could do even better with cash contributions to a defined benefit
pension plan.

1 Defense Contract Audit Agency

Page 4


