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CONSTRUED AS TAX OR LEGAL ADVICE.. Source:  *Section 1042 of the Internal Revenue Code.
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What We'll Cover

• What is §1042 Rollover

• §1042 Qualifications and Requirements

• Common Investment Strategies 

• Case Studies
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Big Picture
Internal Revenue Code of 1986, as amended (Code), section 
1042, allows an owner of a closely-held C corporation to defer, 
or potentially eliminate, capital gains taxation on “qualified 
securities” he or she sells to an employee stock ownership plan 
(ESOP) if the taxpayer reinvests the sale proceeds into “qualified 
replacement property” (QRP)

Post-Sale OptionsTransaction

Business Owner sells $10mm of 
qualifying company stock with 
cost basis of $0 to an ESOP.

Pay capital gains tax

Elect 1042 exchange and 
purchase qualifying securities  

to defer capital gains 
indefinitely.
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Typical ESOP Structure
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• Company creates ESOP
• Company borrows funds from Lender (”Outside Loan”) and re-lends the proceeds to the 
ESOP ( ”Inside Loan”)
• ESOP uses funds from Inside Loan to purchase shares from existing shareholders
• Company services the new debt by:

– Making tax-deductible contributions and/or dividends/distributions to the ESOP
– ESOP repays Inside Loan to Company
– Company repays Outside Loan to Lender 
– As the Inside Loan is repaid, shares held as collateral for the Inside Loan are 

released and allocated to the employee accounts
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What is Qualified Replacement Property (QRP)
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Security issued by a domestic operating corporation that:

• 50% of its assets must be used in active conduct of a trade or 
business

• No more than 25% of its gross receipts can come from passive 
sources

Step-up in Basis:

• If the qualified replacement property is held until death of the 
selling shareholder, the property transfers to heirs with a stepped-
up cost basis, eliminating the capital gain tax.
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What qualifications must be met?
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• Percentage of ESOP ownership

• Stock origin

• Holding Period

• Reporting type

• Stock type

• Reinvestment window

• Reinvestment requirements

• Tax filings
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What Securities Qualify?
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Eligible QRP

•Stocks

•Bonds

•Convertible Bonds

•Corporate Fixed Rate Bonds

•Corporate Floating Rate 

Notes ("FRNs")

Non-Eligible QRP

• Bank CDs

• U.S. Government Bonds

• Municipal Bonds

• Foreign Securities

• Exchange Traded Funds 

(ETFs)

• Mutual Funds

• REITs

• Master Limited 

Partnerships (MLPs)
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Common diversification strategies
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Passive Strategy
• Buy and hold stocks and/or corporate bonds

Active/Flexible Strategy
• Buy and hold Floating Rate Notes (FRNs)
• Monetize (borrow) against the value of the FRNs 

(does not trigger tax) to make other investments 
or create liquidity 

Blended Strategy
• Combination of Passive and Active/Flexible 

strategy



Your 
logo here
Click 
“View”, then 
“Slide 
Master”, 
then edit the 
slide at the 
very top.

Passive QRP portfolio
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Structure
• Portfolio of qualifying stocks and/or bonds purchased over the 

reinvestment period.

Advantages
• Low cost 
• Diversified across economic sectors
• Can serve as one's core equity portfolio
• Provides low basis, high tax cost securities to fund philanthropic 

causes

Disadvantages
• Cannot diversify outside of qualifying U.S. equities/bonds
• Involuntary taxable events can occur due to M&A, tax inversions, 

calls, redemptions or maturity of securities
• Portfolio tracking error vs. S&P 500 increases over time
• Less liquidity due to a lower loan-to-value compared to portfolio 

of FRNs
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Active/ Flexible QRP portfolio
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Structure
• Portfolio of ESOP Floating Rate Notes (FRNs) purchased over the 

reinvestment period.

Advantages 
• Maximum flexibility 
• Ideally suited for seller financed ESOP
• Maximum amount of liquidity to the seller

Disadvantages
• Increased complexity due to the use of leverage
• Limited availability of Floating Rate Notes (FRNs)
• Cost of carry due to margin facility
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Sample Floating Rate Note (FRN) terms
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FRNs are designed to provide lower price volatility and a higher loan to value
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Example of FRN Flexible Strategy
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Historical FRN seasonality
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Borrowing against FRNs
Impact of interest rates and the importance of your loan spread

Net cash flow for 
hypothetical Floating 
Rate Note portfolio 
and loan

Rollover Amount:
$1,000,000

Loan Amount:
$(900,000)

0% 2% 4% 6% 8% 10%
0.75% (6,750) (7,750) (5,750) (3,750) (1,750) 250
1.00% (9,000) (10,000) (8,000) (6,000) (4,000) (2,000)
1.25% (11,250) (12,250) (10,250) (8,250) (6,250) (4,250)
1.50% (13,500) (14,500) (12,500) (10,500) (8,500) (6,500)
1.75% (15,750) (16,750) (14,750) (12,750) (10,750) (8,750)
2.00% (18,000) (19,000) (17,000) (15,000) (13,000) (11,000)
*  assumes Floating Rate Notes pay 1 Month LIBOR - 30bps with 0% floor

1 Month LIBOR

Lo
an
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Disposition of QRP

A disposition of QRP triggers capital gains tax

• A “disposition” includes a sale but does not include

• Certain tax-free transactions that QRP issuer company enters 
into with another company

• A gift of the QRP

• Transfer upon the death of the QRP holder

• Transfer of the QRP in connection with divorce

• Transfers to a grantor trusts including charitable remainder 
unitrusts (CRUT)

• Borrowing against QRP—which allows for the Active 
Reinvestment Strategy
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Tax filing requirements

A taxpayer must file three documents with the IRS in order to 
obtain section 1042 capital gains deferral upon sale of the of the 
stock to an ESOP.

• Statement of Consent (filed by taxpayer and by company)

• Statement of Election (filed by taxpayer )

• Statement of Purchase (filed by taxpayer )
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Case Study 1: 
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Case Study 2: 
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Questions ?
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Curt joined the team in 2014, and brings 17 years of 
experience advising investors on all aspects of wealth 
management. Before joining UBS in 2006, Curt worked in 
San Francisco and New York as Vice President of Sales for 
Structured Investments at Merrill Lynch. He began his 
career with Merrill Lynch in New York in the structured

investments group where he gained a deep understanding of complex 
derivative transactions. 

Curt’s deep knowledge base across all asset classes and investment vehicles
provides the team with the perspective to leverage the global capabilities of 
UBS to find the appropriate investment solutions for clients. His primary area 
of focus has been portfolio construction and implementation, with a specialty 
in non-traditional investments. In that capacity he worked on many of the 
firms most complicated investment mandates, and frequently published 
articles internally on portfolio construction and investment strategies.

Curt holds Series 7 and 66 securities licenses as well as the CEPA (Certified 
Exit Planning Advisor) designation. Curt has a B.A. in economics from 
Vanderbilt University.

His personal interests include golf, tennis, college football, and spending 
time with his family.

Curt Rubinas CEPA®

Private Wealth Management

UBS Financial Services
Inc. 3280 Peachtree Road
NE 21st floor
Atlanta, GA 30305
404-479-5963
877-794-1042
curt.rubinas@ubs.com

mailto:curt.rubinas@ubs.com
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Important Disclosures
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Appendix: Disclaimer 
Information contained herein is of a general nature and plan sponsors should seek professional guidance from their tax and legal
advisors before implementing an ESOP. Neither UBS Financial Services Inc. nor its employees provide tax or legal advice.

ESOP laws are complex; specific recommendations on courses of action are dependent on a thorough review of the facts and
circumstances relative to a particular company and its shareholders. In particular, any use of ESOP assets is subject to ERISA’s
fiduciary standards and must be carefully reviewed in light of those rules.

In addition, shareholders who sell into an ESOP should understand the applicable rules of the Internal Revenue Code, including
requirements for Qualified Replacement Property ("QRP"), and should also understand the potential risks associated with obtaining QRP
including whether sufficient QRP will be available in the future, availability of QRP with features such as put options and whether
diversification can be obtained from the available QRP. The foregoing is a general description of potential risks. Shareholders who sell
into an ESOP must consult their tax and legal advisors regarding their personal circumstances.

IRS Circular 230 Disclosure:
To ensure compliance with requirements imposed by the IRS, any U.S. federal tax information in this article is not intended, or written to
be used, for the purpose of (1) avoiding penalties under the Internal Revenue Code, or (2) promoting, marketing or recommending to
another party any transaction or matter contained in this presentation.

It is important that you understand the ways in which we conduct business and the applicable laws and regulations that govern us. As a
firm providing wealth management services to clients in the U.S., we are registered with the U.S. Securities and Exchange Commission
(SEC) as an investment adviser and a broker-dealer, offering both investment advisory and brokerage services. Though there are
similarities among these services, the investment advisory programs and brokerage accounts we offer are separate and distinct, differ in
material ways and are governed by different laws and separate contracts.

Neither UBS Financial Services Inc. nor its employees pay a fee in exchange for these ratings. Past performance is no guarantee of
future results. For more information on a particular rating, please visit ubs.com/us/en/designation-disclosures.

Certified Financial Planner Board of Standards, Inc. owns the certification marks CFP®, CERTIFIED FINANCIAL PLANNERTM and
federally registered CFP (with flame design) in the US, which it awards to individuals who successfully complete CFP Board’s initial and
ongoing certification requirements. For designation disclosures, visit ubs.com/us/en/designation-disclosures.

It is important that you understand the ways in which we conduct business and the applicable laws and regulations that govern us. As a
firm providing wealth management services to clients, UBS Financial Services Inc. offers both investment advisory services and
brokerage services. 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 clients understand the ways in which we conduct
business and that they carefully read the agreements and disclosures that we provide to them about the products or services we offer.
For more information, visit our website at ubs.com/workingwithus..

Neither UBS Financial Services Inc. nor any of its employees provide tax or legal advice. You should consult with your personal tax or
legal advisor regarding your personal circumstances.

Private Wealth Management is a division within UBS Financial Services Inc., which is a subsidiary of UBS AG.

For more information, visit our website at www.ubs.com/workingwithus

© UBS 2019. All rights reserved. The key symbol and UBS are among the registered and unregistered trademarks of UBS. UBS Financial 
Services Inc. is a subsidiary of UBS AG. Member FINRA/SIPC.
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