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Using Indexed Universal Life to Fund ESOP Repurchase Liabilities

A Strategic Liquidity Solution for Long-Term ESOP Sustainability

Executive Summary

Employee Stock Ownership Plans (ESOPs) are powerful tools for business succession, employee engagement,
and long-term corporate independence. Yet as mature ESOPs age, repurchase liability—the company’s
obligation to buy back shares from departing or retiring employees—becomes one of the most significant
financial pressures on the plan sponsor.

Traditional funding methods—cash reserves, line-of-credit financing, or sinking funds—often tie up capital,
increase leverage, or expose the company to market volatility.

A growing number of sophisticated ESOP companies are turning to Indexed Universal Life (IUL) insurance
as an institutional-grade funding mechanism. Properly structured, IUL offers a tax-advantaged, flexible,
and cost-efficient source of liquidity that grows predictably over time and delivers death-benefit protection
to offset future repurchase obligations.

Understanding the Repurchase Liability Challenge

Every ESOP company faces a predictable yet often underfunded liability: the obligation to repurchase shares
as employees retire or leave.

o Projected Cash Flow Strain: For mature ESOPs, annual repurchase obligations can easily exceed
10-15% of payroll.

o Capital Efficiency Risks: Setting aside cash reserves reduces working capital.

o Financing Risk: Borrowing to fund redemptions introduces interest-rate and debt-coverage pressure.

e Valuation Compression: Forced redemptions can constrain growth capital, reducing enterprise value
over time.

Without a disciplined liquidity strategy, companies risk undermining the very benefits that made the
ESOP attractive—stability, independence, and employee ownership continuity.



The Case for Permanent Insurance as a Funding Tool

Corporate-owned life insurance (COLI) has long been used by banks and Fortune 500 companies to fund
executive benefits and pension obligations. The same logic applies to ESOP repurchase liabilities:

e Predictable Funding: Life insurance provides a known, actuarially supported benefit tied to key lives.

o Tax-Advantaged Growth: Policy cash values grow tax-deferred, and death benefits are typically
received income-tax-free.

o Liquidity on Demand: Cash value access through loans or withdrawals offers flexible funding
without external borrowing.

o Balance Sheet Strength: Properly structured policies can enhance corporate liquidity ratios and
financial resilience.

Why Indexed Universal Life (IUL) Is Especially Effective

Among permanent insurance types, Indexed Universal Life (IUL) offers unique advantages for ESOP
Sponsors:

Feature Benefit for ESOP Liquidity Planning

Cash values earn returns linked to an index (e.g., S&P 500®) with downside

Indexed Crediting protection via a 0% floor—no market loss risk.

Cap rates or participation rates allow for growth potential exceeding fixed-account

Upside Participation v

Flexible Premium  Contributions can be adjusted annually based on repurchase forecasts and corporate
Design cash flow.

Access to Cash Policy loans or withdrawals provide tax-advantaged liquidity for share redemptions.

Value
Death Benefit Death proceeds create permanent liquidity that can offset sudden or large redemption
Leverage events.

In contrast to whole life or fixed universal life, [UL offers a dynamic, market-linked accumulation
strategy—ideal for long-term obligations where growth outpacing inflation is critical.



Ilustrative Example

ABC Manufacturing, Inc., a 100% ESOP with $50 million in annual revenue, projects $10 million in
repurchase liability over the next 15 years.

Instead of diverting operating cash into a low-yield sinking fund, ABC funds a corporate-owned IUL policy
with $500,000 per year in premiums over 10 years.

Projected Cash Value (Year 15): ~$8 million

Projected Death Benefit: ~$15 million

Internal Rate of Return (net, on death benefit): 6—7% (non-guaranteed, policy dependent)
Outcome: ABC gains a flexible, tax-efficient reserve that grows with market-linked crediting while
protecting against downside volatility.

This structure provides living liquidity for predictable redemptions and death-benefit liquidity for sudden
key-person losses—without impairing company cash flow or credit.

Tax and Accounting Advantages

Properly structured IUL policies owned by the company offer multiple tax benefits:

Tax-deferred accumulation of policy cash values

Tax-free access to cash values via loans or withdrawals (subject to policy performance and MEC
limits)

Tax-free death benefits, assuming compliance with IRC §101(j) and §264(f)

No book-value volatility, as policy values are carried at cash surrender value (CSV)

These features combine to create a tax-efficient internal funding mechanism unmatched by traditional
investment or financing strategies.

Integration with the ESOP’s Long-Term Capital Plan

IUL funding should be treated as part of an integrated liquidity policy, not a stand-alone purchase. Best
practices include:

1.

Actuarial Repurchase Study: Establish a 10-20 year forecast of repurchase needs.

2. Capital Allocation Review: Compare IUL funding versus retained-earnings reserves or external debt.



3. Policy Design Coordination: Align premium schedules, ownership structure, and insured lives with
corporate objectives.

4. Governance Oversight: The ESOP trustee and corporate board should document the rationale for
funding strategy selection.

When integrated into a disciplined liquidity policy, IUL enhances fiduciary prudence and capital efficiency,
strengthening the ESOP’s sustainability.

Comparing IUL to Other Funding Options

Method Liquidity Access  Tax Treatment Growth Potential Leverage / Risk
Cash Reserves Immediate Taxable earnings Low None
Sinking Fund (Investments) Moderate Taxable annually Market risk Moderate
Bank Financing Immediate (borrowed) fir:;rliiitble Negative carry High
Whole Life Insurance Stable Tax-advantaged Modest Low
Indexed UL (IUL) Flexible Tax-advantaged Moderate-to-strong Low

IUL occupies a middle ground between conservative whole life and market-exposed investments—offering a
compelling blend of growth, liquidity, and safety.

Conclusion

Repurchase liability is one of the most predictable and material challenges facing ESOP companies. Indexed
Universal Life provides a disciplined, tax-efficient, and flexible funding solution that helps companies meet
their obligations without tying up working capital or increasing leverage.

For CFOs, trustees, and corporate boards committed to long-term ESOP success, IUL represents a strategic
liquidity reserve—a way to transform a future burden into a funded, self-sustaining asset that strengthens
both the balance sheet and employee ownership legacy.



Next Steps

e Conduct a repurchase liability study to quantify future obligations.

o Evaluate corporate liquidity and tax-efficiency options side-by-side.

e Request an IUL funding illustration tailored to your company’s ESOP demographics and liability
horizon.
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