
A Brief Guide to the 1042 
Exchange—And What 
Makes it So Powerful

What is a 1042 Exchange?

A 1042 Exchange, also known as a 1042 Rollover or a 1042 Transaction, 
is a tax advantage that can provide considerable savings for business 
owners. It allows owners of closely-held company stock to sell that stock 
to their company’s Employee Stock Ownership Plan (ESOP)—and avoid 
triggering realized capital gains taxes on the sale. 

If you’re like many founders, the value of your shares was right around 
zero when you established your company, which means a 1042 Exchange 
can have a signifi cant impact on your wealth. Despite these benefi ts, 
this tax break is not very well understood by many founders and even 
their advisors. 

We hope this brief guide will help you get an understanding of the 
basics so that you can start planning for your future—and get the very 
most out of the commitment and time you put into your business. 

Best regards, 
Peter D’Agati, CFA and Tom Kosinski

Sell stock to ESOP. Receive cash. Invest in QRP within 3 months 
before to 12 months after.



Why Would You Consider One? 

If you are the owner of a company and hold a significant amount of company stock, you may have wondered how to 
transition into retirement while getting full value out of the benefits of owning a business in the first place. In other words, 
you may be wondering how to monetize.  

A 1042 exchange allows you to sell your stock to your company’s ESOP. With the proceeds, you purchase what’s called 
Qualified Replacement Property (QRP), something that has to happen within the three months preceding the sale or up 
to 12 months thereafter. 

The QRP is critical, as it gives you the opportunity to avoid paying any capital gains taxes on the sale of your company. Put 
simply: you get value out of you company shares, you get a more diversified portfolio, and you could enjoy significant tax 
savings compared to selling the company outright. 

In particular, if you build a QRP portfolio and hold it for the rest of your life, you can avoid realizing capital gains taxes on 
the sale of your company stock altogether. The new portfolio gets a step-up in cost basis upon your death, which means 
your heirs wouldn’t pay that capital gains tax either.  This effectively allows you to avoid capital gains tax on the sale of 
your company.

What Is Qualified Replacement Property or QRP?
In order to be considered QRP, the securities you purchase must meet a number of criteria. Most importantly, the QRP 
must come in the form of securities (stocks or bonds) issued by a U.S. corporation. Mutual funds do not qualify as QRP.

Only certain types of corporations qualify. Namely: 
• It may not be a governmental entity (no municipal 

bonds)
• It must be an operating corporation (rather than a 

holding company)
• It must not have had passive income exceeding 25% 

of its gross receipts for the year prior to the year its 
QRP is purchased 

• It must be a C-Corp (not an S-Corp)
• It can be either publicly traded or closely held
• It cannot be the company sponsoring the ESOP nor 

part of a “controlled group” with that company

When reviewing each QRP candidate for purchase, investors should also consider factors such as the passive nature of 
licensing and franchise fees, which can change the company’s Operating Company status.



Build a Portfolio That Lasts a Lifetime
To get the maximal benefits of a 1042 Exchange, you’ll want to build a portfolio that you’ll be unlikely to trade for a very 
long time. One of the biggest challenges of building a QRP portfolio is that you are building a portfolio that should require 
minimal changes over the course of your lifetime. You can make changes, but any sale will come at the expense of a high 
tax burden if the QRP is sold outright.

That said, this doesn’t mean you won’t want to manage the portfolio for risk and return, it just means that the foundations 
are solid enough to prevent a significant amount of money in motion. 

There are various ways to accomplish this goal. We will highlight a few and discuss the pros and cons of each approach 
below. We’ll also discuss how to manage the portfolio over time in the most prudent and tax efficient manner.

Managing Your Bond Allocation 

Building a QRP portfolio is more nuanced than building a portfolio that you plan to adjust over time. We are left with fewer 
options than we normally have available to us—namely, the bonds and equities of corporations that fit the QRP criteria—
and we have to take into consideration the issue of time. 

Consider your bond allocation. Due to the finite duration of bonds, they aren’t always the best option when building a 
QRP portfolio even if you prefer the conservative approach. That’s because maturing bonds will trigger a tax liability. 

For example, say you purchase a corporate bond that matures in 5 years for $25,000. Your cost basis on the bond will 
be close to zero due to nature of the 1042 exchange, and when the bond matures or is called, let’s assume you receive 
something in the ballpark of the $25,000 that you paid. 

In this situation, you will be liable for a capital gains tax on the difference between your cost basis and the redemption 
amount.

How to manage this? One option is to properly select a portfolio of longer-maturity bonds, so long as you’re prepared to 
manage the interest rate risks that these bonds generally face. Another option is to structure your portfolio such that you 
can live on the income produced by it, or even borrow against it. 

Strategizing Your Equity Allocation 

Equity portfolios are generally more volatile but also tend to produce higher long-term returns. They also don’t have a 
maturity date.

However, equities also come with their share of risks and considerations. For example, equities are generally more volatile 
than bonds, though they have historically produced higher long-term returns. Corporate actions, such as mergers, could 
also force equity owners into a situation where they have to exchange their shares for cash or shares of another company—
which could be a taxable event. 

Building a carefully constructed, well-diversified portfolio can help to mitigate this risk.



The Keys to Portfolio Construction 
With the basic building blocks of stocks and bonds, you can build different kinds of portfolios to suit your needs, risk 
tolerance, and preferences. There are two core approaches to this process, a passive, index-matching approach and a 
thoughtful, analytical approach.   

Matching the Index

One approach to building your portfolio is to find a published index, say the S&P 500, and try to replicate that index. By 
owning the index, you will have a diversified portfolio that will perform like the index for a period of time. This looks good 
up front and may be a good solution, though there are challenges with this approach. 

First off, you’ll need make sure that each of the underlying securities matches the QRP criteria for a 1042 exchange. In 
addition, most indices are rebalanced on a quarterly or annual basis, which could make your own rebalancing efforts quite 
expensive from a tax perspective. 

The third potential drawback of this approach has more to do with the investment strategy. By purchasing a market cap 
weighted index, you are implicitly buying a larger allocation of the stocks that the market has favored the most and that 
have a tendency to be overvalued from a fundamental standpoint. Lastly, building a portfolio holding an entire index can 
incur significant transaction costs, both in terms of stated costs, such as commissions, as well as hidden costs, such as the 
bid-ask spread.

Wide Moat, Blue Chips at a Discount

It might sound obvious, but when building a durable portfolio, one should fill it with durable companies. There is no 
guarantee that any company that you invest in today will still be around in 5, 10 or even 20 years. However, we can infer 
the longevity of a company by looking at it from both a quantitative and qualitative perspective to identify candidates that 
are likely to stand the test of time.  

We look for companies with wide economic moats. This term was made popular by Warren Buffet to describe companies 
that have a distinct advantage over their competitors, one that allows them to dominate their part of the market for years 
to come. In addition to finding companies with wide moats, we invest in companies that have healthy balance sheets with 
low levels of debt, giving them enhanced ability to weather inevitable storms. We seek companies with historically strong 
free cash flow and high returns on equity that we can expect to navigate economic pullbacks and grow for years to come. 

Monitoring the Portfolio 

After we construct a portfolio, there are investment and administrative details that need to be managed. One such detail 
is maintaining a record of the adjusted cost basis from the 1042 exchange. Your custodian is going to track the basis for 
the securities that were purchased based on the actual purchase prices, not the adjusted amount. 

As a holder of QRP, it is your responsibility to maintain a record of the adjusted basis and account for changes over time. 
Corporate actions, securities being sold or gifted, and other transactional events will have an impact on your cost basis 
record and must be maintained. This is a process that we manage for our clients, as it benefits from a close watch and 
subject-matter expertise.  

Rebalancing

Rebalancing is a sound portfolio management practice that involves trimming winners and buying laggards. On average, 
this translates to selling high and buying low. 

Since we are trying to avoid selling QRP, there are other ways to accomplish this goal. One is by rebalancing through 
future contributions. In other words, we use future contributions to purchase new companies we find attractive in order to 
keep the overall portfolio in line with your risk/return objectives. You can use criteria such as sector, industry and market 
capitalization to help to keep your portfolio diversified.  



Options After Selling to an ESOP

Sell Outright and Pay Taxes

Pros:
• Take advantage of lower capital gains tax rate of 

20% before a potential increase
• Can purchase any type of security
• Can rebalance portfolio over time 

Cons:
• Instant 20%+ reduction in market value due to 

capital gains tax
• Heirs get a much smaller step up in basis than if 

original cost basis was maintained 

Sell and Purchase Portfolio of QRP

Pros
• Avoid capital gains tax today and preserve full 

value of company sale
• Benefit from future growth on a higher initial 

investment value due to tax avoidance
• Have the option to sell QRP later if you want to, 

at a cost
• Investments limited to QRP

Cons
• If you decide to sell later, you may be subject to a 

higher capital gains tax should taxes rise
• A static portfolio is harder to rebalance or re-

direct without capital gains tax implications
• Risk management of a static portfolio is more 

difficult
 

Sell and Purchase Long-term, Non-callable, Floating Rate Securities as QRP

Pros
• You can borrow against your portfolio to purchase 

a diversified portfolio of any securities you like 
• Avoid capital gains tax today
• Can purchase any type of security
• Can rebalance portfolio over time
 

Cons
• Exposed to the credit risk of the companies issuing 

the bonds serving as QRP (this can be diversified 
by building a portfolio of bonds)

• You pay for the benefits of executing this strategy 
in the form of the spread between your floating 
bond rate and the rate at which you’re borrowing 
(the longer you hold this position, the higher the 
cost)

• Supply of this type of bond is limited in recent 
years, which may make it difficult to execute
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Another strategy is to rebalance the portfolio through gifting—please see the special section on this topic at the end of 
this document.

There are a number of ways to rebalance your portfolio, each with a particular set of benefits and considerations. We 
strongly advise speaking to a financial advisor before conducting any rebalancing in order to protect both the strategic 
objectives of your portfolio and the tax-advantaged status of your QRP. 



Stembrook does not render legal or tax advice, and the information contained in this 
communication should not be regarded as such.

83 Wayne Street, Suite 208   Jersey City, NJ 07302  |  405 Lexington Avenue, 26th Floor    New York, NY 10174  |  info@stembrook.com  |  (201) 484-0063

Have Additional Questions? 
We’ve helped clients navigate the investment and tax 
implications of this strategy, and we’d love to bring our 
experience to bear to help you, too. Schedule a thirty-minute 
consultation and learn more about how a 1042 Exchange 
could potentially benefit your wealth plan. 

(201) 484-0063  |   peter.dagati@stembrook.com

Generating Liquidity
If you plan to use a portion of your QRP portfolio to fund your lifestyle, there are a number of issues to consider. One 
option is to borrow against the QRP portfolio. This comes with its own risks and should be talked through with an 
investment advisor and/or tax advisor. Another option is to structure a portfolio that generates enough projected income 
in the form of dividends and coupons to cover your cash flow needs. 

Be Ready to Go!
Before you consider a 1042 Exchange, it helps to be prepared with a list of securities to purchase. You have a limited 
amount of time in which to sell your company shares and purchase QRP—starting with a list of securities helps reduce this 
time period and thus this risk factor.

QRP and Charitable Giving Can Make Good Partners

If you have philanthropic goals in mind, QRP can be a great 
option for gifting. With the benefit of a low cost basis, we 
have used QRP to make donations to various institutions 
on behalf of our clients—benefiting both their wealth plan 
and the recipient organizations. 

By donating the appreciated securities, you can diversify 
your holdings in a tax-safe way. We can also use these 
gifts to rebalance the QRP portfolio by trimming holdings 
that have become more overweight than we’d like to see, 
giving us a chance to remove securities from the portfolio 
that we no longer wish to own without incurring the tax 
burden of selling them outright. 

 
Remember, Timing is Key

When planning the timing of your gifts, especially if 
you are pledging a gift over a period of time, there are 
a number of tax rules to consider to ensure you are 
taking full advantage of any available deductions.  A 
conversation with an investment advisor as well as a 
tax expert is highly recommended for these activities.


