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If we can show you how an Employee Stock Ownership Plan ("ESOP") structure can bring over 100% of 
the transaction value in additional financial benefits to the buyer and seller(s), would you be interested? 
This article explains how and demonstrates that an ESOP should be seriously considered when selling a 
privately owned company. 

Why would a seller of a highly successful and growing manufacturing company turn down a premium, full 
cash offer from a private equity group to back a management-led buyout in favor of selling his stock to an 
employee stock ownership plan (ESOP)? Why would the owner of a rapidly growing publishing company 
choose an ESOP over a very attractive offer from a well-capitalized buyout group? The answers are 
different in each case. 

In the first case, the seller did not want his company to be consolidated into a larger group or be sold to the 
highest bidder in five to seven years. In the second case, the seller was interested in the continued rapid 
growth of the company. In both cases, the sellers wanted to maximize the after tax proceeds of the sale 
transaction. 

Overview 

The Ultimate Exit Strategy™ for private sellers of a closely held business is an employee stock ownership 
plan ("ESOP"). Generally, only shareholders of closely held corporations ("Private Sellers") are eligible for 
the full array of tax benefits of the Ultimate Exit Strategy™. The shareholders can be individuals, 
partnerships, trusts, or estates. Shareholders of "C" corporations are eligible for all the tax advantages, while 
"S" corporations and "LLC's" are eligible for the majority of these benefits. 

As their businesses mature and the private sellers begin the planning process for their exit, several choices 
are available to most business owners: 

Instead of undergoing the expense and uncertainty of a public offering or attempting to sell their equity 
portion of the company to an outside buyer, private sellers can create their own buyer--the employees of 
their company. In so doing, they can enjoy tax benefits unrivalled by any other exit strategy. 

Why Use an ESOP? 

Perhaps the following facts best demonstrate why an ESOP may be better than a sale, merger, or 
public offering: 

 

a) An initial public offering, 
b) Sale to a strategic buyer, financial buyer, outside third party, or supplier, 
c) Redemption of stock, 
d) Sale to management, 
e) Sale to employees (the ESOP), or 
f) A combination of b, c, d and e.

If the owners sell their closely held company to another company or third-party buyer, as private 
sellers they will pay an immediate capital gains tax, lose control of their company, and probably not 
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What are the Disadvantages of ESOPs? 

There are three aspects of ESOPs that might be considered disadvantages. The first is that the ESOP 
structure will require debt. The second is the mandatory obligation of the corporation to repurchase stock 
from participants who die, retire, become disabled, or otherwise terminate service. The third is that ESOPs 
are perceived as complex. Each of the first two disadvantages can be turned into advantages if the ESOP is 
properly structured. (Specifically how this is done is beyond the scope of this article). The third, 
unfortunately, is accurate, since in fact ESOPs are complex. The government has made the hurdles to a 
successful transaction more burdensome over the years by adding rule upon rule. On the other hand, the 
government allows the additional financial benefits in exchange for following the rules, which thousands of 
companies do every year. 

ESOP Financial Benefits Compared To a Non-ESOP Transaction 

Following is an overview of the potential benefits an ESOP transaction could provide to sellers. For 
purposes of this example, we have assumed a 100% ESOP buyout from private sellers with a transaction 
value of $10 million (and a negligible or zero tax basis in the securities sold). The proportionate benefits of 
using the ESOP technique of corporate finance would inure to the parties to the transaction regardless of 
size. 

Section 1042 of the Internal Revenue Code enables qualifying shareholders of privately held "C" 
corporations who have a three-year holding period to reinvest the proceeds of a sale of that stock to 
employees into the securities of domestic, active corporations (debt or equity, public or private) on a tax-
deferred basis. 

 

be able to retain any residual equity. 

If they sell their stock to the public, they will incur an immediate capital gains tax, become subject 
to the jurisdiction of the SEC, and risk the possible loss of control. 

If they enter into a tax-free merger, the capital gains tax will be deferred, but they will still have all 
the risk associated with a concentrated investment position, but likely without the control. 

If they sell to an ESOP, they can defer the federal capital gains tax, maintain control of the 
company, retain residual equity, and invest the proceeds in a diversified, low-risk portfolio of stocks 
and bonds, all while rewarding the loyal people who helped them build their business. 

 1042 Tax Deferral Benefit Comparison  

  Non-ESOP ESOP  

 Gain on Sale $ 10,000,000 $ 10,000,000  

 Tax (Combined Federal and State)1 (25%) 2,500,000 -0-  

 Net Proceeds $ 7,500,000 $ 10,000,000  

 1 Assumes state of residence sale where this benefit is recognized for both state and 
federal tax purposes (rounded).  

 Reinvestment Benefit  

 Additional After-Tax Proceeds from an ESOP Sale 
After-Tax Reinvestment Return (Assumed Rate) 

$ 2,500,000 
.05  

 Annual Annuity Stream Increase 
Life Expectancy - Years (Assumed)

125,000 
21  

 Total Value of Increased Annuity $ 2,625,000  
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As evidenced above, the total additional benefits to the sellers attributed to the ESOP exceed 50% of the 
transaction value. It is the overall magnitude of the enhancements an ESOP can provide that appeals to 
potential sellers and makes an ESOP worthy of further evaluation. 

100% ESOP-Owned "S" Corporations Pay No Taxes 

Once a company has been acquired by an ESOP, by electing the "S" corporation tax structure the company 
becomes a virtually tax-free operating entity. This comes about as a result of the "S" corporation passing its 
tax obligations through to its shareholders, which in this case is a tax-exempt, qualified trust, and not liable 
for the payment of income taxes. This is an enormous benefit for the company and its new shareholder (the 
ESOP), in that the pre-tax cash flow enables the ESOP to rapidly repay any transaction debt, and fund 
future growth and benefits to the employee/owners. 

Upon receipt of distributions (usually upon retirement) the employees generally pay a combination of 
capital gains and ordinary income taxes. This usually results in a much lower overall tax rate than for other 
qualified plans. 

For the buyers (the ESOP), the additional financial benefits of electing "S" corporation status can exceed 
50% of the transaction value. For more information, please call the authors at 800-922-3767. 

Employees as Equity Holders 

An ESOP increases share ownership among employees, who often favor long-term growth over short-term 
profit, and who can be motivated to regard the company through the eyes of an owner. 

Conclusion 

An ESOP structure can bring over 100% of the transaction value in additional financial benefits to the 
buyer and sellers. The ESOP Alternative™ provides many benefits for sellers, both for the initial 
transaction and for years afterwards. The ESOP Alternative™ provides a versatile transaction format that 
can be applied to a wide range of transactions, and the format is rewarding enough to produce substantial 
tax savings and financial benefits to sellers. Is The ESOP Alternative™ worthy of further exploration? 
Knowledgeable private sellers consider The ESOP Alternative™ to be The Ultimate Exit Strategy. Sellers 
(and their advisers) not totally familiar with the full value an ESOP can provide have much to gain by 
learning more about The ESOP Alternative™.  

About ESOPs: What To Do Next: 

As a creature of the Internal Revenue Code, ESOPs are highly complex, and, should you wish more 
information on using the ESOP as an exit strategy, Bob Smiley or Ed Bixler, of The Benefit Capital 
Companies Inc., would be pleased to explain to you and advise you on the various ways and means of 
properly structuring this exit vehicle. Benefit Capital has been involved in over $5 billion in ESOP 
transactions. 

The Benefit Capital Companies Inc. has assembled an "ESOP Assessment Package" to help you more 

 Computation of Additional Total Financial Benefits to the Sellers  

 1042 Rollover Benefit  
Sellers' Reinvestment Benefit 

$ 2,500,000 
2,625,000  

 Sub-Total Additional Financial Benefit to Sellers $ 5,125,000  

 
"Business owners spend a lifetime building equity in their businesses. When it is time to 
convert some or all of this equity into cash, The ESOP Alternative™ may be their ultimate 
exit strategy."
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rapidly determine whether the ESOP technique of corporate finance is the proper engine to drive a private 
sellers' exit. The materials include: 

There are many additional materials available to help answer the questions that are usually asked about 
ESOPs. 
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 o "Why Use an ESOP?" 
Outlines the major advantages of an ESOP transaction.

 
o ESOP Financial Benefits 

Graphically illustrates the financial benefits available to the parties to an ESOP 
transaction.

 
o ESOP Candidate Checklist 

Permits business owners and their advisers to do a succinct self-evaluation of whether the 
ESOP technique of corporate finance is applicable.

 
o ESOP Objectives & Benefits Checklist 

Outlines the primary objectives an ESOP can be structured to accomplish; its reverse side 
lists the 20 major benefits available with each primary objective.
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