
“Y
ou mean this is
what it’s supposed
to look like?” Many

lenders have asked that question
about lending to an Employee Stock
Ownership Plan (ESOP). Yet,
ESOPs have been proven to provide
a win-win-win situation. Selling
shareholders receive tax benefits as
well as cash proceeds, employees
become equity stakeholders in their
companies, and lenders receive
strong yields for substantially risk-
free credits.

There are more than 10,000 of
these plans in the U.S. today, in

almost every industry imaginable.
They’re in private companies with
values below $1 million, and in
multi-billion-dollar public compa-
nies, like United Airlines. All in all,
there are nine million ESOP partici-
pants; through their plans, they own
more than $200 billion of U.S.
company stock.1 And most of these
ESOPs are leveraged, meaning
there is a lot of opportunity out
there for lenders.

It’s No Fable
An ESOP is a qualified retire-

ment benefit plan, governed by the

Employee Retirement Income
Security Act (ERISA). As a trust
established for the benefit of a com-
pany’s employees, the ESOP is anal-
ogous to a 401(k) plan. Unlike a
401(k), the employee makes no con-
tribution and participant accounts
must invest primarily in employer
stock.

This ERISA oversight means
that ESOPs are complex and subject
to a plethora of government regula-
tions. It also means that ESOPs—
and the companies that establish
them—can benefit from significant
tax advantages.
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This article provides an overview of ESOPs—how they work,

where the lending opportunities are, and the unique challenges

involved in underwriting them. ESOPs’ tax advantages also can

cause problems in reporting capital on the balance sheet. Also, sharehold-

er comings and goings can create risk, and there are no “rules of thumb”

in determining a minimum capital base. But ESOP-specific attention paid

to cash flow, capital, collateral, and character can help lenders reap the

benefits of this win-win-win situation.
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A major advantage of ESOPs is
that they are the only employee ben-
efit plan that can use bank financing
to purchase company stock. For all
other qualified employee-benefit
plans, this would be a prohibited
transaction under ERISA. This
leverage opportunity is encouraged
by other tax advantages, both to the
company and to its shareholders.
According to a survey of ESOP
transactions from 1997, 88% were
leveraged2—of these, banks
financed 74%, other agents financed
9%, 11% were self-financed, and the
seller financed the remaining 6%.

Many of the tax incentives that
exist for ESOPs have been granted
to promote their use as a technique
of corporate finance. They also pro-
vide an attractive incentive for cor-
porations to share the benefits of
corporate financial transactions
with their employees.

These benefits flow through
indirectly to the lender, enhancing
the creditworthiness of the borrower.
For example, since ESOPs are quali-
fied retirement plans under the IRS
code, company contributions to them
are tax-deductible.3 In fact, ESOP
contributions intended to repay an
acquisition loan are deductible for
both interest and principal. The
lender can then use pre-tax cash
flow, or as discussed later, adjusted
earnings before interest, tax, and
depreciation/amortization (EBITDA)
to assess coverage of the proposed
ESOP debt. 

Good News, Good News, Bad
News

If a shareholder in a C corpora-
tion sells stock worth more than
30% of the company’s value to an

ESOP, selling shareholders are per-
mitted to “roll over” the proceeds
into other U.S. domestic securities,
stocks or bonds. By using the sale
proceeds to purchase this “qualified
replacement property” (QRP), a sell-
er avoids paying the 20% federal
capital gains tax, under Section 1042
of the Internal Revenue Code.
Applicable capital gains taxes would
become due only when the share-
holder sells these new holdings and
would be based proportionately on
the securities sold. This represents a
valuable tax and estate planning tool
for owners of private companies.

It becomes a good-news-good-
news-bad-news scenario for the sell-
ing shareholder. The good news is
that the shareholder temporarily
avoids paying federal capital gains
taxes on the sale of his/her company
stock. More good news is that when
the QRP moves into the sharehold-
er’s estate, the basis is stepped up to
the securities’ own acquisition price.
The bad news for the selling share-
holder is that the estate benefits
accrue only upon his/her death. The
heirs, however, are 20% better off,
and the selling shareholder was able
to cash out while maintaining con-
trol over the structure and timing of
his/her exit.

For example, Mr. Jacob sells
100% of his interest in Jessie &
Michelle’s Cookies to his employ-
ees through an ESOP. While the
company was valued and sold at
$11 million, Jacob’s total basis in
his stock was only $1 million, since
he built the company from nothing
after buying the rights to the name
and some fixed assets. The gain on
his shares is $10 million, on which
he would normally be liable to pay

20%, or $2 million, in federal capi-
tal gains taxes. Since Jacob is sell-
ing more than 30% of the compa-
ny’s value to an ESOP, however, he
can roll over the proceeds into $11
million of QRP, perhaps including
some specifically-designed sophisti-
cated bond instruments. He could
design his portfolio to provide sig-
nificant cash dividends for income.
Jacob could also, for example, bor-
row against the margin to take more
cash out immediately.

The good news for Jacob is that
he has deferred $2 million in capital
gains taxes. The bad news for Jacob
is that five years into his retirement
world cruise, he and his wife are
eaten by lions in Kenya (a freak
accident). Fortunately for Jacob’s
heirs, his QRP portfolio enters his
estate with an $11 million basis
rather than the original $1 million
basis. The $2 million in capital
gains tax liability based on the origi-
nal ESOP sale has been deferred
forever.

Most private company ESOPs
are designed to allow the owner to
exit. Of those sellers who used the
Section 1042 tax exemption, 91%
cited business succession as their
goal.4 For private companies, ESOPs
often are used to provide gap financ-
ing for a management or family buy-
out in which the buyers cannot
immediately raise all the necessary
capital from their own resources.

For both private and public
companies, the tax advantages of
leveraged ESOPs increasingly are
finding new avenues. They are
being used to provide capital for
expansion or acquisition, to buy
out outside shareholders, to
finance capital expansion, to take
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the pledged collateral would be
released on an annual basis in direct
proportion to the principal curtail-
ment.

Character. This is an intangi-
ble in all deals but as important to
the lender in a leveraged ESOP sce-
nario as collateral, cash flow, and
capital. There are two key issues to
be addressed regarding character:
1. Why is the shareholder selling

stock to the organization in the
first place? ESOP financing is a
useful means to several ends,
such as tax planning, succes -
sion planning, employee reten-
tion, corporate exit strategies,
and mergers and acquisitions.
Getting comfortable with a
departing shareholder who has
played a significant role in the
strategic direction of an organi-
zation is a complex issue, and
needs to be addressed.

2.   What is the management
depth? Will the selling share-
holder have a role in the com-
pany post transaction? Who
will take over any functions
the departing shareholder is
relinquishing? Is there a
defined succession plan in
place? Do the employees
understand it? Is senior man-
agement comfortable with the
plan and the heir apparent?

Post-Transaction: Record
Keeping and Reporting

Since an ESOP is a qualified
benefit plan, ERISA has certain
requirements for the functioning of
the plan. For the lender, the primary
concern is the limitations around
the company’s ESOP contributions.
For instance, in a leveraged ESOP
in a C corporation, contributions
from the company to the ESOP trust

and all other qualified pension plans
are limited to a total of 15% of eli-
gible (generally W2) compensation.
In a leveraged ESOP, this limit
increases to 25%. 

The company may exceed this
25% ceiling through “reasonable”
dividends to ESOP-owned stock if
these dividends are used to repay an
ESOP acquisition loan. For this rea-
son, professional advisors often rec-
ommend the creation of a separate
class of dividend-paying stock as
part of an ESOP transaction. This
approach can maximize the value of
the transaction to the customer
while ensuring that there is suffi-
cient cash to cover the company’s
ESOP debt. It may be useful to
work closely with the ESOP profes-
sional who is advising the company.
Many times that person can provide
the lender with financial projections
founded on the company’s own
reporting but restructured to demon-
strate the available cash coverage
more clearly.

Since ESOPs tend to be com-
plicated and part of a sophisticated
legal and financial niche, it is rea-
sonable to be interested in the pro-
fessional advisors helping the com-
pany to set up the transaction. For
instance, if they have established
fewer than three leveraged ESOPs
within the previous 12 months,
there may be some reason to ques-
tion their position in the field. For
further information about ESOPs or
many of the national professionals
involved in the field, a lender could
contact some of the national associ-
ations involved in ESOPs, such as
the National Center for Employee
Ownership and The ESOP
Association.

Eligible employees (partici-
pants) have ESOP shares added to

their individual accounts as the
stock is released from suspense.
These distributions are in propor-
tion to their compensation, and, as
long as they continue to remain eli-
gible, their shares will vest along a
schedule detailed in the ESOP plan
document and in line with the
requirements under ERISA. 

The company is obligated to
purchase these shares from retiring
or terminated employees along the
plan document schedule, subject to
mandates under ERISA. These
“repurchase obligations” represent a
future drain on cash. As a lender
faces a second- or third-stage ESOP
transaction, the company’s ESOP is
more mature. Its employee census is
more likely to reveal participants
who are close to leaving the compa-
ny and are beginning the repurchase
process. It then behooves the lender
to understand how the company is
funding these liabilities.

Lender Opportunities
ESOPs provide lenders with

more than just the opportunity to
passively await a new kind of loan
application. Most portfolios contain
the types of business owners who
might find the ESOP tool a useful
exit strategy. These customers tend
to be successful business people
with very little basis in their compa-
ny stock. They frequently have the
great portion of their wealth tied up
in this one illiquid asset. They may
be in their early 40s, beginning to
think about diversification for
retirement. As they reach their 50s
and beyond, they often are actively
considering estate planning, busi-
ness succession, and exit strate-
gies—frequently without having
made any decisions. Many of these
business people feel a strong tie to
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their employees, who they feel have
been an integral part of their own
success. Quite often they like the
idea of being able to share the fruits
of success with their people.

Many of a lender’s customers
may find an ESOP solution particu-
larly useful in meeting their succes-
sion/exit concerns. Figure 4 pro-
vides a “quickie” screen to whether
a company might be a likely candi-
date for an ESOP.

Through a managed succession
process, the banking relationship
can then be extended to the suc-
ceeding generation of company
management, something that might
not happen in a basic sale of the
company to an outside party.
Further, if the lender manages indi-
vidual portfolios through a trust
division or as part of its core busi-
ness, there is now the opportunity to
manage the assets that were previ-
ously tied up in the company. 

Conclusion
While ESOPs are complicated,

they present an exceptional—and
tax-advantaged—opportunity to

business owners seeking an exit or
succession strategy. These plans can
provide an internal buyer for a suc-
cessful operating business that
might otherwise just close down,
sell at a discount, or be acquired
solely for strategic reasons, perhaps
even putting out of work the
employees who helped it succeed.
And ESOPs have a long and suc-
cessful track record along a variety
of uses.

As a business finance or tran-
sition tool, ESOPs can provide a
win-win-win situation. The selling
shareholder implements a strategic
business succession plan, the
employees acquire an ownership
stake in the business, and the
lender can enhance a business rela-
tionship while booking a good loan
for a good purpose. And as Aesop
said, “It is thrifty to prepare today
for the wants of tomorrow.”
For more information, contact
Golden at 215-242-5200 or
Michael@Shared-Equity.com and
contact Wright at 202-336-7674 or
mwright@ncb.com. and contact the
Employee Share Ownership &

Investment Asosciation (British
Columbia) at www.esoia. org, 604-
687-3767 or 1-877-687-3767. 

NOTES

1  Overall market data courtesy of the
National Center for Employee Ownership,
Oakland, CA, www.nceo.org, 510-272-9461. 

2  Survey conducted by the ESOP
Association, Washington, DC, www.the-
esop-emplowner.org. Contact ESOP
Association in Canada at www.esop-
canada.com, 416- 749- 0712.

3  There are some specific limitations which
apply in administration of the company's
plan, post ESOP transaction, but it's not nec-
essary to go into them at this point.

4  ESOP Association, op.cit.

5  There are some limitations to the size of
pre-tax contributions to cover ESOP debt,
such as those based upon the proportion of
debt coverage to overall eligible compensa-
tion. 

6 At the time of this writing, the President
had proposed applying the Unrelated
Business Tax (UBIT) to the corporate
income of an S Corporation's ESOP trust.
This measure, if passed with wholesale
application, would eliminate this S
Corporation advantage. ESOPs in C
Corporations are unaffected by this debate.
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