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An increasing number of privately held 
companies are turning to Employee Stock  
Ownership Plans (ESOPs) to address 
investment liquidity and diversification,  
while resolving matters of wealth  
transfer and business succession. 
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Owners of privately held businesses have dedicated their 
lives to growing a business about which they are passionate. 
Frequently, though, they might not have taken the time to 
fully explore and consider all the choices they have available 
to them as they prepare for the next stage of their lives. 
Therefore, as Financial Advisors and Wealth Managers, we 
consult with business owners of all types to deliver in-depth 
advice that can help them gain liquidity, diversify wealth and 
reduce risk, while providing their employees with incentives 
through stock ownership. Often the best way to do this is 
with the use of Employee Stock Ownership Plans (ESOPs), 
which may enable business owners to remain as involved in 
their business as they desire, yet retire with confidence.
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Business owners of privately held companies are increasingly looking 
to ESOPs as an attractive alternative to help ensure that wealth transfer 
and business succession are addressed comprehensively.

We work hand in hand with their
primary Financial Advisor(s) at 

advice, tailored services and personalized 
attention to help clients simplify complex 
decisions and remain focused on their 
long-term vision. This is an ongoing 
consultative process that helps us to 
meet, and even anticipate, their wealth 

and preparedness. Our clients deserve 
financial advisors who continually earn 
their trust and work diligently to discover, 

Consultative
Process
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achieve partial or total liquidity and 
diversification, usually in a tax-advantaged 
manner. At the same time, the ESOP 

stockholders in their company. In fact, 
an ESOP is one of the mechanisms that 

with a market for their stock and 

money in a tax-advantaged fashion.

Business owners look to ESOPs as an 
attractive liquidity alternative, one they 
can use to take some or all of their 

the owner in a tax-advantaged manner. 
The strategy permits them to diversify 
their wealth, yet allows them to remain 

 
An Introduction

An Employee Stock Ownership Plan is a  
qualified defined contribution employee benefit 
plan, much like a traditional profit-sharing plan. 
However, an ESOP is unique among qualified 
benefit plans in its ability to borrow money.  
In that way, an ESOP can be used as a corporate 
finance technique that provides liquidity 
to business owners.

age, they are redefining retirement, often 
with an interest in remaining at least 

this new generation of “semiretirees,” 

While a large percentage of ESOPs are 
initiated to effect a change in control, 
another motivation for ESOPs is to 

cases, employees do not pay outright 
for the stock, nor do they have the 

is allocated to them as an employee 

formula that can take into account an 
employee’s compensation, seniority and 
other criteria.
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workforces —  such as architecture, 
engineering or consulting firms —  tend 

universe of ESOPs.

individually, the following characteristics 

ESOP candidate:

•  In order to maximize an ESOP  
(i.e., effectuate a tax-advantaged sale of 
stock for the ESOP) the company must 

a C corporation. S corporations do not 
give sellers to ESOPs owning at least 

taxation on the gain.

1,2

filing year 2019. To count literal ESOPs, we include all sponsors with plan type codes 2O (ESOPs other than leveraged ESOPs), 2P (leveraged ESOPs) 
and 2Q (S corporation ESOPs).

The ESOP Candidate

ESOPs have existed for a long time. The concept was developed in 
the 1950s, and the legislation that first implemented tax advantages 
for ESOPs was passed in 1974. From only a handful in the 1970s,  
their numbers have grown to nearly 6,400 plans in existence today.1

The National Center for Employee 
Ownership (NCEO) estimates that ESOPs 
have 14 million plan participants and 
control more than $1.67 Trillion in plan 
assets.2 ESOP legislation continues to 

sponsoring companies and employees, 
adding to the attractiveness of this 
liquidity option.

Most ESOPs (approximately 90%) are 

Any company —  whether a manufacturing, 

•  The company must have sufficient 
capacity (collateral or cash flow) to 

•  A successor management team  

• 

• 

enough employees (i.e., at least 25)  
to make the plan worthwhile.

• 

important than having hard assets  
to support the loan).
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To establish an ESOP, the company first borrows money to finance  
the purchase of stock from the current shareholder or shareholders, 
and the company lends these funds to the ESOP. A trust is created  
to purchase the stock of the company on behalf of the ESOP plan. 

From its operating profits, the company 

trust uses this cash to pay down the ESOP 
loan, shares of stock are released and 
allocated to individual employee accounts 

Employees are typically vested in the stock 

they may not actually sell the stock until 
they leave the company. At that time, the 
plan may provide that the company can 

trustee. The chart on the following page 
shows the structure and flow of an ESOP.

For More Clarification

owner’s company is $5 million and 
resides in a zero tax state. The owner is 
considering either an outright sale or an 

appreciated $25 million.

•  Under the sale scenario, the  
 

20% long-term capital gains tax and 
3.8% Net Investment Income Tax  
on the appreciated value, or  
$5.95 million, reducing the net 
proceeds to $24.05 million.

• 

can defer the capital gains tax and 
receive the full net proceeds of 
$30 million, provided the following 
requirements are met:

–  He owned the stock for at  
least three years and did not 
receive it as part of a  
compensatory transaction.

–  Post-transaction, the ESOP must 
own at least 30% of the company.

– 
as a C corporation at the time the 
ESOP purchases the stock.

–  The seller must reinvest the 
proceeds from the sale within  
12 months after the sale in 
“qualified replacement property.”

–  Other requirements apply, including 
the filing of certain documentation 
with the IRS; interested parties 
should consult their tax and 
legal advisors.
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Initial Transaction Annual Flows

For Illustrative Purposes Only.

Loan

Company
Lending 

Institution
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Owners are often attracted to ESOPs as an exit strategy because of the 
tax-advantages available with the use of ESOPs. The sale of company stock 
to an ESOP can be exempt from capital gains taxes if the applicable criteria 
under Section 1042 of the Internal Revenue Code are met. An ESOP sale  
is one of the few opportunities for a business owner to transfer his or  
her wealth without triggering capital gains taxes.

the capital gains tax, he or she must invest 
the proceeds from a sale to an ESOP in 
“qualified replacement property.” And if 
the selling shareholder holds the qualified 
replacement property for the rest of his or 
her life, the estate may receive a step-up 

securities at death, thus eliminating the 

dispositions of the qualified replacement 
property will trigger the taxation of the 
deferred capital gains.

ESOPs are also attractive from a corporate 
tax perspective. Each year, the company 

to repay its loan. Since these annual 

well as interest on an ESOP loan from  
(in effect) pretax income.

For a C corporation, principal payments are 

in full and may exceed the 25% of the 

and interest are included in the 25% limit.

In addition, dividends paid on ESOP stock 

to plan participants, used to repay 
the ESOP loan or reinvested in additional 
shares of company stock in the ESOP. This 
deduction helps to increase the amount of 

conventional financing. Dividends are not 
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ESOPs have a number of other significant advantages including  
liquidity with control flexibility, facilitating sales between shareholders, 
help with succession planning, protecting confidential information  
and improved employee motivation.

Liquidity With Control

interest at full fair-market value and still 
maintain total operating control of his or 

This allows the owner to ease out of the 

protects the owner from “outside” money 
and its corresponding influences, which 
can sometimes conflict with the owner’s 

Flexibility

of transactions, which can facilitate 
the transfer of a larger percentage of 

 
The stock sale effectuated through an 

may repurchase the ESOP stock as 
employees retire, eventually regaining 
100% ownership.

Facilitates Sales  
Between Shareholders
Remaining shareholders can use an ESOP to 

Often, the transaction works in the interest 

qualify for the tax-advantaged treatment of 
the sale of their stock, while the remaining 

treatment for ESOP financing that allows for 

Facilitates Succession Planning
ESOPs can help with estate and succession 
planning on several levels. For example, 
a leveraged ESOP temporarily reduces 
the value of company stock, providing an 
opportunity to make gifts of shares to the 
next generation at a reduced valuation. In 
addition, after a partial sale to an ESOP, 

liquid assets in their estates. Then they can 
transfer different types of assets to family 

 

Alternative to a  
Dormant M&A Market

complete an outright sale. In such instances, 
an ESOP can provide a good alternative  

Protection of  
Confidential Information

generally maintain confidentiality with 
regard to revenue and profit figures, 
owner’s compensation, employee 
compensation plans, proprietary 

Improved Employee Motivation
ESOPs can help a company attract, retain 
and motivate talented employees. National 
Center for Employee Ownership (NCEO) 
research shows that giving workers a 
significant stake in their companies can 
increase their dedication, improve their work 
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§ 

Qualified replacement properties are  
simply securities —  stocks and 
bonds —  of U.S. corporations that 
meet the following requirements:

The corporation must use more than 50% of its assets  

in the active conduct of a trade or business; and

Passive income earned by the corporation may not  

exceed 25% of its gross income.

have a wide range of investment choices and diversification options. They may 

floating-rate notes and a variety of other securities.

 

gain he deferred when he sold his company stock to the ESOP. In other words, 
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Creating the ESOP

There are many parts to an ESOP, including  
the selling shareholders, employees, lending 
institutions and ESOP trust. As a result, creating  
an ESOP truly requires experienced consulting,  
legal, tax and financial advice. An ESOP  
transaction includes the following steps:

  
a feasibility study 
to determine the 
company’s ability 
to repay the loan, 

as well as how 
the ESOP can 

be structured to 
meet ownership 

objectives.

 
of the company’s 

stock by an 
independent outside 

valuation expert. 
(The ESOP specialist 

can help present 
the company to 
the independent 
valuation team 
in a way that is 

designed to promote 
maximum value.)

 
funding for the plan, 
including performing 
lender and investor  

due diligence.

 
the shareholder and 

loan agreements, 
and structuring  

the ESOP.

 
a process to operate 
the plan, including 

appointing a trustee 
and setting up an  
ESOP committee. 

Business owners who are 

interested in establishing an 

ESOP have a wide range of 

options in tailoring a plan 

best suited to their particular 

needs and goals. This includes 

variations in ESOP structure, 

differences in percentage of 

stock held by the ESOP and 

other considerations. 

1 2 3 4 5
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owner’s liquidity event has two 
components: “What they get for 

 
they get to keep.”

 

Because of the added tax considerations involved in an ESOP,  
post-ESOP wealth management takes on new importance. Some 
examples of investment strategies include the following:

Business Owner
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Active Portfolio
Business owners can invest in 
floating-rate notes, which are 
sometimes referred to as ESOP 

specifically for ESOP sales. These 

corporations that have maturities 
of 30 to 40 years or more and offer 

short-term market index. The rate is 
typically reset monthly or quarterly, 
depending on the security.

•  Highly rated floating-rate notes 
are often the first choice for 
investors in qualified replacement 

90% or more of their market 

of their market value and then 

a diversified portfolio of stocks, 

•  The investment portfolio can 

triggering tax on the deferred 
capital gains resulting from the 
ESOP sale. Business owners will 
have to pay interest on their 

relatively low and the interest 

the floating-rate ESOP notes.

•  Reinvesting the proceeds from an 
ESOP is complex and requires  
the assistance of a professional 
who is well-versed in ESOPs and 
qualified replacement properties. 
Business owners do not want to 

they thought they had deferred or 

of triggering tax consequences.

Passive Growth

assets to meet expenses, he or she can 
simply keep them invested in qualified 
replacement property, making certain 
they avoid securities with call provisions 
or near-term maturity dates. After the 

the securities after they were purchased, 

deferred when he or she sold the stock to 

to the fair market value of the securities.

Passive Income
Business owners can generate income 
from their qualified replacement property 

long-term fixed income securities. While 
this approach does not allow them to 
access the securities directly without 
triggering tax consequences, it does 
generate current income.
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As appealing as the benefits of an ESOP can  
be, there are some important issues that business 
owners should take into consideration:

• 

• 

• 

properly, these dual roles might create a conflict of interest under ERISA. For smaller 
companies, where an ESOP’s fiduciaries might also serve as officers or directors, 

and financial counsel.

• 

• 

• 

These possible ESOP drawbacks should be 
carefully considered against the plan’s potential 
tax and other benefits.
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and predecessor firms since 1999, providing consulting services 
to institutional and private clients. Bryan has vast experience 
working with and understanding the needs of nonprofits, 
developing sound investment strategies, and striving to create 

Morgan Stanley. Additionally, he assists affluent individuals and 
families with wealth planning to help secure their legacies.

For many years, Bryan has worked exclusively with privately owned, 
mid-sized companies; nonprofits; and affluent individuals and 

implement employee stock ownership plans (ESOPs), understanding 
the complexities of Internal Revenue Code Section 1042, and 
leveraging equity risk management and tax-advantaged strategies.

since 1989. He is Co-Head of The ESOP Group at Morgan Stanley, 

the Fortune 100, in areas such as corporate liquidity transactions, 

employee financial education.

owners who have completed or are contemplating an ESOP, 
understanding the complexities of Internal Revenue Code  
Section 1042, leveraging equity risk management, and tax-
advantaged strategies. Bill has successfully completed over  
450 ESOP transactions. 

Bryan Boesen
Managing Director
Financial Advisor

William E. O’Brien
Managing Director
Financial Advisor

 Adelyn Carmody, Registered Client Service Associate; Rhiana Johnson, Registered Client Service Associate; Roxana Rosales, Client 
Service Associate; Jean Chihak, Wealth Management Associate; James L. Massey, Financial Advisor; Jessica Banas, Wealth Management Associate; 
William E. O’Brien, Managing Director, Financial Advisor; Bryan Boesen, Managing Director, Financial Advisor; Sheri Camp, Director of Business 

MEET THE PROFESSIONALS
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James L. Massey
Senior Vice President 
Financial Advisor

Joe Kern
Registered Client Relationship Analyst

Jean Chihak
Assistant Vice President  
Wealth Management Associate

Adelyn Carmody
Registered Client Service Associate  
Financial Planning Specialist

Sheri Camp
First Vice President  
Director of Business Strategy

Isabelle O’Brien
Registered Client Relationship Analyst

Sara Crandall 
Business Development Director

Rhiana Johnson 
Registered Client Service Associate  
Financial Planning Specialist

Jessica Banas
Vice President  
Wealth Management Associate

Jack Kroger 
Client Service Associate

Roxana Rosales
Client Service Associate

Helping business owners 
access their wealth, 
maintain their legacy, and 
reward their employees 
through Employee Stock 
Ownership Plans (ESOPs) 
and other exit strategies.

MEET THE PROFESSIONALS
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Business owners face a complex decision to determine whether 
an ESOP is right for their company. It requires careful analysis of 
the benefits and drawbacks of an ESOP, as well as a thorough 
calculation of the costs and potential benefits associated with a 
plan. There are also personal considerations to take into account, 
and business owners are advised to compare the ESOP features 
and benefits against those of other liquidity strategies to help 
insure that an ESOP is the best option for them.

and other financial advisors to guide business owners in making 
well-informed decisions about ESOPs and how they can best be 
implemented. For more information and sound advice, please feel 
free to contact us.
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Neither Morgan Stanley nor its affiliates or employees provide tax, accounting or legal advice. You should consult your tax and accounting advisors on 
matters involving taxation, accounting and / or tax planning, and your attorneys with respect to legal matters. More specifically, neither Morgan Stanley 
nor its affiliates or employees provide any tax advice, tax guidance, or legal or tax opinions regarding the qualification of a particular security under 
Section 1042 of the Internal Revenue Code, nor do they prepare any forms necessary to successfully elect Section 1042 treatment. In every case, the 
client must consult and confirm with his / her tax and legal advisors whether a particular course of action meets the requirements of Section 1042, 

commitment to lend money. 

When Morgan Stanley Smith Barney LLC, its affiliates and Morgan Stanley Financial Advisors and Private Wealth Advisors (collectively, “Morgan Stanley”) 

account (“Retirement Account”), Morgan Stanley is a “fiduciary” as those terms are defined under the Employee Retirement Income Security Act of 1974, 

and/or the Code. For more information regarding Morgan Stanley’s role with respect to a Retirement Account, please visit www.morganstanley.com/

investments or other transactions made with respect to a Retirement Account.

233 S. Wacker Drive, Ste 8600 Chicago, IL 60606 | Phone: (312) 419-3554

Tax-aware strategies seek to reduce capital gains. There is no guarantee that they will eliminate them.

Morgan Stanley Smith Barney LLC (“Morgan Stanley”), its affiliates and Morgan Stanley Financial Advisors or Private Wealth Advisors do not provide 
tax or legal advice. Clients should consult their tax advisor for matters involving taxation and tax planning and their attorney for matters involving trust 
and estate planning and other legal matters. 
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