
Networking Works!

An ESOP…will 
not be a solution 
for everyone, 
but the potential 
advantages 
are great, both 
financially and 
organizationally.

ESOPs are No Fables
Have you ever considered an Employee Stock Ownership 
Plan ( ESOP)? If not, you really owe it to yourself to do so, as 
the advantages can be considerable. Of course, not all ESOPs 
are created equal and there are many variations. Here’s one 
principal’s view of this tool based on his firm’s experience 
– a path to a stable future for both retiring owners and the 
organization itself.

No doubt you’ve heard stories of how Employee Stock Ownership Plans (ESOPs) 
have been a great financial vehicle for selling company stock to employees 
and thereby creating a ready market for the shares of owners of privately held 
companies upon retirement. You’ve probably heard about the attractive tax 
advantages as well. From our experience both of these claims are true. Still, 
I wouldn’t necessarily recommend creating an ESOP simply for the financial 
advantages. It’s the positive impact that ESOPs can have on the company’s long-
term performance that seals the deal for me.

Why Do It?
In a nutshell, there are three primary reasons for establishing an ESOP in a privately-
held company:
1. To create a market for the shares of a retiring owner
2. To borrow cash with favorable tax advantages
3. To create an employee retirement program.

But, there are other equally important advantages of establishing an ESOP:

Continuity of leadership. 
We have gone through two successful leadership transitions using our ESOP to 
fund the purchase of the stock of retiring owners. The process in both cases was 
well planned and smoothly orchestrated, providing a great measure of confidence 
among employees that the company is here to stay and has a long-term plan to take 
care of its employees. 

Compare that to what can happen with a privately-held company without an ESOP. 
As an example, say a firm has two founding partners who combined own 90% of 
company stock, and both decide to retire. There is no ready market for their stock. 
If they can’t find a buyer, they either have to drag out their retirement plans beyond 
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their desired timetable or put the company up for sale. In 
neither case will employees feel confident. They will perceive 
the company as having lame-duck management while it 
searches for a buyer. Almost assuredly, key personnel will 
begin leaving the company for a more secure environment, 
creating even more uncertainty.

A more dedicated and “invested” work force. 
ESOPs do indeed create pride in ownership among 
employees. Feeling a part owner with a stake in the 
company’s future, rather than just an employee collecting 
a paycheck, can mean a world of difference in attitude and 
morale. Employees feel a sense of pride in contributing to 
their company’s success and tend to be more outspoken 
with their ideas and concerns.

An improved risk management culture. 
We truly feel that having an ESOP contributes to our risk 
management efforts. When employees sense stability from 
the top and take pride in company success they are more apt 
to pay attention to the details and deliver quality work. Errors 
and omissions often come from distracted or disengaged 
employees who don’t really feel a part of the company and its 
culture.

A 60-40 Split
How much of company stock should be put into the ESOP? 
We have found that a 60-40 split (60% of stock held by 
private leaders/owners and 40% held by employees) 
achieves our objectives. This gives employees a large 
enough share in the firm to feel they have a meaningful 
ownership interest in the company while at the same time 
providing leadership with a significant private stake in the 
business that will incentivize them to really drive the firm.

Through the use of ESOP loans, we have been able to retain 
that 60-40 split through our leadership transitions. Every 
year, we have a certain level of employee turnover, and as 
we buy back the shares of people who leave, the employees’ 
total percentage of shares decreases. So we execute 
another ESOP loan to pump stock back into the ESOP and 
get employee ownership back up to the target 40%.

Not All a Bed of Roses
An ESOP is not without its thorny issues. Administration 
can be a major pain. Employee Retirement Income Security 
Act (ERISA) rules are complex. Outside consultants are 
invaluable in getting started. There will be an initial outlay of 
expenses to get the program up and running.

Still, the benefits can be enormous. We calculate that the tax 
advantages alone will save us nearly a half a million dollars 
over the life of the ESOP loan.

Every owner of a design firm, particularly those nearing 
retirement, should consider an ESOP. It will not be a solution 
for everyone, but the potential advantages are great, both 
financially and organizationally.


