
 

 

 

 

 
 

 

Investment and Insurance Products are: 

 Not Insured by the FDIC or Any Federal Government Agency 

 Not a Deposit or Other Obligation of, or Guaranteed by, the Bank or Any Bank Affiliate 

 Subject to Investment Risks, Including Possible Loss of the Principal Amount Invested 
       

 

Ownership Transition – ESOP Option 
 

Employee Stock Ownership Plans (ESOPs) are beneficial for all parties to the transaction. The business owner may be able to defer 

capital gains tax on the sale, and the employees participate in the ownership of the company. The company can realize tax benefits to 

assist with financing the purchase by the ESOP trust. 

 

What is an ESOP? 

 

An ESOP is a qualified retirement plan, 

like a 401(k), but is designed to invest 

primarily in the stock of the employer. 

Like other tax qualified plans:  

 

 Company contributions are tax 

deductible 

 Employees are not subject to tax 

currently on contributions 

 Earnings on investments in the plan 

are not subject to a current tax 

 

An ESOP has two additional benefits: 

 

 An ESOP is allowed to borrow in 

order to purchase employer stock  

 An ESOP can remain primarily 

invested in employer stock without 

the diversification requirements of 

other qualified plans 

 

These two extra attributes make an ESOP 

an Ownership Transition Option for 

owners who wish to sell the business to 

employees.   

 

The Leveraged ESOP 

 

Most ESOPs use leverage to borrow the 

funds to purchase stock, although some 

ESOPs are non-leveraged. In addition, 

ESOP ownership is sometimes increased 

through corporate redemptions of non-

ESOP stock. 

 

ESOPs can be structured to meet the 

needs and objectives of the business 

owner, and the choice of structure is 

generally based upon an analysis of the 

tax benefits.  

 

If the company is an LLC or a partnership, 

a re-organization to a corporate form 

may be necessary to implement an ESOP. 

 

S Corporation ESOPs 

 Most common structure  

 The ESOP as a shareholder is not 

subject to federal income tax 

– Partial S ESOPs use tax savings 

to aid in transaction financing 

and can deduct the transaction 

price over time 

– 100% S ESOPs pay little to no 

income tax 

 Seller capital gains deferral may not 

be available depending on the 

structure 

 

C Corporation ESOPs 

 Seller may be able to defer capital 

gains tax on the sale to the ESOP 

 Company can deduct transaction 

price over time 

Transaction Cash Flows 

 

 

 

 

 

 

 

 

 

 

1. The company borrows from the bank 

(the “Bank Loan” or “External Loan”) 

2. The ESOP borrows from the company 

(the “ESOP Loan” or “Internal Loan”) 

3. The ESOP uses the borrowed funds to 

purchase stock from the sellers 

 

Annual cash transactions 

 

 

 

 

 

 

1. The company contributes cash, pays a 

dividend on ESOP stock or makes an S 

corporation distribution to the ESOP 

trust; the ESOP uses cash to make 

ESOP Loan payments (back to the 

company) 

2. The company uses cash to make 

payments on the bank loan 

3. Stock is allocated to employee 

participants as the ESOP Loan is paid 

$20,000 

 

 



Ownership Transition – ESOP Option 

 

This document has been created for information/educational purposes only and is not a solicitation or an offer to buy any security or instrument or to participate in 

any planning strategy. Always consult your attorney, accountant and/or other financial professional before making decisions about your particular situation. 

 

Wells Fargo Advisors does not provide tax or legal advice. Accordingly, any discussion of U.S. tax matters included herein (and any attachments) is not intended or 

written to be used in marketing of any matters for the purpose of avoiding U.S. tax related penalties. Please consult with your tax and legal advisors before taking 

any action that may have tax or legal consequences. 

* Wells Fargo Private Bank provides products and services through Wells Fargo Bank, N.A. and its various affiliates and subsidiaries. Wells Fargo Bank, N.A. is a bank 

affiliate of Wells Fargo & Company. 

Wells Fargo Advisors is a trade name used by Wells Fargo Clearing Services, LLC, Member SIPC, a registered broker-dealer and non-bank affiliate of Wells Fargo & 

Company. © 2022 Wells Fargo Clearing Services, LLC. All rights reserved. CAR# 0322-01825 

 

 

Advantages of ESOPs 

 

 Provides liquidity for an owner of a privately held business 

 Represents an alternative to other ownership transition options 

 Allows the company to continue its strategic direction with current management 

 Aligns employees’ interests with other stakeholders which could lead to increased performance 

 Creates income tax savings for the company 

 Allows the selling shareholder to defer (and possibly eliminate) capital gains tax in some ESOP structures 

 

Disadvantages of ESOPs 

 

 Execution of a complete sale may take more than one transaction or result in a highly leveraged capital structure 

 Creates a corporate obligation to repurchase shares as participants leave the Company 

 Regulation by the Department of Labor (DOL) and Internal Revenue Service (IRS) creates compliance requirements 

 The tax laws that create the benefits afforded ESOP companies could change 

 

Wells Fargo Advisors understands ESOPs 

 

Our team has been providing education and resources to both internal and external partners regarding ESOP transactions for over 20 

years. We collaborate with other lines of business within Wells Fargo & Company, including Wells Fargo Commercial Bank and Wells 

Fargo Private Bank*, to provide comprehensive support throughout the transaction as much as possible. This ESOP expertise includes 

initial ESOP stock purchases, second-stage transaction financing, deferral of capital gains through Section 1042 election, refinancing of 

seller notes and more. It is our goal to help simplify the process and provide guidance and resources whenever we can. 

 

 

For more information, contact:  

  

  

 

 

Michael McCarthy, CFP®                  

Managing Director - Investments 

Wells Fargo Advisors 

O: 847-944-7920 

C: 847-507-9204 

michael.mccarthy1@wfadvisors.com 

 

Meredith Fiocchi 

Associate Vice President - Investments 

Wells Fargo Advisors 

O: 847-944-7921 

C: 847-219-2177 

meredith.fiocchi@wfadvisors.com 

 

Joseph Gilbert 

Associate Vice President - Investments 

Wells Fargo Advisors 

O: 301-280-3402 

joseph.gilbert@wfadvisors.com 

 

 

  


