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thE Esop FEasibility analysis For a  
potEntial Esop Formation

Malcolm (“Mike”) R. Hartman

ESOP Transaction Insights

Employee stock ownership transactions always require significant preliminary analysis to 
determine whether or not a transaction will meet the needs of the selling shareholder(s) and 

whether it will work for the company and its management team. Sometimes much of this work 
is performed by a financial adviser who represents the selling shareholders. Sometimes the work 
is accomplished by the financial advisory firm that will be providing the valuation and fairness 
opinions to an ESOP trustee. This article discusses who needs to be involved in the feasibility 
study, a recommended process for accomplishing this important preliminary work, and the 

contents of a feasibility study.

introduction

Many leveraged ESOP employer stock purchase transac-
tions begin as a vague idea in the mind of the shareholder of 
how to resolve a specific problem or need. For example, the 
shareholder may be considering how to get liquidity out of 
his or her investment in a closely held company. The most 
successful employer stock purchase transactions involve 
significant planning.

An ESOP feasibility study is the centerpiece of this plan-
ning. And, although the ESOP feasibility study need not 
result in a formal, bound report, following a careful feasibil-
ity process will result in fewer problems throughout the life 
of the ESOP plan.

advisEr rolEs in thE Esop FEasibility 
analysis

The Company CPA and the Company Lawyer
Very often, the idea of an ESOP formation and of a sale of 
the employer corporation stock to an ESOP will come from 
the trusted advisers of the owners of the closely held cor-
poration. The corporation’s attorney or its CPA are likely 
sources of that initial information.

While these professionals can give the selling sharehold-
ers useful information, often other individuals with exten-
sive experience and knowledge will be helpful in determin-
ing whether an ESOP will meet the needs of the sellers and 
of their companies.

The Investment Banker
Many ESOP sponsor companies will hire an investment 
banking firm to explore the possibility of either:

1. selling the company outright or

2. selling the company to an ESOP.

These investment banking firms are in business to sell 
companies or to raise capital. Most often, their specific 
knowledge is limited with respect to how an ESOP acquisi-
tion of the employer corporation actually works.

Nonetheless, investment bankers:

1. can estimate the value of the company and

2. can generally provide useful information to the selling 
shareholders and company managers.

Investment bankers will often accumulate financial and 
operational data that is useful as the ESOP feasibility pro-
cess moves forward.

Investment bankers function to obtain the greatest 
return to their clients, the selling shareholder(s). For this 
reason, they almost always attempt to present the company 
in a favorable light, hoping to deliver the highest possible 
price. This can mean that the selling shareholder(s) may 
be given unrealistic expectations of what their shares are 
worth in an ESOP sale.
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An important part of the ESOP feasibility process is to 
communicate a range of fair market value for the employer 
corporation stock very early in the process.

The ESOP Financial Adviser
The hiring of a financial adviser is important to the ESOP 
feasibility process. That is because this financial adviser 
must ultimately convince an ESOP trustee that a specific 
employer stock purchase/sale transaction:

1. is fair to the ESOP and

2. is in the best interest of all parties.

The financial adviser estimates the value of the stock 
of the sponsor company, looks at 
the financing possibilities, consid-
ers different structural alternatives, 
and considers the impact of a trans-
action on the sponsor company.

The ESOP Legal Counsel
The ESOP legal counsel is often 
hired after a decision has been 
made to proceed with an ESOP 
employer stock purchase transac-
tion. However, legal input early on 
is often very helpful, particularly 
related to the structuring of the proposed employer stock 
purchase transaction.

Experienced ESOP lawyers are familiar with the many 
structural alternatives for ESOP transactions. For example, 
where there is a pricing shortfall relative to seller expecta-
tions, they often have structural solutions to bridge the 
gap.

The ESOP legal counsel will typically:

1. have valuable input into the current ESOP financing 
trends and

2. be able to identify potential lenders who can assist in 
getting a transaction closed efficiently.

thE Esop FEasibility procEss

There are several distinct procedures in the ESOP feasibil-
ity analysis process. An employer stock purchase transac-
tion will go much smoother if the selling shareholder(s) do 
not take shortcuts.

Some of the important ESOP feasibility procedures 
include the following:

1. Research and study by the selling shareholders and the 
successor management team.

  The best first procedure for a sponsor company 
and the selling shareholders is to obtain enough mate-
rial to permit them to become familiar with the basics. 
In addition to information available from ESOP practi-
tioners, a wealth of information is readily available on 
the internet.

  Sites such as www.nceo.org, www.esopassociation.
org, and www.fed.org contain background articles of all 
types. Further, there are a number of informative ESOP 
seminars around the country each year.

2. Interview with ESOP-owned companies and their selling 
shareholders.

  An often overlooked procedure in this process is to 
encourage the employer corporation principals to talk 

to peers at other companies who 
have been through the ESOP forma-
tion process.
 The selling shareholders 
should find out what worked and 
what didn’t work at these compa-
nies. Based on this due diligence, 
the selling shareholders can avoid 
any pitfalls as the process moves 
forward.
 We find that most managers 
in ESOP-owned sponsor companies 
are more than willing to share their 
thoughts and ideas. ESOP profes-

sionals will usually be happy to provide the contact 
information for such managers.

3. Initial Meeting with ESOP advisers and company/seller 
advisers.

  Once the selling shareholders have some basic 
understanding of what an ESOP is and how it works, 
an initial meeting with the sponsor company advisers is 
necessary.

  That meeting normally includes an ESOP financial 
adviser and Employee Retirement Income Security Act 
(ERISA) legal counsel. That meeting may also include 
the sponsor company’s certified public accounting firm 
and the selling shareholder(s) investment adviser.

  The end result of that meeting should be a deter-
mination of whether professionals should be retained to 
study the feasibility of an ESOP formation. The result 
of that study should provide enough information for the 
sponsor company management to make a go/no go deci-
sion regarding an ESOP installation.

4. Retention of an ESOP financial adviser and the conduct 
of the feasibility study.

  The financial adviser begins the ESOP feasibil-
ity study in the same manner that would be used in a 

“The hiring of a financial adviser is 
important to the ESOP feasibility  

process . . . . This financial adviser 
must ultimately convince an ESOP  

trustee that a specific . . . transaction 
(1) is fair to the ESOP and (2) is in 

the best interest of all parties.”
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valuation of the employer corporation. That is, the 
financial adviser will request and review employer cor-
poration historical financial data and financial projec-
tions. In addition, the financial adviser will request and 
review employer corporation operational and organiza-
tional information.

  The process is interactive, with the financial advis-
er talking frequently with the employer corporation and 
with the other advisers.

  An important part of the ESOP feasibility analysis 
is an exploration of the financing alternatives. This is a 
task that is often taken on by the company CFO or by 
an investment banker hired by the employer corpora-
tion board. In some instanc-
es, the ESOP financial adviser 
assumes at least part of this 
role.

  In today’s credit markets, 
this is probably the very first 
procedure that should be per-
formed.

5.  Presentation of the feasibility 
study results.

  The results of the ESOP 
feasibility analysis are present-
ed to the principals and to their advisers. Based on this 
presentation, a decision can be made as to whether or 
not to proceed with an ESOP formation.

  It is important for all parties 
to recognize that there may need to 
be an emphasis on confidentiality 
during the planning process. This is 
true even though the ESOP feasibil-
ity process will require input from 
as many advisers and managers as 
is practical.

contEnt oF a typical Esop FEasibility 
analysis

When the financial adviser, or the employer stock valuation 
firm, has been retained to complete the ESOP feasibility 
work, it will focus its efforts on a few basic tasks.

1. Range of values.

  Determine what possible ranges of value an ESOP 
may be able to pay and under what conditions. This is 
a rough estimate based on a limited amount of analysis, 
and not a valuation opinion based on a thorough due 
diligence.

  The financial adviser is likely to use generally 
accepted valuation methods, such as discounted cash 

flow analysis and guideline company analysis, to arrive 
at an estimate. The financial adviser is also likely to 
look for information on any similar companies that have 
traded hands in the past year or two.

2. Barriers to a transaction.
  Look for barriers to a successful ESOP transac-

tion (environmental, legal, corporate form, successor 
management, contribution deductibility issues). If con-
ditions exist that would make a sale of any kind impos-
sible, analysis should stop until a solution is found. Any 
number of potential barriers can arise.

  Among the most common potential barriers are the 
following:

 The selling shareholders have 
an unrealistic expectation of 
value.

 The sponsor company is too 
small with too few employees 
and payroll.

 The successor management is 
inadequate.

 The sponsor company’s 
growth rate has declined.

 The profits have been erratic 
historically.

 The management has been unsuccessful in finding a 
buyer previously.

 There are no unencumbered 
assets with which to collater-
alize an ESOP loan.

3. Impact of the ESOP debt.

 Assess the impact on the 
sponsor company after a transaction 
is completed (i.e., both short-term and 
long-term impacts). If the assumption 
of ESOP debt will in any significant 
manner change the way that the busi-
ness is run, then it is best to know it 

and address it up front.
  An example of such a change would be the need 

to defer required capital expenditures in the future in 
order to amortize the ESOP employer stock acquisition 
loans.

  Very often the financial adviser will present man-
agement with a spreadsheet including each year that 
the ESOP employer stock acquisition loans would be 
amortized. This projection provides management infor-
mation on their specific cash flow requirements going 
forward.

4. Ability to finance reasonably.

 Assess the ability of the ESOP (through the spon-
sor company) to finance an employer stock purchase  

“Assess the ability of the ESOP 
(through the sponsor company) 

to finance an employer stock 
purchase transaction on  

reasonable terms.”

“An important part of the ESOP 
feasibility analysis is an exploration of 
the financial alternatives. This is a task  
that is often taken on by the company 
CFO or by an investment banker hired 
by the employer corporation board.”
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transaction on reasonable terms. This work can be done 
by the sponsor company, by selling shareholders, or by 
the ESOP financial adviser. The idea is to determine 
what kinds of terms may be available for the required 
financing, including collateral, guarantees, and use of 
proceeds.

  Generally, two or more financial institutions may 
be asked for input as to the particular proposed employ-
er stock purchase transaction and also to suggest alter-
native structures that may seem appropriate from the 
viewpoint of the lender.

5. Transaction structure alternatives.

  Establish a basic proposed transaction structure, 
subject to changes as the planning moves forward. Basic 
issues such as whether a control 
transaction will work, whether 
any seller-financing should be 
considered, and whether a recapi-
talization may be necessary to get 
the deal done.

  Many ESOP employer stock 
purchase transactions change 
form as the negotiations between 
the selling shareholders and the 
ESOP trustee move forward. Nonetheless, without a 
basic structural framework, the ESOP feasibility study 
doesn’t mean much.

6. Retirement planning.

  Assess the impact on tax and retirement plan-
ning for the selling shareholder(s). Often, this estate 
planning analysis is performed 
in conjunction with the selling 
shareholder investment adviser 
and, perhaps, a CPA. The sale 
of the closely held corporation 
stock to an ESOP presents unique 
estate planning opportunities for 
the selling shareholders.

thE cost and thE timing oF an Esop 
FEasibility study

The cost of studying the ESOP feasibility will vary depend-
ing on the employer corporation facts and circumstances. 
For smaller employer corporations, the fees of the process 
may be in the $10,000 to $15,000 range. For large employer 
corporations, ESOP feasibility should cost significantly 
more.

Financial advisers may charge a fixed fee for their work, 
or they may propose an hourly structure. Work for a small-
er company and an informal report will cost less than board 
presentations to larger employer corporations.

However, the engagement with the financial adviser 
should be structured so that if a barrier to a successful 
ESOP formation is found, then the fee clock stops imme-
diately.

Recognizing that the ESOP feasibility work is very 
much the first part of the employer corporation valuation 
process—that is, a requirement for every ESOP installa-
tion—its cost should be considered in the context of the 
whole project.

A part of the ESOP feasibility study is simply the first 
stage in the employer corporation valuation process. 
Sponsor companies should not have to pay for the same 
analytical process twice.

An ESOP feasibility study can take only a few hours 
of analytical time, or it can be a thorough planning pro-

cess taking several weeks or months. 
Since the process is intended to 
provide a solution to the sale of the 
largest asset most sellers ever have 
in their lifetimes, the ESOP feasibil-
ity study should involve a thoughtful 
process.

summary and conclusion

Careful planning prior to beginning the leveraged ESOP 
formation process is critical to the long-term success of the 
ESOP transaction. An ESOP feasibility study can take many 
different forms, and a formal ESOP feasibility report is not 
necessarily a requirement to the feasibility process.

What is important is that the 
employer corporation should con-
sider carefully the needs of the sell-
ing shareholders, as well as the needs 
of the company itself. Even when an 
investment banker or other financial 
adviser is in place, the ESOP finan-
cial adviser needs to spend time on 
the feasibility analysis.

The formation of an ESOP can be one of the most impor-
tant decisions in the life cycle of the employer corporation. 
The ESOP formation has important implications to the 
employer corporation, to the selling shareholders, and to 
the employee participants. Therefore, the initial planning 
for the ESOP formation (1) should be performed with con-
siderable care and (2) should involve all of the necessary 
professional advisers.
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concentrated for many years on issues related to ownership transi-
tion in middle-market private companies. He is very active in The 
ESOP Association and the National Center for Employee Ownership, 
and speaks frequently on issues related to ESOPs. Mike can be 
reached at (404) 475-2311 or mrhartman@willamette.com.

“The cost of studying the ESOP 
feasibility will vary depending on 
the employer corporation facts  

and circumstances.”

“An ESOP feasibility study can 
take different forms and a formal 

ESOP feasibility report is not  
necessarily a requirement.”


