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The Hidden Costs of ESOP Companies

Why Great Intentions Can Lead to Financial Strain Without Strategic Funding

Executive Summary

Employee Stock Ownership Plans (ESOPs) have become one of the most powerful tools for business
succession and employee engagement in closely held companies. They create liquidity for shareholders,
preserve company culture, and align employee incentives with enterprise value.

But beneath the surface, many mature ESOPs face hidden financial, operational, and liquidity challenges

that can quietly erode company value over time. These costs—often unrecognized until they become acute—
can impair growth, distort financial statements, and threaten the very sustainability of the plan.

1. The Liquidity Trap

As employees retire or leave, ESOP companies must repurchase shares from departing participants at fair
market value. In growing companies, this liability compounds—often outpacing cash flow growth.

Without proactive funding strategies, companies face:
e Volatile cash outflows tied to market valuations
e Unfunded repurchase obligations that reduce borrowing capacity

e Pressure on future capital investment and expansion

A company that distributes $5 million in annual repurchase obligations may discover that, over ten years, it
has spent more than $50 million on share buybacks—often financed with after-tax dollars.

2. Balance Sheet Distortion

ESOP shares are typically valued annually by independent appraisers. As valuations rise, so does the
company’s repurchase obligation—a liability not fully reflected on the balance sheet.

Hidden impacts include:



e Opverstated net worth and understated debt-equivalent exposure
o Confused lenders and investors evaluating leverage ratios
e Reduced flexibility for M&A, recapitalizations, or capital raises

What appears to be a “debt-free” company can in reality carry a massive off-balance-sheet liability that
grows silently each year.

3. The Tax Timing Mismatch

While ESOPs offer powerful tax benefits—especially for S corporations exempt from federal income tax—
those advantages can be neutralized if cash flow is diverted to repurchase obligations rather than
reinvestment.

Companies often find:
o Tax-free status # free liquidity
e (Cash flow once available for growth now earmarked for redemptions

o Limited ability to fund executive retention or diversification strategies

Without coordinated planning, the repurchase drain can outpace the tax savings that made the ESOP
attractive in the first place.

4. Demographic Risk

As ESOPs mature, participant demographics often tilt toward long-tenured employees nearing retirement.
This creates a predictable but accelerating wave of redemptions—a “silver tsunami” of repurchase
liabilities.
Left unaddressed, it can lead to:

o Sudden liquidity shortfalls

e Forced layoffs or benefit reductions

o Strain on morale and continuity

Companies that ignore this demographic curve risk turning a once-celebrated ownership culture into a
financial constraint.



5. The Funding Gap

Most ESOP-owned companies rely on operating cash flow or bank lines of credit to meet obligations. But
these approaches expose the business to:

e Economic cycle risk
e Banking covenants that restrict flexibility
e The erosion of value during downturns

Forward-thinking ESOP companies increasingly use Corporate-Owned Life Insurance (COLI) or Indexed
Universal Life (IUL) as a long-term funding vehicle—creating an asset that grows tax-deferred and
provides tax-free liquidity at death or through withdrawals.

Properly structured, insurance-based liquidity planning can:
e Pre-fund repurchase obligations in a tax-efficient manner

e Reduce reliance on volatile credit markets
o Stabilize cash flows and enhance enterprise value

Conclusion: From Hidden Risk to Strategic Advantage

An ESOP can be a powerful succession tool—but without disciplined liquidity planning, it can evolve into a
hidden drain on value.

CFOs and boards should:

Quantify repurchase obligations with actuarial precision.

Model 10-20 year funding scenarios.

Implement dedicated funding vehicles to match liabilities with assets.
Review annually with valuation, benefits, and insurance advisors.
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When properly managed, the ESOP’s hidden costs can be converted into predictable, tax-efficient, and
sustainable capital strategy—ensuring that employee ownership strengthens rather than weakens the
company’s legacy.



About SSG Companies

We specialize in ESOP liquidity and funding strategies that transform unfunded repurchase liabilities into
sustainable, tax-efficient solutions. Our team works alongside valuation firms, trustees, and corporate advisors
to help ESOP companies preserve capital, stabilize cash flow, and maintain their employee ownership legacy.



