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ESOPs and private equity:  
an untapped market 
Discover how ESOPs may hold unrealized investment opportunities for 
private equity in a series from Macquarie Capital and Mayer Brown  
(Part 1 of a 3-part series)  

The Employee Stock Ownership Plan (ESOP) universe 
tends to be misunderstood and has not been heavily 
pursued by the private equity (PE) community due to 
its perceived all-or-nothing ownership structure. It is 
possible for private equity firms to make an 
investment in a company alongside an ESOP in either a 
majority, minority or equal economic basis. The strong 
appreciation of private companies over the past 
several decades has resulted in vast sums of capital 
tied up in companies wholly or partially owned by 
ESOPs, much of which is considered to be “stuck in 
neutral.” This is because mature ESOPs often have 
limited access to growth capital and use their own free 
cash flow to fund repurchase obligations. Although 
ESOPs are subject to regulation and require some 
education for private equity firms to successfully 
invest in an ESOP-owned company, they also 
represent a huge opportunity for PE sponsors. ESOPs 
can broaden their investment universe and allow them 
to take advantage of superior investment 
opportunities with high-quality companies that can 
benefit from a growth-oriented investment partner. In 
addition to the sheer number of potential acquisition 
targets, ESOPs have many attributes that are aligned 
with PE sponsors around employee ownership, 
incentive alignment, enhanced corporate culture, ESG 
themes, etc. These themes will be explored in 
subsequent articles.  

 
1 “ESOP-owned companies” refers to companies that can be wholly or partially owned 
by an ESOP. 

Investing in established ESOPs 

An ESOP is not always the best permanent capital 
structure for companies that perform well and see 
significant growth in their stock price. Well-performing 
ESOP-owned private companies1 often face cash flow 
challenges as they mature. This is because a private 
company sponsoring an ESOP must provide its ESOP 
participants with an option to sell back their company 
stock when they receive a distribution of their ESOP 
accounts upon retirement or other termination of 
employment. The better the company performs, the 
greater the company’s repurchase obligation (RO) 
becomes. The cash flow drain from ROs arising from 
employee retirements may therefore constrain 
liquidity, growth and capital investment. Any private 
company that experiences significant growth and 
whose stock is valued at a reasonable multiple will 
struggle to generate enough cash flow to meet all 
corporate objectives and buyback approximately eight 
to twelve percent of its stock annually. These hurdles 
can prevent a company from remaining competitive in 
the marketplace over the long term. As a result, 
mature ESOPs are often forced to explore strategic 
alternatives to solve the capital structure issue. In 
many cases, mature ESOP-owned companies sell the 
entire business, resulting in a “payout” of stock in cash 
through IRAs that can’t be touched without penalty 
until participants reach age 59 1/2. The payout, which 
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could have provided a material portion of the capital 
required to acquire control and provide growth capital 
for an ESOP, is effectively “stuck in neutral” once again. 
While the conversion of stock to cash effectively “de-
risks” the employees and allows for diversification, it 
also limits their upside and ability to continue to invest 
in the company (thereby also reducing the benefits of 
an ESOP many companies see with broad-based 
employee ownership). For employees who are given 
the option to roll over a portion of their equity into a 
leveraged buyout (LBO) led by a private equity firm, 
the opportunity for value creation is significant and 
unlikely to be replicated through an IRA. Employees 
can still receive partial cash for their private company 
stock, achieve de-risking /diversification and play for 
the upside by making an elective rollover into the PE -
backed LBO. This provides absolute alignment of 
incentives among the private equity buyer and the 
employees of the firm. 

The success of any transaction with an ESOP-owned 
company is grounded in the preparatory work by the 
transaction parties and their advisors to find the 
optimal transaction structure. As with any sale 
transaction, a potential transaction must be diligently 
vetted by the company’s board of directors. In 
addition, as one and often the only shareholder of the 
company and as a fiduciary subject to the fiduciary 
standards for trustees under ERISA, the ESOP’s trustee 
will review and approve the transaction The blessing 
and the curse of transactions with ESOP-owned 
companies is that no one size fits all. Fortunately, 
there is a considerable amount of flexibility in 
structuring the optimal transaction for all 
constituents. If structured properly, a transaction with 
an ESOP-owned company in which the ESOP 
participants continue as shareholders post-transaction 
can address key investment criteria: minimize the 
private equity sponsor’s equity check, continue the 
employee culture and ownership model and maintain 
shareholder alignment. As it relates to the legacy ESOP 
itself, there are two primary pathways to consider: 

1. Keep the ESOP in place: Structure a rollover by the 
ESOP (i.e., total deal consideration offered is a mix 
of cash and rollover stock or a primary offering of 
stock to raise capital to support growth/M&A). 
Going forward, all ESOP activities remain: annual 
ESOP retirement contributions, ROs, stock 
valuations, etc. In this case, participants’ capital 
remains “locked-up” in a retirement account until 
retirement age (as defined by the plan but no later 
than age 65). The private equity capital would come 
in alongside the ESOP plan (this approach is typically 
used for minority investments by private equity 
firms utilizing a preferred equity structure). 

2. “Freeze” the ESOP: Structure a rollover by the ESOP 
but terminate the plan concurrent with the 
transaction and replace with a new (non-ESOP) 
retirement plan to facilitate the equity rollover. This 
is sometimes the preferred option as it can mitigate 
repurchase obligations significantly and thereby 
enhance the debt capital availability needed to fund 
the LBO. The rolled equity consideration can sit in a 
company stock fund, and no new shares are issued 
to the former ESOP participants. However, 
participants continue to enjoy the stock price 
appreciation as shareholder alignment remains 
across the employee base. The target company can 
also establish an internal trading market among the 
new company stock fund and 401(k) participants. 

In summary, the private equity community can access 
a large pool of private companies in need of first 
institutional capital, providing benefits for both the 
ESOP-owned company and PE investors if they 
understand an owner’s or management team’s 
motivations and commit to thoughtful structuring to 
align value creation objectives for all stakeholders. 

We note that each ESOP and related opportunity is 
different and requires significant tax and related 
planning. This Legal Update is not meant to provide 
such planning and/or advice. Please consult with 
necessary advisors in connection with any such 
transaction.  

 

ESOP 101 
An Employee Stock Ownership Plan is a tax-
advantaged corporate structure that promotes 
broad-based employee ownership. An ESOP is an 
ERISA-governed retirement plan that invests 
primarily in the securities of its sponsoring employer 
(generally, the employer’s common stock). 
Employees become indirect stockholders of the 
sponsoring employer as participants in the ESOP. As 
a result, they become stakeholders in their 
employer’s success. ESOPs established by S 
corporations are effectively tax-exempt to the 
extent of their ownership percentage of the 
sponsoring employer’s common stock. If certain 
requirements are satisfied, ESOPs established by C 
corporations allow a stockholder selling their 
company stock to the ESOP to defer taxation on any 
gain realized from the sale. ESOPs were first 
established in the mid-1950s, with the enactment of 
ERISA in 1974, ESOPs have a well-established legal 
framework and significant structural flexibility. There 
are over 6,500 ESOPs in the United States today. 
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About Macquarie Capital  

Macquarie Capital is the advisory, capital markets and principal investment arm of Macquarie Group. It encompasses 
corporate advisory, a full spectrum of capital solutions, including capital raising services from equity, debt and private 
capital markets and principal investments from Macquarie’s balance sheet. Macquarie Capital has deep sector 
expertise in the aerospace, defense and government services, consumer, gaming and leisure, critical minerals, energy, 
financial institutions, healthcare, industrials, infrastructure, services, software, technology, telecommunications and 
media sectors.  

In the year ending 31 March 2022, Macquarie Capital advised on $US338 billion of transactions.  

 

About Mayer Brown  

Mayer Brown is a distinctively global law firm, uniquely positioned to advise the world's leading companies and financial 
institutions on their most complex deals and disputes. With extensive reach across four continents, we are the only 
integrated law firm in the world with approximately 200 lawyers in each of the world's three largest financial centers—
New York, London and Hong Kong—the backbone of the global economy. We have deep experience in high-stakes 
litigation and complex transactions across industry sectors, including our signature strength, the global financial 
services industry. Our diverse teams of lawyers are recognized by our clients as strategic partners with deep 
commercial instincts and a commitment to creatively anticipating their needs and delivering excellence in everything 
we do. Our "one-firm" culture—seamless and integrated across all practices and regions—ensures that our clients 
receive the best of our knowledge and experience.2 

 
2 “ESOPs’s and private equity: an untapped market” is co-authored by: Mark Buchanan (Managing Director, Macquarie Capital); Mark Padjen (Senior Vice President, Macquarie Capital); 
Frederick C. Fisher (Partner, Mayer Brown); James C. Williams (Partner, Mayer Brown); Ameer I. Ahmad (Partner, Mayer Brown); Christopher M. Chubb (Partner, Mayer Brown); Marc E. M. 
Harrison (Partner, Mayer Brown) 
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