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Beyond the Bidder: Why Employee Ownership is Redefining the Exit Strategy for Indian 

Promoters. 

For owners of closely held businesses in India, succession planning is arguably the most significant 

decision of their professional lives. This objective extends beyond achieving a high valuation; it 

often involves protecting the company's legacy, rewarding long-term employees, and ensuring 

stability in operations and community ties. While traditional paths like third-party mergers and 

acquisitions (M&A) or sales to management are widely used, they frequently lead to cultural 

disruption or excessive leverage on the management team. 

The Employee Stock Ownership Plan (ESOP), often structured as a Share-Based Employee 

Benefit (SBEB) Scheme, has emerged as a powerful, values-driven alternative in the Indian 

market. An ESOP allows a business owner to sell all or part of their company to a trust established 

for the benefit of employees, effectively turning the workforce into beneficial owners. This 

mechanism offers a unique blend of financial flexibility, potential tax efficiencies, and profound 

cultural stability, making it an essential option for Indian founders exploring an exit. However, 

this decision is not "one-size-fits-all." Understanding the specific regulatory, financial, and cultural 

characteristics required for a successful transition under the Indian framework is paramount.  

Part 1- Unlocking Promoter Liquidity: The Trust Route and Capital Gains Framework for ESOP 

Exits in India. 

In India, an ESOP can generally be implemented through two primary methods: the Direct Route 

or the Trust Route. The Trust Route is often preferred for exit planning as it facilitates the transfer 

of existing shares from the promoter/seller. 

The mechanism for a seller-led exit generally works as follows under the Trust Route: 

1. Trust Establishment: The company establishes a registered ESOP Trust to hold the shares on 

behalf of the employees. 

2. Acquisition: The company takes out a loan (from a bank or internal sources) and lends the 

funds to the ESOP Trust. The Trust uses these funds to purchase the shares from the 

promoter/seller. 

3. Company Contribution: Over time, the company makes tax-deductible contributions to the 

ESOP Trust, which the Trust uses to repay its loan (either to the bank or to the company). 

4. Allocation: As the debt is retired, shares are allocated to individual employee accounts based 

on the scheme's formula (typically tied to performance or compensation). 
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This structure offers strategic benefits like-  

1. Seller Liquidity. 

2. Capital Gains Treatment 

3.  Employee Retention 

Part 2: Guidelines for Selecting ESOP Beneficiaries 

An ESOP is a strategic, long-term commitment. Successful transitions require a company profile 

that aligns well with the structural and regulatory demands of employee ownership. 

Financial Health and Cash Flow Stability 

The fundamental requirement for any ESOP in India is a stable, predictable, and robust cash 

flow. Since the company is responsible for servicing the debt used to finance the share purchase, 

its ability to generate consistent profit is non-negotiable. Businesses with volatile earnings, cyclical 

revenues, or those requiring significant short-term capital expenditure may struggle with the 

sustained financial obligation required to pay down the ESOP debt while maintaining healthy 

operations. Lenders and financial advisors scrutinise the company's profitability to ensure the debt 

structure is sustainable. 

The Strength of the Management Team 

Under the ESOP model, the existing management team almost always remains in place. Therefore, 

a company must possess a deep, capable, and committed management team that is prepared to lead 

the organisation as an employee-owned entity. The ESOP transition is highly risky if the selling 

promoter is the sole driver of strategy, without a strong, clearly defined second-tier leadership 

prepared to take the reins. 

Cultural Readiness and Corporate Governance  

Cultural fit is paramount: an ESOP thrives in organisations that value employee engagement, 

transparency, and strong corporate governance. Transitioning to employee ownership requires 

cultivating an "owner's mindset," which is challenging in companies with not so well explained 

internal processes that lack the necessary trust and accountability for improved productivity and 

retention. 
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Part 3: Navigating the Transactional and Regulatory Complexities 

While ESOPs offer a compelling alternative, the transaction is governed by the Companies Act, 

2013 and SEBI SBEB Regulations, 2021. 

Valuation Standards and Adequacy of Consideration 

The valuation of shares for an ESOP transaction is highly regulated. For private companies, the 

valuation is often conducted by a Registered Merchant Banker or a Chartered Accountant 

using internationally accepted methodologies. The most critical compliance point is that the ESOP 

Trust, acting as the buyer, must purchase the shares at Fair Market Value (FMV). This requires a 

rigorous, arm’s-length appraisal, ensuring the transaction is demonstrably fair to the ESOP 

participants and compliant with the Income Tax Act,1961.  

Financing Structure and Promoter Flexibility 

The financing of ESOPs typically involves a combination of: 

● External Debt  

● Seller Financing (Vendor Notes) 

● Internal Cash Flow 

Tax Implications for the Seller and Employees 

The tax treatment depends on the holding period, calculated from the date of share 

allotment/exercise to the date of sale.  

Type of Shares Holding Period STCG/LTCG Tax Rate 

Listed Shares (on 

Indian Stock 

Exchange and STT 

paid) 

Up to 12 months  STCG  20 percent  

>12 months  LTCG  12.5% on gains 

above ₹1.25 lakh 

(w.e.f. July 23, 

2024) 
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Unlisted Shares  Up to 12 months  STCG  As per the 

applicable slab 

rate.  

>12 months  LTCG  12.5% without 

indexation (w.e.f. 

July 23, 2024, or 

20% with 

indexation before 

that date) 

 

Employee’s Tax (Perquisite Tax): Employees face double taxation. The first tax event is at 

exercise, where the difference between FMV and the exercise price is taxed as a perquisite (salary 

income). The second is upon the eventual sale, taxed as Capital Gains based on the appreciation 

from the exercise date's FMV. 

Part 4: The Cultural and Operational Transformation 

The true measure of ESOP success is the post-transaction integration. The cultural and operational 

shift is more challenging than the transaction itself. 

Fostering the Ownership Mindset 

The mere transfer of shares is insufficient. Companies that thrive after an ESOP consistently invest 

in financial literacy and ownership culture development. Employees need to clearly understand the 

direct correlation between their daily productivity, the company's financial health, and the resulting 

value of their stock. This requires intentional and consistent communication, moving beyond 

statutory reporting to provide frequent and transparent explanations of key financial metrics and 

strategic progress. 

Managing the Repurchase Obligation (The Buyback Challenge) 

A unique and critical challenge under Indian ESOP schemes is the repurchase obligation. When 

an employee leaves, retires, or passes away, the ESOP Trust is obligated to buy back their vested 

shares, providing liquidity. This places a mandatory, long-term financial burden on the company. 

Neglecting to create a robust, financially modelled Repurchase Obligation Plan (ROP) is the 

primary reason for ESOP failure. This planning requires ongoing financial forecasting to ensure 

the company reserves adequate cash flow to meet these future liabilities.  
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Part 5: Preserving Legacy and Finalising the Decision 

For many Indian promoters, the ESOP is the only exit strategy that allows them to preserve the 

organisational legacy. Unlike a strategic sale, which often involves the dismantling of corporate 

identity, an ESOP guarantees continuity, maintains the business's rooted mission, and rewards the 

dedicated Indian workforce. 

The Essential Advisory Team in India 

Given the unique blend of compliance (SEBI/Companies Act), tax (Income Tax Act), and financial 

structuring, the decision to pursue an ESOP hinges on a strong, multi-disciplinary advisory team 

experienced in India. This typically includes: 

● A specialised ESOP Legal Counsel. 

● A Registered Merchant Banker or a Chartered Accountant for valuation. 

● A Corporate Finance Advisor specialising in structured ESOP debt. 

● A Trustee or Trust Administrator to manage the fiduciary role. 

Conclusion  

An ESOP is not a panacea for all succession challenges. It is best suited for stable, well-managed, 

and culturally prepared companies whose owners prioritise legacy and employee reward alongside 

financial return. For the right company and candidate, an ESOP offers a powerful, values-driven 

exit that secures the company's future while maximising the seller's financial and emotional 

returns. This path requires navigating significant hurdles and a long-term governance commitment. 

Expert guidance and realistic expectations are essential to determine if employee ownership is the 

optimal strategy for the business's next chapter. 

 

Disclaimer: This article provides general information existing at the time of preparation and we take 

no responsibility to update it with the subsequent changes in the law. The article is intended as a 

news update and Affluence Advisory neither assumes nor accepts any responsibility for any loss 

arising to any person acting or refraining from acting as a result of any material contained in this 

article. It is recommended that professional advice be taken based on specific facts and 

circumstances. This article does not substitute the need to refer to the original pronouncement. 
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