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Why Do You Need a Valuation?

ESOPs are a Defined Contribution
Employee Benefit Program.

The major asset in ESOPs Is stock of the
sponsoring employer.
Transactions involving the ESOP occur.

Participants must be informed annually of
their account values.

If the security Is not publicly traded, a
valuation must be performed.



Frequency of Valuations

« At time of ESOP stock Acquisition

— Trustee cannot buy shares for more than fair
market value. Or, if Trustee is selling stock,
Trustee can accept no less than fair market
value.

« At Plan Anniversary Date

— Participants must be informed, at least
annually, regarding the fair market value of
their interest in the ESOP Plan.

At the time of a major corporate event.



ESOP Appraisal Reguirements

Appraisal must Satisfy two
Regulatory Bodies

- Internal Revenue Service
- Department of Labor

Standard of Value
- Fair Market Value

Appraiser works for Trustee



Government Oversight is Provided
by the Dept. of Labor & IRS

Department of Labor (DOL)

— Issued Proposed Regulations relating to
Definition of Adequate Consideration.

— Establishes “fair market value” as standard of
value to be used.

— Trustee must determine “fair market value” in
good faith pursuant to the terms of the
company ESOP Plan.



DOL Regulations

Adeguate Consideration

— Determination must reflect an asset’s
market value” (FMV).

— FMV must be determined as of the date of the
transaction.

— FMV determination must be in written form,
meeting content requirements.
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IRS Revenue Ruling 59-60

Revenue Ruling 59-60 Provides a List of Factors to
Consider in the Valuation of a Company:

— Nature of business and its history

— Economic & industry outlook

— Book value and financial condition of the company

— Earning capacity of the company

— Dividend paying capacity of the company

— Whether the company has goodwill or other intangible value

— Sales of the stock and the size of the block of stock to be valued

— Market price of stocks of companies engaged in a similar line of
business having their stocks actively traded in a free & open
market



Definition of Fair Market Value
(Provided by IRS Rev. Ruling 59-60)

“The price at which the property would change hands
between a willing buyer and a willing seller when the
former is not under any compulsion to buy and the latter
IS not under any compulsion to sell, both parties having
reasonable knowledge of relevant facts.”

Rev. Ruling 59-60 goes on to state, “Court decisions
frequently state in laddition that the hlypothetical buyer
and seller are assumed to be able, as well as willing, to
trade and to be well informed abou the property and
concerning the market for such property.”



Valuation Firm Relationship

Trustee

— Appraiser’s responsibility is to report
conclusion to Trustee, or through Plan
Committee to Trustee.

— Trustee makes determination of whether to
accept appraisal conclusion. Trustee Is free to
guestion conclusions.

— Fees for the valuation assignment are paid by
the sponsoring employer in most cases.



The Valuation Process

Gather financial information

Interview client to understand company,
Industry, trends

Perform methods and analysis

Prepare and issue preliminary report with
findings

Respond to questions
Finalize report and issue opinion



FIRST ANNUAL UPDATE — getting started

— Get final copies of closing documents
« Stock purchase agreement
» Loan documents (internal & external)
« ESOP Trust Agreement
* Employment Agreement
+ Identify / Contact Trustee

— Get update Company Information
 Annual Financial Statements
Federal Tax Return

Summary of all ESOP payments — contributions/dividends,
etc.

Summary of internal & external debt payments
Obtain Updated Projections / Budget



ANNUAL UPDATE — con't

— Update Company Information

— ldentify and Document Year over Year Pertinent Data
— Changel/List of Key Customers / Backlog
— Changel/List of Key Suppliers
— New /Discontinued Products or Services
— Significant Capital Expenditures / Facility Changes
— Summary of Employees by Job function / Change in Officers
— Obtain relevant Competitor / Industry information
— ldentify & Discuss any Change in Regulatory/Economic factors
— Changes in ownership — redemptions, stock options granted, etc.
— Accounting Changes — cash v accrual, inventory, S vs. C Corp
— Lawsuits — settlements /new claims

— Review & Analysis Financial Data with Mgmt.

« |dentify unusual and/or non-recurring Revenue or Expenses
Financial Impact of discontinued operations/acquisitions
Actual performance vs. projected performance
Discretionary expenses — bonuses, T&E
Investments, Notes Receivable, Debt covenants/terms



Characteristics than can Effect
Stock Value

* Industry Factors

— Nature of Industry
* introduction, growth, maturity, decline

— Competition
 Company Factors
— Dependence on key customers
— Growth rate of revenue
— Depth of product line



Valuation Methodologies

Three Basic Approaches:

Income — Historical and / or Future.

Market — Guideline Company and / or
Transactions

Assets — Adjusted Book Value

— Combinations of the above



Income Approach — Historical

« Capitalization Rate/Capitalization Factor
(Market Multiple)

— Explanation of how the market capitalizes an
enterprise

- Net Inc./10% Cap Rate = $1,000,000

* Net Inc./20% RR - 15% Growth Rate = $2,000,000
« Net Inc. x 20 Market Multiple = $2,000,000

* Price / Last Twelve Months Earnings



Income Approach — Historical (con’t)

— Determine normalized income available to
shareholder

— Or normalized income available to debt & equity

Determine trends- apply straight or weighted average

Determine capitalization rate / WACC
Value of Equity = Income + Cap Rate

Total Invested Capital = Equity + Debt



Income Approach — Future (p. 1 of 3)

* Present Value Concepts

— Future Value of $1 today is $1.76 in 5 years,
assuming 12% discount rate.

— Present Value - $1.76 to be received in 5
years is worth $1 today if discounted at 12%.

— $1 to be received in 5 years is worth $0.56
today.



Income Approach — Future (p. 2 of 3)

 Discounted Future Return Valuation
Models

— Dividend Discount Model
— Discounted Cash Flow Model



Income Approach — Future (p. 3 of 3)

Project earnings / Cash Flow available to shareholders
Key Assumptions:
1. Operating Margins
Revenue Growth rates
Days Inventory, Receivable & Payables
Capital Expenditures
Required Cash Retention
Debt Assumptions
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Determine Discount Rate/WACC—Key: Debt/Equity Ratio

Discount earnings / Cash Flow to present value

Determine terminal value — Key: Long-Term Growth rate



Market Approach

Recent sales of the stock being valued
Offers to purchase the Company.

Offers by the Company to acquire other
similar companies.

Valuation multiples indicated by guideline
companies (companies considered
appropriate for comparison to the Subject
Company).



Market Approach (con't.)

Guideline Company Method:

1. Sales of closely held companies

2. Sales of stock of publicly traded companies
a. Develop guideline company list
b. Analysis of guideline company data

- Analysis of similarities/differences
- Financial statement adjustments
- Develop relevant “valuation multiples”

- P/E, PIS, PIBV, MVIC/EBITDA, MVIC/EBIT, etc.




Asset Approach

Net Asset Value Method

— Mark Asset Book Values to Market Values
— Real Estate and M&E Appraisals
— Deduct Appropriate Discounts

Asset Liquidation Method
— Same Mark to Market Philosophy
— Costs to sell Assets deducted



Control Premium

Will the ESOP Exercise Control in Fact?

— Elect directors and select management.
— Set management compensation and benefits.
— Direct policy and focus of the business.
— Acquire or sell assets.

— Determine with whom to do business.
— Make acquisitions or divestitures.



Control Premium (con't)

Will the ESOP Exercise Control in Fact?
(continued)

— Liquidate, reorganize, sell, or recapitalize the
Company.

— Issue new shares or purchase treasury shares.

— Go Public.

— Declare and pay dividends.

— Amend the articles of incorporation or bylaws.



Discount for Lack of Marketability

Issues to Consider in quantifying discount:

— Size and dollar value of the block of securities
being valued.

— Financial stability of the Company.
— The current return (dividends) to the investor.

— Historical and future growth potential of the
Company - more likely to be acquired or go
public.

— Any resale limitations restricting marketabillity.



Repurchase Liability

The amount of the repurchase liability
IS a function of two variables:

—The number of shares required to be
repurchased in future years, and

— The value per share for the shares to be
repurchased in the future years




Treatment of Non-Operating
Assets & Liabilities

Income or Market Approaches = Value Base
Operations

Non-Operating Assets are added to Value of
Operations

Non-Operating Liab. subtracted from Value of
Operations

Tendency over time: Debt Down, Assets up.



Sample of Conclusion of Value

SAMPLE COMPANY
SUMMARY AND CONCLUSION OF VALUE
Weight

Marketable Minority Interest Value - DCF Method [From ExhibitG] $ 601,586 40% $ 240,634
Marketable Minority Interest Value - Capitalization of Income [From ExhibitH] $ 688,324 40% $ 275,330
Marketable Minority Interest Value - Guideline Companies [From Exhibit I] $ 515,535 20% $ 103,107
Concluded Marketable Minority Value of Operations $ 619,071

Non-Operating Asset - CSVLI $ 43,926

Non-Operating Asset - Cash 104,313

Subtotal of Non-Operating Assets 148,240

Minus: Lack of Control Discount @ 10% (14,824)
133,416
Concluded Marketable Minority Equity Value $ 752,486
Marketable Value Per Share based on Outstanding Shares of 100,000 $ 752
Minus: Discount for Lack of Marketability @ 5% $ (0.38)
Non-marketable Value Per Share $ 714
Concluded Fair Market Value for ESOP Purposes $ 714




