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Introduction


The Trustees and the participants want to know why the value is different this year than it was last year, whether it is higher or lower.  It is part of the appraiser’s charge to render this advice.


There are two types of factors that would affect the value of the ESOP stock — internal factors and external factors:


A.
Internal changes would include changes that are specific to the sponsor/employer of the ESOP, such as changes in the nature of the business of the sponsor, changes in key personnel, changes in earnings, and changes in the financial position of the sponsor (such as increased levels of debt).


B.
External factors include changes in interest rates, changes in equity returns, changes in the economy affecting the sponsor’s operations and changes to the specific industry environment in which the sponsor operates.

Internal Factors


A.
Change in Business – examples:


1.
The Company is a service business and develops a product.


2.
The Company makes a significant acquisition or divestiture.


3.
A restaurant diversifies into catering.


4.
A construction contractor starts a property management operation.


5.
How should such changes affect the value?


a.
If we are using the market approach to value, then we might have to use different guideline companies or acquisition transactions.


b.
Change from services to products would require more capital investment for R & D, maintaining inventories, sales and marketing.


c.
Making a significant acquisition may require the Company to assume substantial levels of debt.



Also, the Company may have to amortize a large amount of goodwill – affecting income but not cash flow.  Now, it would be necessary to consider the effects of following FAS 141 and 142.


B.
Change in Personnel — examples:


1.
Death of keyman.



What if that keyman were responsible for bringing in all major customers to the Company?



What if the keyman was the only strong manager?



Was there keyman life insurance?  Sufficient keyman life insurance should mitigate the Company’s loss of the keyman.



Would the death of the keyman cause a reduction of working capital and/or increase debt in order to buyout the keyman’s stock?


2.
Keyman leaves and goes into competition.



Assume that the top marketing person and one of the Company’s manufacturing managers left the employment of the Company.  Also, assume that these two individuals took approximately 60 percent of that company’s revenue with them.  Obviously this would be a substantial factor in the valuation.


3.
In cases such as this, historic earnings and cash flow figures may not be useful in estimating the future earnings or cash flow capacity of the Company.


C.
Change in Profits/Cash Flow



The very definition of value is the present value of the expected future cash flow.  Cash flow, therefore, is a very important factor in the valuation process.



Cash flow capacity of a Company is the operating cash flow that it can produce in the current business environment exclusive of extraordinary and unusual items of income or expenses.



All things being equal (and they rarely are), an increase in the cash flow capacity of the business results in an increase in value and vice versa.



We often see cases where a company has exceeded its revenue projections, but has fallen far short of its cash flow or profit projections.  This will generally be the cause of a decline in the value of the stock.



In our valuations, we include a graph showing the Company’s projections from the last valuation report and the projections for the current valuation for both revenue and EBITDA (earnings before interest, taxes, depreciation and amortization).



We keep close track of how reliable the Company is at achieving its projections.  When we apply the discounted future cash flow valuation method, the historic reliability of the Company’s projections will be considered in our choice of a discount rate or probability adjustment.


D.
Change in financial position


1.
Even when valuing a going-concern as opposed to an investment holding company, often too little attention is paid to the possible effect on value of the condition of the balance sheet.



The total debt is taken into account directly in the calculation of the WACC (weighted average cost of capital) if a “debt-free” approach is used.

2. One of our ESOP clients asked us how their valuation will be affected if they use $2 million of their working capital in order to reduce the level of debt.



Turning that around:  Will an increase in a company’s debt level lead to a reduction in value?



That is actually a complicated question.



Using a debt-free approach, the decline in debt should increase the value of the equity and vice versa.  This is not always the case though.



The cost of debt is much lower than the cost of equity, especially now that the prime rate is 4.75%.  If you pay prime of 4.75% and reduce that by the tax-savings created because the interest is tax-deductible, the cost of debt can be less than 3%.



The cost of equity is typically more than 15% or at least five times the cost of debt.



Reducing the debt in the capital structure, therefore, will rarely see a dollar-for-dollar increase in value and may even see a decline in value by reducing the debt level.



We must also consider the reduction in working capital that is expended in order to make the debt payment.  A reduction in working capital should affect the value.

External Factors


External factors are factors over which management has little or no control.
  Changes in these factors can significantly affect the value of a company from year to year.


A.
The Economy in General



A weak economy can result in lower sales volume, supply shortages, problems in servicing and securing debt and other problems.



A strong economy can mean shortages of labor and higher prices to pay for supplies and goods manufactured.



Even a strong economy can be a negative factor and a weak economy can be a positive factor for some companies.



--Pawn shops, for example, typically thrive during weak economic conditions.


B.
Interest Rates



Higher interest rates make it more difficult for companies and consumers to service floating rate debt.



Rising interest rates will negatively impact durables that are typically financed.



High interest rates can translate directly into lower equity values.



Equities must compete with fixed-income investments, such as bonds and certificates of deposit, for investors’ attention.  As interest rates rise, companies must offer higher returns to investors in order to compensate them for the additional risks that equities involve.



Higher capitalization rates because of higher costs of capital mean lower values for equities.



Lower capitalization rates result in higher values.


C.
Equity Returns/The Stock Market



To what extent should a significant decline in the general equity market translate into lower prices for the stocks of closely-held companies?



To some extent, the relevance of the public stock market in the valuation process depends upon the size of the company to be valued.  For example, is the Company eligible to go public?



How does the IPO/stock market relate to the merger and acquisition market for a particular company?



A 10 percent decline in the Dow Jones Industrials, however, should not automatically translate into a 10 percent decline in the value of the stock of a closely-held company in a niche business.

D. The Industry/Competition

Industry factors can and do have a significant effect on the operations of operating businesses.  Some of the important considerations are as follows:


1.
Substantially lower commodity prices may be a positive factor if a company depends upon that commodity as a supply.  On the other hand, it can be a negative factor if, for example, that commodity is coal and the Company is in the coal mining business.


2.
Intensifying competition typically leads to a narrowing of the margins.


3.
Industry consolidation can mean significantly increasing competition from those larger companies that are able to secure goods and supplies at lower prices and are able to take advantage of other economies of scale.



Industry consolidation can also mean a much stronger merger/acquisition market if a particular company fits the profile of a potential consolidation acquisition target.


4.
A deterioration in industry conditions can cause an appraiser to pay less attention to strong historic earnings

How to Communicate the Change



Appropriate exhibits and illustrations can frequently be of great benefit in this explanatory process.  A separate section in the update valuation report that discusses the change in value would be very helpful.



Summary exhibits such as the ones below might be found in such a section of the valuation report.
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Value of Company

$50,000,000

$55,000,000

10.0%

Value Per Share

$40.00

$41.00

2.5%

Value-Guideline Company Method

$50,400,000

$54,500,000

8.1%

Value-Capitalization of Cash Flow

36,600,000

36,100,000

-1.4%

Value-Discounted Future Cash Flow

46,700,000

52,000,000

11.3%

Value-Guideline Company-Pre-Debt

$72,300,000

$82,700,000

14.4%

Value-Capitalization of Cash Flow-Pre-Debt

58,600,000

64,400,000

9.9%

Value-Discounted Future Cash Flow-Pre-Debt

68,500,000

75,100,000

9.6%

Current Earnings

$2,600,000

$2,800,000

7.7%

Cash Flow Capacity

4,600,000

5,100,000

10.9%

Average EBIT

5,200,000

5,500,000

5.8%

Revenue

90,000,000

93,000,000

3.3%

Revenue-Forecast vs Actual

94,500,000

93,000,000

-1.6%

Current Earnings-Forecast vs Actual

2,500,000

2,800,000

12.0%

Debt Level

22,000,000

29,000,000

31.8%

Book Value

8,000,000

2,000,000

-75.0%

Current Treasuries

5.44%

6.42%

18.0%

Risk Premium

9.84%

9.63%

-2.1%

Capitalization Rate

7.85%

7.82%

-0.4%

Comparables Information:

  Price Index

100.00

227.11

127.1%

  Average Price/Earnings Ratio

20.31

49.43

143.4%

  Price/Book Value

1.77

4.23

139.0%

  Price/Sales

0.44

1.12

154.5%


As can be seen, the conclusions of value as well as the changing fundamentals of the company and a few external factors such as interest rates, equity premiums and guideline (comparable) company levels are shown in this simple table.

The graph below shows the relative price movement of the guideline companies’ stocks against the movement of the Standard & Poor’s 500 Industrial Average.
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�Management’s reaction to external factors are, however, an important factor in assessing the reliability of management’s cash flow projections.


�The U.S. Department of Labor commissioned a study of ESOPs and their return to participants.  A professor at the University of Baltimore completed the study and one of his conclusions was that the valuations of the stock of ESOPs did not give enough consideration to the prices of publicly-traded companies.





_1029572336.unknown

_1029572400.unknown

