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I.
Introduction.  I will attempt to cover three general topics today.  The first two are related to a rather complex ESOP transaction that closed a little over a month ago.  I will refer to this transaction as the “Smith ESOP Transaction” or just “Smith Transaction.”

Before I go into those topics, I want to give credit to the other professionals involved including Ron Gilbert of ESOP Services, Jim Staruck of Greatbanc Trust, the ESOP’s Trustee, and Larry Goldberg and Lynn Dubois of Sheppard, Mullin, Richter & Hampton.

The third topic involves the effects of the tax shield on the outside buyout of a 100% S Corporation ESOP that had a significant amount of stock appreciation rights (“SARs”).  I will refer to this transaction as the “Jones ESOP Transaction” or just “Jones Transaction.”


For this transaction, I want to give credit to Dick and Bryce May (and others) of Duff & Phelps, financial advisors to the company, Mike Wieber of Marshall & Ilsley Trust Company (now combined with Northstar Trust Company), Trustee for the ESOP, Vaughn Gordy of Greatbanc, Norman Goldberg of U.S. Trust and Kelly Driscoll of State Street Global Advisors, who were polled on their opinions about the value of the tax shield and Luis Granados of McDermott, Will & Emery, counsel to the ESOP.

Although I include the detailed computations that were used to assess the fairness of the Smith ESOP Transaction, time does not permit me to go into those calculations in any detail.  For that reason, I will concentrate on the general theories involved.  So, please don’t even try to follow the numbers at this time.  If, when you go over the details after this presentation, you have any questions, please feel free to call or e-mail (202-296-2777 or bgoodman@advancedval.com).

A.
The first part of the Smith Transaction involved the conversion of the ESOP’s convertible preferred stock into common stock.

B.
The second part of the Smith Transaction involved the ESOP’s purchase of the remaining shares of the Company (Smith Company) from its founder (the only non-ESOP shareholder) which was financed by the seller, Smith, with a note that had warrants attached.


C.
The Jones Transaction involved the buyout of the Company by a strategic buyer.  The specific issue that I will discuss with regard to this transaction is the consideration given the tax shield in assessing the fairness of the offer by the strategic buyer.

II.
The Smith ESOP Transaction.  Now, I will briefly discuss the Smith Transaction.  Below (on the screen), we have the basic assumptions:
BASIC ASSUMPTIONS

[image: image1.wmf]The appraised equity value of the Company

$106,810,000

Total shares outstanding prior to the transaction

518,000

ESOP-owned convertible preferred shares

594,000

Dividend (annual) rate on preferred stock

6%

Pre-transaction conversion ratio

0.8704

Common shares into which the preferred stock is convertible

517,000

The appraised value of the convertible preferred stock owned 

by the ESOP (per share) before the transaction

$101.05

The original purchase price of the preferred stock

$100.00

The preferred shares will be callable by the Company in five 

years from the time of issuance.



A basic illustration of the transaction is shown below:
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It was the desire of the seller, Smith, to sell his remaining shares and have the ESOP have the Company elect to be treated as an S Corporation.  In order to accomplish this, it was necessary (or just desirable) to induce the ESOP to convert its preferred shares into common shares and purchase Smith’s common stock.

A.
I will first discuss the conversion of the ESOP’s preferred stock.  There are several key issues related to the conversion of the ESOP’s preferred stock.

1.
Prior to the Smith Transaction, the total value of the ESOP’s preferred stock was 
$60,024,101.  Yet the value of the 
517,000 shares of common stock into which the preferred stock was convertible at the original conversion ratio was only 
$53,354,400.  So, in light of this shortfall, how can parties negotiate an inducement to the ESOP Trustee to exercise the conversion right?

2.
As shown above, the Company has the right to call the preferred stock five years after its issuance.  The call must be at $100 per share.  At the transaction date, the preferred stock was not yet callable.


3.
In analyzing this portion of the Smith Transaction, we must consider the value of the preferred stock dividends.  They are paid at a rate of 6%; they are cumulative and paid annually.  When creating such preferred stock on an initial ESOP transaction, we must keep in mind that, until the preferred stock is either called or converted, the dividends will probably be payable to the preferred stock.  Unless the Company can profitably call the preferred stock, assuming that it has the financial ability to complete the transaction or that it can induce the ESOP to convert its preferred stock into common stock, it is likely that the ESOP will elect to keep its preferred stock.


If the value of the common stock into which the preferred stock is convertible has a value that is greater than the call price, then it is possible for the Company to induce the ESOP to convert by exercising its right to call.  If we have, however, as in the case of the Smith Transaction, a situation where the value is less than the call price, then some other inducement must be offered in the negotiation process.



In this case, it was necessary, as advisors to the trustee, to analyze what inducement would be necessary to help structure an offer to the seller.  In this case, our offer generally involved a change in the conversion ratio.  In order to estimate an appropriate new conversion ratio, we did the following:

a.
We made various assumptions about the potential for the appreciation (or depreciation) in the value of the common stock into the future.  This was necessary in order to assess when the preferred stock might be practically callable by the Company as the conversion value would be in the money.

b.
Based upon when the call provision would be feasible, we estimated the present value of the preferred dividends to call.


c.
We then backed into a conversion ratio that would allow the ESOP to be compensated for the fact that it would be losing future dividends and that its conversion benefit is out of the money at the present time.  Based upon this analysis, we estimated that the conversion feature would be in the money making it feasible for the Company to call the preferred stock in two years.  By that time, the preferred stock would be called based upon the five-year restriction already mentioned.

4.
Based upon this analysis, we estimated that a conversion feature of 
1.12580 would compensate the ESOP for the loss of two years of dividends and the fact that the conversion feature is currently out of the money.  Our analysis is shown below:
THE FAIRNESS OF THE CONVERSION TRANSACTION

[image: image3.wmf]Estimation of the Fairness of the Conversion Transaction:

(1) Equity Value of the Company From Exhibit Above

$106,810,000

(2) Revised Conversion Ratio

1.12580

(3) Total Number of Convertible Preferred Shares Outstanding before Conversion

594,000

(4) Number of Common Shares into which Preferred Shares are Convertible into (2)X(3)

668,725

(5) Number of Common Shares Owned by Smith

518,000

(6) Total Number of Shares After Conversion (4)+(5)

1,186,725

(7) Equity Value of Company per Share after Conversion (1)/(6)

$90.00

(8) Total Value of Converted ESOP Shares before Smith Purchase (4)X(7)

$60,185,250

(9) Agreed Dividend Payment to be Made before Closing

0

(10) Total Consideration Paid to ESOP upon Conversion (8)+(9)

$60,185,250

(11) Total Value of Preferred Stock as Estimated Above

60,024,101

(12) Payment to ESOP in Excess of Value (10)-(11)

$161,149




As can be seen, this portion of the Smith Transaction turned out to be fair to the ESOP since the total value of the common stock that the ESOP would receive upon the conversion of its preferred stock was greater than or equal to the fair market value of the preferred stock.



The value of the preferred stock included the present value of the expected dividends (to call) and the conversion value of the common stock.


B.
Now, I will discuss the ESOP’s simultaneous purchase of Smith’s 
518,000 common shares.  Our opinion on this involved two basic steps — whether the ESOP would be paying more or less than adequate consideration for the shares in terms of the price paid and whether the financing terms provided by Smith were fair to the ESOP from a financial point of view.


1.
The fairness of the purchase price.  This analysis is shown as follows:

THE FAIRNESS OF THE PURCHASE PRICE


[image: image4.wmf]Estimation of the Fairness of the Purchase Price Paid to Smith:

(1) Equity Value of the Company From Exhibit Above

$106,810,000

(2) Total Number of Shares After Conversion From Previous Exhibit

1,186,725

(3) Equity Value of Company per Share after Conversion (1)/(2)

$90.00

(4) Price per Share Paid to Smith for his Shares From Stock Purchase Agreement

$87.07

(5) Number of Common Shares Owned by Smith

518,000

(6) Value of Smith's Stock before Purchase (3)X(5)

$46,620,000

(7) Total Amount to be Paid by the ESOP for Smith's Shares (4)X(5)

45,102,000

(8) Payment by ESOP to Smith in Excess of Value (6)-(7)

$1,518,000




As can be seen above, based upon our valuation, we estimated that the value of the common stock being purchased by the ESOP would be at least equal to or greater than the purchase price to be paid.



It should be noted here that we valued the Company on a controlling interest basis, since the ESOP would end up with a controlling interest in the stock of the Company.


2.
The fairness of the financing arrangement.  As indicated in the exhibit above (on the screen) on line (7), ESOP will purchase Smith’s remaining common stock in the Company for a total purchase price of 
$45,102,000.  The ESOP will finance this 
$45,102,000 with a note (the “Note”).  The Note will bear an annual interest rate of 
5.09% and there will be 
10 
annual payments of 
$5,755,316.40, which include both principal and interest.  The first payment will be made by the ESOP on 
September 27, 2008.  We won’t get into this Note and why it was exchanged for the Exchange Note that I will discuss shortly.



We opine as to the fairness of the financing arrangements related to the ESOP’s purchase of Smith’s shares, including the reasonableness of the interest rates on the ESOP Note and the Exchange Note (see below), and that the interest rate and other terms (including warrants) on such Notes are not less favorable to the ESOP than terms that would result from arm’s length negotiation between independent parties.



On the closing date, Smith will exchange the Note for the Exchange Note.  The Exchange note has stock purchase warrants (“Warrants”) attached.  The Company will guarantee this Note.  The Note will bear an interest rate of 
10%.  Equal payments of 
$1,783,792.80
, including interest and principal, will be made 
quarterly for a total of 
10 years.  The first payment will be made by the ESOP on 
September 27, 2008.



The Warrants will allow Smith to purchase a total of 
12% of the equity of the Company 
10 years from the date of the Transaction at a price equal to the estimated equity value of the Company just after the Transaction.  We estimated this exercise price to be 
$63.24 (see the exhibit on the screen or below).  If we assume that the value of the Smith stock will increase at a compounded annual rate of 
10% (conservatively high), the difference between the total value of the stock that the Warrants would purchase and the total cost of exercising those Warrants would be approximately 
$16,310,163.  We estimated that the total compounded annual rate of return to Smith on the Note/Warrants combination would thereby be approximately 
12.53%.
  These computations are scheduled in below (on the screen):
THE FAIRNESS OF THE NOTE/WARRANTS COMBINATION

[image: image5.wmf]Estimation of the Fairness of the Smith Note with Warrants:

(1) Equity Value of the Company From Exhibit Above

$106,810,000

Exchange Note Terms:

(2) Total Amount to be Paid by the ESOP for Smith's Shares from Previous Exhibit

$45,102,000

(3) Amount of Exchange Note for Purchase (2)

$45,102,000

(4) Interest Rate on Exchange Note

10%

(5) Exchange Note Payments per Year

4

(6) Total Number of Payments

40

(7) Period Payment Based on (3), (4), (5) and (6)

$1,783,792.80

Warrant Terms:

(8) Percent of Equity that Warrants Will Purchase

12%

(9) The Value of that Equity Interest before the ESOP Stock Purchase (1)X(8)

$12,817,200

(10) Estimated ESOP Tax Loan Adjustment Based on Exchange Note Information and Tax Rate

13,342,472

(11) Adjusted ESOP Exchange Note Amount (3)-(10)

$31,759,528

(12) Estimated Post Deal Equity Value of Company without Warrant Capital (1)-(11)

75,050,472

(13) Total Number of Shares After Conversion From Previous Exhibit

1,186,725

(14) Total Number of Shares After Conversion with Warrants (13)/(1-(8))

1,348,551

(15) Exercise Price (19)/(14)

$63.24

(16) Number of Warrants Issued with Exchange Note (8)X(14)

161,826

(17) Cost of Exercise Warrants (15)X(16)

10,233,876

(18)  Assumed Annual Percent Increase in Price of Smith Stock and Warrant Capital

10%

(19) Estimated Post Deal Equity Value of Company with Warrant Capital (12)/(1-(8)) and approx. (12)+(17)

$85,284,627

(20) Estimated Value of Warrant Stock Ten Years Hence Based on (1), (6) and (18)

$26,544,039

(21) Estimated Benefit to Smith of Warrant Exercise Ten Years Hence (20)-(17)

$16,310,163

(22) Estimated Internal Rate of Return to Smith on Note/Warrant Combination Based on (3), (7) and (21)

12.53%




In order to address the fairness of the terms of the Exchange Note, including the Warrants, we must determine if this return of 
12.53% is consistent with the debt/equity market available to the ESOP for alternative financing.  We believe that the Exchange Note represents mezzanine financing and we consider the following factors in our analysis of the applicability of the return:

a.
Although there is no senior financing associated with the ESOP purchase of Smith’s shares, the Company has senior debt which includes a line-of-credit as well as equipment financing.  The Exchange Note would be subordinate to such debt.

b.
Without considering payments made on the senior debt, the Company’s coverage of EBIT to Exchange Note payments is only 
2.07.


c.
The Company serves the residential construction sector, which is not in great favor with the investing community as of the transaction date.  It is, therefore, unlikely that a significant portion of the ESOP stock purchase could be financed with additional senior debt.



Considering these factors, it was our opinion that the return of 
12.53% is very low and, therefore, fair to the ESOP from a financial point of view.  This is consistent with our analysis of similar note arrangements in the recent past.  More recently, we discussed this matter with a merger and acquisition specialist
 who wrote an article about mezzanine financing.  Based upon his considerable experience, he presented the following table which addressed the expected rates of return and general terms for the three main forms of acquisition financing:
EXPECTED RETURNS ON FINANCING OPTIONS

[image: image6.png]Senior Lending, Mezzanine Financing and Equity Compared

Characteristic

Senior Lender

Mezzanine Investor/Lender

Equity Investor)

Instruments Loan Loan + Warrants Stock
Interest Coupon Prime + 12-14% Generally None
Principal Yes — paid with interest No - paid at termination N/A
Expected Return Interest and fee 20%-30% IRR 40% + IRR
Duration Approx. 3 years 3 -5 years 3-7 years
Seat on Board No Negotiable Yes







The article that this table came from was written in 2004.  According to the author, the expected returns are even higher in the current acquisition financing environment.  As can be seen above, typical mezzanine financing involves a loan with warrants where the interest coupon is between 12% to 14% and the total expected return (internal rate of return) is from 20% to 30%.  Even though the Exchange Note has a duration of 
10 years from the date of the Transactions instead of the three to five years shown in the above table and the principal payments are amortized over the term of the loan, we opined that the 
12.53% return to Smith is very conservatively low.


Another way to view the Exchange Note/Warrants combination is to view it in terms of the value of the Exchange Note without the Warrants and then to add the fair market value of the Warrants.  We valued the Warrants, using the Black Scholes formula, at 
$5,379,096.  We believe that the appropriate way to value the Exchange Note/Warrants combination is to discount the value of the Warrants and the expected payments on the Exchange Note at a discount rate that is commensurate with the rate of return that one would expect from this type of mezzanine financing.  As explained above, it appears that the expected rate of return would be close to 30%.  In the graph below (or on the screen), we show the sensitivity of the Exchange Note/Warrants combination value to the expected rate of return.

NET PRESENT VALUE OF THE EXCHANGE NOTE
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As can be seen in this graph, the value of the Exchange Note/Warrants combination is significantly below the fair market value of the stock received by the ESOP from Smith which was 
$46,620,000, as previously discussed.



So, based upon these analyses, we were able to opine that all parts of the transaction were fair from a financial point of view.

III.
The Jones ESOP Transaction.  Now, I will turn my attention to the Jones Transaction and, specifically, the applicability and measurement of the tax shield.

As we all know, the ESOP, as a tax-exempt trust, is not normally subject to federal income taxes.  When an S Corporation is entirely owned by an ESOP, no federal taxes will be paid on the taxable income of that corporation.

So far, the Valuation Advisory Committee of the ESOP Association has opined that, generally, this tax benefit is not directly taken into account in the annual update ESOP valuation.


If, however, there is an offer to purchase the 100% ESOP-owned S Corporation, the trustee must consider, when it is selling its Company stock, that it is giving up not only the stock but the right to receive the income generated by the Company on a federal income tax free basis.  The present value of this right is defined as the tax shield.

If we assume that, without the current offer to purchase the Company, the Company would operate as a going concern, owned by the ESOP and receiving the benefits of the tax shield forever, then the value of the tax shield is the present value of the taxes that the Company would have paid as a C Corporation in perpetuity.


A.
We must, however, consider the following:


1.
Aside from the current offer, some other exit might be sought by the ESOP including selling to another buyer, going public or selling to key employees of the Company.

2.
At some time in the future, legislative changes might cause the ESOP to cease receiving S Corporation benefits.  Such legislation has been considered by Congress at least once since ESOPs became eligible to be shareholders in an S Corporation.  Clearly, some weight must be given to this probability.

B.
How do we measure the value of the tax shield if it is somewhat less than the present value of the C Corporation tax bills in perpetuity?


1.
We could take the present value of a limited number of annual hypothetical tax payments and/or we could use a higher discount rate to represent the additional risk that the benefits may not be received in the future.


2.
Naturally, we would prefer that any adjustment that we make to the full value of the tax shield to be received in perpetuity would be made in the same way that other appraisers would handle the question.

C.
Polling ESOP professionals.  Dick May, of Duff & Phelps, suggested three individuals who were employed by companies that act as independent trustees as possible players with sufficient experience to yield some useful polling results.  The following are some observations made by those who were polled:

1.
To expect tax shield benefits for more than five years in the future would probably not be reasonable.  The appropriate number of annual tax benefits would probably be between three and five depending upon the Company’s specific situation and the legislative environment at the time of the transaction.

2.
The nature of the offer must be given some consideration.  For example, if, after shopping the Company, the offer being made is much higher than the market as perceived by the appraiser, then it may be rather imprudent not to accept the offer, even if the amount of that offer is less than the appraised value plus an estimate of the value of the tax shield.  After all, if the ESOP could realize a value that is essentially higher than fair market value due to the payment of some type of premium (synergistic, strategic or other) by the buyer, then the participants may miss a significant opportunity if the offer is not accepted.

3.
Diversification.  We must consider that, if the ESOP accepts the offer, tax shield value notwithstanding, the portfolio of the ESOT will be much more diversified after the transaction.

D.
There are other questions that have come to my attention since the Jones Transaction.  For example, what if the ESOP owns only 40% of the S Corporation instead of 100%?  Should the ESOP attempt to block the acceptance of a good offer if it is not fully compensated for the loss of its tax shield?  That goes beyond the scope of this small presentation, but it should give the attendee some idea of the questions that it is necessary to deal with when considering the tax shield.
�The payments were based on a 360-day year consistent with bank practices.


�The internal rate of return calculation is not actually shown in the exhibit.  I used the IRR function in Excel.


�This specialist, Mark Gould, was a founding co-owner of Vercor Advisors, an M&A firm.  Our discussion with him occurred on September 10, 2007.
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