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The Effects of Executive Benefits on Value

This discussion will cover the effects of various types of executive compensation on the value of an ESOP company’s stock.  The effects are normally the result of changes in the income and cash flow capacity of the company.

Cash Compensation

Adding back executive compensation

Let us say that the selling shareholder/executive has been taking a substantial cash compensation from his or her company.  The question now arises:


**
Should some of this compensation be added back to the income and cash flow of the Company since it might be considered to be excess compensation?

Before we decide whether any part of the salary should be added back, we need to ask a few questions.


**
Will compensation to the shareholder/executive change after the ESOP?

If the shareholder will continue to take the same high compensation, the earnings and cash flow capacity of the company are not enhanced by the excess compensation.

Only in the case of a synergistic acquisition or merger in which the shareholder is replaced might removal of any excess compensation add value to the company’s stock by adding to the earnings and cash flow capacity of the company.


**
If we decide that some adjustment for excess compensation should be made, then how much should that be?

Assuming that the shareholder/executive will take a reduction in compensation or that we are valuing the company for a potential synergistic merger, we must then estimate the excess compensation.

There are computer databases, annual SEC filings of comparable companies and other sources that can be used to estimate what competitive compensation might be.

Subtracting Future Executive Compensation

The key to adjusting income or balance sheets for various reasons is to determine if the economic events are unusual and/or non-recurring.  One of the primary reasons that an appraiser will make adjustments to the income statements, cash flow statements or balance sheets is to arrive at the most accurate picture of a company’s on-going earnings capacity, cash flow capacity or financial position.

If cash flow, for example, is distorted by excess compensation made to a shareholder/executive; and that executive will take a reduction in salary going into the future, then it might be appropriate to make sure that the cash flow capacity reflects that reduction in compensation.

It might, therefore, also be appropriate to make an adjustment if executive compensation will become unusually higher in the coming years.  We have seen this increase in compensation happen several times in the last few years.  In one case, the selling shareholders took a bonus to make up for the dividends that they would not be receiving after the sale of their shares.  Any such additional compensation should be reflected in the current cash flow capacity of the company being valued.

Retirement Plans

The same rules about unusual and non-recurring items that apply to cash compensation also apply to deferred compensation, such as retirement plans.

The big question that comes up here has to do with adjustments to the ESOP expense.  Our question from a valuation standpoint is:


**
To what extent, if any, is the ESOP expense part of a capital transaction as opposed to an employee benefit expense?

The answer to this question is simply a matter of the facts of the case.  Let us say, for example, that the ESOP is very highly leveraged, the contributions are 25% of covered payroll and, within the industry, normal contributions to an employee retirement plan are 3% of payroll.  In such a case, I believe that some significant adjustment to the ESOP expenses are appropriate.

Stock Options

Stock options are options that give the employees the right to acquire company stock at a specific price for a specific period of time.  The expenses associated with stock options are generally governed by SFAS 123.


**
Should there be any adjustment to the stock option expense when preparing a valuation of the company for ESOP purposes?

The answer to this question is generally no.  Unless the amount of the expense is somehow unusual and/or non-recurring, there should be no adjustment.

The next question has to do with dilution:


**
To what extent are employee stock options dilutive?

Normally, if the option exercise price is equal to or less than the current value of the stock (as diluted), then it will be diluted even if the option is still unvested.

