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Normalizing financial statements is the procedure for removing the impact that
nonoperating assets and liabilities and nonrecurring or unusual income and expense items
exert on the “normal”—or continuing—financial results of a company. Such a procedure is
performed in order to establish a level of normal operations, and related operating results,

that reasonably can be relied on to develop the valuation of an ESOP sponsor company.

INTRODUCTION

Recent estimates indicate that there are approx-
imately 6,600 employee stock ownership plans
(“ESOPs”) covering approximately 14 million
employee participants in the United States, and
controlling approximately $1.4 trillion in corporate
value (approximately 8 percent).l

ESOP regulations require that, at least annually,
an ESOP sponsor company, representing the entity
in which the ESOP participants own shares, must
be appraised by an independent, qualified financial
adviser to facilitate the administration of the ESOP.

While this discussion provides some general
background regarding ESOPs, it is not intended to
provide a detailed analysis regarding ESOP regula-
tions, or the intricacies associated with forming and
operating an ESOP. The valuation of an ESOP spon-
sor company should comply with generally accepted
valuation practices and with business valuation
standards. These practices and standards include
the analyst’s consideration and application of one or
more valuation methods within the three generally
accepted business valuation approaches:

1. The income approach

2. The market approach
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3. The asset-based approach

This discussion assumes that the reader pos-
sesses a basic level of familiarity with the generally
accepted business valuation approaches and under-
lying methods. Based on this premise, this discus-
sion will not present a detailed analysis regarding
the implementation of generally accepted business
valuation approaches and methods.

Rather, this discussion focuses on financial
statement normalization considerations that have
the potential to exert a significant impact on the
expected earning potential and, therefore, on the
estimated value, of an ESOP sponsor company.

ESOP BACKGROUND

An ESOP is a qualified, defined contribution employ-
ee benefit plan in which the sponsor company
makes annual contributions. ESOPs were designed
as a tax-advantaged mechanism for transferring
ownership into the hands of American workers.

When establishing an ESOP, the sponsor com-
pany sets up a trust fund. There are two basic forms
of an ESOP: (1) nonleveraged and (2) leveraged.
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A nonleveraged ESOP trust, or ESOT, is funded
without the use of debt, and the annual contribu-
tions are made in the form of sponsor company
stock, or in cash to purchase existing sponsor com-
pany stock. The sponsor company shares held by a
nonleveraged ESOP are allocated to individual par-
ticipant accounts, generally on the basis of relative
compensation.

A leveraged ESOP trust is funded through bor-
rowing money to purchase shares in the sponsor
company. The purchased shares are held in a sus-
pense account and a proportionate number of shares
are released as the ESOP loan is amortized. As the
shares are released from the suspense account, they
are allocated to individual participant accounts.

The sponsor company makes annual, tax-
deductible contributions to the ESOP typically
represented by the principal and interest payments
made to pay down the underlying loan.

The Employment Retirement Income Security
Act of 1974 (“ERISA”) sets the minimum standards
for many retirement and health plans, including
ESOPs. ESOP fiduciaries must comply with the rules
and standards of conduct set by ERISA. An ESOP
fiduciary is considered to be anyone with authority
or control over the assets of the ESOP, or anyone
who participates in the management or administra-
tion of the plan.

ERISA established both the U.S. Department of
Labor (“DOL”) and the Internal Revenue Service
(“Service”) as federal oversight agencies for ERISA.

It is important for fiduciaries to ensure they
comply with ERISA. Failure to comply can result
in costly fines and penalties. The most important
requirement provided by ERISA is that the fiduciary
must act in the best interest of the beneficiaries and
plan participants of the ESOP.

This requirement includes overseeing the acquisi-
tion of employer shares by the ESOP. According to the
DOL and the Service, an ESOP may not pay more than
“adequate consideration” for the shares acquired.

Federal statutes mandate that private companies
provide participants with “put” options. With a
“put” option, the sponsor company and/or the ESOP
must repurchase the departing employee sponsor
company shares at a price no less than fair market
value (“FMV”).

A generally accepted definition of FMV is stated
in Revenue Ruling 59-60 of the Internal Revenue
Code. The Service defines FMV as “the price at
which the property would change hands between a
willing buyer and willing seller when the former is
not under any compulsion to buy and the latter is
not under any compulsion to sell, both parties hav-
ing reasonable knowledge of relevant facts.”
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Publicly traded companies with ESOPs gener-
ally can rely on prices established by arm’s-length
transactions in the market, as published in public
exchanges, to establish the FMV of sponsor com-
pany stock. A sponsor company with stock that is
thinly traded (i.e., subject to low trading volume)
may be required to engage an independent financial
adviser to estimate the FMV of the ESOP stock.

However, the majority of ESOP sponsor compa-
nies are closely held with no public market for their
shares. When this is the case, a primary fiduciary
responsibility of an ESOP trustee is to set the FMV
of the sponsor company securities owned by the
ESOP.

ESOP trustees are required by the DOL to obtain
a third-party independent valuation of the sponsor
company stock held by the ESOP at least annually,
though many sponsor companies are valued more
frequently for ESOP purposes (e.g., semi-annually
or quarterly).

These recurring ESOP valuations generally
are referred to as “valuation updates.” Valuation
updates are integral to annual ESOP administration
procedures. In addition, an ESOP trustee may retain
the services of a financial adviser for a proposed
transaction involving the ESOP, either as a buyer
or a seller.

Although the financial adviser is tasked with
providing the trustee with an independent estimate
of the FMV of the sponsor company shares, it is
ultimately the trustee’s fiduciary responsibility for
procuring, reviewing, and accepting the FMV of the
sponsor company securities owned by the ESOP.

If the trustee were to set the share price as
something different than that recommended by the
financial adviser, the trustee would need to provide
an explanation for the difference.?

FINANCIAL STATEMENT
NORMALIZATION
CONSIDERATIONS FOR ESOP
SPONSOR COMPANY VALUATIONS

A financial adviser typically faces many decisions
when performing a sponsor company stock valua-
tion. One typical decision is whether to apply valu-
ation adjustment and normalization adjustments.

The term “valuation adjustment” generally is
recognized within the valuation profession as an
umbrella term. Often, the term is used to describe
adjustments applied to the initial result of a valua-
tion process in order to arrive at the desired level of
value based on the ESOP ownership interest.
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The generally accepted levels of value regarding
the stock of a sponsor company typically are catego-
rized as one of the following:

1. Controlling ownership basis—that is, exer-
cisable, voting control, generally on a mar-
ketable basis

2. Noncontrolling ownership basis—that is,
the absence of voting control, generally on
marketable basis3

Unlike the illiquidity inherent in the stock of
most private (i.e., nonpublic) companies, the “put”
right attached to the ESOP stock of a sponsor com-
pany creates a market for the security, rendering
the security “generally marketable.” The ultimate
liquidity created by an enforceable and financially
supportable put right is a topic beyond the scope of
this discussion.

However, it is important to note that the put
right associated with ESOP stock of a financially
viable sponsor company typically results in a signifi-
cant reduction, or even elimination, of the discount
for lack of marketability that otherwise would be
applied to estimate the FMV of the stock of a private
company.

Another frequently recurring valuation adjust-
ment consideration relates to whether nonoperating
assets (e.g., excess working capital, nonoperating
real estate, litigation awards) or liabilities (e.g., debt
on nonoperating assets, litigation claims) exist at a
particular valuation date. If so, such items typically
are added to (i.e., nonoperating assets) or subtract-
ed from (i.e., nonoperating liabilities) the estimated
operating value of the sponsor company to conclude
the final total value of the sponsor company equity.

Another analyst decision in all business valua-
tions is whether to normalize a company’s historical
financial statements.

While the valuation adjustments previously
discussed are made to preliminary indications of
the value of a sponsor company to arrive at the final
conclusion of value, normalization adjustments
typically are made to the reported financial state-
ments of the sponsor company to develop a normal,
or reasonable, expectation regarding the sponsor
company’s financial position and operating results.

Financial statement normalization involves
adjusting the sponsor company’s historical and pro-
spective financial statements for the impact of rec-
ognized accounting items that are determined not to
reflect the normal, ongoing operating performance
of the sponsor company.

Adjustments often should be made to a com-
pany’s reported financial results to develop a more
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accurate estimate of the long-term earning capac-
ity of the sponsor company. Typical adjustments
include those for extraordinary and/or nonrecur-
ring items, which may understate or overstate the
reported results of normal operations, and any
income or expense relating to nonoperating assets.

The resulting cash flow should represent the nor-
malized cash flow that stakeholders (i.e., debt and
equity investors) reasonably could expect the spon-
sor company to generate in future operating periods.

Depending on the sponsor company, there can
be a significant difference between operating results
reported in historical financial statements and the
adjusted/normalized operating results, thereby sig-
nificantly affecting the estimated value of the spon-
sor company and its underlying stock.

Financial statement normalization can provide a
financial adviser with a clearer picture of recurring
expenses, revenue, and cash flow, and a sound basis
for comparing the operating results of the sponsor
company with the operating results of guideline
companies and industry metrics.

Additionally, a rational and well-executed nor-
malization process can provide a solid foundation
for developing future performance expectations for
the sponsor company and understanding the spon-
sor company’s risk exposures.

In addition to considering extraordinary and/
or nonrecurring items, a financial adviser may
need to consider normalization adjustments relat-
ing to discretionary expenditures. The necessity for
and appropriateness of discretionary expenditure
adjustments generally is dependent on the level of
ownership control the ESOP has over the sponsor
company.

However, this statement is only true if an ESOP
trustee is (1) acting as controlling shareholder and
(2) acting independently from the employer corpo-
ration owners/decision makers.*

Careful scrutiny should be given to potential
normalization adjustments, as such adjustments can
exert a material impact on the estimated value of
the sponsor company and underlying ESOP shares.

As previously discussed, ESOP transactions are
measured by the “adequate consideration” stan-
dard. As a result, an overstated or understated ESOP
valuation can plague an ESOP sponsor company as
ESOPs determined to have paid more than adequate
consideration when buying, or receiving less than
adequate consideration when selling, can result in
serious financial ramifications for the parties to the
transactions.

Additionally, ESOP sponsor company valuations
ultimately determine the value of ESOP participant
retirement accounts. Therefore, a financial adviser
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should carefully consider and adequately support
any normalization adjustments.

The remaining sections of this discussion focus
on the considerations a financial adviser makes
when identifying and quantifying normalization
adjustments for sponsor company stock valuations.
Many of the considerations identified are also rel-
evant in non-ESOP valuation contexts.

Valuation adjustment (i.e., ownership control
and investment marketability) considerations are
discussed only to the extent they relate to, or are
affected by, the financial statement normalization
adjustments.

Financial Statement Normalization
Adjustments

It is important to note that when completing a
business valuation, there are certain normalization
adjustments that a financial adviser should consider
regardless of:

1. who owns the stock subject to valuation or

2. what level of ownership (i.e., controlling or
noncontrolling status) is represented by the
subject ownership interest.

These adjustments include unusual or nonrecur-
ring income and expense items. They should be
addressed to accurately reflect the expected finan-
cial performance and, ultimately, the value, of the
sponsor company.

A financial adviser should consider when and
how to make financial statement adjustments when
completing ESOP sponsor company valuations.
Normalization adjustments typically include those
for extraordinary and/or nonrecurring items.

The Financial Accounting Standards Board
(“FASB”) provides guidance in determining such
items. According to the FASB Accounting Standards
Codification (“ASC”) topic 225, an extraordinary
item is one that is both:>

Unusual in nature—the underlying event or
transaction should possess a high degree of
abnormality and be of a type clearly unre-
lated to, or only incidentally related to, the
ordinary and typical activities of the entity,
taking into account the environment in
which the entity operates.

Infrequent in occurrence—the under-
lying event or transaction should be of a
type that would not reasonably be expected
to recur in the foreseeable future, taking
into account the environment in which the
entity operates.
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One method frequently applied to identify
extraordinary and/or nonrecurring items is to per-
form year-over-year trend analysis. As implied,
trend analysis allows a financial adviser to review
historical operating relationships (e.g., balance
sheet accounts relative to total assets and income
or expense accounts relative to total revenue) over
time.

Trend analysis provides the financial adviser
with an understanding of recurring, or “normal,”
financial and operating relationships.

Such relationships can be analyzed by compar-
ing individual asset and liability categories with
total assets, and by comparing individual revenue
and expense categories with total revenue—a pro-
cess typically referred to as common-size trend
analysis.

However, not all normalization adjustments can
be identified based on reviewing the sponsor com-
pany’s historical financial statement trends as asset,
liability, revenue, and expense classifications can
change over time, thereby limiting the usefulness of
trend analysis.

The process of identifying and estimating nor-
malization adjustments requires informed diligence
on the part of a financial adviser.

The review and analysis of the financial and
operating records of the sponsor company typically
is supplemented by in-depth management inter-
views, sponsor company site visits, independent
industry and economic research, and potential
consultation with experts in relevant fields of spe-
cialization.

Such due diligence often provides the following:

1. A clearer picture of what can be considered
“normal” operations for the sponsor com-
pany

2. A solid foundation for any normalization

adjustments ultimately incorporated in the
valuation analysis

A noncomprehensive list of categories of typical
normalization adjustments includes the following:

B Nonrecurring revenue/expense items

B Separation of operating and nonoperating
items

B Change of accounting or generally accepted
accounting principles (“GAAP”) effects on
financial statements

The following discussion provides a more in-
depth explanation of the above-listed categories.
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Nonrecurring Revenue/Expense Adjustments

The income statement includes the economic
impact of all the reportable revenue and expense
events that took place during an accounting period.
However, there may be some events that occurred
that may not be part of the normal course of busi-
ness.

A financial adviser should carefully consider the
likelihood of the recurrence of the events and deter-
mine whether it is necessary to adjust the reported
financial statement results to produce a best esti-
mate of the sponsor company’s earning power.

Although nonrecurring items have cash flow
consequences, the focus of income normalization
adjustments is to provide insight into the core
operations of the sponsor company.

A financial adviser may add or subtract nonre-
curring items to eliminate their impact on reported
income. The normalization process should not be
interpreted as “correcting” the reported financial
results of the sponsor company.

The objective of the normalization process is to
eliminate the impact of reported items determined
to be unusual or nonrecurring in nature in order to
develop a reasonable expectation regarding normal
operating results for the sponsor company.

The following noncomprehensive list includes
examples of nonrecurring revenue/expense items
that may be present in ESOP sponsor company
financial statements:

B Nonrecurring expenses associated with the
ESOP installation

B Litigation costs, payments, or proceeds

B Unusual gains or losses on the sale of busi-
ness assets
B Property loss or extraordinary expenses due
to disasters such as fire, flood, hurricane, or
other casualty (both physical damage and
business interruptions) losses, and so forth,
not covered by insurance
Acquisition-related expenses
Restructuring-related expenses

Severance payments

Nonrecurring bad debt expense, such as the
expense associated with the write-down of a
note receivable

Certain nonrecurring items may have income
tax and/or regulatory consequences. It is important
for the financial adviser to understand these rela-
tionships and make appropriate adjustments for the
related consequences.
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Separation of Operating and Nonoperating
Items

It is typical for private companies to own nonoperat-
ing assets—assets that are not required for ongoing
business operations. Although nonoperating assets
may provide an income stream, this income stream
typically would not represent a normal part of busi-
ness operations. The liquidation of such assets would
not, in theory, impair ongoing business operations.

For example, it is not uncommon for a private
company to hold real estate for investment pur-
poses. If such real estate generates rental or lease
income which is not central to the operations of
the business, this income should be excluded from
normalized earnings.

If a financial adviser is applying the market
approach to estimate value, it would be reasonable
to consider eliminating any material nonoperat-
ing assets from the total asset base of the sponsor
company (assuming the asset base is incorporated
directly in the market approach analysis).

Associated with the removal of nonoperating
assets from the asset base of the sponsor company,
the financial adviser should normalize the reported
income of the sponsor company by eliminating any
reported income and expense attributable to the
nonoperating asset.

Ideally, such financial statement adjustments are
made early enough in the valuation process to allow
for the impact of such adjustments to be considered
in trend and financial statement ratio analysis. This
is particularly important if such analyses are used
to select guideline publicly traded companies and
develop pricing multiples.

It is important to note that some level of normal-
ization process may also be appropriate with regard
to the reported financial results of selected guide-
line companies (included in the guideline publicly
traded company method or the guideline merged
and acquired company method).

Normalizing financial statements typically facili-
tates a better comparison of operating results among
the subject sponsor company and the guideline
companies.

If the financial adviser removes income associ-
ated with nonoperating assets from the historical
and/or prospective operating results of the sponsor
company, the value of the related nonoperating
assets (less any associated debt) should be added
to the total indicated operating equity value of the
sponsor company (after consideration of any related
relevant valuation adjustments such as a discount
for lack of control, when appropriate).
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Accounting/GAAP Adjustments

A financial adviser should consider making
accounting/GAAP normalization adjustments.
Comparability is an important consideration in
business and stock valuations. Financial statements
issued over time that were prepared using the same
accounting practices and reported in a similar
fashion are considered to be comparable.

Financial statement comparability can become
challenging when companies employ a different set
of accounting practices for internal bookkeeping
and financial statement reporting purposes. This
statement is true even for companies that prepare
their financial statement in accordance with GAAP.

Unlike the financial statement reporting prac-
tices of large public companies, many closely held
companies’ financial statements are not audited or
prepared in accordance with GAAP.

Therefore, the financial adviser often evalu-
ates certain reported items and makes appropriate
adjustments to address the impact of differences
resulting from alternative accounting practices.
Normalization adjustments implemented to address
the impact of different accounting practices allow
for easier comparison of two or more companies
and/or comparison to industry metrics.

One accounting adjustment is to account for dif-
ferences in inventory accounting methods. These
differences include adjusting for the impact of:

1. utilizing the first-in, first out (“FIFO”)
inventory accounting method versus the
last-in, first-out (“LIFO”) method and

2. inventory write-down and write-off policies.

The different inventory accounting methods can
significantly affect the value of reported inventories,
which directly influence cost of goods sold and earn-
ings, and thus the value of the company.

Therefore, for consistency purposes, when imple-
menting the market approach, the financial adviser
should consider adjusting the earnings and asset val-
ues to the same inventory accounting method that
the guideline companies employ. This procedure
can be accomplished by using information provided
in the financial statements.

Additional items that may be subject to account-
ing method normalization adjustments include the
following:®

B Depreciation methods and schedules

B Depletion methods and schedules

®  Allowance for doubtful accounts

B Adequacy or deficiency of liabilities (e.g.,
pension termination liabilities, deferred
income taxes, and unrecorded payables)
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B Treatment of intangible assets (e.g., lease-
hold interest)

B Policies regarding the capitalization or
expensing of various payments

B Timing and recognition of revenue and
expenses (e.g., contract work, installment
sales, sales involving actual or contingent
liabilities, and prior period adjustments)

B Net operating losses carried forward

B Adequacy or deficiency of assets (e.g.,
excess or deficient net working capital)

B Discontinued operations

ESOP-Specific Normalization
Adjustments

There are some typical ESOP-specific normaliza-
tion adjustments a financial adviser should consider
when developing a valuation of a sponsor company.
These considerations include adjustments relat-
ing to the impact of (1) stock appreciation rights
(“SARs”) and phantom stock and (2) ESOP contri-
bution expense.

SARs and Phantom Stock

For some ESOP companies, a component of the
overall executive compensation scheme is a benefit
represented by stock-based incentives. Stock-based
compensation is the practice of compensating key
employees based on the sponsor company stock
price. This is a typical practice in public companies
and a prevalent issue for private companies that are
competing with public companies for talent.

The primary purpose of stock-based compen-
sation plans is to align the economic interests of
the shareholders with the managers of the spon-
sor company. Stock-based compensation can take
the form of incentive stock options, nonqualified
stock options, restricted stock, SARs, and phantom
stock.

SARs and phantom stock represent two com-
mon types of synthetic equity. These compensation
components are deemed synthetic equity because
no actual ownership interest is transferred to execu-
tives in these plans.

The employee is awarded based on the apprecia-
tion of sponsor company stock on which the com-
pensation plans are based. Plans are settled in cash
without diluting the ESOP’s equity interest in the
sponsor company.

For the purpose of financial reporting, SARs
and phantom stock plans are forms of deferred
compensation. The related benefits are accrued as
bonus expenses in the operating statement of the
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sponsor company through the eligibility period that
the eligible employee can exercise the awards.

To ensure the bonus expense is reflected in the
historical and prospective financial statements, the
financial adviser may obtain and review the deferred
bonus agreement.

The financial adviser may make normalization
adjustments to both the historical and the prospec-
tive financial statements if it is discovered that the
deferred bonus costs are not appropriately included
in the financial statements.”

ESOP Contribution Expense

A financial adviser should understand the annual
ESOP contribution and the accounting associated
with it before determining whether to make an
adjustment.

A leveraged ESOP trust is funded by borrowing
money to purchase shares in the sponsor company.
Typically, a loan is established with the participa-
tion of both the sponsor company and the ESOP.
Sponsor companies are required by GAAP to record
the debt on the balance sheet of the plan sponsor
as negative equity in an account titled “unearned
ESOP shares.”8

This account represents the shares that are held
as collateral for the ESOP debt. Within the ESOP,
these shares are held in a suspense account.

The company makes annual tax-deductible con-
tributions to the ESOP for both the principal and
interest of the ESOP loan. As the loan is amor-
tized, the sponsor company credits (reduces) the
unearned ESOP shares account at the historical cost
of the sponsor company stock.

An account called contribution expense is then
debited (charged) as an expense equal to the FMV
of the shares being released from the suspense
account.

As the sponsor company stock increases in
value, the ESOP contribution expense increases as
well.

Contribution expense can vary significantly for
many reasons, which can be challenging for a finan-
cial adviser when assessing the reasonableness of
reported contribution expense. It may be appropri-
ate to eliminate the reported ESOP contribution
expense and replace it with a market-derived, or
industry-average, retirement benefit level in order
to normalize operating results.

Any adjustment to reported contribution expense
should make economic sense for valuation purposes.
There are certain factors a financial adviser should
consider, including the following:
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B Leveraged ESOPs generally report higher-
than-normal contribution expenses for sev-
eral reasons. It is common for a leveraged
ESOP to contribute more than required to
cover principal and interest payments in
order to pay down debt at an accelerated
rate.

Without adjustment, this practice can
exert a direct impact on the equity price
due to the related reduction in earnings.
Furthermore, required contribution levels
can limit the sponsor company’s ability to
reduce cash contributions in the event the
sponsor company stock price increases.

B The maturity of the ESOP should be consid-
ered. Newer ESOPs may experience greater
fluctuations in stock price, while more
mature ESOPs may face significant repur-
chase obligations, each having their own
unique impact on contribution expense.

B  The early departure of participants can
impact contribution expense as significant
redemptions can result in increased contri-
bution expense.

B A repurchase study may provide insight to
the level of contribution expense that is
expected in the future.

In addition to evaluating the characteristics of
a sponsor company’s ESOP contribution expense,
a financial adviser should interview management
regarding expected contribution levels. This proce-
dure may help provide insight into the specifics of
ESOP contributions that are not obvious from ana-
lyzing financial statements alone.

Control-Related Normalization
Adjustments

If an ESOP owns a controlling position in the spon-
sor company, and certain normalization adjust-
ments are deemed appropriate, it is important to
consider how the normalization adjustments may
affect the level of valuation adjustments incorpo-
rated later in the valuation process.

For example, any adjustments to normalize dis-
cretionary expenses that result in an increase in
earnings and an ultimate increase in value should
be taken into consideration when estimating a con-
trol premium that might be applied as a valuation
adjustment. This circumstance is true in valua-
tions of both ESOP-owned sponsor company stock
and any other type of controlling equity ownership
interest.
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In the context of an ESOP, control-related nor-
malization adjustments should only be made if the
ESOP trustee is willing to (1) act as a controlling
shareholder and (2) act independently from the
employer corporation owners/decision makers.

There is a spectrum of ownership control ranging
from (1) absolute operational control to (2) a total
lack of any operational control.

In some cases, the determination of ownership
control is straightforward; however, the assessment
of ownership control, from an operational basis, is
not always a clear-cut issue. The degree of control
inherent in an ESOP-owned block of sponsor com-
pany stock may fall anywhere along the ownership
control continuum and may be affected by a number
of factors.

To determine the degree of control, a financial
adviser should consider the following:

1. The percentage of outstanding shares owned
by the ESOP

2. The rights inherent in the ESOP-owned
block of sponsor company stock

3. The inherent control in the remaining
sponsor company stock that is not owned
by the ESOP trust

Ownership control can depend on several fac-
tors, including the following:?

B Which party controls the sponsor company
board of directors

B Which party controls the sponsor company
CEO and other executive management posi-
tions

B What are the key contractual provisions
in the ESOP trust documents and sponsor
company stock purchase agreement

B State corporation laws in the state where
the sponsor company is incorporated

When assessing the level of ownership con-
trol inherent in an ESOP ownership interest, it
is important for the financial adviser to obtain
and review relevant sponsor company documents.
Such a review is important because the applica-
tion of control-related valuation adjustments does
not always relate to whether the ESOP trust owns
a noncontrolling interest (less than 50 percent
ownership of the sponsor company’s outstanding
shares).

There are ESOPs that enjoy contractually grant-
ed elements of ownership control even if the ESOP
owns a noncontrolling interest in the sponsor com-
pany equity.
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In addition to the usual records required for a
valuation engagement, the financial adviser may
obtain and review the ESOP document, the ESOP
trust document, any ESOP loan documents, the
relevant stock purchase agreement, and relevant
Forms 5500.

When valuing a controlling ownership interest
for ESOP purposes, similar to such a valuation com-
pleted for non-ESOP purposes, the financial adviser
should understand the facts and circumstances
specific to the sponsor company to determine the
relevance and level of valuation adjustments.

A noncomprehensive list of normalization adjust-
ments that typically relate to a controlling owner’s
discretionary expenditures are as follows:10

B Excess shareholder/employee compensation

B Employee compensation expense related
to less than fully productive shareholder
friends and relatives who may be included
on the sponsor company payroll

B Shareholder-related personal expenses that
are paid by the sponsor company

B Above-market rents/rates paid by the spon-
sor company for the lease of controlling
shareholder-owned real estate or other
assets, or the purchase of controlling share-
holder-provided services or products

Financial advisers may consider an adjustment
for excess compensation of key employees. In
private companies, compensation to owners and
managers may be based on the desires of the owner
rather than the value of the services performed by
those individuals.

In an ESOP sponsor company valuation, it is
only appropriate to make a compensation adjust-
ment if the compensation policies are likely to
be changed. If the higher level of compensation
is expected to continue into the future, the ESOP
sponsor company valuation should reflect the ongo-
ing compensation practices.11

In addition to owner/employee compensation,
owners may take out what normally would be con-
sidered profits in the form of compensation and
personal expenses. Typical examples may include
personal car expenses, travel and meal expenses,
and certain professional fees. These expenses gen-
erally benefit the owners and deviate from the costs
required to operate the business.

The financial adviser should consider if employ-
ee compensation expense includes any employees
who are on the sponsor company’s payroll but do
not actively participate in the operations of the
business. Often there are family members of the
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owners who receive some level of compensation
from a company without employment capacity. In
these situations, compensation expenses should be
adjusted.

In the valuation of a controlling ownership
interest, discretionary expenditures typically are
adjusted to a market-derived, or industry-average,
expense level. The normalization of discretionary
expenditures does not imply that the hypotheti-
cal willing buyer will not make any discretionary
expenditures. Rather, the procedure recognizes that
the buyer and seller may not make the same discre-
tionary expenditures.

However, it would be rare for an ESOP sponsor
company to report discretionary expenses or relat-
ed-party expenses to the detriment of the ESOP,
particularly if the ESOP maintained ownership con-
trol or was under the oversight of an independent
trustee.

In the valuation of a noncontrolling interest,
the financial adviser may not make normalization
adjustments for discretionary expenditures. This is
because the noncontrolling block of sponsor com-
pany stock cannot affect the type/amount of a con-
trolling shareholder’s discretionary expenditures.

Therefore, the buyer of the noncontrolling block
of sponsor company stock will not have control over
the type/amount of the controlling shareholder’s
discretionary expenditures.

It is important to note that although a financial
adviser should consider the need to normalize dis-
cretionary expenditures, in theory this should not
be an issue in an ESOP sponsor company valuation
based on the existence of a trustee(s) who main-
tains the responsibility of protecting the ESOP’s
economic interests.

In some instances, the ESOP administrators
and the named fiduciary (i.e., the party primarily
responsible for the plan) are representatives of the
sponsor company. A trustee who is simply taking
directions from sponsor company representatives
is vastly different than an independent trustee who
makes independent decisions.

If the ESOP trustee is not independent, then the
company (through its board of directors) has the
primary fiduciary duty to act in the best interest of
the ESOP participants.

SUMMARY AND CONCLUSION

A well developed valuation of a sponsor company
completed for ESOP purposes typically includes
an assessment of historical operating results. This
assessment frequently results in a “normalization”
process, during which the impact of nonoperating
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assets and liabilities and unusual or nonrecurring
income and expense items are adjusted from the
historical financial results of the sponsor company.

This normalization process is appropriate because
it enables a potential investor to assess the true and
continuing economic earning capacity of the sponsor
company. The experienced financial adviser should
be well versed in the normalization process.

A credible sponsor company value conclusion
can be developed if the valuation is based on a sup-
portable level of expected economic earnings for
the sponsor company, typically achieved through a
diligent normalization process.
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