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ESOP Valuations

What the DOL has found
Auditor’s responsibilities and related auditing 
standards
ESOP Valuation Considerations from the Appraiser’s 
point of view
Q&A

American Institute of CPAs®

ESOP Valuation Issues

59 – ESOP audits reviewed by the DOL

13 – full-scope audits, the CPA failed to review the       
appraisal of the employer stock

7 – limited-scope audits, 
- failure to obtain a certification from a “qualifying” entity, or
- Failure to obtain a certification that was consistent with the 

plan’s reporting period
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ESOP Valuation Issues

Auditors have not adequately audited the fair value
• Reviewing qualifications of the appraisal firm
• Reviewing the appropriateness of the assumptions used
• Only work performed was to obtain the valuation report from 

management and agree to the financial statements

Inadequate documentation 
• No review indicated or no documentation that the valuation 

report was reviewed with management
• No review of the assumptions for reasonableness (business 

growth, discount rates, profitability)

American Institute of CPAs®

Auditor Responsibilities

Using the work of an expert
• SAS 73 addresses the auditor’s responsibility relating to the use 

of an expert
• Does the expert have the necessary competence, capabilities, 

and objectivity
- Personal experience
- Discussions with the specialist
- Knowledge of the specialist’s qualifications, memberships in 

a professional body or industry association
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Evaluation of the Work of the Specialist

Making inquiries of the specialist
Reviewing working papers and reports of the 
specialist
Performing corroborative procedures, such as
• Examining published data from reputable, authoritative sources
• Confirming relevant matters with third parties, if applicable
• Performing detailed analytical procedures
• Performing calculations

Engaging in discussions with another specialist 
with relevant experience
Discussing the report with management

American Institute of CPAs®

Reasonableness of the Work of the Specialist

Presented in a manner consistent with any 
standards of the profession or industry of the 
specialist
Clearly expressed the scope of the work performed 
and the standards applied
Based on an appropriate period and taking into 
account subsequent events when relevant
Based on appropriate consideration of errors or 
deviations encountered by the specialist
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Other Responsibilities

Auditor has sole responsibility for the opinion 
• Can’t delegate to specialist

Auditor concludes that the work of the specialist is 
adequate for the auditor’s purposes
Adequate audit evidence
Verifying the source data that is significant to the 
work of the specialist
• Reasonableness of the procedures performed and assumptions 

used

American Institute of CPAs®

ESOP Employer Stock Valuation 
Considerations
1. Different types of ESOP-related financial advisory 

opinions
2. ESOP employer stock valuation and fair market value
3. Content of the employer stock valuation report
4. Qualifications of the employer stock business 

appraiser
5. Generally accepted valuation approaches and 

methods
6. ESOP-specific valuation considerations
7. Reviewing the employer stock valuation report
8. Business valuation professional credentials and 

professional standards
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Different Types of ESOP-related
Financial Advisory Opinions

1. Transaction fairness opinion – issued by an 
independent financial advisor to the ESOP trustee 
related to a pending purchase or sale of the 
sponsor company stock.

2. Employer stock valuation – issued by an 
independent business appraiser to the ESOP 
trustee related to regulatory compliance and plan 
administration purposes.

American Institute of CPAs®

ESOP Transaction Fairness Opinions

1. Fairness opinions are typically prepared when
• the ESOP makes an initial purchase of sponsor company stock
• the ESOP makes a subsequent purchase of sponsor company 

stock
• the ESOP receives an offer to purchase its sponsor company 

stock
• there is a tender offer to purchase all of the sponsor company 

stock
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ESOP Transaction Fairness Opinions (cont.)

2. The fairness opinion opines that the proposed 
transaction is fair to the ESOP participants
• the ESOP will not pay more than adequate consideration
• the ESOP will not receive less than adequate consideration
• the deal structure is fair to the ESOP in absolute terms
• the deal structure is fair to the ESOP in relative terms
• the deal structure is not more beneficial to other transaction 

participants than it is to the ESOP

3. The ESOP trustee will consider the fairness opinion 
in deciding whether to accept or not accept the 
proposed transaction.

American Institute of CPAs®

ESOP Employer Stock Valuations

1. A closely held ESOP sponsor company must have 
an employer stock valuation performed at least 
annually.

2. The business appraiser will estimate the fair market 
value of the sponsor company stock. The business 
appraiser will recommend the fair market value to 
the ESOP trustee.
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ESOP Employer Stock Valuations (cont.)

3. The ESOP trustee will conclude the adequate 
consideration for the employer stock. Adequate 
consideration is defined by ERISA as “the fair 
market value of the asset as determined in good 
faith by the trustee or named fiduciary. . . pursuant 
to the terms of the plan and in accordance with 
regulations promulgated by the Secretary of 
Labor.”

American Institute of CPAs®

ESOP Employer Stock Valuations (cont.)

4. So, the business appraiser estimates fair market 
value.
The trustee considers the terms of the plan and 
applies good faith and judgment to conclude 
adequate consideration.

5. The ESOP uses the employer stock valuation to 
allocate shares to plan participant accounts, to 
redeem stock that is put back to the sponsor 
company when the participant retires, and for other 
administrative purposes.
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ESOP Employer Stock Fair Market Value

Consistent with IRS Revenue Ruling 59-60, the 1988 
DOL proposed regulation relating to the definition of 
adequate consideration define the term fair market 
value as follows:

the price at which an asset 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, and both parties are able, as well as willing, 
to trade and are well informed about the asset and the market 
for such asset.

American Institute of CPAs®

Contents of the Employer Stock
Valuation Report

The business appraiser should consider the 
following factors in the employer stock valuation. 
The DOL expanded the Revenue Ruling 59-60 list of 
closely held business valuation factors to conclude 
the following list:
1. The nature of the business and the history of the enterprise 

from its inception,
2. The economic outlook in general, and the condition and 

outlook of the specific industry in particular,
3. The book value of the securities and the financial condition of 

the business,
4. The earnings capacity of the company,
5. The dividend-paying capacity of the company,
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Contents of the Employer Stock
Valuation Report (cont.)

6. Whether or not the enterprise has goodwill or other intangible 
value,

7. The market price of securities of corporations engaged in the 
same or a similar line of business, which are actively traded in 
a free and open market, either on an exchange or over-the-
counter,

8. The marketability, or lack thereof, of the securities. Where the 
plan is the purchaser of the securities that are subject to “put” 
rights and such rights are taken into account in reducing the 
discount for lack of marketability, such assessment shall 
include consideration of the extent to which such rights are 
enforceable, as well s the company’s ability to meet its 
obligations with respect to the ‘put’ rights (taking into account 
the company’s financial strength and liquidity)

American Institute of CPAs®

Contents of the Employer Stock
Valuation Report (cont.)

a. Whether or not the seller would be able to obtain a control 
premium from an unrelated third party with regard to the 
block of securities being valued, provided that in cases 
where a control premium is taken into account:
i. Actual control (both in form and in substance) is 

passed to the purchaser with the sale, or will pass to 
the purchaser within a reasonable time pursuant to a 
binding agreement in effect at the time of the sale, and

ii. It is reasonable to assume that the purchaser’s control 
will not be dissipated within a short period of time 
subsequent to acquisition.
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Who Should Perform the Employer Stock 
Valuation Analysis?

The appraiser is not considered independent unless 
the plan fiduciary selects the appraiser, controls the 
relationship between the appraiser and the fiduciary, 
and has the right to terminate the services of the 
appraiser. However, the plan sponsor may pay the 
appraiser’s fee.
An ESOP fiduciary must retain an independent 
appraiser as that term is defined by Internal Revenue 
Code Section 170. Such an independent appraiser:
1. is not a party to the transaction, is not related to any party to the 

transaction, is not married to any person with a relationship to the 
transaction, is not regularly used by any of the parties to the 
transaction and who does not perform a majority of appraisals for 
these persons.

American Institute of CPAs®

Who Should Perform the Employer Stock 
Valuation Analysis? (cont.)

2. holds himself or herself to the public as a valuation practitioner or 
performs appraisals on a regular basis,

3. is qualified to make appraisals of the type of property being 
valued including, by background, experience, education, and 
memberships, if any, in professional associations,

4. understands that an intentionally false or fraudulent over-
statement of value may subject the valuation practitioner to a civil 
penalty, and

5. receives an appraisal fee that is not based upon a percentage of 
the appraised value of the property.
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Employer Stock Valuation Report –
Required Documentation

The 1988 DOL proposed regulation requires that the 
employer stock valuation report include the 
following information:
1. A summary of the qualifications to value assets of the type 

being valued of the person making the valuation,
2. A statement of the asset value, a statement of methods used in 

determining that value, and the reasons for the valuation in 
light of those methods,

3. A full description of the asset being valued,
4. The factors taken into account in making the valuation, 

including any restrictions, understandings, agreements, or 
obligations limiting the use or disposition of the property,

5. The purpose for which the valuation was made,

American Institute of CPAs®

Employer Stock Valuation Report –
Required Documentation (cont.)

6. The relevance or significance accorded to the valuation 
approaches taken into account,

7. The effective date of the valuation, and
8. In cases where a valuation report has been prepared, the 

signature of person(s) making the valuation and the date the 
report was signed.
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Generally Accepted Business Valuation 
Approaches and Methods

The employer stock valuation report will include some 
combinations of the following approaches and 
methods:
1. income approach

- discounted cash flow method
- direct capitalization method

2. market approach
- guideline publicly traded company method
- guideline merged and acquired company (transaction) method
- backsolve method

3. asset-based approach
- asset accumulation method
- adjusted net asset value method

American Institute of CPAs®

Employer Stock Value –
Valuation Synthesis and Conclusion

1. All of the value indications should first be 
concluded on a consistent level of value—i.e., the 
level of value appropriate for the subject equity 
interest.
These level of value considerations include:
• Is the ESOP-owned stock marketable or nonmarketable?
• Is the ESOP-owned stock controlling or noncontrolling?

2. After the various value indications are concluded 
on the same level of value, the analyst will weight 
the various indications in order to conclude a final 
value indication. This weighting can be either –
• quantitative or
• qualitative
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ESOP-Specific Considerations Common to 
Employer Stock Valuations
1. Many sponsor companies have preferred stock or 

convertible preferred stock in the capital structure. 
These securities have to be valued in the 
“waterfall” or residual valuation process of:

total invested capital value
– long-term debt value
= total equity value
– preferred stock value
= common stock value

2. Many sponsor companies have elected S 
corporation income tax status. S corporation 
status both increases sponsor company value (no 
federal income taxes) and decreases sponsor 
company value (increased lack of marketability).

American Institute of CPAs®

ESOP-Specific Considerations Common to 
Employer Stock Valuations (cont.)

3. The plan participant put option reduces the typical 
discount for lack of marketability in the closely 
held sponsor company.

4. The ESOP may have contractual rights that 
disproportionately affect its control of the sponsor 
company. Such rights affect the ESOP-owned 
employer stock.

5. As the ESOP matures, the sponsor company 
repurchase obligation can have an increasingly 
negative impact on the employer stock value.
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ESOP-Specific Considerations Common to 
Employer Stock Valuations (cont.)

6. A “floor price protection” or other plan term or 
condition can positively or negatively impact the 
employer stock value.

7. The treatment of the ESOP stock acquisition debt 
(as a liability of the sponsor company or of the 
plan) can affect the employer stock value.

American Institute of CPAs®

Impact of ESOP-Specific Considerations on 
the Employer Stock Value

1. Often, there is no absolute correct or incorrect 
treatment of the ESOP-specific considerations on 
the sponsor company stock valuation.

2. The impact of each consideration can be quantified 
within each individual valuation approach or method.

3. Alternatively, the impact of each consideration can 
be quantified as a single discount or premium 
adjustment after the valuation synthesis but before 
the value conclusion.

4. The employer stock valuation should be explicit as 
to (a) its recognition of each ESOP-specific factor 
and (b) its quantification of each ESOP-specific 
factor.
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Reviewing the Employer Stock Valuation 
Report

An effective employer stock valuation report 
should:
• explain the business valuation assignment
• describe the subject block of employer securities and the 

subject bundle of legal rights related to those securities
• explain the selection/rejection of all generally accepted 

business valuation approaches and methods
• explain the selection and application of all specific analytical 

procedures
• describe the business appraiser's data gathering and due 

diligence procedures
• list all documents and data considered in the valuation analysis
• include in the employer stock valuation report copies of all 

documents that were specifically relied on

American Institute of CPAs®

Reviewing the Employer Stock Valuation 
Report (cont.)

• summarize all of the qualitative analyses performed
• include schedules and exhibits of all quantitative analyses 

performed
• avoid any unexplained or unsourced valuation variables or 

assumptions (i.e., avoid “leap of faith” variables)
• document the consideration of all ESOP-specific valuation 

factors and variables
• allow for the replicability of all employer stock valuation 

analyses
• fully explain the valuation synthesis and value conclusion 

process and procedures
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Reviewing the Employer Stock Valuation 
Report (cont.)

• encourage the reader’s confidence in the employer stock 
valuation report

- the valuation report should be clear, convincing, and cogent
- the valuation report should be well-organized, well-written, 

and well-represented
- the valuation report should be free of grammar, 

punctuation, spelling, and mathematical errors

American Institute of CPAs®

Business Appraiser Professional 
Qualifications and Professional Standards

1. There are several organizations that grant 
professional standards to business valuation 
professionals, including:
• American Institute of Certified Public Accountants – ABV –

accredited in business valuation
• Institute of Business Appraisers – CBA – certified business 

appraiser
• National Association of Certified Valuation Analysts – CVA –

certified valuation analyst
• American Society of Appraisers – ASA – accredited senior 

appraiser
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Business Appraiser Professional 
Qualifications and Professional Standards 
(cont.)
2. There are various sets of professional standards 

that business valuation professionals comply 
with:
• AICPA Statement on Standards for Valuation Services (SSVS)
• IBA business valuation standards (conforms to SSVS)
• NACVA business valuation standards (conforms to SSVS)
• ASA business valuation standards
• USPAP – Uniform Standards of Professional Appraisal 

Practice (The Appraisal Foundation)

3. When reviewing an employer stock valuation 
report, consider:
• the professional qualifications of the business appraiser
• the professional standards that the valuation report purports 

to comply with

American Institute of CPAs®

ESOP Employer Stock Valuation 
Considerations – Summary and Conclusion

1. Many parties rely on employer stock valuations, 
including the trustee, the plan participants, the 
sponsor company, the financing sources, and 
regulatory and taxing authorities.

2. These parties should recognize the differences 
between an employer stock valuation report and a 
financial advisory opinion prepared for other 
purposes.

3. These parties should recognize that there are 
generally accepted valuation approaches, 
methods, and procedures
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ESOP Employer Stock Valuation 
Considerations – Summary and Conclusion 
(cont.)
4. These parties should recognize that there are 

ESOP-specific factors that should be considered 
in the employer stock valuation.

5. These parties should recognize that there are 
general contents to an employer stock valuation 
report.

6. And, these parties should recognize that there are 
business valuation professional credentialing 
organizations and promulgated valuation 
professional standards.
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A FiduciAry's Guide to selectinG A  
FinAnciAl Adviser And reviewinG An  

esoP stock vAluAtion rePort
Timothy J. Meinhart

ESOP Financial Advisory Insights

This discussion summarizes the various factors that an ESOP fiduciary should consider when 
hiring an independent financial adviser. The article also presents a checklist of items that the 

ESOP fiduciary should consider when reviewing an employer corporation stock valuation report. 

introduction

ESOP trustees are expected to act in the best interests of 
the ESOP participants and the plan beneficiaries. To exer-
cise prudence in this regard, ESOP trustees often rely on 
independent professional advisers to help them fulfill their 
fiduciary obligations.

One example of this exercise of prudence is when the 
trustee hires an independent financial 
adviser to estimate the fair market 
value of non-publicly-traded employer 
corporation stock for (1) an ESOP 
stock purchase/sale transaction and 
(2) plan administration purposes.

Given the importance of these 
employer stock valuations, it is impor-
tant that the ESOP trustee hire a qual-
ified, independent financial adviser. 
Moreover, the ESOP trustee should 
have a reasonable understanding of the valuation process, 
the valuation analysis, and the written valuation work 
product. This understanding can assist the ESOP trustee 
to properly fulfill his or her fiduciary duties.

This article provides a summary of the issues an ESOP 
trustee should consider when (1) selecting an indepen-
dent financial adviser and (2) reviewing an ESOP employ-
er stock valuation report.

selectinG A QuAliFied FinAnciAl Adviser

The ESOP trustee should exercise a great deal of discre-
tion in selecting the financial advisory firm to conduct (1) 
employer corporation stock purchase/sale transaction-
related valuation work or (2) the ERISA-required annual 
employer corporation stock valuations.

The criteria that are often considered during the ESOP 
trustees selection process include: 

1. the qualifications of the financial advisory firm, 

2. the qualifications of the principal analyst(s), and 

3. independence issues regarding the professional firm.

The qualifications and compe-
tence of a financial advisory firm can 
be demonstrated in many different 
ways. An ESOP trustee should con-
sider retaining only financial advisory 
firms that routinely render valuation 
opinions and fairness opinions relat-
ed to ESOP engagements. Given the 
intricacies of ESOP-related valuation 
work, it is necessary for the financial 
adviser to be familiar with the various 

ERISA, IRS, and DOL guidelines and proposed regulations 
that impact ESOP-related analyses.

The financial advisory firm should be able to dem-
onstrate its past experience to the ESOP trustee related 
to: (1) structuring ESOP transactions and (2) conduct-
ing valuation analyses for such ESOP assignments. This 
demonstration should include the financial advisory firm’s 
relevant industry-specific valuation experience.

The individual qualifications of the principal analyst 
are just as important as the institutional qualifications 
of the financial advisory firm. Since the principal analyst 
will be conducting/managing the valuation engagement, it 
is important for the principal analyst to have a working 
knowledge of ESOP-related valuation issues. Often, the 
analyst acquires this knowledge through years of experi-
ence of working on a variety ESOP-related assignments.

"The individual qualifications of 
the principal analyst are just as 
important as the institutional 
qualifications of the financial 

advisory firm."
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While interviewing the individual valuation analyst, it is 
prudent for the ESOP trustee to inquire about the analyst’s 
personal experience in conducting ESOP-related engage-
ments. This inquiry would typically include questions 
related to the analyst’s experience in providing advice on 
ESOP feasibility, structuring, and valuation issues. It may 
also be appropriate for the ESOP trustee to inquire about 
the analyst’s industry experience, education, professional 
accreditations, and professional memberships.

While it is not required that the analyst be a specialist 
in a particular industry, the ESOP trustee should expect 
the analyst to have at least some relevant industry-specific 
experience that complements the subject assignment. This 
experience is particularly helpful when the subject employ-
er corporation is affected by various industry-specific risk 
return factors and valuation metrics.

In terms of education, many ESOP financial advisers 
have formal education in finance, accounting, and/or eco-
nomics. In the same respect, many analysts hold one or 
more professional accreditations that are specific to the 
business valuation discipline.

Some of the more noteworthy professional accredita-
tions related to the business valuation profession include 
the following:

1. accredited senior appraiser (ASA) 
designation of the American 
Society of Appraisers,

2. certified business appraiser (CBA) 
designation of the Institute of 
Business Appraisers (IBA), and

3. accredited business valuation 
(ABV) designation of the American Institute of Certified 
Public Accountants (AICPA).

The ESOP trustee may also find it helpful to inquire 
about the analyst’s involvement in professional organiza-
tions, specifically organizations dedicated to the business 
valuation profession. Involvement in these organizations 
demonstrates the analyst’s interest and dedication in 
advancing his or her profession.

In selecting a financial advisory firm, the ESOP trustee 
should not hesitate (1) to conduct interviews with various 
firms and (2) to follow-up with references provided by the 
firms. Often, these interviews provide ESOP trustees with 
information that they could not gather by simply reviewing 
firm brochures.

For example, interviewing an analyst allows the ESOP 
trustee to learn about the analyst’s expertise and experi-
ence. Such interviews also allow the trustee to evaluate 
the analyst's communication and presentation skills. These 
skills are important, especially in situations where the 
analyst will be making periodic presentations to the ESOP 

trustee, the employer corporation board, and/or the plan 
participants.

The ESOP trustee should also be concerned with inde-
pendence issues when hiring a financial adviser. These 
independence issues tend to arise when the financial advi-
sory firm either has or intends to provide other services to 
the sponsor corporation.

The ESOP trustee should understand what, if any, prior 
services have been provided by the financial advisory 
firm to the sponsor corporation. These prior services may 
include valuation services that were conducted for:

1. estate and gift tax planning,

2. succession planning,

3. financial reporting,

4. income tax purposes,

5. mergers and acquisitions, and

6. litigation-related purposes.

The ESOP trustee should also understand how those 
prior services impact the financial advisory firm’s indepen-
dence in providing advisory services to the ESOP trustee.

In the same respect, the finan-
cial advisory firm should evaluate the 
methods, assumptions, and limiting 
conditions that are part of its past val-
uation work for the sponsor corpora-
tion. The objective of such a review is 
to determine whether these methods, 
assumptions, and limiting conditions 
will be different in the context of an 
ESOP-related analysis.

This review will help the financial advisory firm foresee 
any possible conflicts that may arise due to changes in valu-
ation procedures and assumptions.

reviewinG the vAluAtion rePort

The first step in reviewing an ESOP employer stock valua-
tion report is to become familiar with the business valua-
tion process. The ESOP trustee should have a sense of the 
level of due diligence and analysis that was conducted by 
the analyst to reach the employer corporation stock valua-
tion conclusion.

For example, the ESOP trustee may be interested in 
whether the analyst conducted interviews with company 
management during the course of the valuation. These 
interviews are normally conducted to:

1. understand the nature and history of the sponsor corpo-
ration and

2. discuss the historical and prospective performance of 
the sponsor corporation.

"The ESOP trustee should also 
be concerned with independence 

issues when hiring a  
financial adviser."
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It is not uncommon for these interviews to take place in-
person at the sponsor corporation facilities. This arrange-
ment provides the analyst the opportunity to tour the spon-
sor corporation facilities and view the physical condition of 
the sponsor corporation tangible assets.

The interview process will also allow the analyst to gain 
a better understanding of the employer corporation: (1) 
products and/or services, (2) strategic plan, (3) competi-
tors, and (4) competitive position in the market.

A thorough valuation analysis will be documented with a 
comprehensive valuation report. It is prudent for the ESOP 
trustee to review each periodic stock valuation report in 
order to understand its content.

The following sections of this article provide an over-
view of the typical employer stock valuation report content 
that should be of interest to an ESOP trustee.

Description of the Subject Ownership Interest
The valuation report should adequately describe the own-
ership interest subject to valuation. Often, this description 
includes:

1. the number of shares subject to valuation,

2. the name of the employer corporation, and

3. the form of ownership.

For example, a description of the valuation subject may 
read as follows:

We estimated the fair market value of 20,000 vot-
ing common shares of ABC, Inc. ("ABC"). ABC is a 
corporation organized in the State of Delaware.

The above description provides the ESOP trustee with 
(1) the exact number of shares that are subject to valua-
tion and (2) the name of the employer corporation that is 
subject to analysis.

Standard of Value and Premise of Value
Fair market value is the standard of value for ESOP-related 
valuations conducted for plan administration purposes. The 
valuation report should specifically state that fair market 
value is the appropriate standard of value for the subject 
engagement, and the valuation report should also define the 
term fair market value.

There are several definitions of fair market value, but 
many of these definitions contain similar language. Fair 
market value is commonly defined to be the price at which 
the property would change hands between a willing buyer 

and a willing seller, when neither is under any compulsion 
to buy or to sell, and with both parties having reasonable 
knowledge of the relevant facts.

Some analysts expand the definition to add that the 
buyers and sellers are hypothetical buyers and sellers—
opposed to a specific buyer and/or seller. Nevertheless, the 
important elements of the definition remain the same. That 
is, an unrelated buyer and seller are coming together to 
conduct a transaction when neither is being forced to buy 
or sell and both parties are aware of all relevant information 
concerning the subject ownership interest.

The employer stock valuation report should describe 
the premise of value—that is whether the company was 
valued (1) as a going-concern business enterprise or (2) 
based on a liquidation premise of value. If the analyst did 
not value the employer corporation as a going concern, the 
valuation report should discuss the rationale for conducting 
the valuation in that manner.

Purpose of the Analysis
The ESOP valuation report should clearly outline the pur-
pose of the analysis.

An ESOP transaction-related opinion—such as a fairness 
opinion—will state the analyst’s opinion as to the fairness 
of a specific transaction from a financial point of view. 

Alternatively, the analyst may conduct a valuation 
opinion on an annual basis for ESOP plan administration 
purposes. This analysis is typically conducted for the stock 
redemptions that occur under the normal operations of the 
ESOP. 

In either case, the valuation opinion report should 
describe the purpose of the analysis so there is no confu-
sion over the intended use of the report.

Valuation Date and Report Date
The valuation report should indicate (1) the valuation date 
and (2) the report date. The valuation date is the date "as 
of" which the analyst’s opinion of value applies. The report 
date is the date the valuation report was prepared.

For example a valuation report may summarize the fair 
market value of an ownership interest as of December 31, 
2004. However, the valuation report may not be prepared 
until April 15, 2005. In this case, the valuation date is 
December 31, 2004, and the report date is April 15, 2005.

In this example, the ESOP trustee should understand 
that the valuation opinion takes into account all known 
and knowable information available through December 31, 
2004. Under the fair market value standard of value, the 
valuation report will typically not take into account any 
information that became available, or known, subsequent 
to the valuation date.
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Level of Value and Prerogatives of Ownership 
Control

During the valuation analysis, the analyst will gain an 
understanding of the ownership control attributes (or lack 
thereof) associated with the ESOP ownership interest. For 
example, the subject ownership interest may consist of:

1. a 35 percent noncontrolling ownership interest in the 
employer corporation total equity,

2. a 51 percent ownership interest that has some control 
level attributes, or

3. a 70 percent ownership interest that has many of the 
features of absolute control.

The valuation report should clearly identify the subject 
ownership interest and describe the prerogatives of owner-
ship control that accompany the subject interest.

For example, a 35 percent own-
ership interest may allow the ESOP 
trustee to elect one board member 
but may not provide any other 
opportunities to effectuate change 
at the employer corporation. In 
this case, the ownership interest 
would normally be valued as a non-
controlling ownership interest.

In contrast, a 51 percent own-
ership interest may allow the ESOP 
trustee to exercise ownership con-
trol over several aspects of the employer corporation. These 
prerogatives of control may include, but are not limited to:

1. the appointing of new board members and management 
personnel,

2. the changing or renegotiation of management compen-
sation and perquisites,

3. the issuing or repurchasing of employer corporation 
shares,

4. the issuing or repaying of employer corporation debt, 
and

5. the changing of the strategic direction of the company.

In this case, the employer stock valuation report should 
(1) identify the specific control attributes of the subject 
ownership interest and (2) explain how these attributes 
were considered in the valuation process.

A holder of a 70 percent ownership interest may have 
not only the prerogatives of control listed in the previous 
paragraph, but also the ability to sell the sponsor corpora-
tion or substantially all of the sponsor corporation assets. 
Once again, this level of control should be identified in the 

valuation report and properly reflected in the valuation 
analysis.

In addressing the level of ownership control within the 
stock valuation report, an analyst may also discuss the 
distribution of stock ownership. This may be particularly 
relevant in situations where no one shareholder has a con-
trolling ownership interest in the sponsor corporation com-
mon stock.

sources oF inFormAtion

A comprehensive valuation report will typically include a 
section that lists the data and documents that the analyst 
relied on to develop the employer stock valuation opinion.

By reviewing this section of the employer stock valu-
ation report, the ESOP trustee will have an immediate 
understanding of (1) the publicly available and (2) the non-

publicly-available documents that 
were considered in the valuation 
process.

The sources of information list 
should include not only the finan-
cial-related documents used in 
the valuation analysis (e.g., finan-
cial statements, empirical market 
data), but the non-financial-relat-
ed documents as well (e.g., ESOP 
documents, employer corporation 
documents).

When properly prepared, the sources of information list 
should enable an independent analyst to identify the docu-
ments necessary to replicate the subject stock valuation 
analysis.

Description of the Subject Employer Corporation
A detailed valuation report will provide an adequate 
description for the reader to understand the fundamental 
position of the subject employer corporation.

A comprehensive description of the subject employer 
corporation business will normally include the following:

n a discussion of the history of the employer corporation 
and its current position;

n a description of the products and/or services provided 
by the employer corporation;

n a description of the markets served by the employer 
corporation;

n a description of the environment in which the employer 
corporation competes and how the company is posi-
tioned within that environment;

"Under the fair market value standard 
of value, the valuation report will  

typically not take into account any 
information that became available, 

 or known, subsequent to the  
valuation date."
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n a discussion of the qualifications of employer corpora-
tion management and its depth;

n a discussion of significant relationships with related par-
ties, customers, suppliers, etc.;

n a discussion of pending litigation that is significant to 
the employer corporation;

n a review of recent transactions in the employer corpora-
tion stock (if any); and

n a discussion of any recent offers received for the 
employer corporation or its assets.

Overview of Economic and Industry-Specific 
Conditions

The valuation report should provide an overview of eco-
nomic and industry-specific factors 
that affect the valuation of the sub-
ject sponsor corporation.

The economic overview may 
include a discussion of trends in 
economic growth, inflation, con-
sumer spending, consumer confi-
dence, interest rates, construction 
starts, and business spending. In 
each case, the analysis should be 
tailored to the economic factors 
that most directly affect the subject sponsor corporation. 
This section of the report may also include a discussion of 
leading economic indicators that give insight into the future 
performance of the sponsor corporation.

The industry overview section of the valuation report 
will typically discuss how the industry operates and recent 
trends affecting companies within the industry. The section 
may also describe the sponsor corporation's position in the 
industry and its market share relative to other competing 
firms.

Employer Corporation Financial Performance
As part of the employer stock valuation process, the finan-
cial adviser will analyze the financial performance and 
financial condition of the employer corporation. A sum-
mary of this financial analysis should appear in the valua-
tion report.

The historical financial performance of the employer 
corporation is reflected on the company income statements 
and cash flow statements. The valuation report may include 
a discussion of the following:

n the historical growth or decline in sales,

n the historical growth or decline in aggregate profitability 
(i.e., gross profit, operating profit, pretax profit, and net 
profit),

n the historical growth or decline in profit margins,

n the historical growth or decline in cash flow, and

n the historical payments of dividends.

The analyst will also review the employer corporation 
balance sheet to evaluate its financial condition. The valu-
ation report may contain a discussion of the following bal-
ance-sheet-related items:

n the employer corporation liquidity and working capital 
position,

n the employer corporation asset utilization by means of 
various financial ratios (e.g., accounts receivable turn-
over, inventory turnover, etc.),

n the employer corporation tan-
gible asset base, and

n the employer corporation capi-
tal structure and leverage.

A thorough financial analysis 
will include not only a discus-
sion of certain financial statement 
trends but also a discussion of 
what factors caused the respective 
trends. 

Also useful is a discussion of how the employer corpora-
tion performed relative to other companies in the industry. 
This comparative financial analysis typically identifies the 
financial strengths and weaknesses of the employer corpo-
ration compared to other guideline/competing companies. 

The comparative analysis will help the ESOP trustee 
understand how the employer corporation performed rela-
tive to other companies in the industry. This comparative 
performance analysis may be based on such factors as 
growth, profitability, and volatility.

Financial Statement Normalization Adjustments
When appropriate, the analyst will make financial state-
ment normalization adjustments (1) to the employer cor-
poration and (2) to the selected guideline publicly traded 
companies. The financial statement normalization adjust-
ments are necessary so that the employer corporation 
financial performance is on the same basis as the selected 
guideline companies’ financial performance.

Some of the more common financial statements adjust-
ments made to the employer corporation include the fol-
lowing:

n adjustments for extraordinary or nonrecurring income 
and expense items,

"A thorough financial analysis will 
include not only a discussion of certain 
financial statement trends but also a 
discussion of what factors caused the 

respective trends."
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n adjustments for differences in inventory accounting 
methods,

n adjustments for nonoperating income and expense 
items,

n adjustments for non-arm's-length transactions/arrange-
ments, and

n adjustments for ESOP benefit expense and normalized 
employee benefit expenses.

The valuation report should identify the financial state-
ment adjustments and adequately explain the rationale for 
each adjustment.

Generally Accepted Business/Stock Valuation 
Approaches and Methods

There are three generally accepted approaches to the 
valuation of a business interest: the market approach, the 
income approach, and the asset-based approach.

The valuation report should clearly describe which 
approaches—and which valuation methods within each 
approach—were used in the analysis. In the same respect, 
the valuation report should explain which approaches were 
not used in the analysis and why they were not used.

The ESOP trustee should be concerned if the analyst 
changes the selected valuation methods from year to year 
without proper explanation and support. These unsup-
ported changes often give the appearance that the analyst 
is attempting to support a predetermined value.

With regard to the market approach, and specifically the 
guideline publicly traded company method and the guide-
line merged and acquired company method, the employer 
stock valuation report should include the following:

n The criteria used to select the guideline companies. 
The selection criteria may include standard industrial 
code, business description, size, growth, profitability or 
a combination of several relevant factors.

n A detailed description of each selected guideline com-
pany. This description may include a discussion of the 
selected guideline company’s business, its products 
and/or services, and its position in the market. Other 
information, such as whether the guideline company 
recently completed acquisitions, may also be relevant.

n The market-derived valuation pricing multiples that 
were selected for the analysis. These pricing multiples 
may include invested capital pricing multiples or equity 
pricing multiples. Industry-specific factors often influ-
ence the type of market pricing multiples that are used 
in the stock valuation analysis.

  For example, the valuation of a commercial bank 
will typically involve the use of market-derived valua-

tion pricing multiples that are based on (1) the market 
value of equity and (2) earnings and/or book value of 
total equity capital.

  In contrast, the valuation of a manufacturing com-
pany may require the use of market-derived valuation 
pricing multiples that are based on (1) the market value 
of invested capital and (2) invested capital earnings and/
or invested capital cash flow.

n The rationale for selecting the market-derived invested 
capital pricing multiples that are applied to the employ-
er corporation financial fundamentals. The reader of 
the valuation report should be able to understand the 
analyst's thought process for arriving at the selected 
valuation pricing multiples.

  The application of an average or median market-
derived pricing multiple, with no support for such a 
selection, is typically not appropriate.

n The rationale for the selected weighting used in the 
valuation synthesis. For example, if the value indication 
based on projected cash flow is given more (or less) 
weight than the value indication based on trailing 12-
month cash flow, the valuation report should explain 
why.

With regard to the income approach, and specifically 
the discounted cash flow method, the employer stock valu-
ation report should include the following:

n A discussion of who prepared the financial projections.  
The projections are often prepared by employer cor-
poration management. In other cases, the projections 
are prepared by the analyst with input from employer 
corporation management.

  In the case of management prepared projections, 
the report should explain how the analyst tested the rea-
sonableness of the projections. In all cases, the financial 
projections should be supportable.

n Consideration of debt repayments and other cash 
requirements. The valuation analyst should consider the 
timing of debt repayments (both ESOP and non-ESOP 
related debt)—and their impact on value. The valua-
tion report should also consider the cash requirements 
for necessary capital expenditures and any anticipated 
stock repurchase requirements.

n The appropriate matching of financial projections and 
the present value discount rate. For example, if the 
discounted cash flow method incorporates a projection 
of invested capital cash flow, or cash flow available to 
invested capital, then the present value discount rate 
should be the weighted average cost of capital.

  In contrast, if the projection is of cash flow avail-
able to equity capital, then the present value discount 
rate should be the cost of equity capital.

34-42



23
Winter 2006 Insights 

n A discussion of the cost of capital components. This 
discussion would include an explanation of how the 
analyst estimated the cost of equity capital, the cost of 
debt capital, and the weighting of each cost component 
in a weighted average cost of capital calculation.

n Support for the selected residual value pricing multiple 
or residual value direct capitalization rate. In many 
valuations, the residual value of the employer corpora-
tion constitutes a significant portion of the employer 
corporation present value.

  As a result, the selected residual value pricing 
multiple, or residual value direct capitalization rate, 
often has a substantial effect on the concluded value 
of the employer corporation. The rationale for the 
selected residual pricing multiple, 
or the selected residual growth rate 
within the residual direct capital-
ization rate, should be adequately 
explained and supported.

The asset-based approach is typi-
cally not used in ESOP-related employ-
er stock valuations. This is true unless 
the employer corporation:

1. is a holding company that owns 
other operating businesses or income-generating invest-
ments or

2, is expected to generate cash flow (or some other mea-
sure of economic income) that does not fully reflect 
the current market value of the corporation's operating 
and/or nonoperating assets.

However, when the asset-based approach, and specifi-
cally an asset accumulation method, is used, the valuation 
report should include a discussion of how each employer 
corporation asset and liability was valued. This discussion 
would include all assets (monetary, tangible, and intan-
gible) and all liabilities (both recorded and contingent).

The analysis should specifically address all off-balance-
sheet assets and off-balance-sheet contingent liabilities that 
may impact the employer stock valuation.

Valuation Synthesis and Conclusion
The employer stock valuation report should contain a sec-
tion that provides (1) a valuation synthesis of alternative 
value indications and (2) a final conclusion of employer 
stock value. The following factors should be included in this 
section of the employer stock valuation report:

n A discussion of how each value indication from each 
approach and method was weighted in the value conclu-

sion. An explanation should be provided for each of the 
selected weightings.

n A discussion of any valuation premium or discount that 
may be appropriate to reflect the ownership control, 
or lack of ownership control, attributes of the subject 
ESOP ownership interest. The discussion of the applica-
tion of valuation adjustments should include:

1. the rationale for each valuation premium or discount 
and

2. the supporting data or factors used to estimate the 
valuation premium or discount.

 The estimated ownership control premium should 
reflect the adjustments that were made to the employer 

corporation financial statements. In 
other words, if the analyst adjusted 
the company’s financial performance 
for ownership control level/discretion-
ary items, then the analyst should 
not reflect these same control price 
benefits a second time through the 
application of an ownership control 
premium.

n A discussion of nonoperating 
assets (or liabilities) that need to be 
factored into the analysis. These may 

include excess cash or securities, related party loans, 
excess land, investments in other companies, or other 
assets that have not been properly reflected in the valu-
ation analysis.

n A discussion of the illiquidity, or lack of marketability, 
of the subject ownership interest. Most noncontrolling 
ownership interests in non-publicly-traded companies 
are relatively illiquid. However, the liquidity of the 
ESOP-owned employer corporation stock may be affect-
ed by a put right that is part of the plan.

  The valuation analyst should consider any such 
put right in the estimate of the appropriate discount for 
lack of marketability, if any. In this regard, the analyst 
should consider various company-specific factors such 
as:

1. the employer corporation's ability to honor the put 
right,

2. the size of ESOP ownership interest,

3. demographics of the ESOP participants,

4. the company’s expected repurchase liability,

5. the employer corporation projected cash flow,

6. the employer corporation's ability to raise capital, 
and 

7. other expected demands on the employer corpora-
tion capital.

n A discussion of any contingent and limiting conditions. 
The valuation report should contain language that lists 

"The . . . report should contain  
a section that provides (1) a  

valuation synthesis of alternative 
value indications and (2) a final 

conclusion of employer  
stock value."
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any contingent and limiting conditions regarding the 
analysis and opinion.

After reviewing the valuation report in its entirety, the 
ESOP trustee should be in a position to address the follow-
ing questions:

n Was the report readable and easy to understand or was 
it filled with undefined valuation terms and jargon?

n Was the report comprehensive and organized in a logical 
manner?

n Has the concluded value changed over time, and if so, 
what were the primary drivers of this change in value 
(i.e., company performance, market performance, or a 
combination of the two)?

n Has the employer corporation financial performance 
improved or deteriorated over time, and has the con-
cluded value changed accordingly?

n Have the business valuation approaches and/or methods 
that were used in the analysis changed over time, and if 
so, why have they changed?

n Does the employer stock valuation conclusion seem rea-
sonable given (1) the historical and projected financial 
performance of the employer corporation, (2) the rel-
evant market-based data, and (3) the relevant economic 
and industry-specific conditions?

n Does the valuation conclusion properly reflect the 
ESOP-specific factors such as the ESOP debt and its 
related income tax benefit?

summAry And conclusion

When fulfilling its fiduciary duties, an ESOP trustee will 
typically hire an independent financial adviser to assist 
in estimating the fair market value of non-publicly-traded 
employer corporation stock. The ESOP trustee places a 
great deal of reliance on the valuation opinion of the inde-
pendent financial adviser. As a result, the ESOP trustee 
needs to exercise care in selecting a qualified, independent 
financial adviser.

In reviewing the work of the financial adviser, the ESOP 
trustee needs to have a basic understanding of the valua-
tion process employed by the financial advisory firm. This 
understanding will enable the trustee to appropriately con-
duct a thorough review of the ESOP employer stock valua-
tion report.

Tim Meinhart is a principal of the firm and a director of the Chicago 
office. Tim can be reached at (773) 399-4331 or tjmeinhart@willa-
mette.com.

ESOP FairnESS OPiniOnS

continued from page 10

a fairness opinion of the transaction from a financial point 
of view to a particular party to the proposed transaction.

While one particular party may not perceive a conflict 
of interest, other parties to the transaction may perceive 
such a conflict. In an effort to mitigate some of the per-
ceived conflicts of interest, the employer corporation may 
create special committees of independent board members 
(1) to evaluate a proposed transaction and (2) to obtain a 
second transaction fairness opinion.

There are several instances when an employer corpora-
tion should obtain a second fairness opinion. For example, 
additional assurance opinions may be appropriate if the 
financial adviser providing the transaction opinion:

1. has a financial interest (e.g., equity, debt, option);
2. has an existing relationship (e.g., board member, sup-

plier, customer); or
3. has a stake in the outcome of the transaction (e.g., a 

contingency or performance-based fee).

The current focus on corporate governance points fidu-
ciaries toward obtaining independent financial advice even 
when a fairness opinion has already been rendered to one 
particular party to the proposed transaction.

summAry And conclusion

Fairness opinions serve a number of useful purposes for 
ESOP trustees. From a procedural standpoint, the analy-
sis supporting the fairness opinion may be useful to the 
ESOP trustee in employer sock purchase/sale transaction 
negotiations.

From a legal standpoint, a fairness opinion provides evi-
dence that the ESOP trustee exercised reasonable business 
judgment in the evaluation of the proposed transaction. 
From a practical standpoint, other parties to the proposed 
transaction may find comfort in the transaction if it is con-
sidered to be fair to the ESOP.

The form and context of the proposed employer cor-
poration transaction will help to identify the appropriate 
standard of value to use when evaluating fairness. The 
fairness opinion for the ESOP trustee considers the finan-
cial benefits of the proposed transaction to all parties and 
whether the ESOP is being treated fairly relative to all of 
the other parties to the proposed transaction. The fair-
ness opinion provides additional assurance that the ESOP 
trustee has satisfied the trustee’s fiduciary obligation.

Bob Schweihs is a managing director of the firm and is resident in 
our Chicago office. Bob can be reached at (773) 399-4320 or 
rpschweihs@willamette.com.
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The Basic elemenTs of The esoP emPloyer 
corPoraTion sTock ValuaTion

Robert F. Reilly

ESOP Valuation Insights

Experienced ESOP valuation analysts recognize that there are ten basic elements to the ESOP 
employer stock valuation assignment. Experienced valuation analysts will discuss these valuation 

elements with the client (typically the ESOP trustee) prior to commencing the assignment. In 
addition, experienced valuation analysts will document these ten basic elements both (1) in 
the employer stock valuation workpaper file and (2) in the employer stock valuation report. 
Valuation analysts should be aware of these ten fundamental elements of the ESOP sponsor 
company valuation assignment. ESOP trustees, ESOP lenders, and other ESOP professional 
advisers should also be familiar with these ten basic elements of the ESOP employer stock 

valuation. That way, they will not rely on a sponsor company stock valuation analysis/report 
that is not appropriate for ESOP purposes.

inTroducTion

Employer corporation stock ESOP transactional valuations 
are typically required for purposes of: (1) the initial ESOP 
formation, (2) leveraged ESOP financing, (3) ESOP employ-
er company recapitalization transactions, (4) purchase 
or sale of the ESOP-owned employer stock, (5) purchase 
or sale of the entire employer corporation, and (6) ESOP 
terminations.

Employer corporation stock ESOP notational valuations 
are typically performed annually for purposes of: (1) spon-
sor company stock contributions to the ESOP, (2) stock 
redemptions of retiring ESOP participants, and (3) annual 
income tax and regulatory compliance.

And, employer corporation stock ESOP litigation valua-
tions may be required in response to: (1) challenges raised 
during Internal Revenue Service and/or U.S. Department of 
Labor audits and (2) litigation claims made by current or 
former dissenting ESOP plan participants.

All of these ESOP-related employer stock valuations (1) 
should be based on the fair market value standard of value 
and (2) should be in compliance with Internal Revenue 
Service and U.S. Department of Labor valuation guidance. 
Nonetheless, ESOP valuation analysts should be familiar 
(1) with alternative standards of value and (2) with all other 
fundamental elements of the valuation assignment. That 
way, the valuation analyst can ensure:

1. that he or she is actually applying the correct standard 
of value and

2. that all selected elements of the ESOP valuation are 
consistent with the fair market value standard.

In addition, ESOP trustees and ESOP legal counsel 
(and other ESOP professional advisers) should be familiar 
with the alternative elements of a business/stock valuation 
assignment. This way, the trustee will not unintentionally 
request (or accept) any elements of an employer stock valu-
ation that are not appropriate for ESOP transaction or regu-
latory purposes. And, the ESOP legal counsel (and other 
ESOP professional advisers) will not rely on an employer 
stock valuation that is not appropriate for ESOP transac-
tion, regulatory, or litigation purposes.

The esoP sTock ValuaTion assignmenT

In any employer corporation business/security valuation 
analysis, the same business, business ownership interest, or 
security may have a materially different value depending on 
the standard (or definition) of value concluded. That is, the 
valuation analyst may conclude a different value estimate 
for the same business/security depending on whether the 
concluded standard of value is:

1. acquisition value,

2. fair market value,

3. fair value,
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4. investment value,

5. use value,

6. or some other common standard.

Inexperienced ESOP valuation analysts often struggle 
with the concept that different standards of value result in 
different business/security value conclusions. In addition, 
ESOP trustees, ESOP legal counsel, and judicial/adminis-
trative finders of fact often have difficulty embracing this 
fundamental valuation principle.

Because it can affect the quantitative value conclusion 
in the ESOP valuation assignment, the standard of value 
should be:

1. discussed between the valuation analyst and the client,

2. documented in the ESOP valuation engagement letter, 
and

3. identified in the ESOP employer corporation valuation 
report.

This caveat is true for all valuation assignments. It 
is particularly true for valuation analyses performed for 
ESOP transaction, accounting, tax, litigation, or regulatory 
purposes (i.e., assignments where a judicial or administra-
tive finder of fact may rely on the value conclusion). This 
way, the valuation analyst, the ESOP trustee, regulatory 
auditors, or any other valuation report readers can see that 
the analysis is correctly prepared on a fair market value 
standard of value (or incorrectly prepared on some other 
standard of value).

documenTing The esoP emPloyer sTock 
ValuaTion assignmenT

The standard (or definition) of value is often referred to as 
one of the elements of a business/security valuation assign-
ment. Experienced ESOP valuation analysts recognize that 
there are ten elements to the ESOP employer corporation 
valuation assignment. And, the selection or determination 
of each one of these ten elements may have an effect on the 
final value conclusion.

This discussion will review these ten common elements 
of an ESOP business valuation assignment. And, this dis-
cussion will indicate how the selection or determination of 
these elements may affect the value conclusion. Typically, 
ESOP valuation analysts will determine (and document) 
these ten elements of the assignment before performing any 
quantitative or qualitative valuation analyses.

As there are ten elements that should be determined at 
the inception of the ESOP valuation engagement, there are 
also ten reasons to document the assignment elements in 

the valuation engagement letter and/or workpaper file. The 
determination and documentation of the elements of the 
ESOP employer corporation stock valuation assignment:

1. assist the analyst to prepare a credible employer corpo-
ration business/security valuation analysis and report;

2. affect the scope of work that the analyst will perform 
during the valuation process;

3. minimize the opportunity for misunderstandings and/or 
disputes with the client;

4. minimize the opportunity for misunderstanding and/or 
confusion by any nonclient party who may rely on the 
valuation (e.g., a judge or regulatory authority);

5. demonstrate the analyst’s compliance with recognized 
professional practices and standards;

6. document the analyst’s compliance with any applicable 
regulatory requirements (e.g., Revenue Ruling 59-60 or 
Department of Labor valuation guidelines, etc.);

7. affect the analyst’s selection of the appropriate analyti-
cal approaches, methods, and procedures;

8. affect the content and format of the valuation report;

9. affect the quantitative value conclusion; and

10. help the analyst withstand a contrarian review or chal-
lenge in an ESOP audit, litigation, or other controversy 
environment.

This discussion summarizes the ten common elements 
of the ESOP employer stock valuation assignment. This 
discussion provides fundamental information for less expe-
rienced ESOP valuation analysts as they plan and perform 
the valuation engagement. And, this discussion provides 
a useful reminder checklist to experienced ESOP valua-
tion analysts as they prepare engagement letters and other 
documentation regarding the ESOP valuation assignment.

Ten elemenTs of The esoP emPloyer 
sTock ValuaTion engagemenT

The first eight elements relate to the objective of the 
business valuation analysis. The objective of the analysis 
describes what the analyst is going to do. The last two ele-
ments relate to the purpose of the business valuation analy-
sis. The purpose of the analysis describes why the analyst is 
doing what was described in the objective statement.

The ten elements of the ESOP employer stock valuation 
engagement are listed below:

1. the subject of the analysis

2. the subject ownership interest

3. the level of value
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4. any contractual rights or restrictions

5. the standard of value

6. the premise of value

7. the valuation date

8. the report date

9. the client/user of the analysis

10. the intended use of the analysis

Each of these ten elements will be described briefly.

1. The Subject of the Analysis
The valuation report (whether oral or written) should pro-
vide an adequate description of the valuation subject. The 
subject of the analysis means: What is it that the analyst is 
appraising? The subject of the typical business valuation 
may be, for example:

1. the total operating assets of the employer corporation 
business,

2. the total invested capital (long-term debt and equity) of 
the employer corporation business,

3. the total equity of the employer corporation business,

4. one class of stock (e.g., class B nonvoting stock) of the 
employer corporation business, or

5. a fractional block of stock (e.g., a 25 percent interest in 
the voting common stock) of the employer corporation 
business.

For ESOP purposes, the appropriate subject of the 
analysis is the class of employer corporation common stock 
that is owned by the ESOP. Accordingly, the valuation 
analyst should ensure that he or she is delivering—and the 
ESOP trustee should ensure that he or she is relying on—an 
employer stock valuation based on the appropriate analysis 
subject.

Vague or inadequate descriptions of the valuation subject 
(e.g., the business enterprise of the Employer Corporation) 
are inappropriate. This is because such imprecise descrip-
tions do not adequately explain what assets or equities are 
included in (or excluded from) the subject valuation. Such 
imprecise or incomplete descriptions of the valuation sub-
ject (1) are not sufficiently informative for ESOP employer 
stock valuations and (2) tend to confuse the valuation 
report reader.

2. The Subject Ownership Interest
As emphasized in the 2006 edition of the Uniform 
Standards of Professional Appraisal Practice (USPAP), 
all business valuations appraise the ownership interests 

in a subject business. That is, the valuation concludes the 
value of the owner’s rights in the business/security—and 
not the value of the business entity itself. For example, all 
of the standards rules in USPAP Standard 9 and 10 speak to 
“developing an appraisal of an interest in a business enter-
prise.” [emphasis added]

The ownership interest describes the bundle of legal 
rights that is the subject of the analysis. Common alterna-
tive ownership interests include:

1. fee simple interest (i.e., the total bundle of legal 
rights),

2. a term interest,

3. a life interest, and

4. a reversionary interest.

With regard to common stock, the consideration of own-
ership interest will also include: (1) voting preferences, (2) 
dividend preferences, and (3) liquidation preferences.

This element of the valuation explains what legal inter-
est in the appraisal subject the analyst should consider. In 
terms of the effect of the selected ownership interest on 
value, let’s consider the difference between a fee simple 
interest and a life interest in the same subject common 
stock. Upon death, a fee simple interest is passed to the 
stockholder’s estate, for distribution to his or her heirs. 
Upon death, a life interest reverts to (let‘s say) a trust; the 
ownership interest is not available to be distributed to the 
heirs.

Typically, the ESOP employer stock valuation should 
be based on a fee simple interest. The ESOP trustee should 
ensure that he or she is relying on an employer stock valua-
tion that encompasses the appropriate ownership interest.

3. The Level of Value
The level of value focuses on two specific rights in the 
bundle of shareholder rights. The bundle of rights is often 
referred to by valuation analysts as a “stack of sticks.” The 
level of value specifically focuses on two “sticks:”

1. liquidity and

2. ownership control.

Liquidity relates to how quickly and easily the appraisal 
subject can be converted into cash—that is, how quickly 
and easily the appraisal subject can be sold. Ownership 
control relates to whether the appraisal subject offers the 
owner/holder the right to control the operations of the 
subject business. In other words, by owning the appraisal 
subject, can the stockholder influence the employer corpo-
ration to implement any of the following actions:
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1. enter/not enter contracts,

2. pay/not pay dividends,

3. buy/sell assets,

4. start/discontinue a product line,

5. hire/fire employees,

6. borrow/pay down a loan,

7. merge/liquidate the company, and

8. other various prerogatives.

Inexperienced ESOP valuation analysts sometimes 
believe that there are only three relevant levels of value: 

1. a marketable, controlling ownership interest,

2. a marketable, noncontrolling (i.e., “as if publicly trad-
ed”) ownership interest, and

3. a nonmarketable, noncontrolling ownership interest.

Experienced ESOP valuation analysts understand that 
the levels of value represent a continuous spectrum on two 
axes. One axis represents the complete investment spec-
trum of liquidity from (1) perfectly liquid to (2) perfectly 
illiquid. The other axis represents the complete investment 
spectrum of control from (1) absolute operational control 
to (2) a total lack of any operational control.

All valuation subjects can be placed somewhere along 
each of these two investment spectrums. The ESOP 
employer stock valuation assignment (and the ESOP busi-
ness valuation report) should specify the level of value that 
is the subject of the analysis. This is because the same 
business interest (with the same ownership interest) can 
command different prices depending on (1) the liquidity 
attributes and (2) the ownership control attributes associ-
ated with that valuation subject.

4. Any Contractual Rights or Restrictions
This element of the valuation explains whether the actual 
asset/equity ownership interest is subject to any type of 
contractual right or obligation. Common contractual rights/
obligations include: put options, call options, sharehold-
er buy/sell agreement provisions, partnership/corporation 
and/or partner/shareholder agreements, S corporation tax 
election agreements, prenuptial family ownership restric-
tion agreements, joint venture agreements, rights of first 
refusal, and so on.

In addition to contractual rights and restrictions, some 
analysts also consider state corporation law rights and 
restrictions as part of this element of the business/stock 
valuation. Such state corporation law rights may include 
rights related to voting, dividends, liquidation, and so 
forth.

The ESOP valuation assignment should specify, and the 
ESOP valuation report reader should be made aware of, 
any such contractual rights or restrictions. This is because 
the appropriate consideration of such contractual rights 
and restrictions may have a material impact on the final 
employer corporation stock value conclusion.

5. The Standard of Value
The one element of the ESOP business valuation that most 
analysts (and most clients) are familiar with is the standard 
of value. In the vernacular, the standard of value is called 
the definition of value. This element of the valuation relates 
to the question: What type of value is the analyst seeking 
to quantify?

An old appraisal slogan goes: The value of a thing is 
the price it will bring. That statement is true, but the 
standard of value defines who will pay that price. In other 
words, most of the alternative standards (or definitions) of 
value answer the question: Value to whom? In addition to 
answering the “value to whom?” question, most standards 
of value have several technical conditions in their generally 
accepted definitions.

At least with respect to the “value to whom?” question, 
the following list summarizes several of the common alter-
native standards of value:

1. Fair market value—the price between a hypotheti-
cal (but typical) willing buyer and a hypothetical (but 
typical) willing seller; this is the standard of value that 
is appropriate for ESOP employer stock valuation pur-
poses.

2. Fair value (for statutory proceeding purposes)—the 
price that is equally fair to all buyers, sellers, and own-
ers of the subject business enterprise.

3. Fair value (for GAAP accounting purposes)—the price 
that the actual buyer will pay to the actual seller, 
assumes that the subject is a going-concern business 
enterprise.

4. Investment value—the price a buyer will pay, given a 
predetermined set of investment return criteria.

5. Use value—the price a buyer will pay to own and oper-
ate the subject asset/equity for a specified use or pur-
pose.

6. Collateral value—the amount that a lender will loan 
using the subject asset/equity as collateral.

7. Synergistic value—the price that a buyer will pay 
assuming certain expected post-acquisition vertical/
horizontal synergies and economies of scale.

8. Acquisition value—the price that a specific buyer will 
pay, given that buyer’s actual investment criteria (such 
as cost of capital, income tax rate, etc.)
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First, it is noteworthy that the above definitions are 
summarized for purposes of this discussion. These are not 
the complete or official definitions that are endorsed by the 
valuation professional membership societies.

Second, the above list is not comprehensive. There are 
numerous alternative standards of value that are not dis-
cussed. Third, it is noteworthy (and confusing) that there 
are two different “fair value” standards of value.

The first fair value standard relates to (1) shareholder 
oppression statutes and (2) dissenting minority shareholder 
appraisal rights statutes. Accordingly, analysts should 
consult with legal counsel regarding the specific fair value 
statutory language in the relevant state. The second fair 
value standard relates to purchase accounting (SFAS No. 
141), goodwill impairment testing (SFAS No. 142), long-
lived asset impairment testing (SFAS No. 144), and other 
GAAP compliance matters.

Finally, it is noteworthy that the application of different 
standards of value to the same subject asset/equity inter-
est may result in materially different value conclusions. 
Therefore, the ESOP employer stock valuation assignment, 
and the ESOP employer stock valuation report, should be 
clear as to the particular standard of value that should be 
concluded.

In particular, the ESOP valuation analyst should be 
careful that he or she is not labeling the subject analysis as 
a fair market value appraisal while effectively applying an 
alternative standard of value to the subject analysis.

6. The Premise of Value
The premise of value element describes the set of assumed 
circumstances under which the selected standard of value 
transaction will take place. In other words, let’s assume 
that the selected standard of value is fair market value. The 
premise of value will describe under what set of transac-
tional circumstances the subject operating business assets 
will exchange between the hypothetical willing buyer and 
the hypothetical willing seller.

There are numerous alternative premises of value that 
may apply to ESOP employer stock valuation assignments. 
The five most common premises of value are:

1. value in continued use, as a going-concern business 
enterprise

2. value in place, but not in current use in the production 
of income

3. value in exchange, as part of an orderly disposition of 
assets

4. value in exchange, as part of a voluntary liquidation of 
assets

5. value in exchange, as part of an involuntary liquidation 
of assets

Typically, the first five elements of the valuation are 
specified by the analyst’s client as part of the ESOP employ-
er stock valuation assignment. Sometimes, the premise of 
value is also selected by the engagement client. In such 
instances, the premise of value may be determined by the 
particular purpose and objective of the valuation assign-
ment.

In some cases, the client will leave the selection of the 
premise of value up to the analyst’s professional judgment. 
In such instances, the analyst will typically select the prem-
ise of value that represents the highest and best use (HABU) 
of the subject employer corporation business operations. In 
most employer stock valuations, the premise of “value in 
continued use” represents the HABU of the sponsor com-
pany. However, the analyst should not automatically make 
that assumption without performing a HABU analysis.

In other words, the analyst would typically select the 
premise of value:

1. that is consistent with the actual status of the employer 
corporation operations and

2. that will result in the highest fair market value indica-
tion.

7. The Valuation Date
The valuation date is often referred to as the “as of date” of 
the business valuation. The client typically determines the 
valuation date as part of the ESOP employer stock valua-
tion assignment. This is an important element of the valu-
ation, because an employer company’s business value can 
change materially over time.

These changes in business value can result from factors 
that are either:

1. endogenous to the employer company (e.g., changes in 
the current operating results) or

2. exogenous to the employer company (e.g., changes in 
the industry competition).

Obviously, the engagement client can select any date 
as the assignment valuation date. For ESOP valuation pur-
poses, the appropriate valuation date is typically:

1. a transaction date—for an ESOP transaction/financing 
valuation or

2. the employer corporation fiscal year end—for an 
accounting or regulatory valuation.

However, all possible valuation dates can be grouped 
into the following three categories:
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1. Contemporaneous date—the valuation date is contem-
poraneous with the analyst’s work; most transactional 
valuations are performed on a contemporaneous basis.

2. Retrospective date—the valuation date is historical 
compared to the analyst’s work; most notational or 
litigation valuations are performed on a retrospective 
basis; this is because such valuations often relate to a 
specific historical event.

3. Hypothetical date—the valuation date is sometimes in 
the future compared to the analyst’s work; an analysis 
performed as of a future date will reflect an employer 
company financial position that does not yet exist; 
therefore, such business valuations are typically called 
hypothetical valuations.

8. The Report Date
The valuation report date indicates the date on which the 
analyst completes and issues the written valuation opinion 
report. In the case of an oral report, the report date is the 
date on which the analyst presents the oral report—for 
example, the date that the analyst offers expert witness 
testimony.

The engagement client may request a certain report date 
as part of the valuation assignment. For example, the client 
may request that the valuation report be issued in time for 
the employer corporation to make a stock contribution, to 
file an income tax return, or to file a public report with the 
SEC. However, the actual report date is a matter of fact. It is 
the actual date on which the analyst completes and issues 
the ESOP valuation report document.

9. The Client/User of the Analysis
As mentioned above, the first eight elements relate to the 
objective of the ESOP employer stock valuation. The last 
two elements relate to the purpose of the ESOP employer 
stock valuation. The objective of the valuation indicates 
what the analyst intends to do in the analysis. The purpose 
of the valuation indicates why the analyst is performing the 
analysis.

The ESOP valuation report should specify (1) the party 
who retained the analyst (e.g., the ESOP trustee) and (2) 
any and all parties who may rely upon the value conclusion 
(e.g., the ESOP administrative committee and/or ESOP par-
ticipants). This disclosure is required by most established 
business valuation standards, including USPAP.

Regardless of a particular disclosure requirement, it is 
appropriate to let the report reader know who retained the 
analyst. This fact may influence the degree of reliance that 
the report reader assigns to the valuation report (and to the 
value conclusion).

It is also appropriate for the report reader to know who 
may—and who may not—rely on the ESOP employer stock 

valuation report. This disclosure informs the report readers 
whether or not they may specifically rely on the valuation 
analysis. This disclosure also protects the analyst. The 
analyst should not have a duty to any party to whom the 
valuation report was not intended.

10. The Intended Use of the Analysis
The disclosure of this element of the valuation benefits 
both the report reader and the analyst. And, the disclosure 
of the intended use (or uses) of the valuation is required by 
most established business valuation standards, including 
USPAP.

The report reader should be aware of the intended use 
of the valuation. This disclosure may influence the report 
reader’s degree of reliance on the valuation.

If a valuation is prepared for purpose A (e.g., an ESOP 
formation and employer corporation stock purchase), then 
the report reader should not rely on that valuation for 
purpose B (e.g., the substantiation of a charitable contri-
bution tax deduction). This is because the two purposes 
may involve different standards of value, different premises 
of value, different regulatory requirements, and different 
value conclusions.

Likewise, this disclosure also protects the analyst. The 
analyst should not have a duty to a client who uses the valu-
ation for purpose A when that valuation was specifically 
prepared for purpose B.

hyPoTheTical condiTions and 
exTraordinary assumPTions

Declarations with respect to any hypothetical conditions 
or extraordinary assumptions affecting the valuation are 
not considered elements of the business/security valuation. 
Nonetheless, the analyst should disclose any hypothetical 
conditions or extraordinary assumptions that affect the 
subject valuation.

Such a disclosure may affect the degree of reliance the 
report reader places on the valuation analysis. And, such a 
disclosure protects the analyst (including from allegations 
that the report reader was misled).

There are specific USPAP definitions for the terms (1) 
hypothetical condition and (2) extraordinary assumption. 
Simply described, however, a hypothetical condition is a 
condition that is contrary to actual reality.

For example, a hypothetical condition would exist if the 
analyst performed the business/stock valuation of Employer 
Corporation without considering the influence of the 
unprofitable ABC division. This condition is hypothetical if, 
on the valuation date, Employer Corporation does actually 
own and operate the ABC division.
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Simply described, an extraordinary assumption is an 
assumption that, if proven wrong, would have a material 
effect on the value conclusion.

For example, an extraordinary assumption would exist 
in the business/stock valuation of Employer Corporation 
assuming it consummates its proposed acquisition of XYZ 
Company. If Employer Corporation does not complete its 
acquisition of XYZ Company, then the business/stock value 
of Employer Corporation would be materially different. 
Therefore, the assumption of the XYZ Company acquisition 
is an extraordinary assumption.

comPliance wiTh recognized 
Professional sTandards

While not part of the ten elements of the business/security 
valuation assignment, the analyst should also consider if 
it is appropriate to apply a particular set of professional 
standards to the ESOP employer stock valuation assign-
ment. Most business valuation assignments do not require 
compliance with any specific set of promulgated standards.

However, the analyst should be aware of when a particu-
lar assignment does require compliance with a specific set 
of standards. And, the analyst should prepare each valua-
tion analysis and valuation report in compliance with the 
generally accepted practices of the valuation profession.

Various professional membership organizations have 
promulgated standards for their individual membership. For 
example, the American Society of Appraisers, the Institute 
of Business Appraisers, and the National Association of 
Certified Valuation Analysts have all published some form 
of business valuation standards applicable to their individ-
ual members. As of the date of this writing, the American 
Institute of Certified Public Accountants has exposed a 
draft set of business valuation standards for CPA valuation 
analysts.

USPAP is a set of standards that is often referenced in 
ESOP employer stock valuations. And, USPAP includes 
standards for business appraisals, as well as for other 
appraisal disciplines. USPAP is promulgated by the Appraisal 
Standards Board of The Appraisal Foundation. ESOP valua-
tion analysts should generally be aware of the USPAP busi-
ness valuation professional guidance.

However, it is noteworthy that compliance with the 
USPAP business valuation standards is only required in the 
three relatively rare circumstances when the application 
of USPAP:

1. is required by law,

2. is required by regulation, or

3. is required by an agreement with the client.

summary and conclusion

ESOP valuation analysts should consider all ten elements of 
the employer corporation stock valuation:

1. before accepting the ESOP valuation assignment, 

2. before performing the valuation analysis, and

3. before preparing the ESOP valuation report.

If possible, the analyst should document the elements 
of the valuation assignment in a client engagement letter. 
This documentation should minimize the opportunity for a 
misunderstanding by, or dispute with, the client. And, this 
engagement letter documentation should help keep the 
analyst on track during the ESOP employer stock valuation 
assignment.

A written discussion of the elements of the valuation 
assignment (either in an engagement letter or in the work-
paper files) helps the analyst to document:

1. the scope of work performed,

2. compliance with any applicable published professional 
standards, and

3. compliance with generally accepted professional prac-
tices.

And, the determination of the ten elements of the valua-
tion assignment will influence the analyst’s selection of the 
appropriate ESOP employer stock valuation approaches, 
methods, and procedures.

Finally, the determination of the ten elements of the 
ESOP valuation assignment will affect the final value con-
clusion. For example, employer corporation business val-
ues change over time, so the valuation date will affect the 
value conclusion.

The analyst will conclude different values for the same 
employer corporation stock depending on the selected own-
ership interest. The analyst will conclude different values 
for the same ownership interest depending on the selected 
standard of value. The analyst will conclude different values 
for the same standard of value depending on the selected 
premise of value.

And, the valuation client/user and intended purpose will 
affect both (1) the scope of analytical work performed in 
the ESOP employer stock valuation and (2) the format and 
content of the ESOP employer stock valuation report.

Robert Reilly is a managing director of the firm and is resident in the 
Chicago office. Robert can be reached at (773) 399-4318 or rfreilly@
willamette.com.
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