
Reproduced with permission from Mergers & Acquisitions Law Report, 19 MALR 448, 3/21/16. Copyright � 2016
by The Bureau of National Affairs, Inc. (800-372-1033) http://www.bna.com

D U E D I L I G E N C E

The Minimum Wage Hike You Won’t Find on a Picket Sign is Already Here:
Examining FLSA-Mandated Salary Increases and Analyzing their Impact on
Operations and M&A Activity

BY RICK BANGE AND MICHAEL R. MILLER

When we think about minimum wage legislation, we tend to envision picket signs in front

of government offices calling for increases to minimum hourly pay rates for non-exempt

employees; however, pending legislation is about to drastically change an oft-overlooked

‘‘minimum wage’’ requirement, more than doubling the minimum salaries employers will

be required to pay many exempt employees if they wish to avoid paying overtime.

L ast summer, the U.S. Department of Labor
(‘‘DOL’’) released its long-awaited proposal to
amend the overtime regulations of the Fair Labor

Standards Act (‘‘FLSA’’). Among other changes, the
proposed regulations more than double the minimum
salary—from $23,660 per year to $50,440 per year—
required for an employee to be classified as exempt un-
der the FLSA’s exemptions for executive, administra-
tive, professional and computer employees. If adopted,
the DOL estimates that its proposed changes would
cause more than 4.6 million currently exempt employ-

ees to lose exempt status during the first year the new
regulations are in effect. When the final rules are is-
sued, which is expected to occur later this year, the im-
pact will be felt by operating companies in their day-to-
day business, financial sponsors through their portfolio
companies, private equity funds and strategic acquirers
engaging in M&A activities and lenders determining ap-
propriate working capital needs of borrower clients.

This article will explain the proposed new regula-
tions, their impact on operations, M&A activity and fi-
nancing decisions of the constituencies identified
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above, and the techniques these constituencies can use
to avoid certain negative outcomes the new regulations
may cause.

Background
The FLSA generally requires that employers pay em-

ployees overtime pay of one and one-half times an em-
ployee’s regular rate of pay for all hours in excess of
forty (40) that such employee works in a given work-
week. However, the FLSA exempts certain types of em-
ployees from this requirement if the employee meets
the criteria set forth in the FLSA regulations.

Under the existing regulations, employees who
qualify as executive, administrative, or professional em-
ployees (the ‘‘white collar’’ exemptions) may be classi-
fied as ‘‘exempt’’ from the FLSA’s overtime require-
ment if each of three requirements is met: (1) the em-
ployee must be paid a fixed salary that is not subject to
reduction due to variations in the quality or quantity of
work performed (the ‘‘salary basis’’ test); (2) the
amount of salary paid must meet a minimum specified
amount, which is currently $455 per week or $23,660
annually (the ‘‘salary level’’ test); and (3) the employ-
ee’s job duties must primarily involve executive, admin-
istrative, or professional duties as defined by the FLSA
regulations (the ‘‘duties’’ test). A similar exemption ap-
plies to computer programmers and similarly skilled
employees who work in the computer field (the ‘‘com-
puter employee’’ exemption), except that computer em-
ployees who are paid on an hourly basis may still
qualify for the exemption if they are paid at least $27.63
per hour.

In March of 2014, President Obama signed a Presi-
dential Memorandum directing the DOL to update the
FLSA regulations in order to simplify the exemption
tests and increase the reach of the FLSA’s overtime pro-
tections. In June of 2015, the DOL published proposed
FLSA regulations intended to comply with President
Obama’s directive and opened public comment on such
proposed regulations. Public comments were closed in
September of 2015 and the final rules are expected to
be issued in the near future, though rumblings persist
that, due to the large number of comments on the pro-
posed regulations, final rules may not be issued until
the second half of 20161,2.

Key Changes Proposed by the DOL
s The minimum salary level for the white collar ex-

emptions and the computer employee exemption3

will be set at a level equal to the 40th percentile of
earnings for all full-time salaried workers nation-
wide (based on data compiled by the U.S. Bureau
of Labor Statistics). The DOL projects that the
minimum salary level will likely be $970 per week,
or $50,440 per year, by the first quarter of 2016.

s The DOL has solicited comments regarding
whether it should allow employers to count non-

discretionary bonuses and incentive payments to-
ward a portion of the minimum salary level for the
white collar exemptions. Currently, only amounts
paid on a salary basis (for executive employees) or
on a salary or fee basis (for administrative, profes-
sional, and computer employees) count toward the
minimum salary level.

s The minimum salary and total compensation lev-
els for the white collar, computer employee ex-
emptions will be automatically updated on an an-
nual basis, either by maintaining the levels at a
fixed percentile of earnings or by linking the mini-
mum levels to changes in the Consumer Price In-
dex for All Urban Consumers (‘‘CPI-U’’). The new
salary and compensation levels will be published
in the Federal Register each year.

Practical Implications of New
Regulations

Operating Companies (including Portfolio Companies).
The primary impact of the new regulations will likely be
an increase in labor costs for employers; in the release
explaining the proposed regulations, the DOL estimated
that the new regulations will transfer between $1.178
and $1.271 billion in average annualized income from
employers to employees4. Employers will also likely in-
cur consulting costs in order to bring themselves into
compliance with the new regulations and may face in-
creased administrative and hours tracking and report-
ing costs due to the reclassification of certain employ-
ees as a result of the new regulations. Additionally, as
the new regulations include annual increases to the
minimum salary threshold for exempt employees, em-
ployers will incur expenses for annual employee wage
reviews to ensure compliance with each new threshold.
Unlike other corporate investments that increase labor
costs (i.e., expanding the workforce, rewarding high-
performing individuals, incentivizing high potential in-
dividuals), the minimum exempt salary increase will
not likely have a positive impact on productivity, effi-
ciency or any other driver of corporate revenue, thus
decreasing normalized levels of working capital and
free cash flow.

As portfolio company sponsors, private equity funds
will need to be sure that their portfolio company man-
agement teams are aware of the new regulations and
bring their portfolio companies into compliance as effi-
ciently as possible. As discussed below, compliance
with the new regulations will be an increased area of
scrutiny in buy-side due diligence; bringing portfolio
companies up to compliance will limit liability when the
sponsor exits the investment and provide a smoother
sell-side M&A due diligence process.

Private Equity Funds and Other Buy-Side M&A Partici-
pants. Though the potential impact on labor costs for
employers (and the administrative costs associated
therewith) may be significant, the increased expenses
discussed above will not be immediately reflected in the
financial statements and cash flows of M&A targets
even if the rules come into effect prior to the closing of

1 http://www.wsj.com/articles/new-rule-for-overtime-pay-
coming-later-than-anticipated-1447284341.

2 http://www.bna.com/dol-slates-july-n57982063833/.
3 The proposed regulations retain the existing rule that al-

lows hourly computer employees to be classified as exempt as
long as they are paid at least $27.63 per hour and meet the rel-
evant duties test.

4 http://www.dol.gov/whd/overtime/NPRM2015/OT-
NPRM.pdf, p. 114.
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a given acquisition. In fact, as employers will likely
have a grace period for coming into compliance with
the new regulations, the full impact of the new regula-
tions on annual labor costs may not be clear until the
end of 2017. As such, models and projections with re-
spect to enterprise value, potential ROI and post-
acquisition working capital needs may need to be al-
tered to account for increased labor costs. Further,
given the lag in timing between the publication of the
new regulations and their full impact on financial state-
ments, acquirers should conduct an independent analy-
sis of target compliance with the new regulations
(which may uncover inefficiencies that the acquirer can
exploit post-closing).

Banks and Other Financing Sources. Lenders should be
aware that the increased labor costs outlined above may
put strain on free cash flow at borrower clients, impact-
ing normal leverage ratios, borrower availability to
make timely debt service payments and any hiring-
based growth plans that utilize outside financing. These
increased costs will not only affect current borrowers
but should be taken into consideration by lenders in
evaluating the amount and the terms of new loans made
after the new regulations go into effect.

Recommendations
Operating Companies (including Portfolio Companies).

Based on the number of hours worked by employees
that are classified as exempt under the current regime,
it may be more economical for employers to reclassify
certain employees as non-exempt (and thus subject
them to hourly wages and time-and-a-half for overtime)
rather than raising the salaries of all exempt employees
with a salary below $50,440. As soon as practicable, em-
ployers should begin tracking the number of hours
worked on a weekly basis by their employees who are
exempt under the old rules. This preemptive tracking
will allow employers to make efficient compensation
decisions regarding whether to reclassify employees
who are exempt under the old rules as non-exempt (and
overtime eligible) under the new regulations.

Employers should also take care to analyze potential
employee morale costs associated with any reclassifica-
tion. Employees who are reclassified as non-exempt un-
der the new regulations may end up earning the same
annual compensation as when they were exempt, but
they may experience decreased morale if they do not
have the flexibility that comes with a salaried position,
especially in roles that are seasonally busy or slow.
Such employees may also see a re-classification to an
hourly wage as a demotion of sorts regardless of the ac-
tual economic impact to them.

In addition to evaluating employee classification de-
cisions related to the increase in the minimum salary
threshold, employers should revisit their classification
decisions made on other bases along with any form em-
ployment agreements to ensure compliance and the
most beneficial terms of employment with respect to
FLSA compliance. One benefit to employers of the
change in FLSA rules is that employers may have an op-
portunity to amend employment arrangements and cor-
rect ongoing misclassification issues that are unrelated
to the increases in the minimum exempt wage. Though
there is no amnesty or similar regime under the new
regulations, a reclassification that occurs in conjunction

with the new regulations being issued is likely to attract
less scrutiny from government agencies and plaintiffs’
attorneys than would otherwise be the case.

Private Equity Funds and Other Buy-Side M&A Partici-
pants. The fact that a potential acquisition target has not
made efforts to analyze its exposure to the new regula-
tions or bring itself into compliance with the increased
salary thresholds thereunder should not automatically
torpedo a deal. Rather, acquirers and their advisors
should work together to carefully identify the scope of
the risk associated with a target’s non-compliance and
structure the transaction to insulate the acquirer from
any losses related thereto. Depending on the dynamics
of the deal, purchase price decreases or holdbacks, spe-
cific indemnities with or without special escrows, in-
creased indemnity caps and other mechanics can be
used to insulate acquirers from losses associated with
non-compliance.

Acquirers engaged in transactions with a lengthy dili-
gence period and a friendly target may be able to use
third party advisors to perform an analysis of the tar-
get’s employee roster, job descriptions and historical
hours reporting and determine the exact amount that it
will cost the acquirer to bring the target into compli-
ance. With that analysis in hand, acquirers will have
better footing to negotiate purchase price reductions to
make themselves whole for compliance costs without
having to claw purchase price back through an indem-
nification claim (a process that can present its own dif-
ficulties if there is a management equity rollover in-
volved).

The reality is, however, that many M&A processes
are fast-paced and competitive, preventing acquirers
from fully determining the scope of a target’s exposure
to the new FLSA rules. In this event, special care should
be taken to negotiate specific indemnification provi-
sions relating to any losses associated with the target’s
non-compliance, which losses are ideally outside of any
caps or baskets applicable to indemnification claims
based on breaches of ordinary representations and war-
ranties.

Losses related to noncompliance can come in differ-
ent forms, so acquirers should ensure that the definition
of ‘‘losses’’ that are indemnifiable or with respect to
which the acquirer has other recourse captures the full
array of costs of noncompliance. The definition of
‘‘losses’’ should not only include fines for noncompli-
ance levied by enforcement bodies, but should also in-
clude all costs of bringing the target into compliance,
which might normally be considered ordinary course
costs of doing business that are not related to breaches
of representations or warranties. Examples of such
costs include those related to renewed classification
analyses performed by third party advisors, increased
internal hours reporting and monitoring and, of course,
the compensation increases themselves.

Finally, given that the impact of the costs of compli-
ance may not be immediately evident on the face of the
target’s financial statements and projections, all
acquirers—especially those using leverage for the
acquisition—should factor the increased labor costs
into any pro forma cash flow projections of the target.
These modified pro forma projections should then be
analyzed alongside any financing arrangements appli-
cable to the target after closing to ensure that any in-
crease in working capital requirements due to these in-
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creased costs are permitted under such financing ar-
rangements.

Banks and Other Financing Sources. Lenders should
begin asking their borrower clients with large work-
forces or that routinely approach operational covenant
limits what they are doing to prepare for the new regu-
lations. Many borrowers will need to hire third party
consultants to advise them on how best to bring them-
selves into compliance and, as a result, make significant
and costly changes to their labor practices. Once bor-
rowers realize the impact of these costs, they may ap-
proach their lenders about amendments to operating
covenants or other terms of their loan documentation.

When evaluating new loan opportunities, lenders
should keep the costs of compliance in mind while re-
viewing borrower financial statements to be sure that
the projections on which the loan is made sufficiently
contemplate increased labor costs.

All Employers and Financial Sponsors. We urge all em-
ployers and financial sponsors to contact their attor-
neys about the operational, M&A and other implica-
tions of the new FLSA rules that are applicable to their
specific situations. Though the new final rules have not
been issued as of publication of this article, employers
and financial sponsors should not be caught flat-footed
when the rush to compliance commences.

* * * * *
Rick Bange is a partner in King & Spalding’s Corpo-

rate Department and a member of its Private Equity
Practice. Michael R. ‘‘Mike’’ Miller is a senior associate
in King & Spalding’s Corporate Department and a
member of its Private Equity Practice. They both repre-
sent private equity funds and operating companies in
evaluating, structuring and negotiating mergers and
acquisitions and investment transactions, including lev-
eraged buyouts, growth equity investments, mergers,
stock and asset acquisitions and sales, mezzanine in-
vestments and recapitalizations.
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