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I.
Garbage in, garbage out.

The value of any analysis is significantly affected by the quality of the information utilized in that analysis.  Inaccurate and/or incomplete information may render the results of the analysis useless.


A.
We need a good set of financial statements.



Without a good set of financial statements, the appraiser cannot develop a good picture of the profitability and financial position of the company.


1.
What should be included in the financial statements?

a.
Report of the auditor.  Unqualified opinion and no opinions.

(1)
Audit.


An audit is the strictest of the standards for financial statements.  The accountants thoroughly tests the figures on the financial statements for accuracy and then attests to their accuracy in their opinion.  This opinion gives the most comfort to investors, lenders and other users of the financial statements.



Definition:  An audit is a methodical and objective examination of accounts and items that support the financial statements of the company.  It requires the CPA to study the entity’s accounting system and evaluate the risk of misstatement from error or fraud.  An audit also requires the CPA to test the books and financial records to see if they are producing reliable financial data.  Unlike a review, an audit requires the CPA to vouch numbers to source documents, confirm balances or other information, and trace transactions through the records.  An audit is more work and provides a greater degree of assurance that the financial statements are “fairly stated in accordance with generally accepted accounting principles.”

(2)
Review.


A review is the same as an audit except that the level of assurance is less.  Therefore, there is less reliance given to the use of the financial statements as to the accuracy of the numbers found in the statements.


Definition:  Financial statements are accompanied by an accountant’s expression of limited assurance.  The accountant communicates this limited assurance in a report by stating that he or she is not aware of any material modifications that should be made to the financial statements in order for them to be in conformity with Generally Accepted Accounting Principles.  The accountant must perform sufficient inquiry and procedures to give a reasonable basis for that conclusion, but doesn’t have to independently verify the accuracy of the data as long as it looks reasonable.

(3)
Compilation.



A compilation involves no testing or assurances by the auditor.  There is no testing of the figures such as accounts receivable.  The auditor just takes the financial information from the books of the company and management, then prepares the financial statements based solely on that information.



Definition:  A compilation is the presentation, in the form of financial statements, of the representations of the owners or managers with no assurance made by the CPA.  An accountant generally performs few, if any, procedures, and it is substantially less than a review services report.  For this reason, the accountant’s compilation report will include wording similar to the following: “A compilation is limited to presenting in the form of financial statements information that is the representation of management.  We have not audited or reviewed the accompanying financial statements and, accordingly, do not express an opinion or any other form of assurance on them.”

(4)
Cannot express an opinion or the opinion is negative.



Disclaimer.  An auditor’s statement disclaiming any opinion regarding the company’s financial condition due to an inability to gather certain relevant facts.


Qualified opinion.  Accountant’s or auditor’s opinion of a financial statement for which some limitations existed, such as an inability to gather certain information or a significant upcoming event which may or may not occur.  This is the opposite of an unqualified opinion.


(5)
Internally-prepared financial statements — no report from the auditor.



Management prepares the financial statements with limited or no help from an outside accountant.


b.
Balance sheet.



A quantitative summary of a company’s financial condition at a specific point in time, including assets, liabilities and net worth.  The first part of a balance sheet shows all of the assets a company owns, and the second part shows all of the financing methods (such as liabilities and shareholders’ equity).

c.
Income statement.



An accounting of sales, expenses, and net profit for a given period.


d.
Statement of changes in shareholders’ equity.



A financial statement that illustrates the change in the various components of shareholder’s equity for a given period, including change in the capital stock and retained earnings accounts.


e.
Cash flow statement.



A financial statement that reports net cash provided or used as a result of a company’s operating, investing, and financing activities and the net effect of those cash flows on cash and cash equivalents for a given period in a manner that reconciles beginning and ending cash and cash equivalents.


f.
Footnotes.  Disclosures that are required for an audit or review but optional in a compilation or in internally-prepared financial statements.  When the accountants issue statements with no footnotes, the following statement is found in their opinion:



“Management has elected to omit substantially all of the disclosures required by generally accepted accounting principles.  If the omitted disclosures were included in the financial statements, they might influence the user’s conclusions about the Company’s financial position, results of operations, and cash flows. Accordingly, these financial statements are not designed for those who are not informed about such matters.”



The trustee(s) should be concerned about such a statement.



Examples of needed disclosures include the following:

(1)
ESOP information including compensation expense and details about ESOP transactions, etc.

(2)
Revenue recognition information.


(3)
Information about the Company’s debt.


(4)
Related party information.

2.
What is the basis upon which the financial statements are prepared?


a.
GAAP (generally accepted accounting principles) basis.  An audit and a review of a commercial enterprise must be prepared on a GAAP basis.


The financial statements of publicly-traded companies which may be used in the valuation process are prepared on a GAAP basis.  If the company’s financial statements are not prepared on a GAAP basis, it may be difficult to make such a comparison for valuation purposes.


b.
Cash basis.  Revenue is recognized when cash is received by the business rather than when it is earned, and an expense is recognized when the related invoice is actually paid.  On a cash basis financial statement, there will be no accounts receivable, accounts payable or depreciation.

c.
Income tax basis.  This is a hybrid between the GAAP and cash basis.

d.
Consolidated versus unconsolidated.  If there are business interests owned by the company being valued, those interests must be represented in the financial statements in such a way that the appraiser is able to properly take such investments into account in the valuation process.

B.
The appraiser needs a good idea of how management views the future of the company.



During the management interview, the appraiser must be able to assess the quality of the management and how management sees the company growing (or not growing) into the future.
II.
What to apply the multiple to?


A.
Historic cash flow/earnings.  Do we use the most recent figure, a mean average of several years or a weighted average of several years?  [The following graphs will be discussed by the speaker.]
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B.
Projected cash flow/earnings.  What to do about the quality of the projections.

[image: image3.wmf]$1,000,000

$1,050,000

$1,102,500

$1,157,625

$1,215,506

$1,276,281

$2,500,000

$3,125,000

$3,906,250

$0

$500,000

$1,000,000

$1,500,000

$2,000,000

$2,500,000

$3,000,000

$3,500,000

$4,000,000

CASH FLOW

2004

2005

2006

2007

2008

2009

2010

2011

2012


III.
Effects of ESOP debt and other debt.

A.
Why does debt reduce the value of the equity?


1.
Example:
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2.
Explanation of the example.


The market value of invested capital (MVIC) or enterprise value is the value of a company without regard to the company’s debt.  It is the price that a willing buy would pay for the company on a debt-free basis.



If there is no debt, then the equity value is equal to the market value of invested capital.



If there is debt, then the equity value is equal to the market value of invested capital less the debt.



Whether the debt is subtracted from the value estimated by any particular valuation method depends upon whether that method and the way that the method is applied yields the market value of invested capital or an equity value.



Most appraisers will apply most valuation methods on a debt-free basis so that the value determined is the market value of invested capital rather than the equity value.  If this is the case, then the appraiser must subtract the debt in order to estimate the equity value of the company.

D.
What is “debt”?



What elements from the balance sheet are considered to be debt?


1.
Line-of-credit debt and other demand debt.



The prevailing opinion is that the amount that should be considered to be debt would be the total amount of the line-of-credit debt (and other demand debt) less the company’s cash balance.  The net amount should not be less than zero.


2.
Negative cash balance.



When the bank’s short-term credit facility is applied against a company’s checking account, a negative cash balance can be shown on the balance sheet under current liabilities.  This should be considered to be debt.


3.
Current portion of long-term debt and the remainder of the long-term debt will be included as debt.


4.
Current portion and long-term portion of debt created by an operating lease should be considered to be debt.


5.
Interest rate swaps should usually be considered to be debt.

6.
Deferred compensation amounts owed should sometimes be considered to be debt.


E.
ESOP debt.  Special treatment.



In most cases, the amount of the ESOP debt, both short-term and long-term, might be reduced by the present value of income tax savings created by the fact that the principal payments on that debt are effectively tax-deductible by the company.
IV.
Please review the draft report carefully.

A.
The responsibility of the trustee(s).



The ESOP trustee(s) has the ultimate responsibility for the valuation of the stock of the company that is owned by the ESOP.  The trustee(s) can accept or even reject the value that is estimated by the appraiser.  The appraiser is merely acting as an advisor to the trustee(s).


B.
Description of the company’s operations.



The trustee(s) and the applicable officer(s) of the company should review the report for the accuracy of any description of the company’s operations.


C.
Other valuation assumptions.


1.
Adjustments to the financial statements.



The appraiser will often make adjustments to the financial statements of the company being valued in order to eliminate the effects of non-recurring and/or unusual events and for valuation purposes.  The company’s CFO should carefully review these adjustments to make sure that they appear to be accurate and correct.


2.
Conclusions about the state of the company.



If, for example, the appraiser makes a statement that the company being valued is in poor financial condition, in good financial condition, is poorly-managed or is well-managed or other similar statements, the trustee(s) and the Company’s officers should provide some feedback to the appraiser that addresses such statements.

V.
Management compensation.

A.
Why subtract all of the management compensation expense from revenue in arriving at a profit figure for the company?



When compensation expense is reported by a company as an expense for federal income tax purposes, for example, it must be considered to be necessary and reasonable in amount.  This same consideration should be made by the appraiser.

B.
When are adjustments to the management compensation expense figure appropriate?


Only when the compensation expenses are non-recurring and/or unusual should there be any consideration for an adjustment to the compensation expense figure for valuation purposes.

VI.
How does the balance sheet affect the value?

A.
The asset approach to valuation.



When the asset approach is used by the appraiser to value the company, the balance sheet is used directly in the valuation.  Each item on the balance sheet, however, may be adjusted to bring that figure up to (or down to) fair market value.


B.
Liquidity and leveraging.



Even when the income and/or market approaches to valuation are used, the balance sheet is considered in the valuation process.



The balance sheet figures themselves and various financial ratios are used to measure various financial aspects of the company being valued.  For example, the company’s liquidity and degree of leveraging are measured in order to assess the company’s financial risk.


C.
Non-operating assets.


1.
Unused real estate.


2.
Excess cash, quick assets and current assets.


3.
Other non-operating assets.
VII.
The effects of the repurchase liability on the value.


A.
Reduction of the cash flow caused by the repurchase liability.


B.
The effects on the discount for lack of marketability.
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