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orne factors in management projections
of income and cash
flow may go unnoticed in a one-time
valuation
exercise,
such as an estate tax
, or litigation valuation, but become
apparent in recurring employee stock
ownership plan (ESOP) valuations of
sponsoring companies over an extended period. For this article, financial
and valuation statistics were gathered
from those ESOP clients engaged in
government contracting for whom valuation services had been provided for
at least five years. While, of course,
financial or valuation statistics for any
specific client carinot be disclosed, a
statistical analysis has yielded some
enlightening information. In addition,
management responses to the valuations and scrutiny have provided further insight.
While the general statistics that are
derived from the study yield significant results, discussions with the managements of the enterprises
added
context to the statistics. This article
concentrates on what has been discovered about management projections
of revenue and profits.

reveal themselves. Some of these patterns are specific to the company being
valued, such as the success of specific
products. Other patterns are general,
such as the accuracy of forecasting the
fixed expenses. Our analysis concentrates on the more general patterns.
Annual appraisals of several government contractors were reviewed for
the years 2006 through 2010. Exhibit 1
illustrates, for appraisals in this database, the degree of accuracy of management's forecasts of the following
year's revenue and earnings before
interest, taxes, depreciation, and amortization (EBITDA).
As the exhibit illustrates, management's projections of both revenue and
EBITDA often exceeded the actual

results, and sometimes fell short. In
addition, management was less accurate when forecasting EBITDA than
when forecasting revenue. Interviews
performed with management at the
companies whose data were part of
this analysis revealed the major reasons for inaccurate forecasting.

Factors Causing
Revenue Shortfalls
Several reasons were cited by management for revenue shortfalls:
1. The current recession.
2. General over-optimism.
3. Overestimating the capabilities of
the marketing/sales
part of the
enterprise.

Accuracy of Projections
Some of the more useful conclusions
have come from an analysis of management's year-to-year projections.
When performing a discounted future
cash flow analysis for non-ESOP purposes, the appraiser has just one opportunity to assess the reasonableness of
management's projections of income
and cash flow. The appraiser can look
at the projections only in light of economic and industry conditions, the
company's historic performance, etc.
However when the appraiser has the
advantage of appraising the company
for several years in succession, certain
patterns with regard to the accuracy
of management's projections begin to
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4. Underestimating the strength of the
competition.
5. Overestimating
the size (and
breadth) of the market.
As mentioned, the current recession ("recovery" notwithstanding) has
been a factor. Depending
on the
client's industry, the effects of the
recession began between late 2006 and
mid-200S. The industry focused on
in the analysis, government contractors, is affected by recessionary conditions because during such periods
governments face a shortfall of tax
collections. This situation is now very
negative. Between 2006 and 2010,
however, business conditions for government contractors remained generally good.
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During that 2006-2010 period, the
managements of some companies in
other industries (i.e., not government
contractors) stated that they were not
likely to be significantly affected by
the recession. For example, one specialty commercial
construction
contractor said in late 2007 that the
recession had not yet had an impact
on revenue or profits, and that a significant impact was unlikely. Management at this company felt that the
valuation for purposes of selling stock
to a newly-formed ESOP should thus
be based on historic (i.e., pre-recession) profits and cash flow. Forecasts
from industry analysts, however, were
not optimistic. Thus, in the valuation
more weight was given to the analysts'
forecasts than to the value of the most
recent year's profits, which were at an
all-time high. As anticipated by analysts, industry conditions did indeed
deteriorate, resulting in profits declining significantly. A similar deteriorating situation is now arising in the
government
contracting
arena,
because
of budget
constraints.
Although many government contractor clients acknowledge the declining
industry
conditions,
others are
emphatic that their firms will not be
significantly affected.
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Overconfidence.
General optimism is
a significant factor in management
forecasting of revenue. Most managers
have faith in the ability of their companies to succeed, so optimism in
management forecasts should not be
surprising. Realistic projections, however, are necessary. Thus, management
should be asked to prepare realistic
projections, rather than rendering the
marketing department's revenue goal.
Regularly falling significantly short of
projections
can make management
look unrealistic.
If and when a revenue shortfall
occurs, management often realizes that
it had been overly optimistic and then
tones down the following year's projections. Management is sometimes
surprised to discover that a much more
conservative set of projections results
in a lower estimated value of the stock,
all things being equal.
Another factor that arises in the
forecasting of revenue and profits is
overconfidence in the company's marketing and sales organization. Management commonly
believes that
revenue and profits will rise substantially in the future because the company has reorganized
and made
promising new hires for its marketing/sales group. Afterwards, when the
revenue shortfall occurs, management
will state that some of the marketing/sales personnel did not work out,
or the marketing/sales organization as
a whole performed poorly. The lesson
here is that reorganizing and hiring
new people with good resumes is not
a guarantee of improved performance.
Conversely, another situation that is
sometimes encountered with contractors is that management does not feel
that its company needs a marketing/
sales organization at all.
Industry Competition.
Although the
recession has heightened the level of
competition in most industries, most
managements generally underestimate
the strength of competition. Almost
without exception, managers say that
their company is a very strong competitor because its products or services
are superior, or can be delivered in a
more timely manner than competitors,
and that the company has unique beneficial characteristics. When viewing
the actual performance of such a com-
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pany, and interviewing management
in future years for subsequent valuations, it often becomes apparent that
the competition is far stronger than
management
expected. Therefore,
management should be asked questions in interviews that are designed
to dig beneath management's inherent
optimism about the company's position in relation to its competitors.
Market
Size. In addition, management frequently overestimates the size
of its company's market. This makes
reviewing industry statistics and analysts' reports essential. For example,
recently one management projection
showed an average annual increase in
revenue of over 10%, but figures from

EXHIBIT 2
Effect of Revenue Shortfall on Profits
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-14.3%
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Operating
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$ 1 million

-66.7%

Variable Expenses

(60% of Revenue)

Income

a well-known analyst firm projected
the industry sales growth rate at only
2% annually. Discussion with management about this difference produced
sincere surprise at the industry outlook. As it turned out, management
had misjudged the maturity of the
industry and underestimated other factors that have negatively affected its
potential revenue growth rate. Management thereafter lowered its projections, and in the ultimate valuation,
the company-specific risk factor related to management's ability to compete
in the company's marketplace
was
increased.
Revenue

from Government

Contracts.

Within the government contracting
industry, companies often overestimate
the revenue to be derived from a contract, or misjudge the time over which
the company will realize the revenue
from a contract. For example, management will sometimes list, as part of the
company's backlog, a blanket purchase
agreement (BPA) contract with a high
value. The BPA may total $20 million,
but that does not mean that the company will ultimately receive $20 million
ESOP VALUATIONS

in performing work on this contract. In
order for a contractor to derive revenue
from a BPA or other indefinite delivery,
indefinite quantity (IDIQ) contract, task
orders must be competed for. The appraiser must question management carefully about the backlog to try to assess, if
possible, how much revenue will truly be
earned by the company being valued
and on what timetable.

EBITDA Shortfalls
As one might expect, a shortfall in revenue may very well lead to a shortfall in
profits. Profits may be defined here as
EBITDA. There are many reasons that
management might overestimate future
EBITDA, above and beyond the reasons
for revenue shortfalls. The most common reasons are underestimating the
effect of fixed expenses, strong competition, and weak economic conditions.
The effects of strong competition and
weak economic or industry conditions
on margins are related. Weak economic or industry conditions often precipitate increased competition within an
industry. As discussed above, management often underestimates the intensity of competition. In recent interviews,
the managements of companies in construction-related industries stated that
they must bid jobs at a loss just to keep
needed employees active. That is, competition in bidding had become so
extreme that normal margins can be
zero or even negative. Competitive bidding does not normally drive margins
that low in the government contracting
arena, but lately they have been driven
down. Where management must forecast
a negative EBITDA for at least the next
year or two, it is critical for analysts and
for management to forecast when the
effects of the current recession are likely to subside. This, of course, is difficult
to do.
Fixed Costs. Perhaps the most significant factor that has caused EBITDA
to fall far short of forecasted amounts is
the effect of fixed expenses. Even in service companies, these costs can drive a
reduction in EBITDA. Fixed expenses
often remain constant despite a decline
in sales, and any shortfall of revenue
yields an even greater shortfall of profits. This effect is illustrated in Exhibit
2. As can be seen in the example, a 14.3%
ESOP VALUATIONS

shortfall in revenue resulted in a 66.7%
shortfall in operating income.
Another area of concern relates to
underestimating fixed expenses, due to
management's failure to accurately forecast the need for increased infrastructure
that is implied by the forecasted growth.
For example, assume management forecasts a 15% annual revenue growth rate
over the next five years. All too often,
management will extend that growth
rate to profits, which assumes that fixed
expenses increase at the same rate as
revenue. Generally however, a large
increase in revenue also results in the
need for a larger infrastructure.
The
fixed costs associated with that infrastructure
almost always lower the
growth rate of profits rather than the
growth rate of revenue. The nature of
potential additions to a company's infrastructure is likely to depend on the
industry of the company, but the costs
are nearly always present (whether for
plants, equipment,
IT, or human
resources). So, when projections show as
high a growth rate in profits as the
growth rate for revenue, it is necessary
to become suspicious, and investigate
the claims that management makes with
its projections.
An additional consideration for valuators evaluating government contractors is that if indirect
costs were
incorrectly calculated as part of a bid
by management, the government can
audit the overhead rates on a contract;
this may result in the contractor either
being denied reimbursement for expenses related to a cost-plus type contract, or
the contractor may have to pay some
reimbursed expenses back to the government.

Conclusion
Management
must be realistic and
detailed when forecasting revenue and
profits. It is necessary to consider the
consequences of growth, and always
to examine carefully any assumptions
about both the company and its industry. These principles are particularly
important
in the government
contracting industry, where management
must contend with largely unpredictable factors such as revenue shortfalls, government
policies,
and
decisions on contract renewals .•
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