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Information Requirements for
a Business Appraisal

This article focuses on the key documents any appraiser is likely to requesi at the out-
sct of an appraisal assignment. These fundamental documents provide the platform
from which a sound appraisal is constructed. [deally, reliable information at the outset
will prompt well-reasoned follow-up
questions by the appraiser at the man-
agement interview, making the process
more efficient and accurate,

. .. flundamental documents
provide the platform from which
a sound appraisal is
constructed

While the list of documents that will
likely be requested might appear volumi-
nous, they are vital to the appraisal. A
good appraiser will help in this process
by explaining which documents are needed and why. The successful organization of the
information gatherning process is crtical to the overall accomplishment of a timely and
well-reasoned apprsal,

= Financial Statements. All businesses have financial statemenis, and it is those
numbers in the balance sheel, income statement and cash flow statement that help
provide some quantification to the company's efforts. Financial statements can be
oudits, compilations/reviews, 1ax returns or internal financials, but remember, it is
important for the appraiser to have the best financial information available to accu-
rately analyze the company. Accounting statements with full detail and footnotes
will be the most helpful.

Historical financial statements are analogous to management's report card on its
financial performance. Past performance is only a guide to the future and manage-
ment will be key in making that future happen. So, it is important to thoroughly un-
derstand the past in context with management’s vision for the future, and several
years of historical financial statements will highlight those problems and opportuni-
ties facing the company, that will be discussed in the management interview.

+ Other Financial Documents. Annual financial statements can be broad brush docu-
ments, vet the analysis takes place in the details of operating expenses, other income,

{Comtinued on Page 2, Column 2)

The Importance of
Fairness Opinions

in Transactions
Involving ESOPs

If a company with an Employee Stock
Ownership Plan (ESOP}is contem-
plating a proposed mergerfsale trans-
aclion, it is important to obtain the
services of an independent financial
advisor to evaluate the deal. This
formal review is known as a faimess
opinion.

A Tairness opinion is provided by an
independent financial advisor 1o the
ESOP trustees of selling (and some-
times acquiring ) companies in many
transactions today, especially those
in which the ESOP is a significant
sharcholder.

A firmess opinion for an ESQP in-
volves a total review of a transaction

{Continued on Page 3, Column [)
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receivables and payables aging, next
year's budget, five year plan and de-
tails of grouped items such as
"other” assets and liabilities. Foot-
notes may provide this information
and it is important in understanding
the business.

Corporate Docuoments and Records,
These documents help the appraiser
understand who owns the business
and the nature of the security interest
being valued. Documents to review
include summary shareholder list
showing names and numbers of
shares owned; any restrictive agree-
ments applicable 1o the company s
stock; and any corporate policy re-
garding dividends. For those apprais-
als that relate to an Employee Stock
Ownership Plan ("ESOP”), ESOP-
specific information, such as the Plan
Document and other special financial
information, isimportant.

Operating Facilities and Other
Assets. The company’s operating
{production} assets sometimes con-
tain hidden value, obscured by ac-
counting conventions. A listing of
operating assels showing the cost
basis, accumulated depreciation
and net book value helps the ap-
praiser focus on asset items such
as land, which may be worth more
than stated book value, Non-oper-
ating assets need to be highlighted
to consider these items separately
from the operating enterprise.

Products and Markets. To assist the
appraiser in understanding what
business the client is in, important
documents include o mission state-
ment, company brochures, marketing
materials, and the sales/manufactur-
ing/distribution of the client's prod-
uct or service. Additional detail
about unit volume, branch sales, top
ten customers, major accounts
gained or lost, and competitive
strengths and weaknesses helps the
appraiser to properly position the

company in the marketplace vis-a-
vis other market players with differ-
ent resources at stake,

Operations and Production. Achant
showing how the major operating
entities fit together, the top suppli-
ers, and which production inputs
have only one source are important.
If the company has patents,
trademarks or licenses, the client
should help the appraiser under-
stand how the value of those items
translate into financial performance,
For those businesses such as
franchisees, distributors, construc-
tion companies or other homoge-
neous enterprises, clients should tell
their appraiser how they compare to
others in their peer group. Oflen, the
pertinent trade association(s) or
buying cooperative(s) will have
comparative data for similar opera-
tors in other markets.,

Management Personnel and Board ol
Directors. Family-owned businesses
have an incentive to minimize the pre-
tax profit line by certain expenses, For
this reason, a detailed compensation
review of, at least, the company’s top
officers is helpful. In addition, names,
ages and experience of senior man-
agement, the number of employees
and their skill levels, and the Board of
Directors and their compensation are
often requested,

Background and History. A
company’s background provides
perspective on its potential for fu-
ture performance. A copy of the cor-
porale charter, name changes over
the years, dates of acquisitions,
changes in control groups and a
written history (such as an article in
a trade magazine or local business
journal) should be considered. The
history and perspective on current
management operations will help
round out the text of a written report,
and serve 1o tie together disparate
elements in the analysis.



* ASummary of Recent Stock Trans-
actions. Privately held companies do
not often have trades in their corpo-
rate stock, but the basis upon which
any transactions were made should
be considered for at least the last
three years, This listing should reflect
the transaction date, price per share,
a charactenization of the buyer or
seller and any explanatory comments,

* Details on Corporate Facilities, The
appraiser needs a complete picture of
the means of production for the busi-
ness, A listing by major fixed assets
showing location, date acquired,
square footage (acreage), book value,
estimated or appraised value should
be provided. For heavy equipment,
similar information regarding asset
items showing age, date purchased,
current cost basis and appraised or
estimated value will help.

For more information or to discuss a
valuation in confidence, please leel
ree to call us, #

Fairness Opinions
in Transactions
Involving ESOPs

{ Contimited from Page 1)

from the financial point of view of the
ESOP participants. The financial advi-
sor must look at pricing, terms and
consideration received in the context
of the market for similar companies,
The advisor then opines that the trans-
action is fair, from a financial point of
view and from the perspective of the
ESOP sharcholders.

Although ESOP trustees are not re-
quired to retain a financial advisor when
contemplating a significant transaction,
a faimess opinion provides a potential
wfe harbor from the charge that the

trustees violated their fiduciary duty to
the ESOP participants,

The facts of any particular transaction
can lead reasonable people to conclude
that a number of perhaps preferable
alternatives are present. A faimess
opinion from aqualified financial advi-
sor can minimize the risks of disagree-
ment among shareholders and
misunderstandings about a deal, as well
as litigation than can kill transactions
and/or litigation against the trustees
after the transaction is consummated,

Although the following is not a com-
plete list, consideration should be
given Lo oblaining a faimess opinion
if one or more of these situations are
present:

= Competing bids have been received
that are different in price or struc-
ture, thereby leading to an interpre-
tation as to the exact terms being
offered, and which offer is “best.”

* Insiders or other affiliated parties are
involved in the transaction. This is
especially the case when the con-
trolling shareholder is also the
trustee af the ESOP.

* The company has experienced a re-
cent history of poor financial perfor-
mance.

* The offer is hostile or unsolicited.

= There is lack of agreement as to the
adequacy of the offer.

* There is concern that the share-
holders fully understand that con-
siderable efforts were expended to
assure fairness to all parties.

= The board desires additional infor-
mation about the investment charac-
teristics of the acquiring company.

= Varying offers are made to different
classes of sharcholders,
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* There is only one bid for the com-
pany, and competing bids have not
been solicited.

* There is a significant transaction
between a significant insider
{perhaps even an ESOP trustee) and
the company.

Directors have a fiduciary responsibil-
ity to the shareholders known as the
“business judgment rule.” In general,
directors and management are given
broad discretion in directing the affairs
of a business. Directors are expected
to act in good faith based on the care

If a company with an
ESOP is contemplating a
proposed merger/sale
transaction, it is important
to obtain the services of an
independent financial
advisor to evaluate
the deal

that an ordinary person would take in
supervising the affairs of the business.

Inherent in this rule is the requirement
that the board of directors be informed
about the basis for major decisions
prior to reaching a conclusion. In es-
sence, there is an expectation that rea-
sonable decisions will be made in a
proper way.

The fairness opinion is a short docu-
ment, typically a letter. The support-
ing work behind the fairness opinion
letter is substantial, however. A well-
developed fairmess opinion will be
based on at least the following five
considerations:

1. Financial performance and factors
impacting earnings,

[

Dividend-paying history and
capacity.

3. Pricing of similar transactions,

{Continued on Page 4, Column 1)



4, A review of the investment charac-
teristics of the consideration to be
received,

5. Acvreview of the merger agreement
and its terms,

Due diligence work is crucial to the
development of the fairness opinion.
The financial advisor must take steps
to develop an opinion of the value of
the selling company and the invest-
ment prospects of the buyer (when
selling for stock). It is prudent to visit
the selling company, conduct exten-
sive reviews of documentation, and
inlerview management.

A similar process should be performed
with respect to the buying company,
especially if the consideration is its
stock, If the purchaser is a public com-
pany, it is imperative that all recent
public financial disclosure documents
be reviewed. [t is also helpful to talk
with financial analysts who routinely
follow the purchasing company in the
public markets.

For more information or to discuss the
need for a faimess opinion in confi-
dence, please feel free to contact us. €

The Difference Between a

Valuation Expert and an
Industry Expert

And Why It's Important

What kind of expert do you need
when your company requires
valuation services — a valuation
expert or an industry expert? You
might be asking yourself, *“What's the
difference? Often, there is a big
difference, one that is important for
you to know and understand,

An industry expert is that expert with
intimate knowledge of an industry but
not necessarily of valuation
techniques. Many indusiry experts
focus only on transaction-type
valuations and know very little about
independent valuation methodologies,
documentation requirements, case law
and valuation literature, all of which
are critical to developing a reasoned
and reasonable valuation conclusion.

The valuation expert is that expert
with a general knowledge of many
industries, but, more importantly, with

specific knowledge of valuation
techniques, methodologies and other
factors vital to the valuation process.
Valuationexpertise. like industry
expertise, is learned over years of
study and practice.

We believe, not surprisingly, that you
should expect vour business appraiser
to be a valuation expert and have a
broad base of industry knowledge.
Anything less will probably result in
an unsatisfactory valuation result,
Appraisal expertise, coupled with
broad indusiry knowledge, is the
appropriate combination 1o expect
from any business appraiser,

Courts are seldom misled by “experts”
who know little about valuation when
it comes (o valuation issues. So, do
not be swayed by the industry experts
who plan to develop valuation
experience at your expense.

Give us a call for more information or
to discuss a valuation issue in
confidence. @
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