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Assessing the Quality of
Company Earnings

A eritical aspect of any valuation analysis is the appraiser’s ability to read, understand
and interpret a company”s financial statements - a skill vital to making an accurate as-
sessment of the value of any company. This is because most valuation methodologies
incorporate adjustments to value based on facts discovered during the course of the ap-
praisal process, many of which relate to the company’s financial staternents. In addition,
when valuing a business, the appraiser assesses the quality of the company’s historical
and projected future eamnings, which in most companies is a key component of value,

What are some of the basic factors an appraiser must assess in the analysis of the quality
of a company's earnings? The following items are not all-encompassing, but discusses a
few balance sheet and income statement considerations appraisers examine in the deter-
mination of earnings trends and quality,
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* Receivables. Receivables on an up-

wird trend can be the result of rising
sales, or an indication of slow collec-
tions, or an acceleration of future

Understanding the quality
of a company's earnings is an
important component to any

sales, If revenues are growing rapidly, valuation.. ..

it naturally follows that a higher level s — s————————
of receivables can be anticipated,

which is positive. However, a high level of receivables can also be an indication of a
longer collection period which can be caused by a number of factors including inter-
nal erganization problems (the absence of a collections person or department), fac-
tors related to the customer base which may be slowing payments (such as
bankruptcies or financial difficulties), or an economic slowdown in general, The
company could also be accelerating future revenue by offering incentives and price
cuts to customers 1l purchases are made early.

= Inventories. Swelling inventories may be an indicator of a number of factors, not all
of which are necessarily negative. High growth companies tend to have rapidly in-
creasing inventory levels (which are necessary to accommaodate incrensed sales), How-
ever, this could be a waming sign depending on the nature of the business, Stockpiles
of perishable inventories or those that become obsolete quickly may present a problem
given a mpid downtum in sales or the development by a competitor of a better product.

{Conmtiniced on Page 2)

Publicly Traded
Securities, Market

Prices, Discounts
and
Fair Market Value

The quoted unit price of a publicly
iraded security is sometimes nor de-
finitive of fair market value for a spe-
cific block of the shares or bonds.
Such a condition typically arises
when the subject halding has im-
paired marketability. In such a cir-
cumstance the exchange guoted price
of the security overstares the fair mar-
ket value of the subject block. That is,
the value of a block of stock or bonds
may be less than the product of the
number of units and the price per
share or per bond in the public mar-
ket In other words, o discount (that
is, & marketability discount) from the
market price is indicated for the
shares or bonds in the subject block.

{Continued on Page 3)
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High inventory levels represent the
potential for decreased production or
a need to decrease prices o move
inventory (which affects gross mar-
gin}. An appraiser should compare
balance sheet inventories (which rep-
resent a picture of inventories af a
point in time) with the average in-
veniory tumover ratio (which is a
better measurement of how invento-
ries have moved during the course of
the year). Inventory tums should be
also compared to similar companies
in the industry for an accurate picture,

= Fixed Assets. Trendsina
company’s property, plant and
equipment are typically examined to
determine whether capital expendi-
tures have been deferred and if sig-
nificant expenditures can be
anticipated. If this is the case, fi-
nancing 1s generally required
{which increases debt service and
impacts earnings). Recent increases
may be an indication of recent ex-
penditures to accommodate growth
or to upgrade property or equipment
{which affects cash flow). Informa-
tion contained in the cash flow
statemnent indicates annual capital
expenditure requirements or those
that may be necessary on an ongo-
ing basis. If a significant decrease in
the trend of capital expenditures
occurs, it can be interpreted as ne-
glect or deferred expenditures. Ap-
praisers typically adjust cash flow
and earnings proxies for known up-
coming capital expenditures and the
associated depreciation,

+ Revenue, “What constitutes rev-
enue and when and how is it re-
corded?” is an important question
asked by appraisers. Revenue recog-
nition practices may distort a
company’s revenue. Sales of cus-
tomized products or services that
require additional consulting ser-
vices to adapt the product or service
to the needs of the user long after
the sale, probably should not be re-
corded in full immediately upon
sale or shipment. If the sale is sub-
ject o returns, allowances, or re-
bates, a reduction in sales should
also be recorded. Service and con-
struction companies record revenues

either on a completed contract
method {revenues and costs are re-
corded upon completion of the
project) or the percentage of
completion method (revenues and
costs are recorded based on the por-
tion of the work completed at fiscal
year end). Appraisers should be
aware of accelerating revenues.
Revenue received as the result of
deep discounts can adversely affect
future projected revenue. The keys
are understanding what actual re-
corded revenue is, reading the notes
to the financial statements about
revenue recopnition policies, ob-
taining a detniled explanation about
how revenues are recorded,

A critical aspect of any
valuation analysis is the
appraiser's ability to read,
understand and interpret a

company's financial statements

Pension Plan Expenses. Compa-
nies with defined benefit pension
plans must record expenses for pro-
jected future benefits, The determi-
nation of this cost is complicated
and dependent on a number of as-
sumptions and facts incloding pro-
Jjected future benefits, the expected
return on plan assels, interest costs,
gains and losses in the plan and am-
ortization of prior service costs, The
assumptions in this calculation, if
not realistic, can inflate earnings by
putting less in the plan than is nec-
essary o meel future obligations.
The footnotes to the financial state-
ments usually contain these calcula-
tions and are a starting point o
determine whether the assumptions
are reasonable. If they are not rea-
sonable, the appraiser may make od-
Justments o 4 company’s earnings Lo
normalize pension plan expense.

Gains on Asset Sales. Specific types
of companies have recurring gains or
losses on asset sales (particularly
those with rolling stock or equipment
that must be replaced to keep the as-
sets in good condition). This item of

“Other Income™ is examined closely
by the appraiser to determine
whether asset sales are recuming or if
earnings have been distorted in any
year by the sale of an asset which is
considered nonrecurring. An asset
sale, which is a sale of a significant
segment of the business, may require
deeper examination and a projection
of camnings absent the segment. If a
company has sold off a subsidiary in
an effort to reduce debt, while inter-
est expense may be less, the com-
pany may then be dependent on a
mature, slow growing subsidiary
which may negatively impact eamn-
ings going forward.

Nonrecurring Operating Items,
Earnings are generally examined
closely for nonrecurring expenses
tor income) which will not occur
again in the normal course of busi-
ness. Sometimes this concept is not
quite understood by appraisers or
business owners, Some businesses
tend to have a senies of nonrecur-
ring events. ldentifying o nonrecur-
ring evenl is sometimes tricky. The
difference in extraordinary income
related insurance proceeds from a
fire loss is clearly more easily rec-
ognized as nonrecurring than bad
debt expense in a period of time
when the economy 15 depressed, In
a time of continual downsizing in
many industries, restructuring
charges or consulting expenses
cannot be considered nonrecurring
when they tend to occur every year,
Some gains or losses are appropri-
ately adjusted for in prior years be-
cause they tend to result from
problems a business experiences
over a period of time. Fires, torna-
does and hurricanes are a sudden
occurrence; however, slipping mar-
gins in a particular business seg-
ment as a result of increased
competition and consolidation gen-
erally occur over time and, analyti-
cally, it may make sense to spread
losses out over a period of years,

Compressed Margins, An ap-
praiser will always examine growth
in revenues relative to growth in
earmings. If the two are not growing
in tandem and revenues are rising



much faster than earnings, profit
margins may be declining. On the
other hand, if earnings are rising
much more rapidly than revenues,
an appraiser must gquestion whether
growth in revenue is sustainable or
if earnings are the result of severe
cost culting measures. In other
words, how will the factors that
impact profit margins now affect
ihem in the future?

These are just a few of the consider-
ations appraisers examine to deter-
mine the quality of a company”s
eamings. There are certainly other fac-
ters that menit scrutiny such as tax
planning, how a company calculates
eamnings per share, stock options, re-
search and development expenses, and
the impact of intangible assets. Under-
standing the quality of a company’s
earnings is an important component to
any valuation and the appraiser must
have the knowledge and skill to assess
the dyvnamics of the financial state-
ments as a whole and the ability that is
denved from experience to know when
wljustments to earnings are warranted
and when reported earnings are solid,

If vou have an issue related to the
quality of vour company's carnings
and how an appraiser would con-
sider it, please call. We will be glad
to discuss any valuation issue with
vou in confidence, ¥

Publicly Traded
Securities

{ Continued from Page !)

Impairments to the marketability
of the securities of public compa-
nies commonly result from the
following factors:

* The absence of registration under
Secunties and Exchanpe Commis-

ston Rule 144

+ The presence of a contractual re-
striction on resale, such as a

lock-up agreement

= Thin trading volume of the public
security relative to the number of
shares or bonds in the subject block

SEC Rule 144 imposes restrictions on
the resale of securities of public com-
panies that are issued without the ben-
efit of a registration statement. The
unregistered shares of a public com-
pany must typically be held by an in-
vestor for a mumimum of one year
before they can be sold into the public
market, Afler the one year holding
period is satisfied, public sales of the
unregistercd shares are subject to vol-
ume limitations for an additional year,
Sales in private placement transactions
of unregistered securities to entities
qualifying as sophisticated investors
under SEC regulations are permitted,
but the minimum holding period and
volume limitations regarding resale in
the public markets start anew each
time the securities change hands,

Lock-up agreements frequently apply
to shares received by sellers in merg-
ers and acquisitions. Such agreements
specify conditions under which the
subject shares may be resold and may
impose outright prohibitions on any
resale for some specified period.

Volume blockage issues arise when the
number of shares or bonds in the sub-
ject block is large relative to the daily
trading volume in the public market.
Such a circumstance often implies that
liquidation of the block would likely
have to occur over a protracted period
in order to avoid creating an oversup-
plv which would depress the market
price of the security. Liquidity may be
impaired due 1o block size even if the
subject shares are registered and no
contractual restrictions on resale apply.

One, two or all three of the preceding
impairments to liguidity may apply to
any given block of securities. For ex-
ample, the marketability of a block of
registered shares may be impaired by
the presence of a lock-up agreement
or other contractual restriction as
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well as large size relative (o recent
tradhing volume, By the same token, a
block of stock for which volume
blockage or contractual restrictions
are not present may not be freely
tradable in the public market due to
lack of registration under Rule 144,

Guidance on valuing unregistered or
restricled secunties of public compa-
nies for Federal tax purposes is pro-
vided in Revenue Ruling 77-287. A
valuation under this pronouncement
{essentially the determination of the
appropriate discount from the quoted
market price) requires consideration of
the various limitations and enhanced
rights attaching to the subject block
and the financial condition of the is-
suer. The marketability discount is
quantified by reference to the dis-
counts documented in various pub-
lished restricted stock studies which

{ Continued on Page 4)
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analyze the pricing of sales of re-

stricted stock relative to the market
prices of otherwise identical freely

tradable shares in historical, publicly
reported transactions.

An altemative methodology for quan-
tifying the discount relative to the
market price of the subject security is
the use of an option pricing model to
estimate the cost of hedging the price
of the security during the period of
illiquidity implied by Rule 144 or by
any contract or during the period re-
quired to conduct an orderly liquida-
tion in the case of volume blockage.

In addition to impaired marketability, a
subject holding of securities issued by a
public company may carry with it fea-
tures which further distinguish it from
the issuer’s registered securities. Com-
mon and preferred shares may lack vot-
ing rights. Debt securities and prefermred
stock may lack the protective cov-
enants or priority of claims attaching to
their registered counterparts, Conver-
sion rights and redemption provisions
may differ. When valuing non-regis-
tered securities, it is important to con-
sider all characteristics of the subject
security which may differ from the
issuer’s publicly traded stocks and

bonds and reflect those differences in
the valuation of the subject security. In
these cases it may be necessary to go
beyond merely applying a marketabil -
ity discount to the quoted exchange
price of a stock. [For example, if the
issuer's public debt is better secured or
has better call protection, pricing a pri-
vately issued note to yield a rate repre-
sentative of an incremental retum for
lack of marketability plus the market
yield on the issuer's publicly traded
debt securities of similar maturity may
overstale the note’s fair market value. |

Clarity regarding the fair market
value of privately issued securities of
public companies is essential in the
following situations:

« Estates and Gifts. The presence of
a block of such securities in an estaie
and a transfer of same may entail an
overpayment of Laxes if the quoted
market price is applied without con-
sideration of impaired marketability
or of other differences relative to the
issuer’s public securities.

* Mergers and Acquisitions (1). If
the securities issued by the pur-
chaser to the seller do not qualify
for a capital gains rollover and a

capital gains tax liability is realized
at the closing of the transaction, an
excessive capital gains tax liability
may be caleulated if the quoted mar-
ket price is applied without consid-
eration of impaired marketability or
of other differences relative to the
issuer’s public securities,

* Mergers and Acquisitions (2).
Comparisons of offers by compet-
ing bidders or comparisons with the
pricing of other transactions may be
misleading if quoted market prices
are applied to securities offered as
purchase consideration without
considering impaired marketability
or other differences relative to the
issuer's public securities.

Similar valuation issues may also arise
in a variety of other situations, includ-
ing corporate reorganization transac-
tions, marital dissolution, bankruptcies
and transactions involving trusts.

Simply applying the market price of
an 1ssuer's publicly traded securities
to the shares or bonds in a piven block
may provide a deceptive indication of
value leading to faulty tax and invest-
ment decisions. ¢
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