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Earnings Assumptions: Common Errors
A business appraiser is confronted with many challenges with respect to

developing earnings forecasts for a closely held or family controlled enterprise. This
process may be complicated by ungrounded earnings forecasts provided by the
executive management of the company. However, the skilled business appraiser
typically will probe the financial engineering of the company’s management, leading to a
forecast that “makes sense.” The most common errors with respect to ungrounded
earnings forecasts generally fall into two categories: inappropriate basis for the
earnings forecast and unrealistic growth rate assumptions. Attempting to determine the
appropriate growth rate for the company going forward, based only on historical data
and management expectations, is one of the most difficult yet most important aspects of
the valuation.

Appraisers may be tempted to use historical financial data as the basis for a
proxy of future earnings, electing to take either a simple average or weighted average of
past performance. Typically, this approach is not well grounded, as past performance is
not always a good indicator of future performance. Revenue Ruling 59-60 Section 4.02
states the following with respect to historical earnings and their applicability in
determining future earnings:

Potential future income is a major factor in many valuations of closely held
stocks, and all information concerning past income which will be helpful in
predicting the future should be secured. Prior earnings records usually are the
most reliable guide as to the future expectancy, but resorting to arbitrary five-or-
ten-year averages without regard to current trends or future prospects will not
produce a realistic valuation. If, for instance, a record of progressively increasing
or decreasing net income is found, then greater weight may be accorded the
most recent years' profits in estimating earning power.

Weighting historical earnings to develop a forecast of future performance may be
appropriate, however, for a mature company experiencing low growth rates and high
financial stability or for mature companies in very cyclical industries where the historical
data encapsulates a full business cycle. An example of when an average of historical
performance may be appropriate for forecasting future earnings would be a construction
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company or a specialty trade contractor. It is generally preferable for the business
appraiser to develop a forecast of the subject company’s earnings—a one-year forecast
when using the single period capitalization method and a three or five-year forecast
when using the multi-period discounted earnings method under the Income Approach.

An average of the subject company’s past performance should not be utilized
merely because the appraiser believes this calculation is the easiest or that developing
a reliable forecast would be too difficult. Likewise, an average is not appropriate just
because the appraiser believes that only past performance is relevant to the valuation of
the firm and that any forecast developed would be totally unreliable or unlikely to be
representative of the subject company’s future performance.

To illustrate how using an average of the subject company’s historical financial
results may impact the final value estimate, consider the following scenario. RLH
Industries, Inc. is a manufacturer of electronic components for small jets and airplanes.
The industry experienced a slight downturn in the last decade but industry conditions
began to improve over the last two years. RLH Industries, Inc. has experienced a
similar pattern as the industry. The following table provides its historical summary
Income Statement.

RLH Industries, Inc.
Summary Income Statement
For the Years Ending December 31, 2004-2008

2004 2005 2006 2007 2008
Gross Revenues $9,870,000 $8,862,000 $8,356,000 $10,042,000 $13,977,000

Cost of Goods Sold $4,935,000 $4,520,000 $4,094,000 $5,222,000 $7,268,000

Gross Profit $4,935,000 $4,342,000 $4,262,000 $4,820,000 $6,709,000

Total SG&A Expenses $2,213,000 $2,498,000 $2,682,000 $2,785,000 $2,777,000

Net Operating Profit (EBITDA) $2,722,000 $1,844,000 $1,580,000 $2,035,000 $3,932,000

Total Other Income/Expenses ($200,000) ($234,000) ($266,000) ($298,000) ($275,000)

Net Income Before Taxes $2,522,000 $1,610,000 $1,314,000 $1,737,000 $3,657,000

Taxes $883,000 $564,000 $460,000 $608,000 $1,280,000

Net Income After Taxes $1,639,000 $1,046,000 $854,000 $1,129,000 $2,377,000

Net Cash Flow to Invested Capital $1,604,000 $1,046,000 $860,000 $1,117,000 $2,367,000

At the end of last year, however, it was awarded a $1 million per year contract to
supply electronic components for a regional private charter jet service in the Southeast
for ten years. The Company had no such contracts prior to the end of last year;
therefore, the historical figures and an average would not encompass this contract or
any similar contracts. If the appraiser were to use merely the average of the Company’s
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historical figures, the valuation would not incorporate the $1 million per year new
contract. Using a forecast for the Company which included this new contract would be
much more accurate and appropriate.

Assuming a capitalization rate of 18% and applying this to the Company’s
historical average net cash flow to invested capital and the forecasted net cash flow to
invested capital yields the following value indications.

RLH Industries, Inc.
Income Statement
Select Statistics

5-Year Average $ Forecast
Gross Revenues $10,221,000 $15,000,000

Cost of Goods Sold $5,208,000 $7,650,000

Gross Profit $5,013,000 $7,350,000

Total SG&A Expenses $2,591,000 $2,800,000

Net Operating Profit (EBITDA) $2,422,000 $4,550,000

Total Other Income/Expenses ($255,000) ($275,000)

Net Income Before Taxes $2,167,000 $4,275,000

Taxes $759,000 $1,496,000

Net Income After Taxes $1,408,000 $2,779,000

Net Cash Flow to Invested Capital $1,399,000 $2,769,000

Capitalization Rate 18% 18%

Value Indication $7,772,000 $15,383,000

As can be seen in the preceding table, the use of the Company’s forecasted
earnings results in a significantly higher (almost twice as high) value indication than
using a five-year historic average. The appraiser would be doing the client a serious
disservice if the valuation were being conducted, for example, to determine the fair
market value for a potential acquisition of the Company for $10 million by a private
equity group. This flawed valuation could lead to an unwise and unprofitable decision
by the owners, with over $5 million left on the table, should they decide to accept an
offer of $10 million for the Company.
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Appraisers may also err in the application of the historical growth rate or the
industry growth rate to future earnings of the subject company. A company that has
experienced strong, above industry trend growth of 12%, for example, over the last few
years may be able to sustain that growth for several years into the future but is unlikely
to maintain that growth in perpetuity. Similarly, a growth rate for the industry (15%
annually, for example) that is above the long-term trend for the economy is also
unsustainable in perpetuity.

Therefore, the appraiser must be cognizant of the range of growth rates that may
be applicable to the subject company’s future earnings and use this range to bound the
appropriate growth rate applicable to future earnings. The appraiser may use an above
trend growth rate for the first years of a multi-period forecast but must then use a long-
term sustainable growth rate in perpetuity that is bound on the upper end by a
reasonable estimate of the long-term sustainable growth of the United States’ economy
(usually as measured by GDP growth).

Though a company may be able to grow its earnings (or revenues for that matter)
by an above trend growth rate of 12% in the short-term (up to five or seven years, for
example), this high growth rate cannot be maintained in perpetuity as, due to the effects
of compounding, the company’s earnings would eventually surpass the size of the
nation’s economy. The following example illustrates this, assuming the company’s
earnings, in this case net cash flow to invested capital (as in the previous example),
grow by 12% annually in perpetuity and the long-term sustainable growth rate for U.S.
GDP is 5%, nominal.

Growth Rate Assumptions vs. GDP Growth
Net Cash Flow United States

Year to Invested Capital Gross Domestic Product
2008 $2,367,000 $12,000,000,000,000
2009 $2,651,040 $12,600,000,000,000
2010 $2,969,165 $13,230,000,000,000
2015 $5,232,683 $16,885,205,071,875
2020 $9,221,775 $21,550,275,912,266
2025 $16,251,919 $27,504,219,813,612
2050 $276,283,666 $93,139,050,661,409
2075 $4,696,840,117 $315,401,884,397,941
2100 $79,846,584,500 $1,068,062,729,599,940
2125 $1,357,397,079,149 $3,616,839,501,571,260
2150 $23,075,837,770,923 $12,247,902,316,585,900
2175 $392,290,728,342,922 $41,475,744,525,423,700
2200 $6,668,967,647,958,450 $140,451,592,401,149,000
2225 $113,372,879,541,110,000 $475,618,943,884,818,000
2250 $1,927,346,254,165,420,000 $1,610,614,560,609,700,000

Eventually, based on the assumptions above, sometime between the years 2225
and 2250, the company’s net cash flow to invested capital becomes larger on an annual
basis than U.S. GDP. One may argue that the value impact in present value terms
would be insignificant. Whether or not the firm survives this long or the present value of
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the net cash flow to invested capital from this period is significant, the single period
capitalization method assumes that the long-term sustainable growth rate is applicable
in perpetuity and that the firm’s existence will be perpetual. Under these assumptions,
then, the long-term sustainable growth rate of the company cannot exceed the long-
term sustainable growth rate of the economy.

The net cash flow to invested capital figures used above may be typical for a
small business. These companies are dwarfed by large, publicly traded companies
such as ExxonMobil, General Electric, Walt Disney, etc. If the net cash flow to invested
capital of these firms were extrapolated out by the above growth rates, these firms
would be larger than U.S. GDP in a much shorter time period—between the years 2150
and 2175—as illustrated in the following table.

Growth Rate Assumptions vs. GDP Growth
Net Cash Flow United States

Year to Invested Capital Gross Domestic Product
2008 $500,000,000 $12,000,000,000,000
2009 $560,000,000 $12,600,000,000,000
2010 $627,200,000 $13,230,000,000,000
2015 $1,105,340,704 $16,885,205,071,875
2020 $1,947,987,996 $21,550,275,912,266
2025 $3,433,020,444 $27,504,219,813,612
2050 $58,361,568,661 $93,139,050,661,409
2075 $992,150,426,107 $315,401,884,397,941
2100 $16,866,621,144,892 $1,068,062,729,599,940
2125 $286,733,645,785,604 $3,616,839,501,571,260
2150 $4,874,490,445,906,750 $12,247,902,316,585,900
2175 $82,866,651,529,979,300 $41,475,744,525,423,700
2200 $1,408,738,413,172,470,000 $140,451,592,401,149,000
2225 $23,948,643,756,043,600,000 $475,618,943,884,818,000
2250 $407,128,486,304,483,000,000 $1,610,614,560,609,700,000

This further confirms that a growth rate in excess of the long-term sustainable
growth of the U.S. economy is an unrealistic assumption when selecting the long-term
sustainable growth of a company’s earnings. To avoid this problem, a valuation
professional should bound the selection of the company’s long-term sustainable growth
rate by an upper limit equal to the estimated long-term sustainable growth rate of U.S.
GDP.

Forecasting earnings for a privately held company is challenging enough for the
firm’s management. Whilst business appraisers may rely upon management’s
projections, they must not accept them blindly without testing for their reasonableness.
Likewise, business appraisers must make reasonable assumptions regarding a firm’s
long-term growth potential, bounding this on the upper end by the long-term sustainable
growth of the economy. Finally, business appraisers must be careful regarding the
assumptions of how a firm’s historic performance plays into the expected future
performance for valuation purposes.


