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Appraisal Review Practice Aid for ESOP Trustees
Analyzing Financial Projections as
Part of the ESOP Fiduciary Process

Performing Due Diligence on Projections and
Understanding the Genesis of Growth Rates

This publication provides general insight about emerging
issues and topics discussed in recent forums and events
sponsored by the ESOP Association (“EA”), The National
Center for Employee Ownership (“NCEQ”) and elsewhere.
Much of the current discussion is related to general valua-
tion discipline, but none are new to a longstanding agenda
within the ESOP community. Heightened Department of
Labor (“DOL”) attention and the recent settlement agree-
ment concerning the Sierra Aluminum case are driving
renewed discussion of numerous critical topics within the
ESOP fiduciary domain.

All guidance, perspective and other information contained
in this publication is provided for information purposes only.
The issues and treatments highlighted in this publication
do not produce the same response from all ESOP profes-
sionals and valuation practitioners. Certain treatments and
perspectives contained herein lack consensus in the valua-
tion profession and may be addressed or treated using alter-
native rationales. This publication is not held out as being
the position of or recommended treatment endorsed by the
EA or the NCEO. The purpose of this publication is to alert
and inform ESOP stakeholders and fiduciaries regarding the
rising standards of practice and prudence in the valuation of
ESOP owned entities.

Introduction

In recent years there has been increasing concern among
ESOP sponsors and professional advisors (trustees, TPAs,
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business appraisers, legal counsel) regarding the scrutiny
of the DOL, the Employee Benefits Security Administration
(“EBSA”), and the Internal Revenue Service (“IRS”). These
entities (and agencies thereof) are tasked with ensuring that
ESOPs comply with the Employee Retirement Income Secu-
rity Act (“ERISA”) as well as with various provisions of the
federal income tax code concerning qualified retirement plans
(including ESOPs). Citing concerns for poor quality and incon-
sistency in business appraisals, the DOL has sought in recent
years to expand the meaning of “fiduciary” under ERISA to
include business appraisers. In the most recent forums of
exchange and deriving from various court actions, there are
numerous areas of concern that DOL/EBSA appear to have
regarding ESOP valuations. These areas of focus include but
are not limited to:

Valuation Issues Receiving
Recent Attention and Scrutiny

» The use of financial projections in ESOP valuation

» The prevalence and manifestation of conflicts of interest
concerning pre- and post-transaction advisory services

» The use and application of control premiums in
ESOP valuation

» The valuation of and implications stemming from
seller financing used in a great many transactions now
coming under review
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»  The poor quality of ESOP valuation reports and the
attending inconsistencies between narrative explana-
tions and methodological execution; and,

» The lack of or inconsistent consideration of ESOP repur-
chase obligation and how it interacts with ESOP valuation

These topics have received heightened attention from
numerous committees of the ESOP Association including
the Advisory Committees on Valuation, Administration, Fidu-
ciary Issues, Finance, and Legislative & Regulatory. This
paper will focus on the use of financial projections in ESOP
valuations. While all of the cited issues are of importance,
the use (or misuse) of financial projections is often the most
direct cause of over- or under-valuation in ESOPs. Other
Mercer Capital publications provide insight regarding control
premiums, the market approach, and other important ESOP
valuation topics.

Projections Used In ESOP Valuations:
Assessing Growth Rate Assumptions
In Valuation

Business appraisers who practice valuation using one or
more credentials in the field are required to adhere to their
respective practice standards (ASA, AICPA, NACVA, CFAl).
Additionally, there are overarching standards and guidance
that generally dictate to and govern the valuation profession
and the general considerations and content of a business
valuation. The Appraisal Standards Board of The Appraisal
Foundation promulgates the Uniform Standards of Profes-
sional Appraisal Practice (“‘USPAP”) and the IRS issued
Revenue Ruling 59-60 (“RR59-60") more than 50 years ago.

Collectively, these standards and protocols provide a basic
outline for procedural disciplines, analytical methodologies,
and reporting conventions. Specificity on the disciplines and
procedures for vetting a financial projection (and growth rates
in general) are generally lacking in the body of valuation stan-
dards, but that does not exempt appraisers and trustees from
the core principle that a valuation must collectively (and in its
constituent parts) constitute informed judgment, reasonable-
ness and common sense.

Traditional financial and economic comparative analysis
suggest vetting a projection by way of studying it from
numerous perspectives:

» How do the projections compare to the historical and
prevailing financial performance of the subject enter-
prise being valued (“relative to itself over time”)?
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» How do the forecasted results compare to the past
and expected performance of peers, competitors, the
industry, and the marketplace in general (“relative to
others over time”)?

» How do the projections reflect the specific outlook and
capacity of the subject enterprise (“relative to its spe-
cific opportunity”)?

The answers to these questions provide the appraiser a
foundation upon which to construct the other required mod-
eling elements in the valuation. An appraiser may elect to
disregard projections in the valuation process in situations
where forecasted outcomes are deemed beyond the organic
and/or funded capacities, competence, and/or opportunity of
the subject enterprise. An appraiser may elect to consider
justifiable risk and/or probability assessments, among
other adjustments, that serve to hedge the projections
and their respective influence on the conclusions of the
valuation report.

Regarding valuation and the general concern for rendering
valuations that heighten an ESOP trustee’s anxiety for a sus-
tainable ESOP benefit over time, many appraisers elect to cap-
ture only proven performance capacity, avoiding the counting
of eggs with questionable fertility. If today’s projection proves
excessive in the light of future days (when the DOL/EBSA
comes calling), the concern for a prohibited transaction rises
and poses significant risk and potentially fatal consequences
for the plan and the parties involved.

Discrete Projections versus Implied Projections

A complete, formal appraisal opinion requires the consideration
of three core valuation approaches. These approaches are the
Cost, Income, and Market Approaches. Generally speaking,
valuations of business enterprises using the Income or
Market Approaches contain either an explicit projection
in the methodology or capture an underlying implicit pro-
jection embedded in (or implied by) a singular perpetual
growth rate assumption or in a singular capitalization
metric. Appraisers and reviewers that fail to recognize this are
simply blind to the basic financial mechanics of income capital-
ization. Accordingly, the concern for projections, in the view
of this practitioner, extends beyond the discrete modeling of
cash flow to the broader domain of growth in general. For
the sake of further discussion, assume the following comments
relate specifically and only to the Income Approach and its
underlying methods.
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Discounted Cash Flow Method versus Single-
Period Capitalization

The size and sophistication of the subject enterprise often
dictates whether or not an appraiser will enjoy the benefit
of management-prepared projections. Projections are often
crafted for purposes of promoting operational and marketing
outcomes, or for satisfying the reporting requirements that
many companies have with their lenders, shareholders, sup-
pliers and other stakeholders. In cases where the subject
enterprise is small and its performance subject to unpredict-
able patterns, appraisers commonly employ a single period
capitalization of cash flow or earnings. In lieu of a series of
discrete cash flows projected over the typical five-year future
time horizon, the appraiser simply employs a measure of cur-
rent or average performance and applies a single-period cap-
italization rate (or capitalization multiple as the case may be)
in order to convert a base measure of cash flow directly into
an indication of value. Seeking not to speculate on a finite
sequence of future growth rates, many appraisers employ
a rule-of-thumb mentality by correlating cash flow growth to
a macroeconomic, inflationary, or industry-motivated rate,
often ranging from 3% to 5%. In many instances this could be
appropriate; in others it could reflect surprisingly little atten-
tion regarding the most basic long-term market externalities
and/or internal opportunities of the subject company.

The veil of a single-period capitalization approach does not
relieve the appraiser from examining the various combinations
of growth that could reasonably apply to the base measure of
cash flow assumed in an appraisal. Many appraisers are of
the mind that in the absence of management-prepared pro-
jections, no discrete projection can be developed and thus no
Discounted Cash Flow Method can be employed. In lieu of
fleshing out the dynamics of operational cash flow, the required
capital investments, working capital needs, or the cash flow
benefits deriving therefrom, the appraiser simply defaults to
the time-honored single period capitalization of cash flow and
calls it a day. The binary position that an appraiser cannot
prepare cash flow projections lacks credibility and in some
cases is simply flawed thinking. Furthermore, any appraiser
that applies a perpetual growth rate assumption to develop
a capitalization rate is, in fact, asserting a projection over
some projection horizon. This is the simple and inescap-
able mathematical construct that is the Gordon Growth Rate
Model. With all due respect and concern about projections -
appraisers, trustees and regulators must recognize the inherent
projection represented by a perpetual growth rate assumption
in a single-period capitalization method. In essence, there is
no income approach without either an explicit or implicit
projection of future cash flows.
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Performing Due Diligence On Company
Issued Projections

Imagine you are a trustee tasked with reviewing an ESOP
valuation prepared by the plan’s “financial advisor.” Busi-
ness appraisers in their role as the trustee’s financial advisor
issue opinions of value they believe to be supported by the
facts and circumstances, but ultimately the appraisal of
the plan assets is the trustee’s responsibility. How can the
stakeholders and fiduciaries of an ESOP gain understanding
and comfort in projections prepared by the Company and
employed by the appraiser?

The foundation begins with the general process of examining
historic and prospective growth. Company projections must
make sense to gain inclusion in the valuation of an ESOP-
owned company. A disconnect or sudden shift (whether in
magnitude, trend or directionality) in expected performance is
a red flag that requires specific explanation. Absent a sound
rationale for a significant change in the pattern of future per-
formance, projections that seem too good (or too bad) to be
true must be reconciled with management and potentially dis-
regarded in the appraisal process.

Not all projections are created equally. Some are prepared for
budgetary purposes and are constrained to a single year of out-
look. Projections may be prepared for many reasons including
the study of operational capacity, financial feasibility con-
cerning capital investments, debt servicing and lender require-
ments, sales force management, incentive compensation,
and many other reasons. Projections may be the product of a
bottom-up process (originating in the operational ranks of the
business) or may originate as a top-down exercise (descending
from the C suite).

Business appraisers cannot be indiscriminate in their employ-
ment of forward-looking financial information. Understanding
the goals, intentions, motivations, and possible shortcomings
of a budget or projection is vital to assessing the viability of
a direct or supporting role for the projections in the valuation
modeling. The nature and maturity of the business are also
significant to understanding and troubleshooting a projec-
tion. For the sake of further commentary we will assume that
most ESOP companies are relatively mature and not subject
to the intricacies and uncertainties of valuing a start-up busi-
ness (albeit, even mature business can experience significant
swings in business activity).
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Projection Due Diligence Inquiries
» Who prepared the projections?
» What is the functional use or purpose of the projection?

» How experienced is the Company in preparing
projections?

» When were the projections prepared?

» Do the projections incorporate increased (new)
business, and if so, in what manner is the new
business being generated?

» Do the projections reflect the discontinuation of
specific segments of the revenue stream?

» Are the financial projections reconciled to or
generated from a meaningful expression of unit
volume and pricing?

» Does the company operate as the exclusive or
concentrated agent for certain suppliers and/or
customers?

» How does the company’s current projection reconcile
to past projections?

» How closely does the company’s most recent actual
performance compare to the prior year’s projection?

» Does the projection depict a transition in industry or
economic cycles that may justify near-term abrupt
shifts in expected outcomes?

» How comprehensive are the projections and the
supporting documentation?

» What are some typical warning signs that a projection
may be too aggressive or pessimistic?

Who prepared the projections?

A bottom-up process whereby front-line managers project
their respective business results, which are then combined
to create a consolidated projection, is often the most infor-
mative projection. Motivation mindset can be important as
many projections are designed to “under-promise” results.
Conversely, some projections are deliberately overstated
to impart a mission of growth or goal-oriented outcomes.
Projections that emanate and evolve through multiple levels
of an organization are typically subject to more checks and
balances than projections that originate in the vacuum of a
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single executive’s office. Conversely, such a process can
also depict an organizational mob mentality that could dis-
tort reasonable expectations.

A CFO’s budget may vary significantly from the sales projec-
tion of a sales manager or the projections of a senior exec-
utive. In some cases, an appraiser may review projections
prepared for a lender that vary from a strategic plan projec-
tion. Often the differences can be reconciled. Projections
prepared for external stakeholders such as lenders and as
communicated to shareholders and possibly endorsed by a
board of directors are likely to be the most relevant and appro-
priate for the valuation.

If numerous projections exist, the trustee and appraiser are
best advised to inquire about the outlook that best reflects a
consensus of the most likely outcome as opposed to aspi-
rational projections that are tied to new and/or speculative
changes in the business model. In a recent engagement, a
client was deploying significant capital to extend core com-
petencies into adjacent markets. Rather than the hockey
stick of growth most typical of such projections, this client’s
net cash flows were relatively neutral in the foreseeable
future because they included significant capital and working
capital investment, which effectively paid for increased busi-
ness volume. The premise behind their strategy was simply
one of being larger and more diverse under the assumption
that size and diversity facilitated a less risky business prop-
osition and a broader range of potential long-term outcomes
for the business.

What is the functional use or purpose of the projection?

Functional use is often linked to who prepares the projection.
Be wary of projections that may intentionally (or as a byproduct
of purpose) under or over shoot actual expected forecast
results. In many cases a bottom-up projection process receives
the review of senior management before becoming a functional
element of business planning and accountability.

How experienced is the Company in preparing projections?

Are past projections reconciled to actual results with ade-
quate explanation for variances? Firms with consistent and
organized processes often produce more informative projec-
tions. Granted, a company may consistently under or over
perform their projection. The quality of a projection may
be better measured by its consistency over time than
by its ultimate accuracy in a given year. One clue to the
experience and care taken in the projection process is the
model underlying the projection itself. For example, was the
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forecast model developed using numerous discrete modeling
assumptions (such as year-to-year growth, and year-to-year
margin) or from more global assumptions that are carried
across all years in the projections? While modeling com-
plexity can serve to obscure and is not automatically a
sign of a well-developed projection, the inability of a pro-
jection model to be adapted quickly to alternative sce-
narios and assumptions may be a sign that the model
was not studied for its sensitivity and reasonableness.
A projection that appears to be “living” and easily modified
could be a sign that the company actually uses the projection
and modifies it in real time to assess variance and to modify
assumptions as business conditions evolve and change.
Appraisers and trustees should empower themselves with
the ability to study the sensitivity and outcomes of a pro-
jection. Projections that lack detailed growth and margin
details (year-to-year and CAG) should be replicated and/or
reverse engineered in some fashion to facilitate basic stress
testing and/or sensitivity analysis before the appraiser simply
accepts the projections.

When were the projections prepared?

In general, valuation standards call for the consideration
of all known or reasonably knowable information (financial,
operational, strategically or otherwise) as of the effective
date of the appraisal, which for most ESOPs is the end of the
plan year. As a matter of practicality, financial statements
(audits and tax returns) are not prepared for many months
subsequent to the plan year end. Likewise, projections are
often compiled in the first few months of the following year
and may be influenced by the momentum of activity after the
valuation date.

Appraisers typically cite financial information delivered after
the valuation date to be known or knowable and projections,
while potentially exposed to a hint of subsequent influence,
are often integrated without much question regarding their
timeliness to the valuation date. In many cases, clients
struggle to get information to us in order for their 5500s to be
filed in a timely fashion (typically July 31st). In most cases
we find that projections prepared after the end of the plan
year are perfectly fine to employ. We inquire with manage-
ment if there are aspects of the projection that were influ-
enced by subsequent events and if so, with what degree of
certainty could the subsequent event or activity have been
expected at the valuation date. In some situations it may
be advisable or reasonable to alter a projection’s initial year
due to subsequent influences; typically the more distant
years of a projection follow a pattern of knowable expecta-
tion unless there has been a material subsequent event that
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alters the global posture of the business. If a material subse-
quent event occurs that is not factored into the projections,
then as a matter of common sense, the appraiser may elect
not to perform a DCF, or better yet, may request that the
projections be modified to take the event into financial con-
sideration so that a DCF can be more accurately informed
regarding changes in business posture.

Do the projections incorporate increased (new) business, and
if so, in what manner is the new business being generated?

If a projection reflects a pattern of significant change in busi-
ness activity, it is vital to consider whether new business rep-
resents an extension or replication of past expansions. If the
company has proven the ability to expand and absorb new
business (territory, staffing, productive capacity, etc.) then a
projection depicting such an increase is likely reasonable, but
should be gauged by past similar experiences whenever pos-
sible. And, any business expansion must be reflected in the
investment and working capital charges applied to develop net
cash flows. We refer to this as “buying the growth” — remember
there is no free lunch.

Projections with significant topline and profit growth must reflect
adequate investment. This investment may take the form of the
organic investment in the existing business lines or strategically
by way of acquisition. If the projections include a speculative
expansion into new revenue areas, the appraiser should prop-
erly assess the likelihood of successfully achieving the projec-
tion. Business extensions into logical adjacencies which
leverage pre-existing supply and customer relationships
may be more believable than the widget company whose
projections include entry into the healthcare industry.

In cases where projections include speculative ventures, the
appraiser has numerous potential treatments that can temper
speculative (high-risk) contributions, essentially replicating the
framework applied in the valuation and capital raising processes
for start-ups or early-stage companies. In some cases the
appraiser may request the projection be revised to eliminate con-
tributions from new growth projects that lack adequate invest-
ment or are simply too speculative to consider until they become
observable in the reported financial results of the business. In
some rare cases, not only is the projection hard to believe, but
concerns are compounded by the risky and foolish deployment
of capital. Betting the farm on the next reinvention of the
wheel is not the making of a sustainable ESOP company.

Perhaps it’s a dirty little secret in the hard-to-value world of
closely held equity, but valuations using the standard of fair
market value (as called for under DOL guidance) are inherently
lagging in nature and typically less volatile than is the stock
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market or the public peers to which a company may be bench-
marked. This is generally a function of regression to the mean
captured in virtually every conservatively constructed projec-
tion and DCF model. The terminal value of a DCF is effec-
tively a deferred single period capitalization using the Gordon
Growth Model and often comprises 50% or more of the total
value indicated under the method. Near-term performance
swings (whether favorable or not) get smoothed out in the math
of the terminal value calculation. As depicted in the appended
growth scenarios and projection modifications, the regression
of future performance to a targeted benchmark can have a sim-
ilar influence on valuation as the old-guard habit of using his-
torical averages in a single period capitalization method. The
primary valuation differences between such a DCF and single
period capitalization stem from the specific cash flows during
the discrete projection period (years one through five).

Do the projections reflect the discontinuation of specific
segments of the revenue stream?

A sound reason for employing a DCF model is to capture the pro
forma performance of a business based on its going-forward
revenue base. Most mid to large sized businesses, particularly
mature ESOP companies, experience contraction and rational-
ization of business lines and markets over time. In many cases,
the valuation might reasonably improve based on the discontin-
uation of unprofitable operations and the recapturing of poorly
deployed capital. However, care must be taken to understand
how all P&L accounts from revenue down to profit are affected
by changes in facilities, products, services, staffing, etc. Pro-
jections that pretend unsupportable improvement by way of
the deletion of a relatively small portion of the business lines
are inclined to excessive optimism and may suggest the belief
in bigger issues that management deems too daunting to fix.
Regarding profitability, so-called “addition through sub-
traction” is similar to the concern public market investors
have with public companies that cut expense merely to
manufacture earnings in the near term. As the maxim goes,
you can’t cut your way to success in the business world.

Are the financial projections reconciled to or generated
from a meaningful expression of unit volume and pricing?

Financial projections that lack an operational perspective can
be difficult to assess. Not all business are margin based, many
are spread based — meaning that profits are more of a function
of a nominal spread over cost as opposed to some percentage
of sales.
financial services entities, and commodity driven operations.
Accordingly, neither past nor future performance can be
properly understood without some idea of how much

This is particularly true of service businesses,
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stuff is getting sold and at what price. In many cases, the
required comfort level of a projection simply cannot be reached
without it. Breaking revenue into primary volume and price
components, as well as further into its departmental or cat-
egorical groupings, allows appraisers and trustees a better
understanding of the projection and its relation to past per-
formance and market expectations. Revenue per full-time
equivalent employee, units produced per labor hour and
many other performance metrics are helpful in teasing out
reality from a potentially fictional projection.

Does the company operate as the exclusive or concentrated
agent for certain suppliers and/or customers?

Our comments here exclude the consideration of risk asso-
ciated with high levels of concentration on the rain-making
parts of a business — such considerations are often tackled
in the appraiser’s assessment of the cost of capital by way of
firm-specific risk.

Many dealerships, distributors, parts manufacturers, fabri-
cators and service companies owe their existence to market
demand created by their suppliers and customers. Many
companies service the needs of customers and suppliers
by effectively outsourcing some aspect of their respective
industry model to an external provider. For example, a pro-
ducer of value-added materials may use an external company
to provide sales and logistical support to get product to its
end users (i.e. classic bulk breaking, repacking and transpor-
tation). Regardless of which leg of the multi-leg industry
the subject business may represent, the assessment of
projected growth should include a consideration of what
is happening to suppliers and customers (the other legs
of a common stool). This same path of inquiry serves the
dual purpose of understanding the risk side of the valuation
equation. If these multiple legs of consideration don’t rec-
oncile, the projection could prove too unstable for use in the
valuation.

How does the company’s current projection reconcile to past
projections? How closely does the company’s most recent
actual performance compare to the prior year’s projection?

Studying projection variance can be a highly useful tool in
communicating about value and in assessing the correlation
between expectations and actual results. Let’s face it - we all
like it when people do what they say they are going to do. But
the first thing we know about any projection today is that it
will be wrong tomorrow. Variances need to be explained and
reconciled against the continuing willingness of the appraiser
(and the trustee) to employ projections moving forward. Pro-
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viding financial feedback to management and the trustee
during the process of due diligence and in the form of a valua-
tion can help refine the projection process over time. Just as
we reserve the right to improve how we do things in the valua-
tion world, so too must our clients have the leeway to refine and
improve their processes.

Valuation is a forward looking (ex-ante) discipline. History can
be highly instructive regarding how projections are scrutinized
in real time. Projections that under-promise and over-deliver
tend to undervalue companies in real time. Conversely, pro-
jections that over-promise and under-deliver can lead to an
over-statement of value. In the case of the later occurrence,
most appraisers operate under the axiom of “fool me
once shame on you, fool me twice shame on me.” Ulti-
mately, attempts at value engineering via optimistic projec-
tions need to be balanced with an equal measure of devil’s
advocacy from both appraiser and trustee. Ultimately, a DCF
model views the impact of any projection through a risk-ad-
justed lens. The process of hedging a projection generally
begins with an observation of historical variances in projected
performance and actual results over time, with the primary
emphasis place on most recent periods. Projections that
appear to overshoot are often hedged either through
risk assessment, probability factoring, or a more exotic
multi-outcome analysis.

Does the projection depict a transition in industry or
economic cycles that may justify near-term abrupt shifts
in expected outcomes?

In recent decades the concept of the traditional five-year busi-
ness cycle lost favor in some circles. Thought evolution evolved
to encompass a lengthier cycle of ten years, mitigated volatility
(not so high and not so low as in the past), higher fundamental
causation (such as globalization) versus the classical cyclical
drivers (such as swings in productivity), continuing evolution of
the information sector, disruptive technologies, and since the
early 2000s, the persistence of and sensitivity to geopolitical
and terrorist events. Then along came the debt crisis followed
by the great recession. Lessons of business cycles past have
now garnered renewed attention and distant economic history
seemed more relevant despite the modernization, globalization
and regulation of the economy.

Presently, we are witness to a reasonably stable economy
that is slowly being weaned from years of fiscal and monetary
life support and subsidization. For us business appraisers,
we are beginning to lock in on the new norms of our clients’
businesses. For the last many years, our clients were reti-
cent to speculate on a projection (“no visibility”). Many clients
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recall with anger and humility the great glory projected from
atop the last peak cycle in 2006. Almost a decade later, many
have finally re-achieved their former glory. Many others can
only look up from the corporate grave. From this point forward
we can only assume that some version of the business cycle
is still with us. Many are now disposed to the concept of a pro-
longed period of relatively modest and unevenly distributed
economic performance, similar to the patterns demonstrated
by Japan and characterized as “secular stagnation.” The aca-
demicians can argue about how to brand it; valuations profes-
sionals and ESOP Trustees are faced with how to consider it
in our valuations.

Speaking from personal experience, there is a greater appreci-
ation for industry cycles as opposed to macroeconomic cycles.
Given such, we see companies vacillate between boom and
bust based on numerous underlying elements and drivers that
are not purely correlated to the overall economy. Recall the
classic business cycle (peak / contraction / trough / expansion
/ peak). Appraisers and trustees must be attentive and weary
of projections that cannot be supported by reasonable facts
and circumstances. Some may wonder - when are projections
unrealistic? The truthful answer often includes the echo: “not
sure, but | know it when | see it.”

Companies emerging from the trough of a business/industry
cycle may have unusually robust projections. High growth
during a period of recovery does not constitute grounds
for the dismissal of the projection. Likewise, declining
growth from a peak level of performance is not neces-
sarily overly pessimistic. As discussed in the growth sce-
narios studied in the appended examples, regression to a
mean level of future expectation can be achieved in varying
ways. The concern for appraisers and trustees alike is the
comfort and common sense of near-term expectations relative
to recent performance and the level of steady-state perfor-
mance assumed in the terminal value modeling of the DCF.
Ex-post and ex-ante trend analysis, as well as benchmarking
to relevant indices from both public and private sectors is vital
to establishing the context of a specific projection.

On the weight of evidence and common sense, if a projection
is highly contrary to external expectations and lacks symmetry
with the proven capabilities of the company, appraisers and
trustees are cautioned from directly using the projection. An
alternative approach for employing the projection is iterating
the discount rate and terminal value modeling assumptions
required to equate the DCF value indication to value indica-
tions developed from other methods (past and present). There
are many instances when data lacks reliability during a given
period or cycle. In such cases we tend to study the informa-
tion and reconcile it to the alternative valuation results deemed
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more reliable. In this fashion we alert the report reviewer that
projections exist that may appear contrary to the weight of his-
tory and/or external expectations.

How Comprehensive are the Projections and the
Supporting Documentation?

Are the projections lacking detail and limited in supporting doc-
umentation? Projections that are not integrated into a full set of
forward looking financial statements and that lack explanation
for critical inputs may be unreliable or require significant aug-
mentation before being integrated into a DCF valuation model.
As a matter of practicality, many companies do not project more
than a simple income statement. Does the lack of a balance
sheet and a cash flow statement automatically exclude the pro-
jection from consideration? Not in my view, however, under
many circumstances there could be a need for augmentation to
consider numerous significant aspects required to develop the
typical DCF model. These considerations include:

» Capital expenditures, which initially decrease cash
flow before generating the returns that constitute
future growth. Not only is the dollar amount a signif-
icant consideration, but the capacity/volume effect of
physical additions relates to future growth modeling.

» Incremental working capital requirements, which
typically absorb a portion of growth dollars in perpetua-
tion of higher operating activity, or which may accumu-
late on the balance sheet in a downturn when demand
for financial resources can temporarily decline.

» In cases where a DCF is used to directly value the
equity of an enterprise, changes in net debt must be
captured. Are the cash flows sufficient to cover the
company’s term debt and line of credit obligations?
Are new sources of debt capital required to support
capital and working capital grow?

Collectively, these cash flow attributes can have a significant
effect on the discrete cash flows of an entity during the pro-
jection. Absent a balance sheet and/or cash flow statement,
the impact of these considerations may be difficult to properly
assess. In cases where the business is not deploying signifi-
cant new capital and the projection is following a more or less
mature pattern, capital expenditures and incremental working
capital may be easily determined based on historical norms and
comparative analysis with peer data. Accordingly, a full detailed
projection of the balance sheet may not be required to develop
reasonable modeling and outcomes. As always, a vetted and
complete projection of the financial statements is desirable.
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Supporting documentation can take numerous forms. Reconcili-
ation of modeling assumptions to external drivers, operating activ-
ities, market pricing, throughput capacity, supplier expectations
and trends, bellwether industry peers and market participants,
downstream and upstream expectations and many other sup-
porting considerations is always helpful but generally lacking for
many projections. Often, a review of the projections using such
benchmarks leads to a modification or adjustment of the projec-
tions by management. In this fashion, the appraiser’s and/or trust-
ee’s review serves to effectively adjust the projections before and/
or during their use in a DCF model — thus the need for a flexible
and adaptive modeling platform built from the projection.

What are some typical warning signs that a projection may
be too aggressive or pessimistic?

A baseline for assessing reasonableness or believability is
always a good first step. A graphic representation of revenue,
EBITDA and key volume measures can assist a reviewer in
studying the reasonableness of a projection. Supernormal
and/or counter-trend activity requires a compelling justi-
fication. Let’s use the information in the following graphic as
a baseline for demonstrating some fundamental curiosity and
addressing some basic questions regarding reasonableness.

The five-year trend for adjusted EBITDA at the valuation date
reflects a pattern of strong growth (illustrated by the dotted
blue line in Figure 1), but at a decelerating rate (illustrated by
the columns in Figure 1). The projected annual growth rate for
each of the next five years is 10%. In this case, management
represents that the 10% annual growth projection is based on
the compound annual growth rate for the five years leading
up to the valuation date. This is an all too familiar “technical”
rationale for growth forecasting. However, it begs the question
of why the decelerating trend would suddenly flip favorable as
opposed to continuing its decline or perhaps stabilizing at the
most recent level of modest growth. Of course, the current
trend could mature as a contraction in performance before an
upturn that repeats the prior cycle.

Figure 1 depicts a wide variety of plausible alternative projec-
tions based on a technical review of the trend and a healthy
dose of analyst scrutiny of management’s optimistic projection.
The projection provided by management could easily be an
order of magnitude overstated relative to other plausible out-
comes. If EBITDA growth remains at the most recent rate (5%
annually) then management’s projection is overstated 25% by
year five (the orange dotted line). If EBITDA flatlines at current
levels management’s year five projection is overstated by 60%
(the black dotted line). If the deceleration of growth actually
turns to a steady contraction (5% annually) then management’s
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FIGURE 1

projection is almost 100% overstated. If a modest near-term
contraction is followed by a renewal of the previous growth
cycle (the green dotted line), then management’s base 10%
annual growth projection is overstated by 35% in year five. We
could iterate infinite variations in future outcomes, but | submit
that the variations shown above stem from a reasonable risk-
averse, conservative framework.
well the projection reconciles to external and internal drivers

The real concern is how

that have proven to influence past business outcomes and/or
drivers that are virtually assured to influence future outcomes.

In the present case example, the platform of management’s
projection is built on the prevailing economy (generally favor-
able but inconsistent growth) and involves a market-beta
industry (highly correlated to the overall economy). More
specifically, the subject company is a construction contracting
concern whose early growth began from a deep trough in the
cycle, then was temporarily juiced with shovel-ready govern-
ment funded activity which eventually dried up as the general
economy stabilized. New norms are uncertain but project bud-
gets and financings are expected to be more difficult as real
interest rates become more than zero and underwriting hurdles
remain quite high. In this light, a simple extension of the five-
year CAG into the future for five more years appears to ignore
the decelerating trend. Absent specific contracts and backlog,
industry-based drivers, and perhaps geographic hotbeds of
significant in-migration, management’s projection outcome
appears over optimistic if not outright aggressive.

Projections that appear contrary to external trends and
opportunities and which are not reconciled to the company’s
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capacity (whether existing or planned with the associated cap-
ital required) may need to be disregarded in the valuation pro-
cess. Alternatively, the appraiser and trustee could view the
projections with heighten concern for their realization and elect
to effectively hedge the projections using appropriate discount
rates, probability assessments, or other treatments that mimic
the behavior of hypothetical investors. Ultimately, the reli-
ance or weight placed on a projection based valuation method
demonstrates the comfort of the appraiser/trustee with the
method. If the final weights or reliance are placed on alter-
native valuation methods with materially different value
indications than the DCF, the appraiser/trustee is effec-
tively disregarding or modifying the projection. Surely,
every valuation conclusion, under any valuation approach or
method, has an underlying implied projection through which
the same value outcome is produced.

Rules Of Thumb For Growth Rates

Recent Macro-Economic History

Assuming a company’s growth and/or projected financial per-
formance is highly correlated to general macroeconomic growth
is often an underpinning of long-term sustainable growth rates.
Care must be taken when observing data reported from gov-
ernment agencies as such data can be “real” or “nominal” in
quantification. Real rates are generally representative of move-
ments net of the influence of inflation and nominal growth is
generally total growth including inflation. Accordingly, growth
rates in valuations that mirror inflation are effectively zero
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NBER BUSINESS CYCLE REFERENCE DATES (1929-PRESENT)

NBER Business Cycle Reference Dates (1929 - Present)

Month & Year of Economic

Duration in Months of

Peak Trough Contraction Prior Expansion
August 1929 March 1933 43 21
May 1937 June 1938 13 50
February 1945 October 1945 8 80
November 1948 October 1949 11 37
July 1953 May 1954 10 45
August 1957 April 1958 8 39
April 1960 February 1961 10 24
December 1969 November 1970 11 106
November 1973 March 1975 16 36
January 1980 July 1980 6 58
July 1981 November 1982 16 12
July 1990 March 1991 8 92
March 2001 November 2001 8 120
December 2007 June 2009 18 73

FIGURE 2
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Annual Total Returns Geometric Arithmetic
2014 SBBI Table 2-1 Mean (%) Mean (%)
Large Company Stocks 10.1% 12.1%
Small Company Stocks 12.3% 16.9%
Long-Term Government Bonds 5.5% 5.9%
Inflation 3.0% 3.0%
Implied Equity Risk Premium ("ERP") 4.6% 6.2%
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SIZE AND RETURN SEGMENTATION

Sample Approx.
Annual Implied Range of Implied
Largest Arithmetic Return > Implied Sample Range of Perpetual DCF Growth DCF

Mkt Cap Mean Riskless Premium > Market Valuations Earnings During Terminal
Decile ($Min) Return Rate CAPM PE Ratios Cap Rates Growth % Years1-5 Growth (%)
12 8.3% 2.8% 7.5% 0.90%
16 6.3% 4.9% 10.0% 3.40%
1- Largest $4,286,700 11.13% 6.03% -0.33% 20 5.0% 6.1% 12.5% 4.70%
24 4.2% 7.0% 15.0% 5.50%
12 8.3% 4.8% 7.5% 3.70%
16 6.3% 6.8% 10.0% 6.00%
2 $21,739 13.09% 8.00% 0.80% 20 5.0% 8.1% 12.5% 7.20%
24 4.2% 8.9% 15.0% 7.80%
11 9.1% 4.6% 7.5% 3.40%
14 71% 6.5% 10.0% 5.40%
3 $9,196 13.68% 8.59% 0.93% 17 5.9% 7.8% 12.5% 6.60%
20 5.0% 8.7% 15.0% 7.30%
11 9.1% 5.0% 7.5% 4.00%
14 71% 7.0% 10.0% 6.00%
4 $5,570 14.12% 9.03% 1.19% 17 5.9% 8.09% 12.5% 7.20%
20 5.0% 9.1% 15.0% 7.90%
1 9.1% 5.8% 7.5% 5.10%
14 7.1% 7.7% 10.0% 7.10%
5 $3,573 14.88% 9.79% 1.72% 17 5.9% 9.0% 12.5% 8.10%
20 5.0% 9.9% 15.0% 8.80%
10 10.0% 5.1% 7.5% 4.00%
13 7.7% 7.4% 10.0% 6.60%
6 $2,431 15.11% 10.02% 1.75% 16 6.3% 8.9% 12.5% 7.90%
19 5.3% 9.8% 15.0% 8.70%
10 10.0% 5.5% 7.5% 4.60%
13 7.7% 7.8% 10.0% 7.10%
7 $1,622 15.48% 10.39% 1.75% 16 6.3% 9.2% 12.5% 8.40%
19 5.3% 10.2% 15.0% 9.20%
10 10.0% 6.6% 7.5% 6.20%
13 7.7% 8.9% 10.0% 8.60%
8 $1,055 16.62% 11.53% 2.48% 16 6.3% 10.4% 12.5% 9.80%
19 5.3% 11.4% 15.0% 10.60%
8 12.5% 4.7% 7.5% 3.10%
11 9.1% 8.1% 10.0% 7.40%
9 $633 17.23% 12.14% 2.76% 14 7.4% 101% 12.5% 9.40%
17 5.9% 11.3% 15.0% 10.50%
8 12.5% 8.4% 7.5% 8.80%
11 9.1% 11.8% 10.0% 12.40%
10 - Smallest $339 20.88% 15.79% 6.01% 14 71% 13.7% 12.5% 14.10%
17 5.9% 15.0% 15.0% 15.00%
1 9.1% 4.9% 7.5% 3.90%
. 14 7.1% 6.9% 10.0% 5.90%
Mid-Cap (3-5) 14.02% 8.93% 1.14% 17 5.9% 8.1% 12.5% 7.00%
20 5.0% 9.0% 15.0% 7.70%
10 10.0% 5.5% 7.5% 4.60%
13 7.7% 7.8% 10.0% 7.10%
Low-Cap (6-8) 15.51% 10.41% 1.87% 16 6.3% 9.3% 12.5% 8.40%
19 5.3% 10.2% 15.0% 9.20%
8 12.5% 5.9% 7.5% 4.90%
. 1 9.1% 9.3% 10.0% 9.00%
Micro-Cap (9-10) 18.38% 13.29% 3.84% 14 71% 11.0% 12.5% 10.90%
17 5.9% 12.5% 15.0% 11.90%

Source: 2014 SBBI Tables 7-5 & 7-6; Growth Rate Analysis Keyed to SBBI 2014 Discount Rates and P/E Ratios and Cap Rates

FIGURE 5
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real growth rates. Gross domestic product is almost always
reported and discussed in real terms, meaning the addition of a
long-term inflation rate is typically called for in cases where the
appraiser/trustee considers a company’s performance to be
similar to that of the overall economy. For perspective, Figure
2 presents the history of economic cycles and the more recent
performance of real GDP over the last several years (Figure 3).

On the basis of inflation of approximately 2.5% in recent years,
nominal overall economic growth has approximated 4.5% to 5%
subsequent to the great recession. Ah, the rule of 5% +/- for
growth. There is a wide variety of alternative economic measures
and subsets of GDP that could serve as a proxy for long-term sus-
tainable growth in most valuations. Of course, such growth rates
may fail to capture all the underpinnings of a given industry or
market and may also fail to recognize the specific financial and
operational details of a given company. Most companies tend to
grow in phases as capital investment, hiring, product offerings and
other business attributes evolve over time. This discussion could
extend to an infinite spectrum of data and benchmarks.

Equity Market Perspective

Appraisers employ various tools and data resources to
determine the appropriate cost of capital for use in a
valuation. Employing a bit of analytical deduction using the
disciplines of the Capital Asset Pricing Model and the Gordon
Growth Model, one can observe some tendencies regarding
the markets’ implied earnings growth expectations. One
of the most frequently employed resources is the annual
Morningstar/Ibbotson SBBI publication. Given this data,
and an assumed range of price-to-earnings ratios, one
can deduce the implied perpetual earnings growth rates
embedded in the market’s pricing over time. This framework
can be applied to a specific company, a group of companies,
oranindustry. The example in Figures 4 and 5 demonstrates
market-based influences regarding analyst predispositions
about earnings growth over time. As with other tools and
sensitivity analyses in this publication, changes to the inputs
can result in significantly different outputs.

Relative to the growth dynamics of the different sized public
companies depicted in the preceding table, it’s no wonder that
the closely held, mostly mature, mid-market companies typi-
cally seen in the ESOP world (with enterprise values ranging
from $10-$500 million) are imbued with net cash flow growth
rates on the order 3% to 5% in the appraisal process (the “com-
fort zone” ). However, the timing of growth during the projection
can be significant to a DCF value indication and can also influ-
ence growth rates in single-period capitalizations to measures
outside of the comfort zone.
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Framework for Studying Projections
and Growth Rate Assumptions

By convention, virtually all business valuations include a pre-
sentation composed of five years of historical financial perfor-
mance. Depending on the nature of the underlying financial
reporting of the sponsor company, the presentation will include
balance sheets, income statements and cash flow statements.
The notes to the reported financials may also contain a myriad
of underlying detail and disclosures supporting the chart of
accounts displayed on the core financial exhibits. Commonly,
these financial exhibits are augmented with derivative anal-
ysis to study the common size (percentage of assets) balance
sheets, common size income statements (historical margins
expressed as a percentage of revenue), financial ratios, peer/
industry data sets, and year-to-year and compound annual
growth rate measurements.

The foundation for studying the reasonableness (or believability)
of a forecast derives from a firm grasp of the relevant history of
the subject enterprise. The reported financial statements are
often recast to reflect the proper historical base from which most
projections are cast. Ultimately, the valuation methodology cap-
tures the adjusted, pro forma financial performance and position
of the company that serve as the appropriate base from which
forecast results are projected to emerge.

Financial history is not the only context for vetting projections.
To the extent possible, the financial exhibits should be anno-
tated and/or augmented with operational data (and graphics)
that allow the appraiser to demonstrate and consider how the
company’s activities relate to its financial performance. In addi-
tion to common size financial data, revenue and profit segmen-
tation can be critical to understanding what aspects of a busi-
ness are performing well and what parts are hindering results.
In addition to perspectives on revenue mix, the report should
also reflect a functional unit volume analysis that promotes an
understanding of how pricing and activity volumes drive rev-
enue and profitability. In turn, these observations help inform
the appraiser about the physical capacities, break even levels,
labor resources, and other aspects of the business model and
operational flows that should dove-tail with the projections.

For example, if a projection implies that a business will exhaust
its current operating capacities or markets, then an adequate
and properly timed charge to cash flow for capital expendi-
tures should be included in the forecast to promote continued
growth. Otherwise, little or no growth (beyond the price com-
ponent of revenue) should be reflected in the model. Addi-
tionally, the duration of the discrete forecast should span the
number of periods required for the company’s operating and
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Scenario 1 (Favorable Growth Cycle) Scenario 2 (Cyclical Downturn)
Figures in $000s Figures in $000s
Periods NCF Notes Periods NCF Notes
Year -4 7,500 Year -4 12,500
Year -3 10,000 Year -3 10,000
Year -2 12,500 Year -2 7,500
History Year -1 15,000 <> "Current CF" History Year -1 5,000 <> "Current CF"
Average $10,000 Average $10,000
Future Year +1 10,500 Future Year +1 10,500
Year +2 11,025 Year +2 11,025
Year +3 11,576 <> Annual Growth @ 5% Year +3 11,576 <> Annual Growth @ 5%
Year +4 12,155 Year +4 12,155
Year +5 12,763 Year +5 12,763
Valuation Valuation
Averagmash Flow $10,500 <> Gordon Growth Convention of 1 + g mash Flow $10,500 <> Gordon Growth Convention of 1 + g
Cost of Equity 15.0% Cost of Equity 15.0%
Perpetual Growth Rate 5.0% Perpetual Growth Rate 5.0%
Capitalization Rate T 100% Capitalization Rate T 100%
Value Indication $105,000 Value Indication $105,000
Notes Notes
"Value to Current CF 7.0 <> "Effective Current Multiple” ‘Value to Current GF 21.0 <> "Effective Current Multiple”
Historical CAG 31.6% <> Historical Year -5 to Year -1 Historical CAG -24.0% <> Historical Year -5 to Year -1
Implied CAG 18.9% <> Historical Year -5 to Average Implied CAG -9.6% <> Historical Year -5 to Average
Implied CAG -8.2% <> Current CF to Future Year +5 Implied CAG 20.6% <> Current CF to Future Year +5
Implied CAG 5.0% <> Average to Future Year +5 Implied CAG 5.0% <> Average to Future Year +5
FIGURE 6

financial performance to reach a reasonable normative state
from which a steady level of continuing performance can be
expected. Thus, a five-year projection may require augmen-
tation of a few periods to regress a high-growth model to a
mature state, or a negative growth model to a new state of sus-
tainable performance. Ultimately, the timing of when growth
occurs can be an important value determinant in a DCF model
as well as a vital consideration to developing a perpetual
growth rate for cash flow.

When assessing a perpetual growth rate assumption, which
is required in a single-period capitalization of earnings or net
cash flow, one key to estimating a reasonably correct growth
rate is an understanding of the internal and external factors
that drive the assumption. While some appraisers are of
the mind that projections cannot or should not be developed
by an appraiser; surprisingly there is no debate as to the
requirement of postulating a perpetual growth rate. These
seemingly different disciplines are in fact one in the same.
Arguably, an appraiser seeking to quantify or justify a per-
petual growth rate must employ elements of the DCF men-
tality to define what that growth rate should be. Of course,
the base amount of the cash flow is a vital starting point.
For those appraisers who gravitate to the 3%-5% perpetual
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growth rate range, the use of a multi-period cycle-weighted
historical average of cash flow can create a significant error
in the valuation.

Let’s construct a simple example to demonstrate the valuation
issues that could result from two different historical conditions
that have the same average of performance. As crazy as it may
be in practice, it is not uncommon for appraisers using multi-pe-
riod averages to effectively ignore prevailing conditions and use
a nominal long-term average growth rate that is correlated to
GDP or some other prominent macroeconomic or industry per-
formance measure. This mentality renders real time trends and
real time expected directionality in performance as irrelevant.
The following example is engineered to demonstrate how far
astray the mentality for averaging and the failure to model growth
can lead the valuation.

Example Conditions

»  The average after-tax net cash flow is $10,000,000

» Depreciation and capital expenditures are substantially
offsetting
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Historical and Implied Future Net Cash Flows (Base Case)

$16,000
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/ “ _a—
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$6,000 / The use of a five-year cyclical average of net cash flow
! / and a simplistic nominal growth rate of 5%, results in a
4.000 common implied projection for both historical scenarios.
$4, While the plausibility of both scenarios resulting in the
same valuation appears questionable, such inferences
$2,000 and results occur frequently in valuations.
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FIGURE 7
» Incremental working capital needs
are minimal Summary of Common DCF for Scenarios 1 & 2
» The cost of equity is 15% Base CF Growth Equity Cost
$10,000 5.0% 15.0%
» The “assumed” perpetual annual
. o Yr+1 Yr+2 Yr+3 Yr+4 Yr+5 Terminal
growth rate in net cash flow is 5%
CF $10,500 $11,025 $11,576 $12,155 $12,763  $134,010
A b in Fi 6. relative to th PV Factor 0.8696 0.7561 0.6575 0.5718 0.4972 0.4972
S can be seen In Figure 6, relative 1o the 9,130 8,336 7,612 6,950 6,345 66,626
common valuation of $105,000, Scenario 1 L Y J
represents undervaluation by approximately Valuation=  $105,000
30% (10 x $15,000 = $150,000) relative to
recent annual performance, while Scenario FIGURE 8

2 reflects an overvaluation by over 100% (10
x $5,000 = $50,000). More disturbing than
two quite different trends giving rise to a
common valuation of $105,000 is the spread of the value range
from $50,000 to $150,000 derived from the “Current CF” mea-
sures of each scenario. Which valuation is more reasonable?

flows that reconciles to a reasonable steady-state measure of
cash flows and forward growth?

Taking Scenario 1 first, the five-year average cash flow ($10,000)
results in a measure of cash flow well below the current perfor-
mance ($15,000). What might a superior path of analysis be to
capture the concern that current performance is unsustainable in
the near-term? Substituting the implied growth rate of cash flow
resulting from the assumed perpetual growth rate of 5% and a
base average of $10,000, one might postulate a more believable
pattern of performance and valuation as in Figure 9.

Are there alternatives to modeling growth that represent more
plausible projections or growth rates?

As can be seen in Figure 8, a valuation of $105,000 is derived
from the two distinctly different historical scenarios. How might
alternative projections be modeled that provide an enhanced
perspective from which to study a reasonable perpetual growth
rate for each scenario? Frankly, most seasoned valuation
professionals would admonish the appraiser in each of the
example scenarios for failing to study a projection that “engi-
neers” the prevailing cash flows from their current respective
conditions to an assumed cycle-neutral point five years hence.
Simultaneously, how could a discrete projection be modeled
that develops the value associated with a series of future cash

Note that the year five CF is determined as the same amount
($12,763) ultimately reached in both implied forward cash
flow scenarios using the 5% perpetual growth from the base
average cash flow of $10,000. An alternative modification to
the original implied projection would be to regress the cur-
rent cash flow performance ($15,000) to the forward year five
adjusted base ($10,000 x 1.055 = $12,763). The valuation
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SCENARIO 1 — SMOOTHED PROJECTION REGRESSION FROM CYCLICAL PEAK

Imputed at CAG from Current Cf to +5 Target Target
Current CF Yr+1 Yr+2 Yr+3 Yr +4 Yr+5 Terminal
$15,000 $14,523 $14,062 $13,615 $13,182 $12,763 $134,010
YoY Change -3.18% -3.18% -3.18% -3.18% -3.18%
PV Factor 0.8696 0.7561 0.6575 0.5718 0.4972 0.4972 As demonstrated, the same
12,629 10,633 8,952 7,537 6,345 66,626 . . .
\ . J valuation indication can be
Value Indicati 99 developed with a direct
DCF Valuation DCF analysis or a single
Single Period period capitalization that
Capitalization Annual Growth Rate Terminal relies on a DCF-derived
1 2 3 4 5 T perpetual growth rate.
-3.18% -3.18% -3.18% -3.18% -3.18% 5.0%
Proj Period => 1 2 3 4 5 Term.
Earnings (Base of 1.0) => 0.968 0.937 0.907 0.878 0.850 8.925
End-Year Periods 1.0 2.0 3.0 4.0 5.0 5.0
PV Factor 0.8696 0.7561 0.6575 0.5718 0.4972 0.4972 Valuation
PV 0.8419467 0.7084657 0.5963525 0.5020404 0.42262 4.43751 Net Cash Flow (Year +1) $14,523
Value 7.5089353 <> Sum PV 1-5 & Term.
P/E 7.7555622 <> Effective P/E Ratio Cost of Equity 15.0%
P
Equity Rate ("DR") 15.0% Perpetual Growt Rate
Cap Rate 12.9% <> 1 = P/E Ratio ("CR") Capitalization Rate 12.9%
Value Indication $112,583
Perpetual Growth v 5/ <> Blended Expression (DR - CR)
FIGURE 9

SCENARIO 2 — SMOOTHED PROJECTION REGRESSION FROM CYCLICAL LOW

Imputed at CAG from Current Cf to +5 Target Target
Current CF Yr +1 Yr +2 Yr +3 Yr +4 Yr +5 Terminal
$5,000 $6,031 $7,274 $8,773  $10,582  $12,763 $134,010
YoY Change 20.61% 20.61% 20.61%  20.61%  20.61%
PV Factor 0.8696 0.7561 0.6575 0.5718 0.4972 0.4972 As demonstrated, the same
5,244 5,500 5,768 6,050 6,345 66,626 L
\ Y J valuation indication can be
Value Indicat $95,534 developed with a direct
DCF Valuation DCF analysis or a single
Single Period period capitalization that
Capitalization Annual Growth Rate Terminal relies on a DCF-derived
1 2 3 4 5 T perpetual growth rate.
20.61%  20.61%  20.61%  2061%  20.61% 5.0%
Proj Period => 1 2 3 4 5 Term.
Earnings (Base of 1.0) => 1.206 1.455 1.755 2117 2553 26.807
End-Year Periods 1.0 2.0 3.0 4.0 5.0 5.0
PV Factor 0.8696 0.7561 0.6575 0.5718 0.4972 0.4972 Valuation
PV 1.0488246 1.1001255 1.1539125 1.2105006 1.2693516 13.328192 Net Cash Flow (Year +1) $6,031
Value 19.110907 <> Sum PV 1-5 & Term.
P/E 15.845209 <> Effective P/E Ratio Cost of Equity 15.0%
o
Equity Rate ('DR")  15.0% Perpetual Growth Rate
Cap Rate 6.3% <> 1+ P/E Ratio ("CR") Capitalization Rate 6.3%
Value Indication $95,725
Perpetual Growth<> Blended Expression (DR - CR) e S ——

FIGURE 10
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HISTORICAL AND REVISED FUTURE NET CASH FLOWS
REGRESSING TO COMMON YEAR 5 OUTCOME

$16,000
$14,000 // S e e
$12,000
/ Default -//
$10,000 Implied
/ Projection
$8,000 /
$6,000 / -
$4,000
$2,000
Historical Scenario 1 Historical Scenario 2 === Revised Projection 1 Revised Projection 2
$0 : : ' w : ' : ' ' :
Year 5 Year 4 Year 3 Year 2 Year1 Average Year1 Year 2 Year 3 Year 4 Year 5
FIGURE 11
HISTORICAL AND REVISED FUTURE NET CASH FLOWS
USING MODIFIED GROWTH RATES
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FIGURE 12

resulting from the modified projection is 7.4% higher due to a
less abrupt decline than the default first year drop from $15,000
to $10,500. While this is not a radical percentage difference
in the valuation, the alternative smoothed projection is a more
intuitively appealing and believable model. Such a construct
allows for analysis to support the development of a growth rate
applicable to the cyclical high Current CF of $15,000. Using
the following proof we can devise a perpetual growth rate that
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will reconcile the Current CF to a similar adjusted valuation of
approximately $113,000.

Based on Figure 9, a growth rate of approximately 2% could
have been reasonably applied to the Current CF ($15,000),
lending enhanced credibility to a single-period capitalization
than using 5% against the multi-year average performance
of $10,000. The original, default approach used by many
appraisers represents a 50% immediate first year disconnect
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SCENARIO 1 — DECELERATING PROJECTION FROM CYCLICAL PEAK

Decelerating Growth

Current CF Yr+1 Yr+2 Yr+3 Yr+4 Yr +5 Terminal
$15,000 $17,250 $18,113 $19,018 $19,018 $19,018 $199,690
YoY Change 15.0% 5.0% 5.0% 0.0% 0.0%
PV Factor 0.8696 0.7561 06575 05718 04972 0.4972 As demonstrated, the same
15,000 13,696 12,505 10,874 9,455 99,281

valuation indication can be

Value Indicatio: $1 developed with a direct
DCF Valuation DCF analysis or a single
Single Period period capitalization that
Capitalization Annual Growth Rate Terminal relies on a DCF-derived
1 2 3 4 5 T perpetual growth rate.
15.00% 5.00% 5.00% 0.00% 0.00% 5.0%
Proj Period => 1 2 3 4 5 Term.
Earings (Base of 1.0) => 1.150 1.208 1.268 1.268 1.268 13.314
End-Year Periods 1.0 2.0 3.0 4.0 5.0 5.0
PV Factor 0.8696 0.7561 0.6575 0.5718 0.4972 0.4972 Valuation
PV 1.00004 0.9133688  0.83371 0.7250424 0.6304496 6.6197208 Net Cash Flow (Year +1) $17,250
Value 10.722332 <> Sum PV 1-5 & Term.
P/E 9.3237666 <> Effective P/E Ratio Cost of Equity 15.0%
Equity Rate 'DR")  15.0% Perpetual Growth Rate

Capitalization Rate
Value Indication

Cap Rate 10.7% <> 1 + P/E Ratio ("CR")
Perpetual Growth<> Blended Expression (DR - CR)

FIGURE 13

SCENARIO 2 — HIGH GROWTH PROJECTION FROM CYCLICAL LOW

Rapid Growth to Recovery

Current CF Yr+1 Yr+2 Yr+3 Yr +4 Yr +5 Terminal
$5,000 $5,500 $6,325 $7,274 $8,365 $9,201 $96,614
YoY Change 10.0% 15.0% 15.0% 15.0% 10.0%
PV Factor 0.8696 0.7561 0.6575 0.5718 0.4972 0.4972 As demonstrated, the same
4,783 4,783 4,783 4,783 4,575 48,034

valuation indication can be

developed with a. direct

DCF Valuation DCF analysis or a single
“Single Period o period capitalization that
Capitalization Annual Growth Rate Terminal relies on a DCF-derived
1 2 3 4 5 T perpetual growth rate.
10.00%  15.00%  15.00%  15.00%  10.00% 5.0%
Proj Period => 1 2 3 4 5 Term.
Earnings (Base of 1.0) => 1.100 1.265 1.455 1.673 1.840 19.320
End-Year Periods 1.0 2.0 3.0 4.0 5.0 5.0
PV Factor 0.8696 0.7561 0.6575 0.5718 0.4972 0.4972 Valuation
PV 0.95656 0.9564665 0.9566625 0.9566214 0.914848 9.605904 Net Cash Flow (Year +1) $5,500
Value 14.347062 <> Sum PV 1-5 & Term.
P/E 13.042784 <> Effective P/E Ratio Cost of Equity 15.0%
Equity Rate ("DR") 15.0% Perpetual Growth Rate
Cap Rate 7.7% <> 1 + P/E Ratio ("CR") Capitalization Rate 7.7%

Value Indication $71,429
Perpetual Growth<> Blended Expression (DR - CR) —————E——————————

FIGURE 14
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from prevailing performance that lacks a reasonable basis.
This is not to say that some circumstances don’t call for an
abrupt shift in assumed cash flow versus prevailing cash flow,
but that is typically a fundamental issue such as the loss or
gain of a significant product, territory or customer. Too often
this type of flaw is the result of the default five-finger rule to
averaging five years of cash flows and using a 5% growth rate.

Repeating the previous exercise for Scenario 2 results in
Figure 10.

Based on the example in Figure 10, a growth rate of approxi-
mately 8.7% could have been reasonably applied to the Current
CF ($5,000), lending enhanced credibility to a single-period
capitalization than using 5% against the multi-year average
performance of $10,000. Again, this is not to say that some
circumstances don’t call for an abrupt shift in assumed cash
flow versus prevailing cash flow, but such a scenario is typically
a fundamental issue such as the loss or gain of a significant
product, territory or customer.

Now that both of the implied projections have been modified
to reflect more gradual regression to a mean level of assumed
stable performance and sustainable future growth, the valua-
tions reveal differentials from approximately 7.2% higher to 8.9%
lower relative to the $105,000 derived from the default valuation
mentality often employed. More significantly, the respective
valuations are better suited to the prevailing cash flows and the
expected directionality of performance. Each model now reflects
a more thoughtful consideration of the time value of money.

Figure 11 shows how the respective projections for each sce-
nario converge on an estimated cyclically neutral level of future
performance. The respective valuations, either in the form
of a DCF or in the form of a single-period capitalization, are
refined to capture the time value of money corresponding to a
more believable performance regression/progression forecast.
It should seem logical that the refined projection showing a
gradual decline (Scenario 1) that starts with an above historical
average level of performance, results in a higher value than
the original $105,000. Likewise, the increasing projection (Sce-
nario 2) that starts with below historical average performance
results in a lower valuation than the original treatment.

The chart in Figure 11 implies that performance has a gravita-
tional attraction to the five-year outcome as a notional level of
future performance ($12,763). An alternative and perhaps more
realistic projection would craft a regression of the growth rate
rather than a regression of performance to a notional future
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COMPARISON ALTERNATIVE
VALUATION OUTCOMES

Base Cash Flow Growth
Case Regression Modification
Scenario 1
" / $105,000  $113,000  $161,000
Increasing Historical Trend
Scenario 2
i L $105,000 $96,000 $71,000
Decreasing Historical Trend
Multi-Year Converge Converge
Average CF to Average to "Normal"
& Constant Future Cash | Growth Rate
Growth Flow
FIGURE 15

amount. Decelerating growth from either its peak performance
(Scenario 1) or applying rapid growth during a mode of recovery
(Scenario 2) seems more logical in most real world situations
than the default trend. These competing projections are depicted
in Figure 12. The valuations resulting from the smoothed growth
patterns are developed in Figures 13 and 14 respectively. Of
course, the pattern of future deceleration or acceleration
requires specific study and support. The assumed patterns are
presented for example purposes. A study of these alternative
modeling inputs suggests that the original valuation of $105,000
is potentially flawed.

Let's summarize the various valuation outcomes from the two
different scenarios. Remember, common averaging techniques
coupled with seemingly benign growth assumptions result ini-
tially in the same valuation under both scenarios. However,
scrutiny of the growth and/or projection modeling reveals some
dramatic differences. Admittedly, in most valuations there would
be underlying facts and circumstances supporting one of three
modeling conditions applied to each scenario. One can easily
see how valuations can be viewed quiet differently by differing
parties under differing circumstances. The primary valuation
differential for each stems from the implied projection and
growth modeling.

The common appraiser mentality of using historical average
performance (rule of thumb mindset) combined with the typical
“normal/benign” assumptions concerning growth and the cost
of capital, can serve to understate or overstate value. Growth
analysis and reasonable forecasting (birds of the same feather)
allow for a more believable and optically pleasing analyses and
conclusions. Comparing alternative projections from otherwise
implied projections can provide better insight into growth mod-
eling and promote more rational forecasting.
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Appendix A

Case Analysis: Understanding Growth Rates

One of the most debated and poorly supported assumptions in
business valuation is that of the growth rate in performance, be
it earnings, net cash flow, or debt-free cash flow. The default
reliance on macroeconomic or industry based data is a good
beginning but often falls short of the full growth profile for a
specific business in a specific industry in a specific geography
at a specific point in time. The real world is often lumpy and
most companies experience shifts in top-line activity, cost effi-
ciencies, and operating leverage throughout the business cycle
or in conjunction with changes in the business model. Skill and
experience are powerful influencers for what feels “right,” but
too often the five finger-growth mentality rules the day. What
tools can an appraiser use to develop and defend growth rate
assumptions and how can such a tool be used as a critical
review tool?

Let’s study an example featuring a combination of typical facts
and circumstances.

Example Conditions

» The economy is stable, with nominal GDP on the order
of 4% and real GDP on the order of 2%

»  The subject Company is stable, and operating with
consistent results

The Company is twenty years old and has experienced
10% growth in annual sales over the last five years

The subject Company has moderate pricing power
and operates in an industry with commaodity players as
well as value-added players (implying a range of profit
margins and revenue sizes)

Historical pricing for the Company’s goods and ser-
vices follows a more or less inflationary pattern (say
2.0%), and the markets resist price increases such that
Company profits can be squeezed without constant
attention to expenses

The goal for the Company is to expand its market from
the current 25 states to all 50 states in the next five
years (all states represent equal market opportunity)

With margins constant, sales growth represents a rea-
sonable proxy for growth in earnings and net cash flow
(EBITDA margin +/-10%)

Public companies, larger and already national in
market exposure, are expecting 5% annual sales
volume growth over the next five years (consistent
with industry expectations) and 10% annual earnings
growth (implying margin expansion)

-5 -4 -3 -2 -1 Present 1 2
\ J\

Sales Sales and EBITDA Growth Trends ==ERITDA O Sales EBITDA
$450 $45
$400 $40
$350  $35
$300 - $30
$250 + $25
$200 f $20
$150 t $15
$100 t$10
$50 r$5
$0 - r $0

Historical Five-Year Period

Five-Year Period of

Five-Year Period of

of 10% Annual Sales Territory Growth Maturation
Growth CAG=17.1% CAG = Inflation
FIGURE 16
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Indexed Growth Observations
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VALUATION OF NCF (15% DISCOUNT RATE & 2% TERMINAL)

Rapid Growth to Recovery
Current NCF Yr+1 Yr 42 Yr 43 Yr +4 Yr +5 Terminal
$9.7 $11.8 $14.1 $16.4 $18.8 $21.3 $167
YoY Change 22.4% 19.0% 16.6% 14.8% 13.3%
PV Factor 0.8696 0.7561 0.6575 0.5718 0.4972 0.4972 As demonstrated, the same
10 11 " " i 83 valuation indication can be
Value Indication $136 developed with a direct
DCF Valuation DCF analysis or a single
Single Period period capitalization that
Capitalization Annual Growth Rate Terminal relies on a DCF-derived
7 > 3 2 s T perpetual growth rate.
22.40%  19.00%  16.57%  14.75%  13.33% 2.0%
Proj Period => 1 2 3 4 5 Term.
Earnings (Base of 1.0) => 1.224 1.457 1.698 1.948 2.208 17.324
End-Year Periods 1.0 2.0 3.0 4.0 5.0 5.0
PV Factor 0.8696 0.7561 0.6575 0.5718 0.4972 0.4972 .
PV 1.0643904 1.1016377 1.116435 1.1138664 1.0978176 8.6136458 Valuation _
’ ' ’ ’ ' ' Net Cash Flow (Year +1) $11.8
Value 14.107793 <> Sum PV 1-5 & Term.
P/E  11.525975 <> Effective P/E Ratio Cost of Equity 15.0%
Equity Rate ("DR") 15.0% Perpetual Growth Rate
Cap Rate 8.7% <> 1 + P/E Ratio ("CR") Capitalization Rate 8.6%
Perpetual Growth<> Blended Expression (DR - CR) Value Indication $138
The development of the current net cash flow is not displayed; the example is shown for illustration purposes. All examples contain
liberal rounding and simplifying assumptions.
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»  Capital structure is expected to 15% EQUITY DISCOUNT RATE GROWTH RATE TABLE
remain unchanged for the fore-

seeable future (debt free) Equity Discount Rate = _ 15.0%

Long-Term Growth Rate; Terminal Growth

» The Company has no excessive
2% 2.5% 3% 3.5% 4.0% 4.5% 5% 5.5% 6.0% 6.5% 7%

or abnormal risk exposures or 3% [ 24% 27% 30% 33% 37% 4.0% 44% 47% 51% 55%  5.9%
4% 2.7% 3.0% 3.4% 3.7% 4.0% 4.3% 4.7% 5.1% 5.4% 5.8% 6.2%
5% 3.1% 3.4% 3.7% 4.0% 4.3% 4.7% 5.0% 5.4% 5.7% 6.1% 6.5%
6% 3.4% 3.7% 4.0% 4.3% 4.6% 5.0% 5.3% 5.6% 6.0% 6.4% 6.7%
7% 3.8% 4.0% 4.3% 4.6% 4.9% 5.3% 5.6% 5.9% 6.3% 6.6% 7.0%

concentrations

,
»  The Company’s goods and ser oot Term 8% | 41%  44%  46%  49%  52% 55% 59% 62% 65% 69%  7.2%
vices do not represent new or Net Cash Flow: 9% | 44%  47%  49%  52%  55% 58% 61%  65% 68% 7.1%  7.5%

) . . DCF Discrete 10% | 47% 50% 52% 55% 58%  6.4% 67%  7.0% 74%  77%
disruptive/paradigm technology Growth Rates 1% | 50% 52% 55% 58% 6.1% 64% 67% 7.0% 7.3% 76%  7.9%

for Years 1to 5 12% | 53% 55%  58% 60% 63% 66% 69% 72% 75% 7.8%  81%

13% 5.5% 5.8% 6.0% 6.3% 6.6% 6.8% 71% 7.4% 7.7% 8.0% 8.4%

It is not uncommon for an appraiser to 14% 5.8% 6.0% 6.3% 6.5% 6.8% 71% 7.4% 7.6% 7.9% 8.2% 8.6%

uncover the above information in the course 15% 6.0% 6.3% 6.5% 6.8% 7.0% 7.3% 7.6% 7.9% 8.1% 8.4% 8.7%
. 20% | 72% 74% 76% 79% 81%  83% 86% 88% 91% 93%  96%

of due diligence. Yet, the same manage- 25% | 8.2%  84%  86%  88%  9.0%  92%  94%  96% _ 99% 10.1% _ 103%
ment team that can relate such feedback Blended Growth Reconciled via DCF; Base NCF @ T, = $1; Long-Term Growth used in Terminal Value;
to the appraiser Wi“ not “speculate” on a End-year Convention; Terminal Value Discounted 5.0 Periods
projection. A competent appraiser should Annual Growth Rate Terminal
be able to cobble together the framework 3 2 3 2 5 T
of a projection for purposes of quantifying 10.00%  10.00%  10.00%  10.00%  10.00% 5.0%
a growth rate for a single-period capital-
ization as well as performing a summary Proj Period => 1 2 3 4 5 Term.
DCF analysis (perhaps as a test of reason Earnings (Base of 1.0) => 1.100 1.210 1.331 1.464 1.610 16.905

dditi I di t luati id End-Year Periods 1.0 2.0 3.0 4.0 5.0 5.0
or as additional direct valuation evidence). PV Factor  0.8696 0.7561 0.6575 0.5718 0.4972 0.4972
Figure 16 depicts how the facts and cir- PV 095656 0.914881 0.8751325 0.8371152 0.800492 8.405166
cumstances are expected to play out in Value 12.789347 <> Sum PV 1-5 & Term.
sales and EBITDA. P/E 11.626679 <> Effective P/E Ratio

Equity Rate ("DR") 15.0%

Cap Rate 8.6% <> 1 + P/E Ratio ("CR")

Most often the typical approach would be to
Perpetual Growth<> Blended Expression (DR - CR)

grab a recent average level of performance
and use a growth rate likened to nominal
GDP (4%), perhaps influenced up a bit to FIGURE 19
reflect the recent growth performance.
However, the 6.3% perpetual growth rate

vel not tie directl he under-
developed does not fie directly to the unde 20% EQUITY DISCOUNT RATE GROWTH RATE TABLE
lying data and general information. For an (TYPICAL HIGHER, SMALL COMPANY RISK PROFILE)
appraiser to get the single-period perpetual
growth rate correct, he/she would simply Equity Discount Rate = _20.0%
have to get that “just right” feeling. Clearly, a Long-Term Growth Rate; Terminal Growth
bit of extra effort and the constructive exten- 2%  25% 3%  35%  40%  45% 5%  55%  6.0%  65% 7%
. . 3% | 25%  27%  80%  33%  36%  38%  41%  45%  48%  51%  54%
sion of logic would allow for an anecdotal or 4% | 29%  82%  85% 87%  40%  483%  46% 49% 52% 55%  58%
direct DCF-type study that could offer sup- 5% | 34%  86%  89%  42% 44% 47% 50% 53% 56% 59% 62%
6% | 38%  41%  43%  46% 48% 51% 54% 57% 60% 63% 66%
port for the generally favorable growth rate Short-Term 7% | 42%  45%  47% 50% 53% 55% 58% 6% 64%  67%  7.0%
L . g 8% | 46% 49% 51% 54% 56% 59% 62% 65% 68% 7.1%  7.4%
Growth Rate of
required in the analysis. Not Cash Flow: 9% | 50% 53% 55% 58% 60% 63% 66% 68% 7% 74% 7.7%
DCF Discrete 10% | 54%  57% 59% 61%  64% 67%  69% 72% 7.5%  7.8%  8.1%
: . Growth Rates 1% | 58% 60% 63% 65% 68% 7.0% 7.3% 75% 7.8% 81%  84%
Figures 16-18 serve notice that macro for Years 1to 5 12% | 62%  64%  66%  69% 7.1% 74% 76% 7.9%  8.1%  84%  87%
economic growth rates, sprinkled with a 13% 6.5% 6.7% 7.0% 7.2% 7.4% 7.7% 7.9% 8.2% 8.5% 8.7% 9.0%
] 14% | 69%  7.1%  7.3%  7.5% 7.8% 80% 83% B85%  88% 90%  93%
little current and near term company per- 15% | 72%  74%  76% 79% 81% 83% 86% 88% 91%  93%  9.6%
: : 20% | 88% 89%  91%  94%  96%  98% 100% 102% 105% 10.7% 10.9%
formance are Often mISIeadlng and can 25% 10.1% 10.3% 10.5% 10.6% 10.8% 11.0% 11.2% 11.4% 11.6% 11.8% 12.1%

fail to capture the influence of timing on o ] )
Blended Growth Reconciled via DCF; Base NCF @ T, = $1; Long-Term Growth used in Terminal Value;
the value of future cash flows. End-year Convention; Terminal Value Discounted 5.0 Periods

FIGURE 20
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Reconciling |V|u|ti-Stage Growth Rates Some appraisers may find this simple concept too burdensome to

. develop and communicate and thus a trustee often ends up with the
to a Single, Perpetual Growth Rate N . P
five-finger approach to growth analysis.

Report reviewers are frequently confined to terse, misguided, or Figure 19 provides a quick and powerful tool for assessing

unjustified positions concerning growth rates. Typically, report growth rates in valuation reports (at the specific 15% equity

users are bludgeoned with anecdotal growth evidence or with discount rate). Even if future growth lacks “visibility,” the fact is

historical observations that fail to translate directly into reason- that years one through five are more predictable than beyond

able future expectations. The time value of money is frequently five or more years. That being a matter of common sense, a

obscured by a failure to reconcile multi-stage growth expectations . , . )
given company’s prevailing and near term trends might reason-

into a meaningful single-period growth rate. ably serve as the annual growth rate for years one through five

Figure 19 displays a matrix of single, perpetual growth rates derived while an industry/GDP/inflationary assumption might reason-

from the blended short term and long term growth rate expectations
based on a 15% equity discount rate. Given a beginning measure
of net cash flow or earnings, the table provides the single-period
growth rate necessary to derive the same value result as a DCF
using a five years of annual growth from the vertical axis (displayed
left) and a terminal value developed using the growth rate from the
horizontal axis (displayed top). For example, a company expecting
to achieve 10% annual growth for years one through five and a ter-
minal value growth rate of 5% would require a perpetual growth rate
of 6.4% to equate a Gordon-style capitalization to a DCF valuation.
The 6.4% perpetual rate may lack direct or specific support any-
where in the industry or economic data, but it may functionally cap-
ture the short-term and long-term expectations that are reasonable.

ably serve as the perpetual growth rate after the initial five-year
implied projection (e.g. the terminal value growth rate).

Figures 19-21 are based on alternative equity discount rates.
The use of the subject’s company’s equity discount rate is vital
to developing a proper growth rate perspective. We note that
growth rates applicable to alternative cash flows, such a cash
flow to total invested capital, can also be studied using a sim-
ilar approach as described in these examples. Replicating the
math of these growth tables is relatively easy for any experi-
enced analyst or reviewer.

12% EQUITY DISCOUNT RATE GROWTH RATE TABLE
(TYPICAL LOWER, LARGE COMPANY RISK PROFILE)

Equity Discount Rate = _ 12.0%

Long-Term Growth Rate; Terminal Growth

2% 2.5% 3% 3.5% 4.0% 4.5% 5% 5.5% 6.0% 6.5% 7%
3% 2.3% 2.6% 3.0% 3.4% 3.7% 4.1% 4.5% 4.9% 5.4% 5.8% 6.3%
4% 2.6% 2.9% 3.3% 3.6% 4.0% 4.4% 4.8% 5.2% 5.6% 6.0% 6.5%
5% 2.9% 3.2% 3.5% 3.9% 4.3% 4.6% 5.0% 5.4% 5.8% 6.2% 6.7%
6% 3.2% 3.5% 3.8% 4.1% 4.5% 4.9% 5.2% 5.6% 6.0% 6.4% 6.8%
7% 3.4% 3.7% 41% 4.4% 4.7% 51% 5.4% 5.8% 6.2% 6.6% 7.0%

Gt e 8% | 37% 40% 43% 46% 50% 53% 56% 60% 64% 68% 7.2%
Net Cash Flow: 9% | 39%  42%  45% 48% 52% 55% 58% 62% 66% 69%  7.3%
DCF Discrete | 10% | 42%  45%  48% 51% 54% 57% 60% 64% 67% 7% 75%
GrowthRates | 1% | 44%  47% 50% 53% 56% 59% 62% 66% 69% 73% 7.6%

for Years 1to 5 12% | 46%  49% 52% 55% 58% 61% 6.4% 67% 71% 7.4%  7.8%
13% | 48% 51% 54% 57% 60% 63% 66% 69% 72% 75% 7.9%
14% | 51% 53% 56% 59% 61% 64% 67% 7.0% 74% 77%  80%
15% | 53% 55% 58% 60% 63% 66% 69% 7.2% 75% 7.8%  81%
20% | 62% 64% 66% 69% 71% 74% 7.6% 7.9% 81% 84%  87%
25% | 69%  71%  73%  76%  78% _ 80%  82% _ 84% _ 87% _ 89% _ 92%

Blended Growth Reconciled via DCF; Base NCF @ T, = $1; Long-Term Growth used in Terminal Value;
End-year Convention; Terminal Value Discounted 5.0 Periods

FIGURE 21
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Appendix B
Case Analysis: Testing Projection
Outcomes Using DCF Analysis

For purposes of the following case study analysis, let’s refer
to the various projection scenarios depicted in Figure 22.
Additionally, let’s frame the effect on the valuation from the
projection scenarios using a valuation of the unadjusted
management projections.

Figure 22 highlights the various projection scenarios one might
reasonably develop as alternatives to the base management
projection. Figure 23 depicts both a DCF and single-period
capitalization developed from a base projection.

As can be observed in Figure 24, the valuation using a modi-
fied growth rate reduced the total equity valuation by 20%. If
the appraiser and/or the trustee concur that this lower growth
scenario is a more plausible outcome than management’s
original projection, particularly in light of the trustee’s core
concern for a long-term sustainable and serviceable ESOP
benefit, then all things held constant in the base projection
model, the use of an equity risk premium on the order of
2.0% applied to the equity discount rate of the original model
(making it 17% versus the original 15%) would converge the
value of the original projection with that of the alternative 5%
growth scenario. Using this technique, the appraiser/trustee

has not directly modified the projection, but the valuation is
hedged for the horizon risk believed to be associated with
management’s base numbers.

This is a simplified but powerful example of how the appraisal
process can serve to effectively adjust the valuation outcome
for the uncertainty of achieving a projection. Numerous other
DCF treatments including discounting timing conventions,
terminal growth rates, terminal value methods, capital struc-
ture for determining the WACC, working capital assumptions,
and other tweaks can individually or collectively result in sig-
nificantly different valuation outcomes using the same pro-
jection. These adjustments and modeling exercises can aid
appraisers and trustees in determining reasonable and cred-
ible valuation outcomes. It goes without saying that these
adjustments cannot simply be arbitrary. Rather, they must be
reasonable and supportable in the context of the company’s
capabilities and the marketplace for ESOP ownership interests
in the company. With regard to valuations over time, changes
in assumptions and modeling techniques should not be buried
or obscured and should be clearly reconciled for the benefit of
both the appraiser and the trustee.

YoY Growth Trend
¢ ¢ ¢ *EBITDA Current Rate (5%)
EBITDA Downside (-5%)

Adjusted / Projected
Projected . . EBITDA 6 EBI-:;D;
EBITDA Historical and Projected Trend rowth Rate
$3,000 17.5%
$2,500 15.0%
12.5%
$2,000 -
10.0%
$1,500 - -
7.5%
$1,000 - -
5.0%
$500 T — | — | — | — | — | — | — | — | — | | 2.5°A'
$0 : . T " T T T 0.0%
-YRS5 -YR4 -YR3 -YR 2 -YR1 Cur Yr +Yr1 +Yr2 +Yr3 +Yr4 +Yr5

@= @= Hist/ Proj EBITDA (10%)
¢ ¢ * *EBITDA Flatline
¢ ¢ ¢ *EBITDA Cycle (Contraction & Recovery)

FIGURE 22
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As can be observed in Figure 25, the valuation using the 0%
growth scenario reduced the total equity valuation by 37% from
the original growth projection. If the appraiser and/or the trustee
concur that this alternative growth scenario is a more plausible
outcome than management’s original projection, particularly in
light of the trustee’s core concern for a long-term sustainable
and serviceable ESOP benefit, then all things held constant in
the base projection model, the use of an equity risk premium on
the order of 4.0% applied to the equity rate (making it 19% versus
the original 15%) would converge the value of the original projec-
tion with that of the alternative 0% (no) growth scenario. Using

this technique, the appraiser/trustee has not directly modified
the projection, but the valuation is hedged for the horizon risk
believed to be associated with management’s base numbers.

As can be observed in Figure 26, the valuation using a
declining growth scenario reduced the total equity valuation
by 48%. If the appraiser and/or the trustee concur that this
alternative growth scenario is a more plausible outcome than
management’s original projection, particularly in light of the
trustee’s core concern for a long-term sustainable and ser-

viceable ESOP benefit, then all things held constant in the

PROJECTION SCENARIO (10% FUTURE GROWTH)

History (Adjusted) Management Projection
-YR5 -YR 4 -YR 3 -YR 2 -YR1 Cur Yr +Yr1 +Yr2 +Yr3 +Yr4 +Yr5
EBITDA $1,000 $1,150 $1,294 $1,423 $1,530 $1,606 $1,767 $1,944 $2,138 $2,352 $2,587
Ann. Growth nm 15% 13% 10% 8% 5% 10% 10% 10% 10% 10%
i Projected
it _EBITDA Eairon
EBITDA Management's Historical and Projected Trend Growth Rate
$3,000 17.5%
$2,500 et 15.0%
Leweett | 12.5%
$2,000 — Tt
""" [ 10.0%
$1,500 — -—————
——— = 7.5%
$1,000 -
5.0%
$500 | 2.5%
$0 . - - - - +0.0%
-YR5 YR4 -YR3 -YR2 -YR1 Cur Yr +¥Yr1 +Yr2 +Yr3 +Yrd +Yr5
Ann. Growth = «=EBITDA
History (Adjusted) Management Projection
-YR5 -YR4 -YR3 -YR2 -YR1 Cur Yr +Yr1i +Yr2 +Yr3 +Yrd +Yr5
Revenue $12,500 $14,375 $16,172 $17,789 $19,123 $20,079 $22,087 $24,296 $26,726 $29,398 $32,338
Adj EBITDA 1,000 1,150 1,294 1,423 1,530 1,606 1,767 1,944 2,138 2,352 2,587
- Interest Exp (100) (100) (100) (100) (100) (100) (100) (100) (100) (100) (100)
- Depr (200) (200) (200) (200) (200) (200) (200) (200) (200) (200) (200)
EBIT 700 850 994 1,123 1,230 1,306 1,467 1,644 1,838 2,052 2,287
- Taxes (40%) (280) (340) (398) (449) (492) (523) (587) (657) (735) (821) (915)
NOPAT 420 510 596 674 738 783 880 987 1,103 1,231 1,372
+ Depr 200 200 200 200 200 200 200 200 200 200 200
- Wkg Cap (5% of Sls) (94) (90) (81) (67) (48) (100) (110) (121) (134) (147)
- Cap Ex (2% of Sls) (288) (323) (356) (382) (402) (442) (486) (535) (588) (647)
Enterprise Cash Flow 328 383 437 489 533 538 591 647 709 778
Present Value Factor (end of year convention) 0.8977 0.8058 0.7233 0.6493 0.5829
Present Value of Discrete cash Flows $483 $476 $468 $460 $454
Weighted Average Cost of Capital Value Indication
Capital Rate Weight Product Total Present Value of Cash Flows $2,341
Equity 15.0% 70% 10.5% Present Value of Terminal Cash Flow 10,073
Debt 3.0% 30% 0.9% Total Enterprise Value 12,414
WACC => 11.4% - Debt (2,000)
Terminal Growth Rate -4.0% Total Equity Value 10,414
Terminal Cap Rate 7.4%
Terminal Cap Factor 13.5 Memo - Implied Relative Value
Terminal NOPAT 1,280 Net WC Enterprise Value + Current EBITDA 7.7
Terminal Value $17,280 Enterprise Value + Current Revenue 62%
Terminal PV Factor 0.5829
PV of Terminal Value $10,073
We note that for simplifying purposes in these examples we have left certain modeling assumptions constant that could be modified as part of
a stress test for the projections.
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base projection model, the use of an equity risk premium on the
order of 6.0% applied to the equity rate (making it 21% versus the
original 15%) would converge the value of the original projection
with that of the alternative -5% annual growth scenario. Using
this technique, the appraiser/trustee has not directly modified
the projection, but the valuation is hedged for the horizon risk
believed to be associated with management’s base numbers.

As can be observed in Figure 28, the valuation using a modified
growth rate reduced the total equity valuation by 32%. If the
appraiser and/or the trustee concur that this alternative growth

scenario is a more plausible outcome than management’s orig-
inal projection, particularly in light of the trustee’s core concern
for a long-term sustainable and serviceable ESOP benefit, then
all things held constant in the base projection model, the use
of an equity risk premium on the order of 3.3% applied to the
equity rate (making it 18.3% versus the original 15%) would
converge the value of the original projection with that of the
alternative cyclical growth scenario. Using this technique, the
appraiser/trustee has not directly modified the projection, but
the valuation is hedged for the horizon risk believed to be asso-
ciated with management’s base numbers.

PROJECTION SCENARIO (5% FUTURE GROWTH)

History (Adjusted) Assumed Current 5% Growth Rate
-YR5 -YR4 -YR3 -YR2 -YR1 Cur Yr +Yr1 +Yr2 +Yr3 +Yra +Yr5
EBITDA 1,000 1,150 1,294 1,423 1,530 1,606 1,687 1,771 1,860 1,953 2,050
Ann. Growth nm 15% 13% 10% 8% 5% 5% 5% 5% 5% 5%
st EBITDA "
EBITDA Historical and Alternative Projected Trend (5%) Growth Rate
$3,000 17.5%
$2,500 15.0%
$2,000 | TTEEE et  12.5%
_..._.—_..------"'""" 10.0%
$1,500 —______.- | sn
s1,000 — ="
[ 5.0%
$500 B B B B B e Em s mm mbo
s0 0.0%
-YRS5 -YR4 -YR3 -YR2 -YR1 Cur Yr +Yri +Yr2 +Yr3 +Yr4 +Yr5
Ann. Growth = «=EBITDA
History (Adjusted) Assumed Current 5% Growth Rate
-YR5 -YR 4 -YR3 -YR2 -YR1 Cur Yr +Yri +Yr2 +Yr3 +Yra +Yr5
Revenue $12,500 $14,375 $16,172 $17,789 $19,123 $20,079 $21,083 $22,138 $23,244 $24,407 $25,627
Adj EBITDA 1,000 1,150 1,294 1,423 1,530 1,606 1,687 1,771 1,860 1,953 2,050
- Interest Exp (100) (100) (100) (100) (100) (100) (100) (100) (100) (100) (100)
- Depr (200) (200) (200) (200) (200) (200) (200) (200) (200) (200) (200)
EBIT 700 850 994 1,123 1,230 1,306 1,387 1,471 1,560 1,653 1,750
- Taxes (40%) (280) (340) (398) (449) (492) (523) (555) (588) (624) (661) (700)
NOPAT 420 510 596 674 738 783 832 883 936 992 1,050
+ Depr 200 200 200 200 200 200 200 200 200 200 200
- Wkg Cap (5% of Sls) (94) (90) (81) (67) (48) (50) (53) (55) (58) (61)
- Cap Ex (2% of Sls) (288) (323) (356) (382) (402) (422) (443) (465) (488) (513)
Enterprise Cash Flow 328 383 437 489 533 560 587 616 646 676
Present Value Factor (end of year convention) 0.8977 0.8058 0.7233 0.6493 0.5829
Present Value of Discrete cash Flows $502 $473 $445 $419 $394
Capital Rate Weight Product Total Present Value of Cash Flows $2,233
Equity 15.0% 70% 10.5% Present Value of Terminal Cash Flow 8,113
Debt 3.0% 30% 0.9% Total Enterprise Value 10,346
WACC => 11.4% - Debt (2,000)
Terminal Growth Rate -4.0% Total Equity Value $8,346
Terminal Cap Rate 7.4%
Terminal Cap Factor 135
Terminal NOPAT 1,031 Net WC Enterprise Value + Current EBITDA 6.4
Terminal Value $13,919 Enterprise Value + Current Revenue 52%
Terminal PV Factor 0.5829
PV of Terminal Value $8,113
We note that for simplifying purposes in these examples we have left certain modeling assumptions constant that could be modified as part of
a stress test for the projections.
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Synthesis of OQutcomes Using Alternative in the same fashion as this example using growth rates and

. . . . reconciling equity (horizon/projection) premiums. The various
Projections/ Equity Discount Rates 1ing equiy | projection) p varie
scenarios can be used to support concerns for downside risk

concerning the valuation, the ability to service debt, and the
ability to support ESOP repurchase obligation (all procedures
and considerations called for under the settlement protocols).
These same sensitivity processes can be used to assess
the quality and relative value of the subject ESOP company
to transaction data and/or guideline public company data
employed and/or adjusted in the valuation.

Figure 28 depicts the various growth rates scenarios studied
for this example. This serves as an example of the type of
sensitivity and stress testing the trustee/appraiser can employ
to support the due diligence process and the documentation
of the projections employed (and/or not employed) as called
for under the DOL settlement protocols. As previously stated,
alteration of numerous other modeling inputs could be studied

PROJECTION SCENARIO (NO GROWTH IN DISCRETE PROJECTION)

History (Adjusted) Assumed 0% Growth Rate
-YR5 -YR4 -YR3 -YR 2 -YR1 Cur Yr +Yri +Yr2 +Yr3 +Yra +Yr5
EBITDA 1,000 1,150 1,294 1,423 1,530 1,606 1,606 1,606 1,606 1,606 1,606
Ann. Growth nm 15% 13% 10% 8% 5% 0% 0% 0% 0% 0%
Aduteat EBITDA 0y
EBITDA Historical and Alternative Projected Trend (0% Growth) Growth Rate
$3,000 175%
$2,500 150X
$2,000 [ 125%
- En Cm EB En ®s0s0s®eseseNesese M0t [ 10.0%
$1,500 ——‘__,__ o
$1,000 === — —
5.0%
$500 | 2.5%
s0 0.0%
-YR5 -YR4 -YR3 -YR2 -YR1 CurYr +¥Yri +Yr2 +Yr3 +Yr4 +Yr5
Ann. Growth &= «=EBITDA
History (Adjusted) Assumed 0% Growth Rate
-YR5 -YR 4 -YR3 -YR2 -YR1 Cur Yr +Yri +Yr2 +Yr3 +Yrd +Yr5
Revenue 12,500 $14,375 $16,172 $17,789 $19,123 $20,079 $20,079 $20,079 $20,079 $20,079 $20,079
Adj EBITDA 1,000 1,150 1,294 1,423 1,530 1,606 1,606 1,606 1,606 1,606 1,606
- Interest Exp (100) (100) (100) (100) (100) (100) (100) (100) (100) (100) (100)
- Depr (200) (200) (200) (200) (200) (200) (200) (200) (200) (200) (200)
EBIT 700 850 994 1,123 1,230 1,306 1,306 1,306 1,306 1,306 1,306
- Taxes (40%) (280) (340) (398) (449) (492) (523) (523) (523) (523) (523) (523)
NOPAT 420 510 596 674 738 783 783 783 783 783 783
+ Depr 200 200 200 200 200 200 200 200 200 200 200
- Wkg Cap (5% of Sls) (94) (90) (81) (67) (48) - - - - -
- Cap Ex (2% of Sls) (288) (323) (356) (382) (402) (402) (402) (402) (402) (402)
Enterprise Cash Flow 328 383 437 489 533 581 581 581 581 581
Present Value Factor (end of year convention) 0.8977 0.8058 0.7233 0.6493 0.5829
Present Value of Discrete cash Flows $522 $468 $420 $377 $339
Capital Rate Weight Product Total Present Value of Cash Flows $2,126
Equity 15.0% 70% 10.5% Present Value of Terminal Cash Flow 6,414
Debt 3.0% 30% 0.9% Total Enterprise Value 8,540
WACC => 11.4% - Debt (2,000
Terminal Growth Rate -4.0% Total Equity Value $6,540
Terminal Cap Rate 7.4%
Terminal Cap Factor 135
Terminal NOPAT 815 Net WC Enterprise Value + Current EBITDA 5.3
Terminal Value $11,003 Enterprise Value + Current Revenue 43%
Terminal PV Factor 0.5829
PV of Terminal Value $6,414

We note that for simplifying purposes in these examples we have left certain modeling assumptions constant that could be modified as part of
a stress test for the projections.
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As can be seen in Figure 28, modeling alternative growth sce-
narios can be a powerful tool in assessing the risk profile and
alternative outcomes associated with a given set of projec-
tions. While this lengthy working example has examined down-
side scenarios associated with projection shortfalls, the same
framework can be used to assess upside potential in cases
where management projections appear conservative in light

of past performance and/or external business drivers. It could
be argued that the assessment of repurchase obligation should
include the potential impact from positive budget variances, as
undervaluation today could result in an underestimation of future
repurchase liability, which could lead to under-informed and
potentially adverse business decisions by the sponsor company.

PROJECTION SCENARIO (-5% ANNUAL GROWTH)

History (Adjusted) Assumed -5% Growth Rate
-YR5 -YR 4 -YR3 -YR2 -YR 1 Cur Yr +Yr1 +Yr2 +Yr3 +Yr4 +Yr5
EBITDA 1,000 1,150 1,294 1,423 1,530 1,606 1,606 1,526 1,450 1,377 1,308
Ann. Growth nm 15% 13% 10% 8% 5% 0% -5% -5% -5% -5%
Heaed EBITDA aon
EBITDA Historical and Alternative Projected Trend (-5% Growth) Growth Rate
$3,000 17.5%
15.0%
$2,500 l o=z
$2,000 —1 — 10.0%
7.5%
$1,500 _———"-----""'---....,....._, + 5.0%
-——"’—— LA E R Y [ =
$1,000 - =
$500 — — — T 25X
-5.0%
$0 v t15%
YRS -YR4 YR3 -YR2 -YR1 CurYr +Yrl +Yr2 +Yr3 +Yra +Yr5
l Ann. Growth @ «=EBITDA
History (Adjusted) Assumed -5% Growth Rate
-YR5 -YR4 -YR3 -YR2 -YR1 Cur Yr +Yr1 +Yr2 +Yr3 +Yrd +Yr5
Revenue 12,500 $14,375 $16,172 $17,789 $19,123 $20,079 $20,079 $19,075 $18,122 $17,216 $16,355
Adj EBITDA 1,000 1,150 1,294 1,423 1,530 1,606 1,606 1,526 1,450 1,377 1,308
- Interest Exp (100) (100) (100) (100) (100) (100) (100) (100) (100) (100) (100)
- Depr (200) (200) (200) (200) (200) (200) (200) (200) (200) (200) (200)
EBIT 700 850 994 1,123 1,230 1,306 1,306 1,226 1,150 1,077 1,008
- Taxes (40%) (280) (340) (398) (449) (492) (523) (523) (490) (460) (431) (403)
NOPAT 420 510 596 674 738 783 783 736 690 646 605
+ Depr 200 200 200 200 200 200 200 200 200 200 200
- Wkg Cap (5% of Sls) (94) (90) (81) (67) (48) - 50 48 45 43
- Cap Ex (2% of Sls) (288) (323) (356) (382) (402) (402) (382) (362) (344) (327)
Enterprise Cash Flow 328 383 437 489 533 581 604 576 547 521
Present Value Factor (end of year convention) 0.8977 0.8058 0.7233 0.6493 0.5829
Present Value of Discrete cash Flows $522 $487 $416 $355 $304
Capital Rate Weight Product Total Present Value of Cash Flows $2,084
Equity 15.0% 70% 10.5% Present Value of Terminal Cash Flow 5,296
Debt 3.0% 30% 0.9% Total Enterprise Value 7,380
WACC => 11.4% - Debt 2,000)
Terminal Growth Rate -4.0% Total Equity Value $5,380
Terminal Cap Rate 7.4%
Terminal Cap Factor 135
Terminal NOPAT 673 Net WC Enterprise Value + Current EBITDA 4.6
Terminal Value $9,086 Enterprise Value + Current Revenue 37%
Terminal PV Factor 0.5829
PV of Terminal Value $5,296
We note that for simplifying purposes in these examples we have left certain modeling assumptions constant that could be modified as part of
a stress test for the projections.
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PROJECTION SCENARIO (CONTRACTING CYCLING TO RECOVERY)

History (Adjusted) Assumed Contraction to Recovery
-YR5 -YR4 -YR3 -YR2 -YR1 Cur Yr +Yr1 +Yr2 +Yr3 +Yra +Yr5
EBITDA 1,000 1,150 1,294 1,423 1,530 1,606 1,526 1,373 1,579 1,737 1,911
Ann. Growth nm 15% 13% 10% 8% 5% -5% -10% 15% 10% 10%
sy o EBITDA . e
EBITDA Historical and Alternative Projected Trend (Cyclical) Growth Rate
$3,000 17.5%
15.0%
$2,500 12.5%
10.0%
$2,000 e T 7.5%
veeswettt 5.0%
$1,500 —m——— e S e - 25%
——— - 0.0%
$1,000 - -2.5%
-5.0%
$500 T -7.5%
=10.0%
$0 -12.5%
YR5 -YR4 YR3 -YR2 -YR1 CurYr +Yri +Yr2 +Yr3 +Yrd +Yr5
Ann. Growth &= «=EBITDA
History (Adjusted) Assumed Contraction to Recovery
-YR5 -YR4 -YR3 -YR2 -YR1 Cur Yr +Yr1 +Yr2 +Yr3 +Yrd +Yr5
Revenue 12,500 $14,375 $16,172 $17,789 $19,123 $20,079 $19,075 $17,168 $19,743 $21,717 $23,889
Adj EBITDA 1,000 1,150 1,294 1,423 1,530 1,606 1,526 1,373 1,579 1,737 1,911
- Interest Exp (100) (100) (100) (100) (100) (100) (100) (100) (100) (100) (100)
- Depr (200) (200) (200) (200) (200) (200) (200) (200) (200) (200) (200)
EBIT 700 850 994 1,123 1,230 1,306 1,226 1,073 1,279 1,437 1,611
- Taxes (40%) (280) (340) (398) (449) (492) (523) (490) (429) (512) (575) (644)
NOPAT 420 510 596 674 738 783 736 644 767 862 967
+ Depr 200 200 200 200 200 200 200 200 200 200 200
- Wkg Cap (5% of Sls) (94) (90) (81) (67) (48) 50 95 (129) (99) (109)
- Cap Ex (2% of Sls) (288) (323) (356) (382) (402) (382) (343) (395) (434) (478)
Enterprise Cash Flow 328 383 437 489 533 604 596 443 529 580
Present Value Factor (end of year convention) 0.8977 0.8058 0.7233 0.6493 0.5829
Present Value of Discrete cash Flows $542 $481 $321 $344 $338
Weighted Average Cost of Capital Value Indication
Capital Rate Weight Product Total Present Value of Cash Flows $2,026
Equity 15.0% 70% 10.5% Present Value of Terminal Cash Flow 7,059
Debt 3.0% 30% 0.9% Total Enterprise Value 9,085
WACC => 11.4% - Debt (2,000)
Terminal Growth Rate -4.0% Total Equity Value $7,085
Terminal Cap Rate 7.4%
Terminal Cap Factor 13.5 Memo - Implied Relative Value
Terminal NOPAT 897 Net WC Enterprise Value + Current EBITDA 5.7
Terminal Value $12,110 Enterprise Value + Current Revenue 45%
Terminal PV Factor 0.5829
PV of Terminal Value $7,059
We note that for simplifying purposes in these examples we have left certain modeling assumptions constant that could be modified as part of
a stress test for the projections.

FIGURE 27

SUMMARY OF PROJECTION SENSITIVITY TESTING

Equity * Equity

Valuation Value T * Implied Implied
Modeled TEV + Difference ERCA'I[idM Adjusted Debt

Summary of DCF Outcomes WACC  Enterprise Equity EBITDA LCN=EEJl Projection WACC to TEV
Mgmt Base Projection (10% Annually) 11.4% $12,414 $10,414 7.7 62% 0% 0.0% 11.4% 16%
Alternative Projection (5% Annually) 11.4% $10,346 $8,346 6.4 52% -20% 2.0% 12.8% 19%
Alternative Projection (0% Annually) 11.4% $8,540 $6,540 5.3 43% -37% 4.0% 14.2% 23%
Alternative Projection (-5% Annually) 11.4% $7,380 $5,380 4.6 37% -48% 6.0% 15.6% 27%
Alternative Projection (Cyclical) 11.4% $9,085 $7,085 5.7 45% -32% 3.3% 13.7% 22%

* These are the implied equity premiums and corresponding WACCs required to converge management's projection and the corresponding
DCF equity value with the valuations generated by the alternative growth scenarios (holding other valuation modeling inputs constant).
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Appendix C

SETTLEMENT AGREEMENT (DOL V. GREATBANC)

UNITED STATES DISTRICT COURT | CENTRAL DISTRICT
OF CALIFORNIA | Case No. ED-CV12-1648-R(DTBx)

THOMAS E. PEREZ

Secretary of the United States Department of Labor (Plaintiff)
V.
GREATBANC TRUST COMPANY, et al. (Defendants)

This SETTLEMENT AGREEMENT (“Settlement Agreement”)
is entered into by and between Thomas E. Perez, Secretary of
the United States Department of Labor (“Secretary”), acting in
his official capacity, by and through his duly authorized repre-
sentatives, and GreatBanc Trust Company (“GreatBanc”), by
and through its duly authorized representative (individually, a
“party” and collectively, the “parties”), to settle all civil claims
and issues between them.

WHEREAS, the Secretary’s predecessor, Hilda L. Solis, acting
in her official capacity, pursuant to her authority under Title
| of the Employee Retirement Income Security Act of 1974
(“ERISA”), 29 U.S.C. § 1001, et seq., as amended, filed this
action in connection with the June 20, 2006 purchase of Sierra
Aluminum Company (“Sierra”) stock by the Employee Stock
Ownership Plan sponsored by Sierra (the “Sierra ESOP”),
and Thomas E. Perez, current Secretary of the United States
Department of Labor, in his official capacity, substituted for
Hilda Solis and is now the plaintiff in this action;

WHEREAS, the Secretary and GreatBanc have negotiated this
Settlement Agreement through their respective attorneys in a
mediation process;

WHEREAS, the Secretary and GreatBanc have engaged in a
constructive and collaborative effort to establish binding poli-
cies and procedures relating to GreatBanc’s fiduciary engage-
ments and to its process of analyzing transactions involving
purchases or sales by ERISA-covered employee stock owner-
ship plans (“ESOPs”) of employer securities that are not pub-
licly traded. Those policies and procedures, to which the par-
ties have agreed, are set forth in Attachment A hereto, which
is incorporated herein as an integral part of this Settlement
Agreement (hereinafter collectively, “Settlement Agreement”);

WHEREAS, each party acknowledges that its representations
are material factors in the other party’s decision to enter into
this Settlement Agreement;

© 2014 MERCER CAPITAL

WHEREAS, the parties agree to settle on the terms and con-
ditions hereafter set forth as a full and complete resolution of
all of the civil claims and issues arising between them in this
action without trial or adjudication of any issue of fact or law
raised in the Secretary’s Complaint in this action and other
claims and issues as set forth in this Settlement Agreement;[.]

[Terms and conditions delineated as items A through U omitted]

Attachment A Of The Settlement
Agreement

Agreement Concerning Fiduciary Engagements
And Process Requirements For Employer Stock
Transactions

The Secretary of the United States Department of Labor (the
“Secretary”) and GreatBanc Trust Company (“the Trustee”),
by and through their attorneys, have agreed that the policies
and procedures described below apply whenever the Trustee
serves as a trustee or other fiduciary of any employee stock
ownership plan subject to Title | of ERISA (“ESOP”) in con-
nection with transactions in which the ESOP is purchasing
or selling, is contemplating purchasing or selling, or receives
an offer to purchase or sell, employer securities that are not
publicly traded.

A. Selection and Use of Valuation Advisor — General.
In all transactions involving the purchase or sale of
employer securities that are not publicly traded, the
Trustee will hire a qualified valuation advisor, and will
do the following:

1. prudently investigate the valuation advisor’s
qualifications;

2. take reasonable steps to determine that the
valuation advisor receives complete, accurate
and current information necessary to value the
employer securities; and

3.  prudently determine that its reliance on the valua-
tion advisor’s advice is reasonable before entering
into any transaction in reliance on the advice.

B. Selection of Valuation Advisor — Conflicts of
Interest. The Trustee will not use a valuation advisor
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for a transaction that has previously performed work
— including but not limited to a “preliminary valua-
tion” — for or on behalf of the ESOP sponsor (as dis-
tinguished from the ESOP), any counterparty to the
ESOP involved in the transaction, or any other entity
that is structuring the transaction (such as an invest-
ment bank) for any party other than the ESOP or its
trustee. The Trustee will not use a valuation advisor
for a transaction that has a familial or corporate rela-
tionship (such as a parent-subsidiary relationship) to
any of the aforementioned persons or entities. The
Trustee will obtain written confirmation from the val-
uation advisor selected that none of the above-refer-
enced relations exist.

Selection of Valuation Advisor — Process. In
selecting a valuation advisor for a transaction
involving the purchase or sale of employer securities,
the Trustee will prepare a written analysis addressing
the following topics:

1.  Thereason for selecting the particular valuation
advisor;

2. A list of all the valuation advisors that the
Trustee considered,;

3. A discussion of the qualifications of the valua-
tion advisors that the Trustee considered;

4. A list of references checked and discussion of
the references’ views on the valuation advisors;

5. Whether the valuation advisor was the subject
of prior criminal or civil proceedings; and

6. A full explanation of the bases for concluding
that the Trustee’s selection of the valuation
advisor was prudent.

If the Trustee selects a valuation advisor from a roster
of valuation advisors that it has previously used, the
Trustee need not undertake anew the analysis outlined
above if the following conditions are satisfied: (a) the
Trustee previously performed the analysis in connec-
tion with a prior engagement of the valuation advisor;
(b) the previous analysis was completed within the 15
month period immediately preceding the valuation advi-
sor’s selection for a specific transaction; (c) the Trustee
documents in writing that it previously performed the
analysis, the date(s) on which the Trustee performed the
analysis, and the results of the analysis; and (d) the val-

uation advisor certifies that the information it previously
provided pursuant to item (5) above is still accurate.

Oversight of Valuation Advisor — Required Analysis.
In connection with any purchase or sale of employer
securities that are not publicly traded, the Trustee
will request that the valuation advisor document the
following items in its valuation report,’ and if the val-
uation advisor does not so document properly, the
Trustee will prepare supplemental documentation of
the following items to the extent they were not docu-
mented by the valuation advisor:

1. Identify in writing the individuals responsible for
providing any projections reflected in the valua-
tion report, and as to those individuals, conduct
reasonable inquiry as to: (a) whether those indi-
viduals have or reasonably may be determined
to have any conflicts of interest in regard to the
ESOP (including but not limited to any interest in
the purchase or sale of the employer securities
being considered); (b) whether those individ-
uals serve as agents or employees of persons
with such conflicts, and the precise nature of
any such conflicts: and (c) record in writing how
the Trustee and the valuation advisor consid-
ered such conflicts in determining the value of
employer securities;

2. Document in writing an opinion as to the rea-
sonableness of any projections considered in
connection with the proposed transaction and
explain in writing why and to what extent the
projections are or are not reasonable. At a
minimum, the analysis shall consider how the
projections compare to, and whether they are
reasonable in light of, the company’s five-year
historical averages and/or medians and the
five-year historical averages and/or medians of
a group of comparable public companies (if any
exist) for the following metrics, unless five-year
data are unavailable (in which case, the anal-
yses shall use averages extending as far back
as possible):

a. Return on assets
b.  Return on equity

c. EBIT margins

' As used herein, “valuation report” means the final valuation report as opposed to previous versions or drafts.
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d. EBITDA margins
e. Ratio of capital expenditures to sales
f. Revenue growth rate

g. Ratio of free cash flows (of the enterprise)
to sales

If it is determined that any of these metrics
should be disregarded in assessing the reason-
ableness of the projections, document in writing
both the calculations of the metric (unless cal-
culation is impossible) and the basis for the con-
clusion that the metric should be disregarded.
The use of additional metrics to evaluate the
reasonableness of projections other than those
listed in section D(2)(a)-(g) above is not pre-
cluded as long as the appropriateness of those
metrics is documented in writing. If comparable
companies are used for any part of a valuation
— whether as part of a Guideline Public Com-
pany method, to gauge the reasonableness of
projections, or for any other purpose — explain
in writing the bases for concluding that the com-
parable companies are actually comparable to
the company being valued, including on the
basis of size, customer concentration (if such
information is publicly available), and volatility
of earnings. If a Guideline Public Company
analysis is performed, explain in writing any
discounts applied to the multiples selected, and
if no discount is applied to any given multiple,
explain in significant detail the reasons.

If the company is projected to meet or exceed its
historical performance or the historical perfor-
mance of the group of comparable public com-
panies on any of the metrics described in para-
graph D(2) above, document in writing all material
assumptions supporting such projections and
why those assumptions are reasonable.

To the extent that the Trustee or its valuation
advisor considers any of the projections pro-
vided by the ESOP sponsor to be unreason-
able, document in writing any adjustments
made to the projections.

If adjustments are applied to the company’s his-
torical or projected financial metrics in a valua-
tion analysis, determine and explain in writing
why such adjustments are reasonable.
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If greater weight is assigned to some valuation
methods than to others, explain in writing the
weighting assigned to each valuation method
and the basis for the weightings assigned.

Consider, as appropriate, how the plan docu-
ment provisions regarding stock distributions,
the duration of the ESOP loan, and the age and
tenure of the ESOP participants, may affect the
ESOP sponsor’s prospective repurchase obli-
gation, the prudence of the stock purchase, or
the fair market value of the stock.

Analyze and document in writing (a) whether
the ESOP sponsor will be able to service the
debt taken on in connection with the transaction
(including the ability to service the debt in the
event that the ESOP sponsor fails to meet the
projections relied upon in valuing the stock); (b)
whether the transaction is fair to the ESOP from
a financial point of view; (c) whether the trans-
action is fair to the ESOP relative to all the other
parties to the proposed transaction; (d) whether
the terms of the financing of the proposed trans-
action are market-based, commercially reason-
able, and in the best interests of the ESOP; and
(e) the financial impact of the proposed trans-
action on the ESOP sponsor, and document in
writing the factors considered in such analysis
and conclusions drawn therefrom.

E. Financial Statements.

1.

The Trustee will request that the company provide
the Trustee and its valuation advisor with audited
unqualified financial statements prepared by a
CPA for the preceding five fiscal years, unless
financial statements extending back five years
are unavailable (in which case, the Trustee will
request audited unqualified financial statement
extending as far back as possible).

If the ESOP Sponsor provides to the Trustee
or its valuation advisor unaudited or qualified
financial statements prepared by a CPA for
any of the preceding five fiscal years (including
interim financial statements that update or sup-
plement the last available audited statements),
the Trustee will determine whether it is prudent to
rely on the unaudited or qualified financial state-
ments notwithstanding the risk posed by using
unaudited or qualified financial statements.
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3. If the Trustee proceeds with the transaction
notwithstanding the lack of audited unquali-
fied financial statements prepared by a CPA
(including interim financial statements that
update or supplement the last available audited
statements), the Trustee will document the
bases for the Trustee’s reasonable belief that it
is prudent to rely on the financial statements,
and explain in writing how it accounted for any
risk posed by using qualified or unaudited state-
ments. If the Trustee does not believe that it
can reasonably conclude that it would be pru-
dent to rely on the financial statements used
in the valuation report, the Trustee will not pro-
ceed with the transaction. While the Trustee
need not audit the financial statements itself, it
must carefully consider the reliability of those
statements in the manner set forth herein.

Fiduciary Review Process — General. In connection
with any transaction involving the purchase or sale of
employer securities that are not publicly traded, the
Trustee agrees to do the following:

1. Take reasonable steps necessary to determine the
prudence of relying on the ESOP sponsor’s finan-
cial statements provided to the valuation advisor,
as set out more fully in paragraph E above;

2. Critically assess the reasonableness of any
projections (particularly management projec-
tions), and if the valuation report does not doc-
ument in writing the reasonableness of such
projections to the Trustee’s satisfaction, the
Trustee will prepare supplemental documenta-
tion explaining why and to what extent the pro-
jections are or are not reasonable;

3.  Document in writing its bases for concluding that
the information supplied to the valuation advisor,
whether directly from the ESOP sponsor or oth-
erwise, was current, complete, and accurate.

Fiduciary Review Process — Documentation of Val-
uation Analysis. The Trustee will document in writing
its analysis of any final valuation report relating to a
transaction involving the purchase or sale of employer
securities. The Trustee’s documentation will specif-
ically address each of the following topics and will
include the Trustee’s conclusions regarding the final
valuation report’s treatment of each topic and explain
in writing the bases for its conclusions:
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Marketability discounts;
Minority interests and control premiums;

Projections of the company’s future economic
performance and the reasonableness or unrea-
sonableness of such projections, including, if
applicable, the bases for assuming that the com-
pany’s future financial performance will meet or
exceed historical performance or the expected
performance of the relevant industry generally;

Analysis of the company’s strengths and weak-
nesses, which may include, as appropriate,
personnel, plant and equipment, capacity,
research and development, marketing strategy,
business planning, financial condition, and any
other factors that reasonably could be expected
to affect future performance;

Specific discount rates chosen, including
whether any Weighted Average Cost of Capital
used by the valuation advisor was based on the
company’s actual capital structure or that of the
relevant industry and why the chosen capital
structure weighting was reasonable;

All adjustments to the company’s historical
financial statements;

Consistency of the general economic and indus-
try-specific narrative in the valuation report with
the quantitative aspects of the valuation report;

Reliability and timeliness of the historical finan-
cial data considered, including a discussion of
whether the financial statements used by the
valuation advisor were the subject of unquali-
fied audit opinions, and if not, why it would nev-
ertheless be prudent to rely on them;

The comparability of the companies chosen
as part of any analysis based on comparable
companies;

Material assumptions underlying the valuation
report and any testing and analyses of these
assumptions;

Where the valuation report made choices
between averages, medians, and outliers (e.g.,
in determining the multiple(s) used under the
“guideline company method” of valuation), the
reasons for the choices;
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12.
13.

14.

15.

16.

Treatment of corporate debt;

Whether the methodologies employed were
standard and accepted methodologies and the
bases for any departures from standard and
accepted methodologies;

The ESOP sponsor’s ability to service any debt
or liabilities to be taken on in connection with
the proposed transaction;

The proposed transaction’s reasonably fore-
seeable risks as of the date of the transaction;

Any other material considerations or variables
that could have a significant effect on the price
of the employer securities.

H. Fiduciary Review Process — Reliance on Valuation
Report.

1.

The Trustee, through its personnel who are
responsible for the proposed transaction, will
do the following, and document in writing its
work with respect to each:

a. Read and understand the valuation
report;

b. Identify and question the valuation
report’s underlying assumptions;

c. Make reasonable inquiry as to whether
the information in the valuation report is
materially consistent with information in
the Trustee’s possession;

d. Analyze whether the valuation report’s
conclusions are consistent with the data
and analyses; and
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e. Analyze whether the valuation report is
internally consistent in material aspects.

2. The Trustee will document in writing the fol-
lowing: (a) the identities of its personnel who
were primarily responsible for the proposed
transaction, including any person who partici-
pated in decisions on whether to proceed with
the transaction or the price of the transaction; (b)
any material points as to which such personnel
disagreed and why; and (c) whether any such
personnel concluded or expressed the belief
prior to the Trustee’s approval of the transac-
tion that the valuation report’s conclusions were
inconsistent with the data and analysis therein
or that the valuation report was internally incon-
sistent in material aspects.

3. If the individuals responsible for performing the
analysis believe that the valuation report’s con-
clusions are not consistent with the data and
analysis or that the valuation report is internally
inconsistent in material respects, the Trustee
will not proceed with the transaction.

Preservation of Documents. In connection with any
transaction completed by the Trustee through its com-
mittee or otherwise, the Trustee will create and pre-
serve, for at least six (6) years, notes and records that
document in writing the following:

1. The full name, business address, telephone
number and email address at the time of the
Trustee’s consideration of the proposed trans-
action of each member of the Trustee’s Fidu-
ciary Committee (whether or not he or she
voted on the transaction) and any other Trustee
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personnel who made any material decision(s)
on behalf of the Trustee in connection with the
proposed transaction, including any of the per-
sons identified pursuant to H(2) above;

2. The vote (yes or no) of each member of the
Trustee’s Fiduciary Committee who voted on
the proposed transaction and a signed certifica-
tion by each of the voting committee members
and any other Trustee personnel who made any
material decision(s) on behalf of the Trustee in
connection with the proposed transaction that
they have read the valuation report, identified
its underlying assumptions, and considered
the reasonableness of the valuation report’s
assumptions and conclusions;

3. All notes and records created by the Trustee
in connection with its consideration of the pro-
posed transaction, including all documentation
required by this Agreement;

4. All documents the Trustee and the persons
identified in 1 above relied on in making their
decisions;

5. All electronic or other written communica-
tions the Trustee and the persons identified in
1 above had with service providers (including
any valuation advisor), the ESOP sponsor, any
non-ESOP counterparties, and any advisors
retained by the ESOP sponsor or non-ESOP
counterparties.

Fair Market Value. The Trustee will not cause an
ESOP to purchase employer securities for more than
their fair market value or sell employer securities for
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less than their fair market value. The DOL states that
the principal amount of the debt financing the trans-
action, irrespective of the interest rate, cannot exceed
the securities’ fair market value. Accordingly, the
Trustee will not cause an ESOP to engage in a lever-
aged stock purchase transaction in which the principal
amount of the debt financing the transaction exceeds
the fair market value of the stock acquired with that
debt, irrespective of the interest rate or other terms of
the debt used to finance the transaction.

Consideration of Claw-Back. In evaluating proposed
stock transactions, the Trustee will consider whether
it is appropriate to request a claw-back arrangement
or other purchase price adjustment(s) to protect the
ESOP against the possibility of adverse consequences
in the event of significant corporate events or changed
circumstances. The Trustee will document in writing its
consideration of the appropriateness of a claw-back or
other purchase price adjustment(s).

Other Professionals. The Trustee may, consistent with
its fiduciary responsibilities under ERISA, employ, or
delegate fiduciary authority to, qualified professionals
to aid the Trustee in the exercise of its powers, duties,
and responsibilities as long as it is prudent to do so.

This Agreement is not intended to specify all of the
Trustee’s obligations as an ERISA fiduciary with respect
to the purchase or sale of employer stock under ERISA,
and in no way supersedes any of the Trustee’s obliga-
tions under ERISA or its implementing regulations.
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Mercer
Capital

Contact Us

Each year, Mercer Capital assists scores of companies and
financial institutions with annual ESOP valuations, as well as with
ESOP installation advisory, disputes, and fairness opinions.

Mercer Capital understands ESOPs because we are an ESOP-owned firm. We
provide annual appraisals for ESOP trustees, as well as fairness opinions and other
valuation-related services for ESOP companies and financial institutions.

We bring over 30 years of valuation experience to every ESOP engagement.
The stability of our staff and our long-standing relationships with clients assure
consistency of the valuation methodology and the quality of analysis for which we
are known.

We are active members of The ESOP Association and the National Center for
Employee Ownership (NCEO), and our professionals are frequent speakers on
topics related to ESOP valuation. Each of the senior analytical professionals of
Mercer Capital has extensive ESOP valuation experience, providing primary senior-
level leadership on multiple ESOP engagements every year.

Mercer Capital’s ESOP Valuation Services

* Annual ESOP plan valuation e Complex ESOP transactions

e ESOP appraisal review e ESOP dispute resolution

e ESOP feasibility valuation e ESOP sale or termination opinions
* Fairness opinions e ESOP second-stage transactions

Contact a Mercer Capital professional to discuss your needs in confidence.

Timothy R. Lee, ASA Nicholas J. Heinz, ASA
901.322.9740 901.685.2120
leet@mercercapital.com heinzn @ mercercapital.com

Travis W. Harms, CFA, CPA/ABV  Andrew K. Gibbs, CFA, CPA/ABV

901.322.9760 901.322.9726
harmst@ mercercapital.com gibbsa@mercercapital.com
Mercer Capital www.mercercapital.com

5100 Poplar Avenue, Suite 2600
Memphis, Tennessee 38137
901.685.2120 (P)
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