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Analyzing Financial Statements from a Valuation Perspective

ANALYZING,EINANCIAL STATEMENTS FROM,A VALUATION RERSPECTIVE

* Most decisions made by management of a company and matters
subject to legal controversy involve, or are resolved through, the
economics associated with the transaction or case

* The economics of any particular fact pattern are generally built
upon a foundation of financial information set forth in financial

statements
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ANALYZING,EINANCIAL STATEMENTS FROM.A VALUATION RERSPECTIVE -

* Today we will provide you with insight beyond the numbers on the
financial statement
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ANALYZING FINANCIALSTATEMENTS FROM,A VALUATION PERSPECTIVE

* Topics we will cover:
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Analyzing Financial Statements from a Valuation Perspective

ANALYZING,EINANCIAL STATEMENTS FROM,A VALUATION RERSPECTIVE

* A primary objective of financial statements is to assist in the decision-
making process for many purposes

* One must consider the full set of financial statements, including the
footnote disclosures, for a complete analysis

* Financial statement users need to consider not only the amounts of
assets, liabilities and earnings, but also the underlying detail of those
balances to understand the imbedded strength, quality and risks
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* Assets

ANALYZING,EINANCIAL STATEMENTS FROM,A VALUATION RERSPECTIVE

 Liabilities

Value of outstanding debt obligations
Timing of the payments
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* Liabilities

ANALYZING,EINANCIAL STATEMENTS FROM,A VALUATION RERSPECTIVE

* Quality of Earnings

Remove anomalies or one-time events
Impact of non-operating income and expense items

Impact of GAAP accounting vs. economic reality
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* Comparability
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 Circumstances that may affect comparability
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ANALYZING,EINANCIAL STATEMENTS FROM,A VALUATION RERSPECTIVE

* Aratio, by itself, is meaningless until it is compared to prior years’
experience, projections and industry averages, as well as other ratios

* Ratio analysis is used as a benchmark to measure company perform-
ance and identify potential problems

* Selection of appropriate ratios will depend on the purpose of the
project and required analysis
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ANALYZING FINANCIAL STATEMENTS FROM.A VALUATION PERSPECTIVE
* 4 Basic Classifications * Types of Ratios to Analyze
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* Liquidity Ratios: Measure Short-Term Solvency

Current Ratio — ability to meet debt requirements as they come due
Quick Ratio (Acid Test Ratio) — more rigorous test of short-term solvency

Working Capital — ability to weather financial hardships (in dollars rather
than a ratio)
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* Activity Ratios: Measure Effective Use of Assets

AR Turnover — how many times AR is collected/converted to cash

Inventory Turnover — how often inventory is created and sold, how
the business manages inventory levels

ANALYZING,EINANCIAL STATEMENTS FROM,A VALUATION RERSPECTIVE

11/03/2022

* Leverage Ratios: Debt Financing and Coverage

Leverage Ratios — assess how much financial risk a company holds
Coverage Ratios — measure a company’s ability to satisfy fixed obligations
Debt Ratios — what proportion of assets are financed with debt

Debt-to-Equity Ratios — relative uses of debt and equity as capital sources

GYF ANNUAL CPE DAY
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* Profitability Ratios: Compare Components of Income with Sales

Gross Profit Margin
Operating Profit Margin
EBITDA Margin

Return on Equity — bottom-line measure for shareholders to gauge the amount
of cash generated from existing assets

ANALYZING,EINANCIAL STATEMENTS FROM,A VALUATION RERSPECTIVE

e Z-Scores

* Growth Rates
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* Failure to use an average or weighted average when applicable can
distort ratios

* Failure to recognize differences in accounting methods and business-
specific factors can affect comparability

* Misinterpretation of certain trends and performance measures due
to insufficient historical analysis can result in errors

ASSESSING COMPANY;SPECIFIC RISKS

Analyzing Financial Statements from a Valuation Perspective
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* Unsystematic Risk

Size
Macroenvironment
Industry

Company-specific attributes
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» Company-Specific Risk Factors:
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* Challenges

ANALYZING,EINANCIAL STATEMENTS FROM,A VALUATION RERSPECTIVE

* Quantification

Compare subject company to guideline companies or other industry data
Identify potential risk factors and apply adjustments
Thoughtful, well-developed analysis to support conclusions

Create rate of return based on benchmark and compare to risk attributes of
subject to determine any adjustments
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* Final Thoughts on Assessing Risk
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Analyzing Financial Statements from a Valuation Perspective
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» Stakeholders
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 Common Equity Investors

11/03/2022
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e Stakeholder Risk and Reward

ANALYZING,EINANCIAL STATEMENTS FROM,A VALUATION RERSPECTIVE

* To understand how these analyses interplay with one another, it is

important to consider each in the context of the business valuation
process

* Three foundational valuation approaches:
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* Income Approach
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 Capitalized Future Economic Benefit Model
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 Capitalized Future Economic Benefit Model
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ANALYZING,EINANCIAL STATEMENTS FROM,A VALUATION RERSPECTIVE

 Capitalized Future Economic Benefit Model
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* Value Drivers
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* Value Drivers — Example
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* Value Drivers — Example

ANALYZING,EINANCIAL STATEMENTS FROM,A VALUATION RERSPECTIVE

* Value Drivers — Example

Numerator: expected future benefit stream
Denominator: risk associated with the receipt of the benefit stream
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* Market Approach
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* Market Approach
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* Cost/Asset Approach
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* Interpreting the Results

11/03/2022 23



ANALYZING FINANCIAL STATEMENTS FROM A VALUATION PERSPECTIVE GYF ANNUAL CPE DAY

ANALYZING FINANCIALSTATEMENTS FROM.A VALUATION.RERSPECTIVE

* Interpreting the Results
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Analyzing Financial Statements from a Valuation Perspective
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* Absolute numbers in financial statements are of little analytical use
on their own — must be transformed into meaningful relationships
to assess the company’s financial performance and condition

 Financial statements reflect a summary of real world events
(transactions), as well as certain estimates and judgments on the
part of management

* Analysis of the financial statements provides a basis for valuation
calculations and the application of valuation discounts

e SR ONS?

Analyzing Financial Statements from a Valuation Perspective
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