Editor’s Column: Does a Historical Average, Weighted or
Otherwise, Constitute an Income Forecast?

Paul R. Hyde, EA, MCBA, BVAL, ASA, MAI

Recently I have encountered a number of business appraisals that used a weighted
historical average as an income forecast. This led me to wonder why some appraisers feel that
this is appropriate.

| have come up with the following possible reasons:

Belief that an income forecast is not necessary.

Income forecasts are speculative.

Management may not develop income forecasts.

A weighted historical average is easy to compute

CPA rules are cumbersome to comply with if the appraiser is also a CPA.
Income forecasts are difficult and time consuming to develop.

The appraiser may not know how to support an income forecast.

Concern that the income forecast will be wrong.
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Let’s examine each of these possible reasons.

1. Belief that an income forecast 1s not necessary.

According to Revenue Ruling 59-60,
The fair market value of specific shares of stock will vary as general
economic conditions change from “normal” to “boom” or “depression,”
that 1s, according to the degree of optimism or pessimism with which
the investing public regards the future at the required date of
appraisal. Uncertainty as to the stability or continuity of the future
income from a property decreases its value by increasing the risk of
loss of earnings and value in the future. The value of shares of stock of
a company with very uncertain future prospects is highly speculative.
The appraiser must exercise his judgment as to the degree of risk
attaching to the business of the corporation which issued the stock, but
that judgment must be related 1o all of the other factors affecting value.’

A forecast is the appraiser’s attempt to illustrate his or her opinion of the expected future
earnings of a business upon which an estimate of value will be based.

Also, according to Revenue Ruling 59-60,

Valuation of securities is, in essence, a prophecy as to the future and
must be based on facts available at the required date of appraisal. As a
generalization, the price of stocks which are traded in volume in a free
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with the course as I wrote it. This class covers the theory, but more importantly, it includes
several hands-on case studies that illustrate step by step how to develop a supportable income
forecast.

8. Concern that the income forecast will be wrong.

You can pretty well be guaranteed that your forecast will be wrong! If business
appraisers were able to always accurately predict the future, business appraisals would be very
difficult to obtain as all business appraisers would be independently wealthy and likely not very
inclined to work hard.

There will always be some that refuse to look at or consider forecasts as they can always
be considered speculative by definition. Business buyers do not buy historical results — they buy
what they perceive the business is expected to generate in future earnings. This expectation is
often highly influenced by past results; however, future prospects are the key. Future prospects
means an income forecast.

The key question that should be asked about each and every forecast contained in a
business appraisal report is not will the forecasted results actually occur? Instead, what should
be asked is based on the economic outlook, the industry conditions and outlook, the specific
company analysis of things like the product line, the competition, the condition of plant and
equipment, and the historical financial analysis, does the income forecast make sense? Are the
forecast assumptions well explained and supported?

This is not all that different from the much maligned weather forecaster’s daily opinion of
what the weather will be like for the day, week or whatever. Based on the data available as of
the date and time in question, is or was the forecast supportable? If it rains or snows when the
weather forecast said it would be sunny, was the forecast wrong? Sure, it was wrong. But the
key issue is based on the data available at the time the forecast was made, was it reasonable?

Summary

Now, to answer the question posed as the title of this article. Does a historical average,
weighted or otherwise, constitute an income forecast? In a word, no.

The income forecast is probably the most important part of the appraisal. The reason we
examine the economic and industry outlook and analyze the historical results of the business
enterprise is to enable us to develop an income forecast and determine the risk associated with
likelihood of the company achieving the forecast.

In times of even modest inflation, the use of an average of historical results, weighted or
otherwise, is simply stating that the appraiser believes the company’s revenue and earnings in the
future are expected to decline. While this may be the case, the appraiser should clearly say so
and explain the reasoning to support the outlook.
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