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With British Petroleum (BP) promising 
to make all injured parties whole, this 
might be an appropriate time to dust 

off some basic business interruption principles.  
Business interruption losses are some of the most 
complex and challenging claims an analyst will 
face.  Typically, they take a long time to resolve 
because the full extent of the loss is normally not 
realized for some period of time.
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The goal is for the insurer to pay the policy-
holder’s lost profits and direct expenses lost 
under the insurance contract, less restrictions 
agreed to by the insured, such as deductibles 
and co-insurance, along with all continuing 
expenses so that, financially speaking, it will 
be as though the policyholder had not suf-
fered a loss.

BV FOR THE LITIGATION PRACTITIONER

Analyzing and Adjusting
Historical Financial Statements
By Russell T. Glazer CBA, BVAL, ABAR, AM, CPA/ABV, CVA, MBA

A 
key component of any going-concern valuation of an operating company is the financial 
analysis.  It is the link between the economic and industry analysis, and the projected 
financial information that becomes the basis for the Income Approach.  Done well, it will 

bolster the overall analysis, and greatly inform the analyst’s expectations for the company’s future.  
Done poorly, it will, at best, add nothing to the analysis and, at worst, lead you down a path that 
takes you further and further away from a credible valuation conclusion.
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The process begins with an analysis of the subject company’s 
historical financial position (balance sheet), results of operations 
(income statement), and cash flows.  We typically spread five 
years of data side by side, both in 
absolute terms of dollars, and in 
common size.  From this exercise 
we are looking for trends that will 
indicate the subject company’s 
strengths or weaknesses and its 
recent history of growth or decline, 
so that we are analyzing the trend of 
its own results.  

From the analysis of the balance 
sheet, we might observe trends 
regarding the balances of cash, 
receivables, inventory, debt, and 
other relevant assets and liabilities.  
Merely identifying the trend does 
not constitute financial analysis, 
and will not be helpful in valuing the 
subject company.  For example, you may 
observe that receivables or inventory 
have consistently increased, decreased, 
or fluctuated, in the recent years.  The 
change in the balance of an account 
is the observation, but that is not the 
analysis.  We need to understand why 
the balance changed, and what this 
tells us about future profit and cash 
flow for the subject company.

We valued a chemical manufacturer 
whose accounts receivables balance grew significantly in the 
year preceding the valuation date.  This was the observation.  
Our analysis revealed that the company’s bookkeeper had left 
the company in the middle of the year, and had not yet been 
replaced as of the valuation date, so no one at the company was 
monitoring the collections.  There was nothing fundamentally 
wrong with the quality of the receivables or the customer base, 
and there was no change in industry practices.  The increased 
receivables was due solely to the absence of someone reminding 
the customers of the open balances.  The delayed collections 
had the additional impact of resulting in a growth in the balance 
of accounts payable in reaction to the reduced collections.

Assuming a competent bookkeeper would be hired, and would 
take steps to bring the receivables balance back to normal levels, 
will have a significant impact on the valuation of an interest in 
the company.  (The assumption that the company would hire 
a competent bookkeeper subsequent to the valuation date 
does not violate the “known or knowable” dictum.)  This is 
because cash collections would be higher than normal in the 
year following the valuation date.  Since it is cash flow that is 

being discounted, you can see how the abnormally strong 
cash flow, which offsets the lower than normal cash flow of 
the prior year, would impact value.  Note several important 

things about this example.  First, it 
has absolutely no impact on the 
income statement, and could not 
be detected from an analysis of 
the income statement alone.  Also, 
if you were discounting income 
instead of cash flow, you would 
underestimate the value of the 
company because of the unusually 
high cash flow for only the next 
future period, everything else 
equal.

In addition, note that, once you 
have identified this issue, you are 
precluded from using the single 
period capitalization method.  
This is because the single period 

capitalization method presumes that 
the projected cash flow will continue 
into perpetuity, whereas the reality 
of this example is that it is a one-time 
correction.

We also valued an electrical contractor 
whose receivables balance was 
growing.  Here, the reason was very 
different.  In this case the contractor’s 
customers were predominately school 
districts and other municipal agencies.  

In addition to being traditionally slow payers, the subject 
company was aware of the customers’ budget difficulties, 
and was not expecting a return to historical receivable 
levels in the near future.  Thus, each case is unique and 
must be analyzed and understood within its own context.  
Similarly, the specific items that require deeper analysis 
will vary from case to case.

Of course, variations of other asset and liability accounts 
should be investigated in order to understand the 
underlying reasons for the changes.

More subtle changes may be detected by careful analysis 
of financial ratios.  If, for example, the inventory turnover 
ratio has been decreasing, this might warrant further 
analysis.  It may turn out that the company has slow 
moving or obsolete inventory, resulting in an adjustment 
to the balance of inventory.  This may represent a write off 
of the balance of the unsalable inventory, with no effect on 
expected cash flow, and therefore value.   

(Continued)

Analyzing and Adjusting (Continued from page 1)

“The change in 
the balance of 
an account is 

the observation, 
but that is not 
the analysis.”
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If, however, the increase in inventory was due to advantageous 
year end buying, such that purchases for the first few months 
of the following year was reduced, this may impact your 
conclusions regarding future gross profit, inventory turnover 
and cash flow.  In either event, a thorough understanding of 
the underlying reasons for the observed trends enhances the 
remainder of your analysis and makes for a comprehensive 
understanding of the subject company, its operations and its 
environment. 

Some interesting problems may arise if the valuation date is 
not near the fiscal year end date of the subject company.  If, 
for example, the valuation date is June 30 for a calendar year 
company, you may find that the June figures for working capital, 
gross profit percentage, interest-bearing debt, expenses, 
and others are not comparable to the balances of the prior 
five year ends.  This typically occurs because the company’s 
volume of activity may be quite different in the middle of the 
year as opposed to the year end.  Seasonality may also be the 
culprit—a company may have a higher degree of activity in 
the first six months of the year as compared to the second six 
months.  

Say the subject company has historically had an annual gross 
profit of 20%, and is expecting the same by the end of the year 
that includes the June 30 valuation date.  If, through the first 
six months, the gross profit is 18%, then one of three things 
must occur in the second six months in order to achieve a 20% 
annual gross profit:  

i) the gross profit for the second half must be 22% 
on about the same level of sales, 

ii) the gross profit is between 20% and 22% for 
a higher amount of sales than occurred in 
the first six months, or 

iii) a second half gross profit greater than 22% 
is achieved on fewer sales than occurred 
through June.  

Your analysis must assess whether one of these scenarios 
is, in fact, achievable in the context of the subject 
company’s operations, product mix, competition, sales 
force, seasonality issues, etc.

These are just a few examples of how getting to the cause 
of observed financial trends will assist in a comprehensive 
understanding of the company.  And, as importantly, 
this type of effort can have a profound impact on our 
analysis and our value conclusion.  By performing a 
thoughtful, careful financial analysis, you greatly enhance 
your understanding of the subject company’s operations 
and future expectations, both critical aspects of a sound 
valuation.

Russell T. Glazer, CBA, BVAL, ABAR, AM, CPA/ABV, CVA, MBA, is 
a Partner with Gettry Marcus Stern & Lehrer, CPA, P.C. and is a 
member of the firm’s Business Valuation & Litigation Support 
Group.  Mr. Glazer is a Certified Public Accountant, Certified 
Valuation Analyst, Certified Business Appraiser, is Accredited in 
Business Valuation, and is an Accredited Member of the American 
Society of Appraisers. Mr. Glazer is a national instructor for both the 
Institute of Business Appraisers (IBA) and the National Association 
of Certified Valuation Analysts (NACVA), lecturing on a variety of 
business valuation topics, and received NACVA’s Instructor of Great 
Distinction Award.

Business valuation services may be divided into two distinct levels of 
service, the “valuation engagement” and the “calculation engagement.”  
Although professional development standards and reporting standards 

govern both, a valuation engagement typically involves much more extensive 
research, investigation, and analysis than a calculation engagement and is 
acknowledged to be more reliable.

The culmination of a valuation engagement is a “conclusion of value.”  In the 
formulation of a conclusion of value the expert must apply business valuation 
approaches or methods that the expert deems appropriate given the circum-
stances of the matter.

The culmination of a calculation engagement is a “calculated value.”  In the 
formulation of a calculated value the valuation approaches, methods, and 
extent of procedures are agreed upon between the expert and the client.

BV FOR THE LITIGATION PRACTITIONER 

The Calculation Engagement:
A Powerful Tool in Litigation
by Michael G. Kaplan, CPA, CVA ,CFFA
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