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Best Practices Thought Leadership

inTroducTion
This discussion considers the review and assess-
ment of financial projections that are prepared as 
part of a corporate transaction. This discussion may 
inform any party involved in compiling or assess-
ing financial projections. This discussion may be 
particularly relevant to (1) fiduciaries who may 
be involved in the corporate transaction or other 
investment decision making process and (2) finan-
cial advisers to a fiduciary who assist in reviewing 
the financial aspects of the subject transaction.

For purposes of this discussion, the term “fidu-
ciary” refers to parties that are not directly involved 
in the management and operations of the subject 
company that have duties of loyalty and care to 
subject company shareholders. This definition of 
fiduciary includes trustees of trusts and executors 
of estates that hold interests in private companies. 
Trustees may be appointed to oversee and admin-
istrate assets of retirement plans, charities, trust 
funds, and entities in bankruptcy. Independent 
board members are also included in our definition 
of fiduciary.

It is generally understood that corporate merger 
and acquisition transactions are risky. There are 
various biases that come into play with respect to 
merger and acquisition transactions. For better or 
worse, these biases generally tend to increase merg-
er and acquisition activity. Bias does not discrimi-

nate—all parties to the transaction may be subject 
to the influence of bias.

When a fiduciary is involved in a corporate trans-
action, the fiduciary may be disadvantaged relative 
to other parties to the proposed transaction. This 
is because the fiduciary may have less information 
than other parties to a transaction. For example, 
shareholders that are also members of management 
will likely understand the company and the industry 
better than the fiduciary.

Often, the terms of the proposed transaction are 
brought to the fiduciary after the initial rounds of 
developing and structuring the proposed transaction 
(after feasibility, etc.). Other parties to the proposed 
transaction may be involved with the transaction 
from an early stage. Nevertheless, the fiduciary is 
expected to act in a prudent manner with respect to 
the proposed corporate transaction.

The fiduciary who may have to approve a trans-
actional investment decision may retain a financial 
adviser to opine on the financial aspects of the pro-
posed corporate transaction.

Financial projections are often prepared in cor-
porate merger and acquisition transactions. The 
financial projections may be prepared by any party 
to the transaction. The financial projections are one 
of the primary inputs to the transactional valuation 
model, and they are generally used to support the 
proposed transaction price.

Confronting Behavioral Bias in Financial 
Projections
Kyle J. Wishing and Ben R. Duffy

This discussion considers the review and assessment of prospective financial information. 
Specifically, this discussion describes the behavioral bias that may influence financial 

projections. This discussion should inform any party involved in compiling or assessing 
financial projections. This discussion is particularly relevant for fiduciaries who may be 

involved in the transaction or other investment decision-making process.
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One of the roles of a fiduciary’s financial adviser 
(the “financial adviser”) is to review (and, in some 
cases, amend or even produce) financial projec-
tions. The financial projections review process is an 
element of the transactional valuation process.

This discussion draws from various aspects of 
behavioral finance that may improve the financial 
projections review process. This discussion pro-
vides a road map for the fiduciary and the financial 
adviser to discover potential forms of bias present 
in financial projections. This discussion provides 
general guidance for assessing financial projections.

forms of BehavioraL Bias
This discussion on behavioral bias is based primari-
ly on the work of Daniel Kahneman, PhD, which was 
published in Thinking, Fast and Slow (“TFAS”).1 
Kahneman received the 2002 Nobel Prize in eco-
nomic sciences for his pioneering work on decision 
making.

This discussion focuses on the biases in TFAS 
that could influence the assessment of financial 
projections, in particular, and the decision of a fidu-
ciary to accept a transaction, in general.

Kahneman identifies common forms of bias, and 
he defines bias as systematic errors in judgment. In 
order to simplify two traits of thought, TFAS charac-
terizes thought processes as either “fast” or “slow.”

The fast processes are the result of the automatic 
processes of so-called “System 1,” and the slow pro-
cesses are the result of the controlled operations of 
so-called “System 2.”

The two systems often work together to form a 
coherent interpretation of what is going on in the 
world at any instant.2

The unsolicited human “need” to form a coher-
ent story often results in bias in decision making. 
Human minds are built to find links between events 
and reach conclusions even when there is no link. 
People are prone to apply causal thinking when sta-
tistical reasoning is more appropriate. These issues 
are especially present in the production and analy-
sis of financial projections.

The following discussion explains the various 
forms of bias that may be considered when assessing 
financial projections.

Confirmation Bias
Confirmation bias refers to the natural tendency to 
seek data that support current beliefs and opinions, 
as opposed to the general rule of science that a 
hypothesis is meant to be disproven. Confirmation 

bias results in (1) overweighting recent occurrences 
and (2) extreme and improbable events.

The Halo Effect
The halo effect is the tendency to like, or dislike, 
everything about a subject. The halo effect occurs 
because our mind has difficulty balancing the com-
plexity of the world. For instance, it is difficult to 
comprehend that Hitler loved dogs and children. 
Humans tend to rely on our first impression and 
slant or omit future observations that do not com-
port with the initial impression.

One way that the halo effect can be overcome is 
by decorrelating error. In the context of a corporate 
transaction, this effect could be overcome by receiv-
ing independent judgments from parties involved 
(for instance, separately interviewing members of 
company management and soliciting individual 
input from all members prior to a meeting).

WYSIATI
What you see is all there is (“WYSIATI”) refers to 
the tendency to develop conclusions based only on 
the information that is at hand. It is often easier for 
human minds to construct a coherent story when 
there is less information. The quality and quantity 
of data is often irrelevant for constructing the story.

The example from TFAS asks, “Will Mindik be a 
good leader? she is intelligent and strong. . .” The 
automatic response to this question is “yes.” This 
would be a problem if the next two adjectives to 
describe Mindik were corrupt and cruel.3 One of the 
best ways to confront WYSIATI is to prepare a list 
of the characteristics needed to make the decision 
at hand.

In the corporate transaction context, the ques-
tion could be, “What information do we need to 
indicate that this company is worthy of a long-term 
investment?”

The Law of Small Numbers
The law of small numbers refers to the failure to 
“think like a statistician.” Statisticians understand 
that small samples have greater risks of error. With 
smaller samples, there is greater difficulty to dis-
cern if there is a pattern in the data or whether the 
smaller sample is random. The illusion of patterns 
in small samples will often cause people to classify a 
random event as systematic.

As with the other biases, content of messages 
tends to be more important than reliability. It 
is often difficult to accept the randomness of 
events with respect to reviewing projected financial 
statements.
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For instance, this bias is reflected in determin-
ing the growth trajectory of a company based on 
3 years of historical financial statements, which 
have shown consistent revenue growth of approxi-
mately 5 percent, versus observing 10 years of 
historical financial statements with a greater stan-
dard deviation.

The Anchoring Effect
The anchoring effect describes the common human 
tendency to rely on the first piece of information 
offered (i.e., the anchor) when making decisions. 
Various studies have demonstrated that people rely 
on an anchor, even when the anchor has no bearing 
on the decision at hand.

In negotiations, the first price offered serves 
as an anchor price, which tends to affect the rest 
of the negotiations. A high anchor will result in a 
higher final transaction price, and a low anchor will 
result in a lower final transaction price. The primary 
advice offered to negate the anchoring effect is to 
reject the initial offering price if it is determined to 
be unreasonable.

In the context of financial projections, it is best 
practice to reject financial projections that are 
unreasonable and create a new set of financial pro-
jections rather than adjusting the original financial 
projections.

Representativeness
Representativeness refers to instances when we rely 
on intuitive impressions and neglect base-rate infor-
mation. The example of representativeness in TFAS 
is: consider that a woman is reading the New York 
Times on a subway in New York City—is it more 
likely that she (1) has a PhD or (2) does not have a 
college degree.

Representativeness would say that she has a 
PhD; however, the base rate comparison of PhDs to 
nongraduates on New York subways is very unfavor-
able to this selection.

According to Kahneman, intuitive predictions 
should be adjusted by estimating the correlation 
between the intuitive prediction and the base rate. 
If the intuitive prediction is unsupported, the base 
rate should be relied on. “A characteristic of unbi-
ased predictions is that they permit the prediction 
of rare or extreme events only when the information 
is very good.”4

To counter representativeness in financial pro-
jections, the expected growth rate in the projection 
should consider base rates that are observed in the 
industry and in the economy.

Hindsight Bias
Hindsight bias refers to our tendency to produce 
simplified narratives of the past. Hindsight bias can 
simply be called the “I-knew-it-all-along” effect. It 
can lead an observer to assess the quality of a deci-
sion not by whether the process was sound, but by 
whether its outcome was good or bad.5

The hindsight bias often leads to overconfidence 
in forecasting. This is because “the idea that the 
future is unpredictable is undermined every day by 
the ease with which the past is explained.”6

The Planning Fallacy
The planning fallacy occurs when forecasts (1) are 
unrealistically close to best-case scenarios and (2) 
neglect the base rate of similar cases.

The planning fallacy can be partially mitigated 
by (1) considering outside statistics and (2) includ-
ing some estimate for “unknown unknowns” in the 
forecast.

Overconfidence
Overconfidence is often determined by the coher-
ence of the story one has constructed, not by the 
quality and the amount of the information that sup-
ports the story.

Overconfidence and optimism can result in fail-
ure to consider outside forces such as competition 
and chance. Emotional, cognitive, and social factors 
can support exaggerated optimism, which may lead 
people to take high risks that they would avoid if 
they knew the probability of failure. High subjec-
tive confidence is not a trusted indicator of forecast 
accuracy (surprisingly, low confidence may be more 
informative).

One tool used to partially counter overconfi-
dence is the premortem. A premortem asks the 
decision maker to develop a story based on the 
notion that the decision is a failure in one year. This 
practice gives voice to doubts. The alternate stories 
developed can be considered as part of the projected 
financial statement review process.

undersTanding The financiaL 
proJecTions

Financial projections are one of the primary inputs 
in many business valuation models. Financial pro-
jections directly influence the discounted cash flow 
(“DCF”) method of the income approach and often 
influence the market approach (either through 
the use of forward-looking pricing multiples or by 
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adjusting historical pric-
ing multiples based on the 
subject company’s growth 
expectations).

Financial projections 
are one of two prima-
ry inputs for the income 
approach DCF method. 
Typically, the two primary 
income approach inputs are 
projected cash flow and the 
present value discount rate. 
In the DCF method, the 
financial adviser assesses 
the financial projections 
and selects a present value 
discount rate to apply to 

the projected cash flow.

Financial projections are a tool that is often 
used to assess business investments. The financial 
projections typically forecast the income statement, 
the balance sheet, and the cash flow statement for 
a set period.

Often, the financial projections reflect company 
management’s best thinking and do not incorporate 
alternative scenarios.

As discussed below, there are various ways to 
develop financial projections. Financial projections 
are developed using assumptions that reflect the 
developer’s expectations for the company’s perfor-
mance. Regardless of how the financial projections 
are developed, every projection tells a story.

The Financial Projection Story
The statement, “every projection tells a story,” 
may appear obvious to some. The numbers in the 
financial projection are intended to demonstrate the 
initiatives undertaken by company management. 
The numbers do not inherently “tell a story,” but 
(if they are prepared correctly) they are based on 
a story that is being presented by the party that is 
proposing the transaction (i.e., not the fiduciary or 
the fiduciary’s financial adviser).

According to conventional wisdom, people tend 
to exercise right-brained or left-brained dominance 
in their personality, thinking style, and general 
approach to life. Analysts are subject to the same 
biases.

Right-brained analysts tend to favor anecdotes, 
experience, and behavioral evidence in assessing 
an investment, whereas left-brained analysts tend 
to favor spreadsheets, pricing data, and statistical 
measures in assessing an investment.

The right-brained analysts make decisions based 
on the story (loosely, the qualitative analysis), 
whereas left-brained analysts make investment 
decisions based on quantitative analysis.

A thorough review of financial projections 
involves understanding the story that the financial 
projections tell from qualitative and quantitative 
perspectives.

The first hurdle in reviewing financial projec-
tions is the understanding of how the projections 
were developed.

After understanding the development of the 
financial projections, the fiduciary and the financial 
adviser may ask the following questions:

 What is the story that the financial projec-
tions are telling?

 Is the financial story congruent with the 
vision of the company?

 Are there any alternative stories for the 
company that should be considered?

Development of the Financial 
Projections

An initial procedure that may be taken when 
assessing financial projections, is understanding the 
projection development process. Interviewing the 
party who prepared financial projections can assist 
the fiduciary or the financial adviser in discovering 
projection bias.

The financial adviser may consider the following 
guideline questions when analyzing management-
prepared financial projections.

 Who prepared the financial projections?

l Understanding who prepared the finan-
cial projections can assist in determin-
ing the reliability of the projections. 
The financial adviser may want to con-
sider any potential biases or conflicts of 
interest associated with the party that 
developed the financial projections.

  Financial projections prepared by a 
party with financial ties to the transac-
tion may be subject to various forms of 
bias.

l It may be important to consider who 
had input on the financial projections, 
and how they may have influenced 
the projections. For example, a sales-
person’s input for projected revenue 
figures may differ from an accountant’s 
input.

“A thorough review 
of financial pro-
jections involves 
understanding the 
story that the finan-
cial projections tell 
from qualitative and 
quantitative perspec-
tives.”
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 For what reason were the 
financial projections pro-
duced?
l A financial adviser 

may consider the pur-
pose of the projec-
tions. Financial pro-
jections may be pre-
pared for transaction 
purposes, budgeting, 
sales goals, obtaining 
credit, and so on. The 
purpose of the finan-
cial projections may 
affect the detail and 
the characteristics of 
the projections.

  For example, 
financial projections 
developed for the pur-
pose of marketing a 
company for an acqui-
sition may be more detailed and aggres-
sive than projections provided to a 
bank for obtaining a credit facility.

 How often are financial projections prepared?
l If company financial projections are 

prepared regularly, then the company 
has the benefit of experience in produc-
ing financial projections and, therefore, 
they may be more reliable than finan-
cial projections prepared by a company 
for the first time.

  In addition, historically prepared 
financial projections may be compared 
to actual results in order to indicate 
how a company’s expectations typically 
compare to actual outcomes. However, 
if there are material changes in projec-
tions prepared for a deal compared to 
historically prepared projections, then 
the benefit of frequency is lost.

 How were the financial projections prepared?
l There are various methods for prepar-

ing projections, each with the potential 
of incorporating different bias or levels 
of conservatism.

  One example is the top-down ver-
sus bottom-up approach. A top-down 
approach evaluates the market as a 
whole and identifies a company’s target 
market, including the potential mar-
ket share and growth. A bottom-up 
approach is typically more detailed and 
starts by determining spending levels 
and sales forecasts of each department.

  Compared to looking at the overall 
market, a bottom-up approach may be 
more reliant on existing customers and 
leads. Since a bottom-up approach is 
more reliant on existing customers, it 
may not consider the potential market 
opportunities that would produce a 
more aggressive forecast.

l What were the considerations for the 
economic, industry, and other value 
drivers? How do value drivers connect 
to the story of the projections?

 How does management characterize the 
financial projections?
l It is often helpful to understand the 

company management’s characteriza-
tion of the financial projections.

variaBLes in The sTory
The financial projection story should be consistent 
for economic, industry, and company-specific fac-
tors. This discussion provides examples of these 
factors that may be considered in assessing the 
projections.

Economic Considerations
A financial adviser may want to research histori-
cal, current, and forecasted economic conditions 
and indicators, depending on how significantly the 
economy may influence the earning ability of a firm.

Through research, a financial adviser may iden-
tify specific economic trends that are indicative of 
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the demand for products or services offered by a 
subject company. For example, an increase in hous-
ing starts may indicate an increase in demand for a 
residential construction company.

After determining which economic indicators 
may influence the earning ability of the company, 
the financial adviser may compare historical com-
pany data with historical economic performance.

Figure 1 is an illustrative example of a correla-
tion analysis that compares the annual change 
in U.S. housing starts with the annual change of 
historical revenue of a hypothetical residential con-
struction company.7

As can be seen in Figure 1, there appears to be 
a correlation between the annual change in hous-
ing starts and the annual change in revenue of the 
hypothetical construction company.

After determining there is a correlation between 
an economic indicator and historical company per-
formance, the financial adviser can research the 
outlook of that economic indicator. A comparison 
of the outlook of an economic indicator and pro-
jected financial statements could assist the financial 
adviser in determining the reasonableness of the 
financial projections.

It may also be helpful to ask the party that pre-
pared the projections if the outlook of any specific 
economic indicators was considered during the pro-
jection development process.

It may also be useful to perform additional 
research on a local economy. If a company’s clients 
are predominately located in the southern U.S., 
then it may be helpful to research the outlook of the 
southern U.S. economy.

The growth rate of the economy may serve as a 
base rate for the subject company.

Industry Considerations
The industry in which a company operates may 
significantly influence future cash flow and growth 
potential. A general knowledge of the industry in 
which the subject interest operates can be helpful 
when assessing financial projections. It may even 
be necessary to consider researching industries in 
which major customers or suppliers of the subject 
company operate, as they may also influence the 
earning potential of the company.

The degree of detail and analysis concerning the 
company’s industry may vary depending on the fol-
lowing factors:

1. The industry’s level of influence on the sub-
ject company

2. The amount of available industry data.

A few questions that the financial adviser may 
consider8 include the following:

 Who makes up the industry? Are there a 
few companies that influence the industry?

An industry that is 
fragmented is unlikely 
to be as competitive as 
a highly concentrated 
industry. In a concen-
trated industry, finan-
cial results and analyst 
estimates may be strong 
indicators to consider 
when assessing finan-
cial projections.

 Is the industry cycli-
cal?
A cyclical industry is 

more dependent on the 
general economy than 
a less cyclical industry. 
If an industry is deter-
mined to be cyclical, 
then additional atten-
tion to economic indi-
cators and forecasts 
may need to be con-
sidered when assessing 
financial projections.
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Correlation of Housing Starts with Hypothetical Construction Company Revenue
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 Is it a new industry with several new entrants, 
or is it a mature industry that has reached its 
saturation point?

A company operating in a mature indus-
try will typically anticipate lower levels 
of growth than a company in an emerging 
industry. If a company in a highly saturated 
industry anticipates growth that is incon-
sistent with the industry, then additional 
questions may need to be asked.

 What are the barriers to entry, if any, into 
the industry?

Existing firms benefit from barriers of 
entry into an industry, limiting competitive 
risks, while a newer company may be disad-
vantaged in an industry with high barriers 
of entry.

 Is the industry self-contained or is it depen-
dent on another industry?

The amount of dependence an industry 
has on another industry can be a signal that 
the outlook of more than one industry may 
be considered when assessing projections.

 What is a normal level of capital expendi-
tures in the industry?

Different industries require various lev-
els of capital expenditures in order to 
operate effectively. Determining what is 
an appropriate level of capital expending 
in order to operate efficiently and obtain 
projected cash flow may be considered in a 
projection analysis.

 Is the industry dependent on new technology?
Companies that operate within an indus-

try that is highly dependent on new tech-
nology are likely to require more research 
and development related expenditures.

 Is the industry anticipated to change?
If a company is not aligned for anticipated 

change, then it may not be able to meet its 
forecast goals. The ability of a company to 
adapt and anticipate change may significantly 
impact its ability to produce future cash flow.

 What is the forecast of growth for the 
industry?

The growth of a company can often 
be tied to the growth of the industry in 
which it operates. Therefore, considering 
the growth of an industry is often a compo-
nent of assessing financial projections.

It is noteworthy that these questions are not all 
inclusive and may be considered as basic guidelines 
or ideas.

A simple way in which the financial adviser can 
compare the performance of the company with the 
performance of the industry is by observing changes 
in stock price of comparable public companies (or 
an industry exchange traded fund) with the histori-
cal performance of the subject company. This com-
parison may assist the financial adviser in determin-
ing if there is a strong correlation between:

1. industry performance and

2. the performance of the subject company.

Depending on how strong of a correlation there 
is between the industry and the subject company, 
the financial adviser may want to compare the 
industry outlook with the projections of the sub-
ject company. If a financial adviser observes that 
an industry is anticipated to experience an annual 
revenue decline of 5 percent, then it may raise 
questions when the company within that industry 
projects revenue growth of 10 percent.

However, there may be company-specific factors 
that justify why a company may perform better than 
the industry in which it operates.

Company-Specific Considerations
An analysis of company-specific factors may assist 
the financial adviser or the fiduciary in determin-
ing how the business will perform in comparison to 
the economy and industry. In addition, a financial 
adviser may want to analyze potential risk factors 
that could prevent a company from meeting its 
earnings expectations.

The following guideline questions9 may help the 
financial adviser to assess the company-specific 
aspects of the financial projections:

 How does the subject company compare to 
the industry? Is the company a large player 
or a small player in the industry?

A large industry player is likely to have 
more control than a small player and, there-
fore, may have the ability to push smaller 
players out in order to increase its market 
share.

A larger company is also likely to benefit 
from economies of scale. A financial adviser 
may want to consider how economies of 
scale influence financial projections.

 How old is the company? Is the company in 
a growth stage?

A mature company is likely to have an 
established customer base and product. 
Therefore, a mature company is likely to 
experience less volatility compared to a 
growth-stage company. However, a mature 
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company is likely to experience low to 
medium levels of growth, compared to a 
growth-stage company, which is likely to 
anticipate high levels of growth.

A financial adviser may want to consider 
how the age of a company may influence 
a company’s future performance, when 
assessing financial projections.

 What percentage of market share does the 
company have?

A company with a high level of market 
share is likely to have more control of an 
industry and may benefit from economies 
of scale; however, its growth potential is 
limited by the available remaining market 
share.

Market share may be a value driver in 
the financial projections. In some instanc-
es, it may be useful to create multiple sce-
narios with various levels of market share 
that may be captured.

 Does the company distribute its products 
locally, regionally, nationally, or interna-
tionally?

Where a company distributes its prod-
ucts may influence the potential market 
share of that company. If a company can 
only distribute its products to a limited 
area, then it may not have the market share 
potential of a company that can distribute 
products to a broad area.

If a company is planning to expand the 
area in which it distributes products, then 
the financial adviser may want to consider 
how that plan is incorporated in the finan-
cial projections.

 Are there alternative products available in 
the marketplace that may affect the future 
of the company’s goods and services?

Alternative products may force a compa-
ny to compete on price in order to maintain 
desirable revenue levels and market share, 
therefore decreasing future performance.

 What is the attrition rate of employees?
A company with a high attrition rate 

may not be able to meet projected finan-
cial results if it is unable to retain enough 
employees to complete projects and operate 
efficiently.

 What is the management structure of the 
company? Is the business highly dependent 
on a few key people?

Additional risk may be considered if 
a company is highly dependent on a few 

key personnel in order to grow or maintain 
current operating levels. The management 
structure of a company may change during 
an acquisition.

The financial adviser may want to con-
sider how a change in the management 
structure may change the story and future 
cash flow of a company.

 Is there a succession plan for manage-
ment?

A management succession plan may be 
an important aspect of the projection story, 
creating a more clear outlook for the future 
of a company.

 Is the company highly dependent on a 
select group of customers or suppliers? 
How is the company’s relationship with 
these customers or suppliers and what sort 
of customer or supplier contracts does the 
company have in place?

A company that is highly dependent on 
a select group of customers or suppliers is 
more susceptible to concentration risk than 
a company with a diversified portfolio of 
customers and suppliers.

However, strong relationships with cus-
tomers and suppliers may reduce costs and 
uncertainty for a company. Contracts also 
allow a company to better project costs and 
earnings.

 What level of capital expending will assist a 
company in meeting its earnings goals?

In order for a company to operate effec-
tively, it may require capital expending.

The financial adviser may want to con-
sider what an appropriate level of capital 
expending may be when assessing projec-
tions. The financial adviser may want to 
consider how capital expending may differ 
during a high growth period compared to a 
low growth period.

 What prospective clients and projects are in 
the company’s pipeline?

Projections that consider specific clients 
and projects reduce the haziness associated 
with more ambiguous forecasts. An analy-
sis may then be performed regarding the 
likeliness of a company obtaining/retaining 
specific clients and projects, and how they 
may affect future cash flow.

Analyzing the various factors that may affect 
the earning potential of a company may help a 
financial adviser determine the reasonableness of 
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projections. These factors may support or weaken 
the “story” that management has incorporated in its 
financial projections.

quanTiTaTive anaLyses
In addition to analyzing the qualitative aspects and 
potential biases associated with projections, a finan-
cial adviser may also want to consider the applica-
tion of quantitative methods.

A practical quantitative approach is to compare 
the projected financial fundamentals and ratios with 
historical financial fundamentals and ratios. Some 
of the financial fundamentals and ratios that may be 
considered include the following:

 Return on assets

 Return on equity

 Earnings before interest and taxes margins

 Earnings before interest, taxes, deprecia-
tion, and amortization margins

 Ratio of capital expenditures to sales

 Revenue growth rates

 Ratio of free cash flow to sales

 Working capital turnover

After comparing projected financial metrics with 
historical metrics, a statistical analysis can be per-
formed in order to determine if a projected financial 
metric is reasonable.

Statistical models benefit from their dependence 
on historical data points, which creates a level of 
objectivity. In addition, a statistical model benefits 
from the ability to be easily replicated.

However, a statistical model is likely to neglect 
several variables and drivers that may be impor-
tant in order to project future earnings and, there-
fore, may be applied to assist a financial adviser 
in reviewing financial projections, not to create 
bespoke explicit projections. A statistical model 
may provide evidence regarding the reasonableness 
of the financial projections.

One type of statistical model is an econometric 
model. An econometric model determines rela-
tionships between economic variables by applying 
probability and frequency distributions. Frequently 
applied econometric models include time-series 
models and panel-data models.

A time-series model tracks observations (i.e.,. 
historical revenue) at different time intervals and 
projects outcomes based on a distribution. Time-
series models are designed to determine possible 
outcomes for the next period (i.e., net income in 
one year).

A panel-data model applies 
a combination of time-series 
models and cross-sectional 
data in order to determine 
outcomes for multiple peri-
ods (i.e., year-1, year-2, and 
year-3 net income) and have 
the capability to determine 
binary outcomes (i.e., will a 
company be profitable in the 
next year?).

An econometric model may 
be utilized to determine the 
reasonableness of projected 
growth rates when compared 
to historical growth rates. 
Several simulations may be 
run through an econometric 
model, and the data collect-
ed could be utilized to deter-
mine a distribution of possible 
future outcomes.

A financial adviser could then select a confi-
dence interval range in order to determine a reason-
able range of growth rates for the projected period. 
If the actual projected growth rates are outside of 
the confidence interval selected by the financial 
adviser, it may signal that more questions need to 
be asked about the financial projections.

One of the limitations of this methodology is that 
it is solely dependent on historical data. However, 
this dependence on historical data promotes the 
objectivity of this method.

aLTernaTives To reLying on 
financiaL proJecTions

In some circumstances the application of projec-
tions may not support the most appropriate indi-
cator of value. There are various other valuation 
methods and approaches that may be applied when 
financial projections are not the best indicator of 
value.

Income Approach—Direct 
Capitalization Method

In the direct capitalization method, an appropriate 
measure of income is estimated and divided by an 
appropriate investment rate of return. The normal-
ized income measure is typically based on historical 
levels or a one-year budget. This is different from 
the DCF method, which projects the appropriate 
measure of income for several discrete time periods 
into the future.

“If the actual pro-
jected growth rates 
are outside of the 
confidence inter-
val selected by the 
financial adviser, 
it may signal that 
more questions 
need to be asked 
about the financial 
projections.”
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Instances when the direct capitalization method 
may be applicable include the following:

 The company is in the mature stage of its 
life cycle

 A company is projected to have stable earn-
ings into the future

 A company does not anticipate to experi-
ence any significant changes during the 
near-term

 Financial projections are considered to be 
unreliable or are unavailable

Asset-Based Approach
The asset-based approach relies on valuation meth-
ods that analyze the value of a company’s assets and 
liabilities. Indications of the value for each asset and 
each liability are estimated in order to derive an 
indication of the total company value.

Market Approach
The market approach relies on publicly available 
financial fundamentals in order to derive market-
based pricing multiples. These pricing multiples are 
applied to the subject company’s financial funda-
mentals in order to derive an indication of value. 
Two market approach methods rely on (1) guideline 
publicly traded company pricing multiples and (2) 
merger and acquisition transaction data.

The market approach may be applicable when 
there are publicly traded companies or available 
merger and acquisition transaction data involving 
companies that are sufficiently comparable to the 
subject interest. In addition, both historical and pro-
spective data can be applied in a market approach. 
However, financial projections are not typically 
required in order to apply the market approach.

summary and concLusion
The task of reviewing financial projections is a chal-
lenge. The fiduciary and the financial adviser are 
in the position of assessing future prospects and 
assigning risk to the charted path. The financial 
adviser’s assignment is almost always subject to 
scrutiny—and those reviewing the analysis in the 
future will have the benefit of hindsight—or, they 
will likely be influenced by hindsight bias.

The fiduciary and the financial adviser are not 
expected to predict the future. Rather, the fiduciary 
and the financial adviser are expected to understand 
the expected performance (the expected outcomes) 
of the company and assess the risk of those out-
comes.

The fiduciary process of reviewing projections 
may be improved by adjusting for behavioral bias and 
understanding the story that the projections present 
and whether alternative stories are available.

Understanding the various factors and drivers of 
financial projections is not a simple task. However, 
it is an important task in the adviser’s assessment of 
financial projections.

Obtaining a comprehensive understanding of 
economic-, industry-, and company-specific factors 
allows the fiduciary and the financial adviser to 
better analyze projections. Additionally, a financial 
adviser may be able to apply quantitative models in 
order to signal potential issues in projections.

By applying a knowledge of behavioral bias to 
the development of financial projections, a fidu-
ciary or financial adviser may better assess the 
reasonableness of projections. A comprehensive and 
documented analysis of the forms of bias that may 
be of concern in the development of projections 
is not necessarily the duty of the fiduciary (or the 
financial adviser) but may be proven useful in the 
instance that a transaction is scrutinized.
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