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Chapter 14 

Frequently Asked Questions  
 
 

Q&A 14.15: Carrying Value at Cost 
 

Q: Is there a rule of thumb for a timeframe during which it is permissible to carry our 

investments at cost from the date of our initial investment (e.g., a one year safe harbor?). 
 

A: No. Although in some cases, value may not change significantly over a short period of 

time, in other cases, value can change dramatically overnight. For example, the value of a 

biotech company may plummet or increase several times over based on an FDA decision, 

or valuations across an industry or across the market as a whole may shift rapidly due to 

market disruptions such as the drop in the price of oil in late 2014 or the financial crisis in 

the fall of 2008. The objective of the fair value measurement is to reflect the exit price for 

the investment at the measurement date. Calibration may be used to assess the inputs to 

the valuation model that are consistent with the entry price, provided that the transaction 

price reflects fair value at initial recognition, and then at later measurement dates, these 

inputs would then be updated to reflect company-specific progress and current market 

conditions, as discussed in chapter 10, “Calibration.” 
 

Q&A 14.16: Value Changes over Time 
 

Q: Do I accrete value over time, or hold value constant? 
 

A: Neither. The value of a position may not change significantly from period to period, 

or it may change rapidly. However, value may not accrete smoothly. Instead, it would be 

appropriate to consider the changes in the portfolio company and changes in the markets 

from period to period, to estimate the price that market participants would pay for the 

asset as of the measurement date. Please see the sidebar following paragraph 5.93 for a 

discussion of how value may accrete between milestones. 
 

Calibration 

Q&A 14.36: Holding Value at Cost 
 

Q: My portfolio company isn’t generating revenue yet. Can’t I just leave it at cost since I 

don’t know how the next round is going to price? 
 

A: The objective of the fair value measurement is to reflect the exit price for the 

investment at the measurement date; thus, holding investments at cost would generally 

not be appropriate. Calibration may be used to assess the inputs to the valuation model 

that are consistent with the entry price, provided that the transaction price reflects fair 

value at initial recognition, and then at later measurement dates, these inputs would then 

be updated to reflect company-specific progress and current market conditions, as 

discussed in chapter 10, “Calibration.” For pre-revenue companies, the key factors to 
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consider in the valuation are what progress the company has made toward achieving its 

milestones. See paragraphs 13.39–.43, “Early Stage Companies With No Recent 

Financing Rounds,” for further discussion. 

 

 

Valuing Equity Interests in Complex Capital Structures 

Q&A 14.50: Use of the PWERM 
 

Q: The AICPA Accounting and Valuation Guide, Valuation of Privately-Held Company 

Equity Securities Issued as Compensation, uses the term “PWERM” for “Probability- 

Weighted Expected Return Method”– why don’t I see that term in this guide? 
 

A: To better reflect the terminology used by market participants in the industry and the 

broader range of application, this guide uses the term “scenario analysis” for this 

approach, rather than PWERM. The purpose of this guide is to help investment 

companies estimate the fair value of their portfolio company investments, consistent with 

market participant assumptions. Market participants in this industry will often consider 

the market opportunity and expected future value for a portfolio company in a successful 

exit scenario, and assess whether the potential return on investment is sufficient given the 

risks. This approach may consider one scenario or multiple scenarios, depending on 

whether there are multiple scenarios that will return value to some or all of the classes of 

equity. This approach is appropriate for both early stage and later stage companies, as 

long as the analysis is calibrated to the most recent financing, updated for changes in the 

company and the markets since the transaction date. Please see chapter 8, “Valuation of 

Equity Interests in Complex Capital Structures” for further discussion. 
 

Q&A 14.51: Use of the Current Value Method 
 

Q: My fund has control of the portfolio company and could sell the company if we 

wanted. Should I use Current Value Method to value my interests? 
 

A: It depends. If the fund’s interests have seniority over the other interests in the capital 

structure, and the fund has the right to choose to sell the company on the measurement 

date, then the value that could be realized in a current sale of the company would be a 

lower bound on the value of the fund’s investment. For example, if the fund has a 

participating preferred stock, but management interests also participate on the upside, the 

additional time value that the management interests could realize if the company value 

increases would not be considered to be dilutive to the investor interests. In this situation, 

the enterprise value would be measured net of the expected time value of stock-based 

compensation. 
 

In other situations, the CVM may not capture gains or losses that have occurred since the 

financing date. For example, if the fund has a convertible instrument and the value of the 
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company has increased since the financing date, the CVM may miss the increase in value 

attributable to the increased likelihood of high value exits where the instrument will 

convert. If the fund’s interests have seniority but the fund does not have the right to sell 

the company on the measurement date, the CVM would generally not be a reasonable 

approach. For example, if the value of the company has declined since the financing date, 

the CVM will miss the decline in value attributable to the increased likelihood of low 

value exits, where the instrument will not recover its full liquidation preference. 
 

Note that even when the fund has control or in aggregate shares control with other 

investors in the senior class of equity, the fund still may not have the right to trigger a 

sale of the company without the consent of the other preferred investors. The other 

classes of preferred may have the right to approve or block certain actions, voting as a 

class. Thus, it is important to understand the control rights available to each class of 

equity and assess the best interest of each class when considering the expected timing of 

exit. 
 

In simple capital structures, it would be reasonable to allocate the enterprise value by 

directly estimating the value of any debt and debt-like preferred stock using the yield 

method, subtracting those values from the total enterprise value, then allocating the 

residual equity value pro rata to the common stock, as discussed in chapter 7 “Valuation 

of Equity Interests in Simple Capital Structures.” The yield method for valuing debt and 

debt-like preferred stock is a forward-looking method, not a form of the CVM. 
 

In complex capital structures where market participants would assume that the liquidation 

preferences would have no impact on the ultimate payoffs received, it would be 

reasonable to allocate the equity value pro-rata to the interests based on their 

as-converted values or common stock equivalents. This method would be considered to 

be simplified scenario analysis as described in paragraphs 8.21–.23. 
 

Q&A 14.52: Use of the Option Pricing Method 
 

Q: This guide discusses several situations where the OPM is not the best approach for 

allocating value to the investor interests – especially if the distribution of outcomes is 

bimodal, or when considering differences in seniority between various classes of 

preferred. In these situations, why is it still reasonable to use the option pricing method to 

estimate value for the management interests issued as compensation? 
 

A: Selecting a valuation methodology that is appropriate for the specific interests that are 

the subject of a valuation is a matter of judgment. The option pricing method is a widely 

accepted methodology for allocating equity value among multiple classes of equity for an 

enterprise with a complex capital structure, and also is often used to infer a total value for 

the enterprise by calibrating to a transaction price. Like all valuation methodologies, 

however, it makes certain simplifying assumptions: 
 

□ It does not include the dilution impacts of any additional financings, nor the 

dilution impacts of options and warrants that may be issued as the company 

progresses toward a future liquidity event. 
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□ It can be problematic when potential enterprise values at time of exit are skewed 

(for example, when there are substantial risks of failure), or when some preferred 

investors have seniority or outsized liquidation preferences relative the size of 

their investment (for example, when the company has raised a late round 

financing that guarantees a 2x return for the investors, but market participants still 

value the earlier rounds on an as-converted basis; or when the company negotiates 

seniority to entice new investors, but the new investors do not control the timing 

of exit). 
 

□ It assumes that future outcomes can be modeled using a lognormal distribution, 
and is sensitive to certain key assumptions, such as the volatility assumption, that 

are not readily subject to contemporaneous or subsequent validation. 
 

□ It generally does not account for the right and ability of one or more of the classes 

of preferred equity to control the timing of exit, which can limit the downside risk 

for senior preferred, if the senior classes of equity have control, or can allow more 

time for value to recover from a downturn, if the junior classes of equity have 

control. 
 

Consequently, depending on specific facts and circumstances, the option pricing method 

may be less representative of market participant assumptions than scenario-based 

methods when valuing investments in preferred equity. Nevertheless, the method does 

have a number of advantages that make it more frequently relevant for the valuation of 

management interests issued for compensation purposes: 
 

□ Option pricing methods are particularly applicable for the valuation of assets that 

do not begin participating until another threshold is met (for example, the 

repayment of a liquidation preference for the preferred stock), where the value of 

the subject interest is in the “tail of distribution” (for example, common stock 

interests). The liquidation preference acts as a strike price, and the management 

interests begin participating only after this strike price is met. 
 

□ Once key inputs such as volatility, time to exit, and contractual rights and 

preferences are identified, the valuation and allocation process is relatively 

straightforward and well understood. 
 

□ The OPM is a good model of the distribution of future outcomes for later stage 

companies, in situations where the portfolio company does not require significant 

additional rounds of financing, and the expectations of future returns through the 

date of exit are normally distributed. 
 

□ Even for early stage companies, the OPM may be more relevant than bimodal 

scenario-based methods for valuing management interests, since bimodal models 

or hybrid models for early stage companies may produce unreasonably high 

values for common (approximately equivalent to preferred, since all classes may 

have the same values in both scenarios). That is, the OPM may better represent 

market participant assumptions for transactions in the common equity, since the 
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common equity holders would not have the right to participate in subsequent 

rounds of financing, and have little transparency and no influence over the 

subsequent rounds of financing or the timing of the ultimate exit. 
 

□ Even in situations where future rounds are anticipated, the liquidation preference 

granted to current investors serves as a proxy for those future preferences, since 

the common participates only on the upside. Further, the next round of financing 

could be an up round (higher preference), or down round (usually senior), and in 

either case, these new preferences may effectively replace the value and 

protection of the existing round, from the perspective of the common equity 

holders. The value of the management interests, in the tail of the distribution, is 

unaffected by whether the modeled liquidation preference really reflects the 

liquidation preference from earlier rounds or later rounds of financing; however, 

the new rounds of financing will have a significant impact on the value of the 

previous preferred classes. 
 

□ OPM is often the most appropriate method for valuing management interests 

when specific future liquidity events are difficult to forecast. Scenario-based 

methods require more unobservable inputs, and it is harder to appropriately model 

low probability, option-like payoffs. Therefore, the use of the OPM may be more 

appropriate for valuing management interests in situations in which the enterprise 

has many choices and alternatives available, and the enterprise’s value depends on 

how well it follows an uncharted path through the various possible opportunities 

and challenges. 
 

The task force recommends considering the facts and circumstances when selecting the 

most appropriate methodology for valuing the debt or equity interests that are the subject 

of the valuation. This guide focuses on the valuation of portfolio company investments of 

venture capital and private equity funds and other investment companies. For discussion 

of accounting and valuation issues relating to stock-based compensation for privately- 

held companies, please see the AICPA Accounting and Valuation Guide, Valuation of 

Privately-Held Company Equity Securities Issued as Compensation. 
 

Q&A 14.53: Different Values for Earlier and Later Round Investments 
 

Q: Would you expect all investors to measure the value of a previous investment in a 

venture portfolio company which has a recent round of financing involving third-party 

investors at the value resulting from that round of financing? 
 

A: It is each fund’s responsibility to make its own fair value determination for its 

investment, given the interests it holds. If the rights of the interests are similar or the 

expected distribution of outcomes is bimodal, it is common practice for venture capital 

investors to estimate that the fair value of early rounds of financing would equal the 

transaction price for the latest round. However, as time passes and more rounds of 

financing are completed, the rights associated with newer rounds of financing may begin 

to deviate more from the earlier rounds, and the likelihood of a mid-value exit may 

increase. In those cases it would be common for the investors to have different 
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perspectives on value based on differences in assumptions relating to the distribution of 

future exits, the associated payoffs to each class of equity, and risk. Furthermore, even if 

the recent round of financing is relatively insignificant in relation to an investor’s overall 

position in the portfolio company, it may have invested in that round of financing based 

on its overall perspective on the value of its total position, as opposed to that indicated 

solely by the most recent round of financing. Such different perspectives illustrate the 

significant degree of estimation uncertainty that exists for certain venture capital 

investments. 
 

Q&A 14.54: Value of Liquidation Preferences 
 

Q: There are many circumstances illustrated in the guide in which liquidation preferences 

are considered to have no value, and the fair values of the various equity interests are 

estimated based on the as-converted values. If the liquidation preferences don’t matter, 

why do funds spend so much time negotiating them? 
 

A: Private equity and venture capital investments routinely include a 1x liquidation 

preference, whether or not they expect the downside protection to have any economic 

value. Failing to negotiate a liquidation preference when it is customary and available 

would not be in the fund’s best interest. However, because venture capital-backed 

companies typically require several rounds of financing in order to build a substantial 

enterprise and achieve a high valuation, the liquidation preferences for early rounds of 

financing are unlikely to have a direct economic impact. Instead, liquidation preferences 

tend to ensure that the participants in the most recent round of financing will have the 

most senior and potentially the greatest share of the total value, giving them influence 

over the nature of future financings and the ultimate exit transaction. The ability to 

exercise that influence has the most importance in situations where the company has not 

achieved its intended objectives – that is, when the company is approaching a low to mid- 

value exit. In short, liquidation preferences matter when they matter. 
 

Q&A 14.55: Treatment of Equity Interests with Different Liquidation Preferences 
 

Q: How should the valuation appropriately capture the fair value of higher ranking 

(senior) and lower ranking (junior) classes of equity? 
 

A: As numerous examples in this guide illustrate, in some situations, seniority (or lack 

thereof) will have a significant impact on the value of an equity interest, while in other 

situations, seniority may have little or no effect on value. At very early stages, the 

expected outcomes may be “bimodal,” such that all equity interests are expected to have 

similar values if the enterprise achieves success, and similar ($0) values if the enterprise 

fails. At the other end of the spectrum, as some successful enterprises approach an exit 

event, market participants may assume with near certainty that the enterprise will exit at a 

high value in which all classes of equity will convert and share equally. In either of these 

cases, seniority will have little impact on fair value. For the many situations between 

these two extremes, however, where the distribution of potential outcomes includes 

scenarios in which the senior classes of equity will benefit from contractual rights and 

preferences that are superior to those of the junior classes of equity, it would be 



342  

 
 

Q&A 14.56: Allocation Methods When Using Post-Money Value 
 

Q: I just completed a Series C financing for one of my portfolio companies, where the 

pre-money value was $80 million with 16 million shares outstanding, and the financing 

raised $20 million in primary capital for 4 million shares at a price of $5 per share. If I’m 

using the post-money value of $100 million to support my fair value estimate, does it 

matter how I allocate that value to my Series A and Series B shares? 
 

A: The post-money value assumes that the various classes of equity have the same value, 

and therefore, it is most commonly used with a simplified scenario analysis where market 

participants would assume that the liquidation preferences have little to no value. 

As discussed previously, sometimes liquidation preferences matter, and the values of 

different classes of equity may vary significantly. In such cases, it would be appropriate 

to apply an allocation method that captures such differences. Furthermore, it is important 

for the equity value used in the analysis to be consistent with the selected allocation 

methodology. It would not be appropriate to use a post-money value in an OPM, since 

the OPM inherently assumes that the various classes of equity have different values. 

A relative-value scenario analysis begins with the fully-diluted value for the equity 

(consistent with the post-money value, updated for changes in value since the financing 

date), and then applies adjustments to estimate the fair value of the earlier rounds of 

financing relative to the latest round. A full scenario analysis considers future exit values 

rather than relying directly on the post-money value. 
 

Q&A 14.57: Using the OPM as the Fund’s Standard Approach for All Portfolio  Companies 
 

Q: I typically use OPM to value my investments in all of my portfolio companies. Do I 

ever need to consider other approaches? 
 

A: As discussed in chapter 8, “Valuation of Equity Interests in Complex Capital 

Structures” there are several possible approaches for valuing equity interests in complex 

capital structures, and the option pricing method is appropriate in certain circumstances. 

However, as discussed in paragraphs 8.42–.45, there are other circumstances when some 

of the simplifying assumptions in the OPM fail to capture the negotiation dynamics 

between classes of equity and the ability of the investors who in aggregate have control 

of the business to determine the nature and timing of the ultimate exit event. In such 

cases, it would be necessary to make adjustments to the OPM to capture these factors or 

to consider other methods. 
 

Q&A 14.58: Two Funds Under the Same Investment Company Manager Hold Different 

Classes of Equity 
 

Q: I am an investment manager and have two funds that are invested in the same 

portfolio company – an older fund that holds Series A and Series B, and a newer fund 

that holds Series C? How should I value my position? 

appropriate to use a valuation method that is designed to capture such differences. Please 

see chapter 8, “Valuation of Equity Interests in Complex Capital Structures” for a 

discussion of these methods. 
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A: As discussed in paragraph 4.13, the unit of account for the investments would be the 

position held within each reporting entity, not the aggregate position that you manage. 

The valuation of both investments would consider the company’s plans under current 

ownership, given the way in which the investors who in aggregate have control of the 

business would maximize value, as discussed in paragraph 9.05. As the investment 

manager for both funds, if you have influence over decisions that would maximize the 

value for all three classes of equity, then you would consider your ability to influence the 

company’s plans to the benefit of both funds. However, you would still need to estimate 

the fair value for the older fund’s investment in Series A and Series B separately from the 

newer fund’s investment in Series C. Please see chapter 8, “Valuation of Equity Interests 

in Complex Capital Structures” for a discussion of valuation methodologies that may be 

appropriate for valuing investments in companies with complex capital structures. 
 

Q&A 14.59: Measuring Volatility for Early-Stage Companies 
 

Q: An early-stage company makes an innovative product that is used for environmentally 

friendly construction. The company’s only competitor is BigCo, a highly diversified 

business with a $20 billion market cap. The fund needs to estimate the volatility for 

purpose of valuing the warrants it holds in the company. Is it appropriate to use BigCo as 

a guideline public company for measuring volatility? 
 

A: No. Because BigCo is a large, highly diversified business, its overall performance is 

driven by successes in some product lines balanced by failures in others. Higher 

diversification leads to lower volatility. In contrast, for an early-stage company with only 

one product, the company’s overall performance is driven by the success or failure of that 

single product. Therefore, it is more appropriate to select guideline companies that may 

not be direct competitors but that are more similar in size and level of diversification. 

Since there are no truly comparable guideline public companies for early-stage 

companies, it may also be appropriate to adjust the volatility to account for differences 

between the portfolio company and the selected guideline companies, considering the 

expected distribution of future exit values. This adjustment may result in an estimated 

volatility that is outside the observed range, reflecting the risk of these types of 

businesses. 
 

Control and Marketability 

Q&A 14.60: Basis of Value – Control Considerations when Measuring Enterprise Value 
 

Q: When valuing private company interests where there are no observed transactions, 

how is “control” considered in the valuation process? Should the value of the enterprise 

reflect a controlling or non-controlling basis? 
 

A: Generally, the value of the enterprise should reflect assumptions that are consistent 

with the company’s plans under current ownership, given the way in which the investors 

who in aggregate have control of the business would maximize value, as discussed in 

paragraph 9.05. In many cases, this enterprise value will be consistent with the enterprise 

value measured on a controlling basis. However, it would generally not be appropriate to 
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estimate the enterprise value without considering control and then apply a control 

premium. The market multiples used in a market approach and the discount rate used in 

an income approach would not be based mechanically on guideline company data, but 

instead would be adjusted to reflect the portfolio company’s growth, profitability and risk 

when compared with the guideline public companies. As discussed in chapter 10, 

“Calibration,” calibration should be used to ensure that the valuation inputs are consistent 

with any relevant observed transactions. 
 

Q&A 14.61: Valuation Approaches and Controlling and Non-Controlling  Interests 
 

Q: When valuing private company interests where there are no observed transactions, 

how should the valuation approach differ when valuing non-controlling (minority) 

interests versus controlling interests? 
 

A: As discussed in paragraph 9.05, the value of the enterprise used as an input to 

estimating the fair value of the interests in the enterprise should reflect assumptions that 

are consistent with the company’s plans under current ownership, given the way in which 

the investors who in aggregate have control of the business would maximize value. This 

enterprise value would be used as the input for valuing both non-controlling (minority) 

interests and controlling interests. The fund would then consider whether any additional 

adjustments are needed. When the investors’ interests are aligned and the fund has the 

information rights needed to allow market participants to perform reasonable and 

customary due diligence on the investment, it would typically not be necessary to adjust 

the value of the minority interest. In other situations, as discussed in paragraph 9.32, after 

allocating the equity value to the various interests within the portfolio company or 

assessing the discount rate for an interest considering its economic rights, it might be 

appropriate to apply a discount to the fund’s interests, to the extent needed to capture the 

incremental rate of return, if any, that investors would demand given the information 

rights and other non-economic rights associated with these interests. 
 

Q&A 14.62: Applying Discounts for Lack of Marketability to the Total Equity Value 
 

Q: Is it appropriate to apply a discount for lack of marketability to the total equity value 

of the enterprise? 
 

A: A discount for lack of marketability reflects an adjustment to the calculated values 

from the model to reflect differences in the value of specific interests that are not 

otherwise captured by the model, considering the principal market for those specific 

interests. Therefore, it generally would not be appropriate to apply a discount for lack of 

marketability to the total equity value. 
 

Q&A 14.63: Illiquidity and Marketability of Investments 

Q: My fund holds an investment in a private portfolio company. Should this investment 

be considered marketable from a valuation perspective? How should the illiquidity and 

marketability of the shares be considered when valuing the investment? Also, should I 

adjust for illiquidity when estimating the total equity value by calibrating to a 

transaction? 
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A: As discussed in paragraph 9.16, a typical investment in a private portfolio company is 

marketable (a market exists) but illiquid (the market is not active). The task force 

recommends that for the purpose of valuing equity interests in the enterprise, the value of 

the enterprise should be measured considering the cash flows under current ownership, as 

modified by the degree of influence that the buyer would have over those plans 

considering the nature of the interest acquired, and the required rate of return for the 

investors who in aggregate have control of the business. Thus, for valuation purposes, 

interests held by the investors who in aggregate have control of the business2 would be 

considered as marketable as the enterprise measured on this basis. 
 

In some cases, there will be certain investors who do not have the same information and 

control rights as the investors who in aggregate have control of the business. To the 

extent that the lack of these features would limit access to the same principal market, it 

would be appropriate to consider these interests to be less marketable. 
 

When solving for the equity value implied by a transaction, if the transaction includes 

information rights and control features consistent with those held by the investors who in 

aggregate have control of the business, no adjustment would be needed. If the transaction 

is for a small interest that does not include these features, then adjustments to the price 

may be considered. See paragraphs 10.31–.43, "Inferring Value From Transactions in a 

Private Company’s Instruments," for more discussion of this issue. 
 

Q&A 14.64: Basis of Valuation 

Q: When valuing an equity interest held by our fund, should we value the business on a 

controlling basis or a minority basis? 
 

A: Historical valuation practice has been to estimate enterprise value on a controlling or 

minority basis and on a marketable or non-marketable basis, using premia and discounts 

to adjust from one basis to another. The task force recommends that a better practice for 

estimating enterprise value for the purpose of valuing the instruments in the enterprise is 

to consider the cash flows under current ownership, as modified by the degree of 

influence the market participant would have given the interest acquired, and the required 

rate of return for the investors who in aggregate have control of the business. That is, the 

task force recommends estimating the enterprise value directly, rather than applying 

premia or discounts relative to some arbitrary or formulaic starting point. Calibration 

should be used to estimate the enterprise value consistent with any recent transactions, as 

long as the transaction price represents fair value at initial recognition. 
 

 

 
 

2 These investors typically have the ability to decide the timing of additional financings and the ultimate liquidity 

event. In addition, these investors typically have additional rights, such as information rights and various control 

features, that would allow a new investor to conduct a due diligence process and that give them the ability to protect 

their investment. Note that the enterprise value would still be measured based on the cash flows under current 

ownership and the investors’ required rate of return. It would typically be appropriate to consider the expected time 

horizon of the investment when valuing the interests in the enterprise. Please see chapter 4, “Determining the Unit of 

Account and the Assumed Transaction for Measuring the Fair Value of Investments” for additional discussion. 
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Q&A 14.65: Differences in the Basis of Valuation for Controlling versus Minority Positions 

Q: Doesn’t it matter if my investment is a controlling position or a minority position? 

A: Irrespective of whether the investment is a controlling position or a minority position, 

the enterprise value used as an input to valuing an equity interest would be measured the 

same way. The enterprise value is measured from the perspective of the business under 

current ownership, as modified by the degree of influence the market participant would 

have given the interest acquired. If the interest is a controlling interest or has significant 

influence and market participants investing in that interest would consider improvements 

to the cash flows, those improvements would be considered. In many cases, however, 

private equity and venture capital-backed businesses are already being run optimally, and 

market participants would not assume improvements to the cash flows. 
 

It is important to consider the cash flows under current ownership when valuing an equity 

interest in the business, not because a minority interest has a different value than a 

controlling interest on a pro-rata basis given the total equity value consistent with market 

participant assumptions, but because a market participant acquiring a minority interest 

may not be able to modify the cash flows for the business. For example, for a family- 

owned business that is being run sub-optimally, market participants transacting in a 

minority interest would continue to assume those sub-optimal cash flows. Market 

participants transacting in a controlling interest would likely assume that they would 

make improvements to the cash flows, but would also likely require high returns 

considering the risk associated with making those improvements. 
 

Q&A 14.66: Valuations with Multiple Related Fund Investors 
 

Q: Two related funds each acquire 45 percent of a company (90% total acquired). How 

are control premiums or minority discounts included in the valuation of the 45% interest? 
 

A: In this situation, it is reasonable to assume that the investors’ interests are aligned. 

While each fund’s interest is a non-controlling interest, in aggregate, the investors have 

control of the portfolio company. The enterprise valuation would be performed 

considering the cash flows under current ownership and the required rate of return for the 

investment, calibrated to the transaction price. Each fund’s interest would then be 

estimated at the pro-rata share of the equity value. 
 

Information to Be Considered in the  Valuation 

Q&A 14.67: Incomplete Information 
 

Q: How do you factor incomplete information into a valuation estimate? 
 

A: Some funds make investments where they do not have information rights. In other 

situations, a portfolio company may stop providing information due to disruptions in the 

company’s operations, or extraordinary situations such as regulatory concerns or pending 

enforcement actions. In these situations, the fund still has the obligation to estimate the 

fair value of the investment. This fair value should reflect the price that would be 
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received to sell the asset in an orderly transaction on the measurement date. Thus, the fair 

value estimate should consider the information that market participants would have, 

including the valuation calibrated to the entry price and updated through the previous 

measurement date, any information available on company-specific performance, albeit 

limited, and overall sector trends. It may also be appropriate to consider whether market 

participants would require a higher rate of return for such an investment, given the facts 

and circumstances. 
 

Q&A 14.68: Use of Non-Public (“Inside”) Information 
 

Q: We have a 10% interest in a public company and have a seat on the board. How 

should the non-public (“inside” or “insider”) information be considered in the valuation 

of interests in public companies? 
 

A: To the extent that you hold shares that are identical to securities that are actively 

traded, the unit of account would be the individual share, the principal market would be 

the public stock market, and the valuation would be based on P*Q. To the extent that you 

hold shares that are not identical to the publicly traded securities, the unit of account 

would be the investment, and you would consider the information that a market 

participant conducting reasonable and customary due diligence on your position would 

have, to the extent that such disclosure would not violate securities law. Funds in 

possession of material non-public information may wish to consult legal counsel to assess 

whether it would be permissible to disclose this information to market participants. 
 

Q&A 14.69: Incorporating non-public information into the valuation 
 

Q: We have a controlling interest in a public company, in the form of convertible 

preferred stock. If we plan to make a change in the management team that will result in 

significant costs to the portfolio company but may also result in a better outlook, should 

we consider these changes in the valuation of the position, or should we wait to consider 

that in our valuation until the changes are announced and the company reports the 

impact? 
 

A: The valuation should reflect a market participant perspective, and should include only 

the information that a market participant would be permitted to receive under applicable 

securities laws. Since the fund’s interest is in the form of convertible preferred stock, 

rather than in common stock, a market participant transacting in the fund’s interest might 

have access to information that was not available to the public common stock market; 

however, in some cases, it might not be permissible to disclose such information. 

Therefore, after consultation with counsel, the fund would consider the information in the 

valuation that would be known or knowable to a market participant transacting in the 

fund’s interest. For example, if the information on your planned changes was not public 

and incorporating the information in the valuation would disclose these plans, the change 

in plans might be considered material non-public information. 
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Q&A 14.70: Post-valuation Event (Customer Financial Condition)—Assessment as Known 

or Knowable 
 

Q: As of the valuation date of December 31, 2X10, the fund was not aware that a major 

customer of the portfolio company filed for bankruptcy protection in late December. 

Consequently, the filing was not considered in the valuation assumptions. If the fund 

becomes aware of the bankruptcy filing in late January 2X11, prior to issuance of the 

valuation report, should the fund consider the possible effects of the filing on the 

valuation as of December 31, 2X10? 
 

A: Yes. Because the filing was a matter of public record, it was known or knowable by 

market participants as of December 31, 2X10, and should be reflected in the report to the 

extent that it would affect the valuation. Note, however, that a bankruptcy is often not 

fatal to a company, and its ability to continue as a customer and to meet its obligations 

might not be impacted by the bankruptcy filing. Therefore, it would be appropriate to 

consider the specific situation when estimating the impact on the valuation. 
 

Q&A 14.71: Post-valuation Event (Product Approval)—Assessment as Known or 

Knowable 
 

Q: The fund was estimating the fair value of its investment in the equity of a 

pharmaceutical company on February 1, 2X11, for the valuation date of December 31, 

2X10. As of December 31, 2X10, the Food and Drug Administration (FDA) was in the 

process of approving a new drug for the company; however, management of the company 

did not know whether the drug would be approved. Management was hopeful that the 

drug would be approved in the near future. Approval of the drug was obtained on January 

25, 2X11. Would the fund consider the drug approval event as part of the December 31, 

2X10, stock valuation? 
 

A: No. The actual drug approval event would not be considered in the valuation as of 

December 31, 2X10, because it was not known or knowable by market participants as of 

that date whether the drug approval event was going to occur on January 25, 2X11. The 

fund would consider the fact that the company had a drug with potential FDA approval 

when trying to value the company on December 31, 2X10. However, the fund would not 

base the company’s valuation on the fact that the FDA approval had been subsequently 

obtained but, instead, would base it on the likelihood of approval as of December 31, 

2X10. That is, the fair value estimate as of December 31, 2X10, would be the same, 

regardless of whether FDA approval was subsequently obtained or denied. The fund 

would consider disclosing the subsequent FDA action in the fund’s financial statements. 
 

Q&A 14.72: Expected Financing—Effect on Valuation 

Q: An enterprise, as of the valuation date of December 31, 2X10, is in negotiations for 

financing that is expected to occur in February 2X11. Should the "impending" financing 

be reflected in the valuation? 
 

A: Financing events are uncertain until they actually occur; thus, it was not known or 

knowable by market participants as of December 31, 2X10, that the enterprise will 
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definitely obtain the financing. However, the fund would consider the likelihood of 

possible event outcomes that existed as of the valuation date, including the likelihood of 

the financing event and the perspectives of those market participants who may participate 

in the financing. 
 

Q&A 14.73: Measuring Fair Value When the Volume or Level of Activity for an Asset or a 

Liability with Observable Prices or Quotes Has Significantly Decreased – Applicability of 

Guidance 
 

Q: Was the guidance in paragraphs 54C–54J of FASB ASC 820-10-35 provided solely 

for use during the “Great Recession” that occurred during 2007–2009? 
 

A: No. While the guidance in paragraphs 54C–54J of FASB ASC 820-10-35 was 

developed during the “Great Recession” and addressed the market disruptions of that 

period, the guidance is not restricted to that period. Other market disruptions may impact 

the reliability of observed prices for investments where traded prices or quotes are 

available, when there is not an active market. A reporting entity should carefully consider 

the factors outlined in FASB ASC 820-10-35-54C in arriving at a conclusion as to 

whether there has been a significant decrease in the volume or level of activity for an 

asset or a liability. Such analysis should consider the totality of information using the 

evidence available. FASB ASC 820-10-35-54D indicates that “[i]f a reporting entity 

concludes that there has been a significant decrease in the volume or level of activity for 

the asset or liability in relation to normal market activity for the asset or liability (or 

similar assets or liabilities), further analysis of the transactions or quoted prices is needed. 

A decrease in the volume or level of activity on its own may not indicate that a 

transaction price or quoted price does not represent fair value or that a transaction in that 

market is not orderly. However, if a reporting entity determines that a transaction or 

quoted price does not represent fair value (for example, there may be transactions that are 

not orderly), an adjustment to the transactions or quoted prices will be necessary if the 

reporting entity uses those prices as a basis for measuring fair value and that adjustment 

may be significant to the fair value measurement in its entirety.” Paragraphs 54D–54M of 

FASB ASC 820-10-35 provide guidance that is useful in making that determination. 
 

Q&A 14.74: Measuring Fair Value When the Volume or Level of Activity for an Asset or a 

Liability with Observable Prices or Quotes Has Significantly Decreased – Objective of a 

Fair Value Measurement 
 

Q: Does a significant decrease in the volume or level of activity for an asset or a liability 

change the objective of a fair value measurement under FASB ASC 820? 
 

A: No. As indicated in FASB ASC 820-10-35-54G, “[e]ven when there has been a 

significant decrease in the volume or level of activity for the asset or liability, the 

objective of a fair value measurement remains the same. Fair value is the price that 

would be received to sell an asset or paid to transfer a liability in an orderly transaction 

(that is, not a forced liquidation or distress sale) between market participants at the 

measurement date under current market conditions.” 
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Q&A 14.75: Measuring Fair Value When the Volume or Level of Activity for an Asset or a 

Liability with Observable Prices or Quotes Has Significantly Decreased – Rules of Thumb 

or Quantitative Thresholds 
 

Q: May I include “rules of thumb” or quantitative thresholds in assessing when the 

volume or level of activity for an asset or a liability has significantly decreased? 
 

A: While such “rules of thumb” or quantitative thresholds may be useful for initially 

assessing when the volume or level of activity for an asset or a liability has significantly 

decreased and assessing whether there is an active market for the asset or liability, the 

Task Force believes that undue reliance on rules of thumb or quantitative thresholds 

(that is, using such rules as a sole basis for making this determination) without a thorough 

consideration of the factors outlined in paragraphs 54C–54J of FASB ASC 820-10-35 

could lead to inappropriate conclusions. 
 

Remeasurements Relating to Changes in Portfolio Company  Financials 

Q&A 14.76: Remeasurements relating to Restatements of the Portfolio Company’s 

Financial Statements 
 

Q: If a portfolio company restates its financial statements subsequent to the measurement 

date, to correct an error in a previous period, does a fund need to revise its fair value 

measurement of that portfolio company as of the measurement date? 
 

A: Generally, significant events that occur after the measurement date, or changes in the 

facts and circumstances surrounding a particular investment, would likely lead to changes 

in the methodologies or assumptions that market participants would use in measuring fair 

value as of the date that those events or changes occurred. However, with respect to a 

prior measurement date, the impact of these changes or events could be different and 

would primarily depend on what was known or knowable as of the measurement date. 

(The considerations around subsequent events are discussed in further detail in 

chapter 11, “Backtesting.”) 
 

In general, an investor looking to make a new investment in a company will have 

significant access to information about the company when making its investment 

decision. Therefore, as a first step in determining whether a prior fair value needs to be 

revised as a result of a portfolio company’s restatement, the fund would evaluate what 

information was known or knowable as of the measurement date from the perspective of 

market participants conducting the usual and customary due diligence. If after this 

evaluation, the fund determines that the cause (or causes) of the restatement did not exist 

or could not have been known as of the measurement date from a market participant 

perspective, then it would be reasonable to assume that the fund’s fair value measurement 

as of the measurement date need not be revised for the subsequent restatement. 
 

If on the other hand, the fund determines that the factors around the restatement existed 

and were known or knowable as of the measurement date from a market participant 

perspective, the fund would analyze those factors and verify if those were incorporated in 
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its fair value estimate as of the measurement date. If the fund failed to consider those 

factors as of the measurement date, then it would reassess how those factors would 

impact fair value, and if necessary revise the assumptions used and the concluded fair 

value as of the measurement date. 
 

Q&A 14.77: Remeasurements Relating to Accounting Changes 
 

Q: If a portfolio company restates its financial statements subsequent to the measurement 

date as a result of an accounting change that does not affect free cash flow, such as a 

change in revenue recognition policy, does a fund need to revise its fair value 

measurement of that portfolio company as of the measurement date? 
 

A: From a purely theoretical perspective, the fair value of an interest in a business would 

not change as a result of a change in accounting policy. The fair value of an interest in a 

business is based on cash flows; therefore, changes in accounting policy, especially those 

policies that do not have an effect on a portfolio company’s expected cash flows such as 

revenue recognition, typically would not have a significant effect on fair value. 
 

Nevertheless, fair value is often measured using financial metrics (e.g., revenue, 

EBITDA) that may be affected by adopting different revenue recognition policies. 

For instance, changes in revenue recognition could mechanically lead to a different fair 

value estimate when using the market approach based on multiples of the company’s 

reported financial metrics or the income approach based on the projected financial 

information for the company, even when the fundamental operations or underlying risk of 

the business has not changed. This situation highlights one reason that it is important not 

to perform valuations using a purely mechanical approach. 
 

As such, the task force believes that it would be appropriate for the fund to determine 

whether the revision in the portfolio company’s reported revenues (or other accounting 

changes) would ultimately translate into a different set of cash flows (or a different level 

of risk) that would impact the value to the equity holders. When using a market approach, 

the fund also would consider how these accounting changes affected the selected 

guideline public companies or transactions, and the corresponding estimated multiples. 

For example, the calibrated multiple from the original investment date may need to be 

adjusted to remove the impact of the change in accounting policy. In situations where 

some of the guideline public companies have different accounting policies than others, 

the multiples for the guideline public companies may need to be adjusted to be consistent 

and relevant given the portfolio company’s policy. 
 

Similarly, changes in the projected financial information for the company could be 

impacted by changes to the company’s accounting policy, unless adjustments are made to 

eliminate the impact. When using an income approach, the fund would consider the 

expected cash flows to the business, which would generally not be affected by accounting 

policy. 


