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Establishing Fair Value
This presentation is organized in five parts:
1.
2.
3.
4.
5.

Framework
Financial Assets
Physical & Intangible Assets
Liabilities
Planned Changes
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Fair Value is
“the price that would be received from
selling an item or paid to transfer a
liability in an orderly transaction
between market participants at the
valuation date”
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It is not only a “NUMBER” for an EXIT price
(what it can be sold for) but also a
FRAMEWORK to calculate the amount.
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The framework has six stages:
1.
2.
3.
4.
5.
6.

Determine Unit of Account (Particular Item)
Evaluate Valuation Premise
Assess the Principal Market
Establish Most Advantageous Market
Select Valuation Method
Estimate Fair Value
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US Fair Market Value is
“The price expressed in terms of cash
equivalents, at which property would change
hands between a hypothetical willing and able
buyer and a hypothetical willing and able
seller, acting at arm’s length in an open and
unrestricted market, when neither is under
compulsion to buy or sell and when both
have reasonable knowledge of the relevant
facts, “in Canada, the term price is replaced
with highest price.”
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This is the most likely price between a willing
buyer and a willing seller and therefore is not
the same as Fair Value under the Framework,
which:






Involves the Highest and Best Use
Identifies principal or most advantageous market
Involves the assumptions of market participants
Has a hierarchy of inputs and related conclusions
Allows all three valuation approaches and
numerous methods under each
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Unit of Account
 Stage 1 is to determine what is being valued –
the unit of account
 |It may be a stand alone item, a group of
related items such as an operating plant, a
business, a technology or even a liability

9

Examples
 A loan portfolio (Financial)
 An office building (Realty)
 An operating plant (Capital)
 A brand (Intangible)
 A single publicly traded share

10





It is based on the level at which the item is
aggregated or disaggregated in accordance
with applicable GAAP or IFRS
It must reflect the item’s specific
characteristics:
 Condition
 Location
 Restrictions on sale or use
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VALUATION PREMISE
Stage 2 is evaluating the valuation premise
 This is established based on the highest and
best use of the item by market participants
 It may differ from management’s intended or
existing use.
 An entity operates a property as a restaurant
– market participants consider the highest
and best use is a parking lot – the latter
would establish fair value.
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The highest and best use of an item is
 In-use: if the item would provide maximum
value to market participants principally
through its combination with other items as a
group.
 This mainly relates to Physical and Intangible
assets
 Even when the in-use valuation premise is
applicable, fair value is still a market-based
amount reflecting how market participants
would use the items.
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In-exchange: if the item would provide
maximum value principally on a stand-alone
basis.
The valuation premise should be based on
the specific facts and circumstances.
In-use may apply to a single unit of account,
such as a Reporting Unit, if the underlying
items are used together. It also applies when
combining multiple reporting units.
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Once the exit market has been determined,
market participants’ assumptions for each
valuation premise are developed.
The interaction between the valuation
premise and the appropriate market is
iterative.
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Market Participants
 The concept of market participants is a key
element of Fair Value ensuring that its
amount is market based rather than entity
specific.
 They are similar to but not the same as the
willing buyers, willing sellers of Fair Market
Value.
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These are buyers and sellers in the relevant
markets who are:
 Independent of the entity
 Knowledgeable about the item and transaction
from available information including usual and
customary due diligence efforts
 Able to enter into a hypothetical sale
 Willing to deal – motivated but not forced or
otherwise compelled
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In identifying candidates, management
should consider factors specific to the item,
the market and entities with whom the firm
would transact.
A profile of potential candidates should be
made.
Specific market participants need not be
identified.
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In most cases, the process is straightforward
as there may be general knowledge of
potential buyers.
Sometimes management needs to make
assumptions about the type of market
participant that may be interested.
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Restricted Assets
 Certain items have restrictions on sale or
transferability.
 Their fair value should reflect the discount, if
any, a market participant would require as a
result.
 This depends on their expected attitude.
 Land is donated to a not-for-profit
organization subject to contract restrictions
on its use.
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If the contractual restrictions would not be
legally transferred on sale, they are specific
to the organization and another owner could
use the properties based on its zoning.
Such restrictions do not affect the fair value
as they would not be considered by market
participants.
If the restrictions would be legally transferred
then they should be considered.
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Interaction of Unit of Account & Valuation Premise
 The unit of account represents what is being
valued.
 Individual units of account should be aggregated
to achieve their highest and best use.
 Such groupings must be established from the
perspective of market participants and reflect the
entity’s access to the market.
 A single unit of account may not be included in
more than one group in estimating fair value.
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In establishing the appropriate market,
managements may need to consider if
different groupings of items would provide a
higher value.
Disaggregation determines the fair value of a
unit of account based on an individual sale of
its components; this applies if a sale would
maximize the value and the entity has access
to the relevant markets.
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Caution should be exercised in estimating
values on this basis.
Only when a strong fact pattern supports the
view that market participants would
disaggregate to maximize returns, may an
item be so valued.
If an item is customarily sold at a level below
the full unit of account, an entity may
consider the markets into which the
components may be sold as indications.
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The item must be valued in its current form
and any transformation, or value adding
activity deducted.
When applying the concepts of both
aggregation and disaggregation, it is critical
to ensure that the ultimate valuation relates
solely to the unit of account.
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This is based on the highest and best use for
the item based on the perspective of market
participants, even if the entity intends a
different one.
The highest and best use is an integral part
of identifying potential markets where the
item can be sold and establishes the
appropriate valuation premise either “in-use”
or “in-exchange”.
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Highest and Best Use of an item is that which
gives the greatest return from the point of
view of the Market Participants and is:
 Physically possible
 Legally permissible
 Financially feasible

27

Example – Unit of Account – Oil into Gasoline
 Better Refining Inc. is in the business of
transforming crude oil into gasoline
 It enters into a forward contract which
qualifies as a derivative instrument for
hedging purposes to purchase a quantity of
crude.
 When determining the fair value of this
contract Better plans to consider as the
principal market, that for gasoline in which it
constantly deals.
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Valuing crude oil on the basis of the price of
gasoline is not an appropriate application of
the principal market or highest and best use
concepts.
The unit of account for the hedge is the
complete contract.
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Conversion into gasoline would not provide
an appropriate value because the price
differential relates primarily to the refining
process and not to the unit of account.
The potential markets for the hedge would be
a wholesale market to which the crude could
be shipped.
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Example - Unit of Account Loan Portfolio
 Mutual Bank is estimating the fair value of its
loan portfolio.
 It has access to both the whole loan and
securitization markets.
 The bank has historically sold a majority of
its loans through securitizations.
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Management determines that the whole loan
market is not its principal market.
A portfolio of whole loans is often aggregated
and “transformed” into securities through a
“true sale” of the entire portfolio to a trust,
which undertakes subsequent distributions
(sales) of beneficial interests to investors
(disaggregation).
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A bank with access to the securitization
market may consider it in the establishing the
most advantageous market for its whole
loans.
However, securitization involves costs and an
estimate of their impact must be subtracted
from the fair value attributed to the unit of
account (the individual loan).
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Fair value should be focused on the actual
item that is being valued and not what it may
become.
Depending on the facts and circumstances, it
may be reasonable to incorporate
assumptions and impute a market price by
working backward from a downstream
outcome.
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Principal Market
Stage 3 is assessing the principal market
 After determining potential markets, their
participants and valuation premises,
management must consider which are
accessible.
 In each potential market, the entity should
review the appropriate indicators of value.
 An entity may need to consider more than
one potential market.
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To determine fair value of an item, an entity
may need to estimate the amount in multiple
markets and consider both valuation
premises.
If the entity has a principal market, it can
expedite stages three and four.
An entity cannot incorporate potentially more
advantageous markets into fair value when it
has a principal market.
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In determining the appropriate market, an
entity should look first to the market that
represents a majority of its volumes as the
principal market.
If it regularly buys or sells a particular item in
a single market that is the appropriate one.
In most cases, the principal market is also the
most advantageous market. Management
does not have to continuously evaluate
multiple prices for an item to determine the
most advantageous market.
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Most Advantageous Market
Stage 4 is establishing the most advantageous
market.
 If the reporting entity does not have a
principal market for a particular item, it
should evaluate all potential markets based
on the “highest and best use” from the
perspective of their participants to establish
the most advantageous.

38

Types of Markets
 Exchange markets: in which closing prices are
both readily available and representative of
fair value.
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Dealer markets: in which firms stand ready to
trade for their own account, thereby
providing liquidity by holding an inventory of
the relevant items. Typically, bid and asked
prices are more readily available than closing
prices and are common for financial
instruments, commodities, materials and
capital items (automobiles and some
equipment).
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Broker markets: In those (the most common)
participants actively match buyers with sellers
but do not stand ready to trade for their own
account. For a broker quote to be observable,
an entity needs transparency into the market
data used to develop the quote and judge if it
qualifies.

41





Principal markets: Principal transactions (both
originations and re-sales) are negotiated
independently, with no intermediary. Very
little information about these deals is usually
publicly available.
Management should consider the
characteristics of the type of markets in
assessing whether a valuation input is
observable.
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Multiple uses and many participants
 Often there is more than one potential exit
market, multiple possible uses and many
market participants.
 Valuators are not required to continuously
search across all possible markets, in which
transactions for the item can be observed, for
the most advantageous price.
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Nor need they undertake all possible efforts
to obtain information about the assumptions
that market participants would adopt or
otherwise establish the absence of contrary
data indicating that they would apply
different assumptions.
Management need only use information
reasonably available to it when developing its
profile of market participants.
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Management should consider realistic
scenarios as to how identified market
participants would use the item(s) when
assessing the valuation premises.
Those should be based on the nature of the
item, its history, knowledge about the
market, and other relevant information.
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After an entity has determined potential
markets, it should value the item in each of
them, considering transaction costs, to
identify the most advantageous.
The one giving the highest value, after
transaction costs, for an item or the lowest
amount paid to transfer a liability is the most
advantageous.
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Orderly Transactions
 Fair value is the price that would be received
in “an orderly transaction between market
participants.
 Those assume exposure to the market for a
period before the valuation date to allow for
usual and customary marketing activities.
 The definition emphasizes the use of market
participant assumptions.
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The concept precludes a distress sale or a
forced liquidation.
The normal lead time for a sale of a physical
or intangible item is approximately three
months for marketing and buyer due
diligence.
An entity needing cash quickly may agree to a
sale at lower-than-market prices which
would not represent fair value.
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Market Prices
 Increases in defaults on sub-prime mortgage
and turmoil in credit markets during 2008
and 2009 raised questions as to whether
market prices for financial items are fair
value.
 If orderly transactions occur between market
participants in a normal and customary
manner, they are not “forced” sales.
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When there are no market transactions or
observable trading, valuators have to rely on
other market inputs (e.g., credit spreads on
similar securities or ratings), apply judgment,
and make informed estimates.
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Market Selection
 The principal or most advantageous market is
determined from the perspective of the
entity, to allow for differences among those
with more than one activity.
 Different reporting (GAAP) or cash generating
(IFRS) units within an entity may transact in
different markets
 Each separate unit must individually consider
its principal or most advantageous market.
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Not all entities have access to the same
markets
Items can be exchanged in a number of
markets
Separate markets may have different prices
Participants in each may vary.
Inaccessible known markets may be
considered in developing the inputs for a
hypothetical transaction even though they
should not be considered a principal or most
advantageous market.
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A single entity may have several fair values for
identical or similar items depending on the
relevant units and the markets in which they
transact.
Each unit must consider the facts and
circumstances appropriate to its valuation of an
item and follow the Framework irrespective of
other unit holdings of identical or similar items.
Fair values within an arena are determined based
on the assumptions of market participants.
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Transaction Costs
 The price in the relevant market may not be
adjusted for transaction costs.
 They represent incremental expenses for the
sale.
 They are not an attribute of the item, merely
specific to the transaction and will differ
depending on its nature.
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They are considered in assessing the net
proceeds for the most advantageous market.
When location is a characteristic of an item
(e.g., a physical commodity), fair value
includes transportation costs.
Moving a physical item to the market is part
of fair value based on its prices.
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Disposal Costs
 Normally such items are excluded from fair
value.
 For certain items, such as real estate, market
participants may assume a holding period.
 Therefore, they will often include the costs
associated with selling the item at the end of
the holding period in its estimated fair value.
 These represent a buyer’s costs and should
be excluded when determining an exit price.
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Example – Market Selection
 Ascendo Corp has identified a certain item of
equipment is impaired.
 The amount of the charge depends on its fair
value.
 Identical items in can be sold in three
markets: retail, wholesale or auction.
 None is Ascendo’s principal market because it
does not regularly trade equipment.
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As there is no principal market, the fair value
is based on the most advantageous.
This is that market from Ascendo would
receive the highest net proceeds.

Price
Transportation Costs
Fair Value
Transaction Costs
Net Proceeds

Retail Wholesale Auction
$
$
$
10,000
9,700
9,500
(200)
(300)
(150)
9,800
9,400
9,350
(500)
nil
(468)
9,300
9,400
8,882
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Therefore, the fair value is the wholesale
market figure of $9,400.
Different transaction costs may change the
conclusion.

Fair Value
Transaction Costs
Net Proceeds

Retail Wholesale Auction
$
$
$
9,800
9,400
9,350
(300)
(200)
9,500
9,400
9,150
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In this case, the relevant market is the retail
market as it yields the highest net proceeds
($9,500), resulting in a fair value of $9,800
rather than $9,400.
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Market Participants
 Fair value is based on the assumptions of
market participants (not entity-specific).
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No apparent exit market
 In this situation, an entity should determine
the characteristics of a market participant
(strategic or financial buyers) to which it
would hypothetically sell the item.
 Once such characteristics have been
determined, the assumptions that they would
use to price the item should be identified.

62







This may be best done by constructing a
notional market for the item based on the
entity’s assumptions about what others
would take into account in negotiating a
purchase.
Key considerations may include the item’s
specific location, condition, assumed market
growth, expected depreciation, availability of
certain synergies and appropriate risk
premium.
Many intangible items have no exit market.
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Costs Included in Fair Value
 For land zoned for agricultural use and
currently used for farming, fair value should
reflect the existing cost structure.
 If participants would consider an alternate
(e.g. development) the highest and best use
their fair value should include all expenses
(e.g., legal costs, viability analysis, traffic
studies, demolition and other costs),
associated with adopting the intended use.
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Rezoning reflects an element of uncertainty
related to when, or even if, a proposal obtains
approval.
The fair value of the land should reflect this.
The choice of principal or most advantageous
markets is based on the entity’s business
model and market access.
If there are no accessible markets
management must develop a hypothetical
market based on the assumptions of
potential market participants.
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VALUATION METHODS
 Stage 5 is to select the valuation methods
 Any method under one of the standard
valuation approach – market, income and
cost may be used.
 All should be considered and those selected
as appropriate when market participants’
assumptions can be obtained without undue
cost and effort.
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Market Approach
 Prices and other relevant information
generated by market transactions involving
identical or comparable items or liabilities
(including a business interest).
 Ranges of market multiples, such as Price
Earnings Ratios (PER), are often derived from
a set of comparables.
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The selection of where within the range the
appropriate multiple falls requires judgment,
considering qualitative and quantitative
factors specific to the situation
Matrix pricing is a mathematical technique
commonly used to price bonds by relying on
their relationship to other benchmark quoted
prices.
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Income Approach
 The income approach converts future
amounts (cash flows or earnings) for either
the next year (capitalization) or a projected
period (discounting) to a single amount.
 The value indicates current market
expectations about future activities.
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They also include present value techniques,
both closed form (Black-Scholes) as well as
binomial option-pricing models, and multiperiod excess earnings
An entity should use the appropriate method
based on the facts and circumstances specific
to the item or liability being measured.
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Discounted Cash Flows


Key elements from the perspective of market
participants to be considered in developing a
fair value are:
◦ Projections of future cash flows
◦ Expectations about possible variations in their
amount and timing (scenarios)



Time value of money based on the risk-free
rate for durations coinciding with cash flows
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◦ Risk premiums due to:
 nature of item (equity risk premium)
 industry features
 specific entity characteristics




Other factors considered by market
participants
Adjustments reflecting systematic (nondiversifiable) risk can be made to either the
projected cash flows or the discount rate.
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Adjusting the expected cash flows to reflect
systematic risk is very difficult.
The discount rate applied to the expected
cash flows is often the weighted-average cost
of capital that would be required by a
marketplace participant.
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Cost Approach
 The cost approach is based on the amount
that currently would be required to replace
the service capacity of an item (current
replacement cost).
 It assumes that the fair value does not exceed
what a market participant would pay to
acquire or construct a substitute item of
comparable utility, adjusted for conditions.
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This includes “physical decline, functional
(technological) deterioration and economic
(external) obsolescence.”
The replacement cost method considers the
impact of product improvements and changes
in management’s assessment of the
replacement cost.
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Application of Valuation Techniques
 The Framework does not prescribe which
valuation technique(s) should be used for fair
value and does not prioritize among them
 The techniques chosen should be appropriate
in the circumstances.
 The choice may be affected by the availability
of relevant inputs as well as by their relative
reliability.
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In some cases, one method may provide the
best indication of fair value.
In other circumstances, more than one is
appropriate.
When reconciling various amounts, frequently
one or more techniques are not relevant
either due to limited data or the type of item.
Due to the assumptions, the results may not
be equally representative of fair value.
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When multiple techniques are used,
management must evaluate and weigh the
results, as appropriate, developing a range of
possible conclusion.
Fair value will be the most representative
point within that range in the specific
circumstances.
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The techniques adopted for a particular type
of item should be consistently applied,
however, it is appropriate to change them or
their application if the result is a figure that
better represents fair value.
A change in a particular method’s weighting
within multiple techniques may be
appropriate based on altered facts and
circumstances.
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A change may also be warranted as new
markets develop, additional information
becomes available, and valuation techniques
improve.
Revised fair values from modifications in the
techniques adopted or their application are
treated as a change in accounting estimates,
affecting current and future reporting
periods.
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Fair Value Hierarchy
 To increase consistency and comparability,
the Framework established a three level fair
value hierarchy for inputs; it distinguishes
between inputs observable in the marketplace
(more objective) and those that are
unobservable (more subjective).
 Valuator Inputs broadly refer to assumptions
that market participants use to make pricing
decisions, including risk.
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Level 1: Observable, quoted prices
(unadjusted) for identical items in active
markets
Level 2: Quoted prices for similar items in
active markets or for identical/similar items,
with no active market other than those in
Level 1, that are directly or indirectly
observable for substituting the full term.
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Level 3: Unobservable inputs (e.g., an entity’s
own data) but market participants’
perspective still required.
Sometimes a valuation technique may include
inputs from several levels of the hierarchy.
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The lowest level of significant input
determines the position of the entire
measurement.
Assessing the significance of a particular
input requires judgment.
It is important to determine which values are
based on Level 3 inputs because certain
disclosures are required only for them.
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Observable Inputs
 Methods for measuring fair value should
maximize observable inputs regardless of the
approach.
 Inputs include reported prices, volatility
factors, specific and broad credit data,
liquidity statistics and any other factors that
have more than an insignificant effect on fair
value.
 Determining “observable market data”
requires significant judgment.
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Prices or quotes from exchanges or traded
markets (e.g., Shanghai, Hong Kong, London
or New York Stock Exchanges, Chicago or
New York Mercantile Exchanges or Tokyo
Commodities Exchange) which have sufficient
liquidity and activity.
Proxy market data that is proven to be highly
correlated and has a logical, economic
relationship with the instrument that is being
valued (e.g., electricity prices in different
“zones”).
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Criteria that data is observable or marketbased:
Observable
Market-Based
Not proprietary
Reliable
Readily available
Based on a consensus within
Regularly distributed
observable ranges
From multiple independent sources Sources actively involved in the
Transparent
market
Verifiable
Supported by actual transactions



Judgment should be based on the
preponderance of evidence.
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Allocation under an in-use premise
 Certain types of valuation adjustments (e.g.,
for credit or liquidity risks) may most easily
be determined at a portfolio level.
 For financial reporting purposes management
needs to attribute these to individual
transactions.
 This should be under a reasonable, practical,
consistently applied policy such as by relative
fair value to individual units of account.
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Observable Data
 Not proprietary: comes from external sources
and is available to and regularly used by,
participants in the relevant market/product
sector as a basis for transactions or verifying
quotations.
 Readily available: market participants are able
to obtain access for a reasonable fee.
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Regularly distributed: available in a timely
enough manner to be used in pricing
decisions. Users should verify that changes
between intervals have not occurred that
would render the data meaningless.
Multiple independent sources: should be
obtainable from more than one independent
source, such as broker quotes and pricing
services for financial instruments.
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Transparent: sources providing or
distributing the data and their role in a
particular product/market is transparent and
known to be reliable.
Verifiable: The data should be verifiable with
evidence that users regularly confirm the data
are able to directly contact the provider for
verification.
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Market-Based
 Reliable: Reflects actual market parameters
and is subject to periodic testing and
controls. Entities should test and review the
reliability of a source’s data on an ongoing
basis before actually using it for fair value.
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Based on consensus within observable
ranges: data provided by multiple sources
should be comparable within a reasonably
narrow range before it demonstrates a
market consensus. The data should be
consistent with one source verifying others.
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Sources actively involved in the market: data
should originate from an active participant
with respect to the relevant product within
the applicable market.
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Supported by market transactions: Although
data need not be traced directly to a “live” or
“perfectly offsetting” transaction, there
should be evidence that the information is
drawn from actual transactions or used to
price actual trades.
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A broker quote, for example, should be from
a known organization based on substantial
experience reliably quotes prices at which
actual transactions can be executed.
Even if inputs are based on observable data,
the models that incorporate them should be
reviewed and reassessed on an ongoing
basis.
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If the entity is a retail customer without
access to the wholesale market, its quoted
prices are not Level 1 inputs.
Available inputs may affect the choice of
valuation technique.
When Level 1 inputs are available a market
method may provide better evidence of fair
value than an income method.
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The Framework offers a practical expedient
for the fair values of a large number of
similar items (e.g., debt securities) for which
quoted prices in active markets are available
but not readily accessible allowing valuation
of fair value by an alternative method (e.g.,
matrix pricing) provided that the entity
demonstrates that the method reasonable
replicates actual prices.
The resulting figures are based on Level 2
inputs.
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Subsequent Events
 In some situations, significant events (e.g.,
principal transactions, broker trades, or
announcements) may occur after the close of
a market but before the valuation date.
 Such quoted market prices may not be
representative.
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Value Conclusions
Stage 6 is estimating Fair Value
 The result of the market determination
process and the application of appropriate
valuation methods will be fair value.
 When the conclusion applies to an item group
valued “in-use”, the total must be allocated to
each unit if based on the specific facts and
circumstances.
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GAAP Impairment Test
 Superior Products Company is performing
Step 1 of its annual GAAP impairment test of
goodwill.
 The goodwill has been allocated among two
reporting units.
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The test should be performed for each
reporting or cash generating unit which is the
unit of account.
 Management evaluates the potential markets and
market participants and determines that each
individual reporting units may be sold separately
 combining the units may provide the highest
value to market participants
 there is no principal market for any unit
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Management concludes that the in-use
premise provides the maximum value from
the perspective of market participants.
The unit of account is the individual reporting
unit.
Therefore, the additional $20 million realized
from aggregating the reporting units must be
allocated to the individual units of account
based on management’s judgment as to the
contribution of each, to the total.
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Often this is on the basis of relative fair value.

Individual Value
Increase due to aggregation
Fair Value

Unit A
80
8
88

Unit B
120
12
132

Total
$million
200
20
220
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Effect of method on classification of input
 The appropriate method should be selected
based on the facts and circumstances
irrespective to the classification of available
inputs.
 An entity is required to use those methods
that are appropriate in the circumstances and
for which inputs are available without undue
cost.
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Valuators commonly use models to calculate
fair values for certain items such as
derivatives, impairments of long lived items
and illiquid items like real estate.
They may also be used for the fair values of
item retirement obligations.
The level of such conclusions are determined
by their inputs, not on the methodology or
the model.
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In-use premise for Financial items
 The highest and best use for financial items
is normally in-exchange.
 The in-use concept is central to how certain
items are traded and/or valued.
 This is particularly true for items traded in
relatively homogeneous pools such as certain
mortgages, insurance policies or derivative
portfolios.

107







Frequently, complex models are applied to
develop forward curves and other inputs;
inextricably linking the models and inputs.
A model does not automatically result in a
Level 3 fair value.
A standard model used to calculate a value
with only observable inputs is likely to be
Level 2.
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However, to the extent that adjustments or
interpolations are made to them, the
valuation may fall into Level 3.
If the model is proprietary and relies on
unobservable inputs, the result will be Level
3.
A non-actively traded financial instrument is
valued by a proprietary model with
unobservable inputs.
A broker provides a quoted price.
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Provided the model does not include
management’s assumptions as adjustments
to the data, the inputs, measurement, may be
classified as Level 2.
If the valuator is required to develop a
forward price curve because the term of the
contract exceeds the period for which
observable inputs are available, or otherwise
adjusts the observable data, the conclusion
would is Level 3 if the adjustments are
significant.
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Therefore, there are two potential markets –
in-exchange (sold individually) or in-use
(sold together).
The indications of value in the potential
markets are:
◦ In-exchange – sale of individual units for $80
million and $120 million for a total of $200 million.
◦ In-use – sale together for $220 million.
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Mortgage Loans
 Mortgage loans often are pooled and
sold/securitized with others having similar
characteristics.
 The secondary mortgage market is highly
efficient at predicting cash flows on pools of
loans but inefficient at forecasting those on
any single component.
 Uncertainty in cash flow projections is a
major driver of the value of these items.
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Individual loans may be too small to be
traded in a liquid market.
If the holder has access to the securitization
market, it may be appropriate to value its
mortgage portfolio, the in-use valuation
premise assuming they will be either sold or
securitized as part of a pool.
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Insurance or Guarantee Risks
 Insurance or guarantee risks often are
evaluated and priced as pools.
 The market for assuming such risk can
predict with reasonable accuracy the
expected losses on car insurance for a large
pool of drivers, but is inefficient on a driverby-driver basis.
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Uncertainty in cash flow projections is a
major driver of the value of such liabilities.
Insurance or guarantee liabilities are often
valued by assuming the transfer to a market
participant of a pool with multiple contracts
under the in-use premise.
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Derivative Portfolio
 The nonperformance risk of a portfolio of
derivatives is often mitigated by collateral or
netting agreements.
 Under certain arrangements, it may be
appropriate to consider the credit exposure
by valuing the underlying derivatives as a
group.
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Many financial institutions evaluate the
liquidity risk of a derivative portfolio on a net
basis as in most cases the institution would
only transfer its derivative positions on that
basis.
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Valuators should establish and consistently
apply a policy for identifying and
incorporating such events that may affect fair
value.
If an entity adjusts the quoted price, the
valuation will be classified as Level 1.
Fair value should reflect only facts and
circumstances that exist on the specified date
including events occurring before it or that
were then reasonably foreseeable on the
date.
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Financial assets are the basis for many of the
fair value concepts.
In the US securities represent more than half
the total assets of all corporations.
Most of them have some kind of market, even
shares of privately owned companies.
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Active Markets
 An active market is one in which transactions
for the item occur often enough and with
sufficient volume to provide pricing
information on an ongoing basis.
 A Level 1 observable input becomes a Level 2
if the information relates to a market that is
no longer active.
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There are many securities for which
aggregated broker data is published
occasionally but in which trading does not
occur on a regular basis.
In determining the level of such inputs, the
valuator should consider what recent activity
the quote is based on, as well as trends in
trading volumes.
After all the facts and circumstances have
been examined, such a quote may be a Level
2 or even a Level 3 input.
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Pricing Services
 Other than exchange traded items, for an
input to qualify as Level 1, the price should
be obtainable from multiple sources.
 To support a broker quote or pricing service
data as a Level 2 input, the valuator should
understand how the figure was developed,
including the nature and observability of the
underlying factors.
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Additional corroboration could include:
 Discussions with pricing services, dealers,
or other entities to collect other quotations
for identical or similar items to corroborate
the price
 Back-testing of prices to determine
historical accuracy
Comparisons to valuation model outputs.
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Blockage Factors
 The fair value of a portfolio of financial
instruments with active markets is the sum of
the quoted price for each individual items
multiplied by the quantity held.
 The application of a blockage factor is
specifically prohibited.
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This is a discount applied to reflect the
inability to trade a block of the security
because the market for the security, although
active, could not absorb the entire quantity
involved at one time without adversely
affecting the quoted price.
This is because it introduces management’s
intent (to trade in blocks) into the valuation
reducing comparability.
Discounts for lack of marketability or absence
of control may be applied.
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Level 2 Considerations
 Level 2 inputs prices are either directly or
indirectly observable but do not qualify as
Level 1:
 Quoted prices in active markets for similar
items.
 Quoted prices for identical or similar items in
markets that are not active.
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 Markets with relatively few transactions, where
prices are not current, or quotations vary
substantially over time or among market
makers (broker markets), or in which little
information is publicly available (principal
markets).
 Observable inputs other than quoted prices
(interest rates and yield curves, volatilities,
prepayment speeds, loss severities, credit risks,
and default rates).
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Inputs derived from or corroborated by
observable market data through correlation
or by other means (market-corroborated
inputs).
Adjustments to Level 2 inputs are usually
required for the condition and location of the
item and the volume and level of activity in
the applicable markets.
An adjustment that is significant to the fair
value may place the conclusion in Level 3.
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Some figures from extrapolation or
interpolation may be corroborated by
observable market data (e.g., extrapolating
observable 1- and 2- year yields to derive
those for 3-year securities) and considered
Level 2 inputs.
Extrapolating short term data to measure
longer term inputs often requires
assumptions and judgments that cannot be
corroborated by observable data and
therefore, are a Level 3 input.
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Level 3 Considerations
 These are unobservable amounts which only
should be used to measure fair value to the
extent that observable inputs are not available.
 The fair value objective is still an exit price from
the perspective of a market participant that owns
them.
 Therefore, unobservable inputs must reflect the
entity’s expectations about the assumptions that
market participants would use in pricing the
item.

130







They are developed based on the best
information available in the circumstances,
which might include internal data.
If the entity uses its own data to develop
Level 3 inputs, it should be adjusted if
information is reasonably available that
indicates that market participants would use
different assumptions.
Significant judgment is involved in
categorizing inputs within the fair value
hierarchy.
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A pricing service offering quoted prices for
actively traded equities is supplying Level 1
inputs.
A quote for a corporate bond based on matrix
pricing may be a Level 2 or Level 3 input
depending on the data and the model.
A price for a residential mortgage-backed
security will likely be Level 3 due to the lack
of trading, in such securities and the limited
depth and liquidity of such markets.
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Some valuators rely on pricing services or
published prices that represent a consensus
reporting from multiple brokers.
In such situations, it may not be clear if that
price represent actual transactions.
Generally, the more unique the item and the
less liquid it is, the more due diligence is
required to support a Level 2 input.
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Without additional supporting information,
prices from a single broker or a pricing
service, are only indicative values or proxy
quotes representing Level 3 inputs.
Ultimately, it is management’s responsibility
to determine the appropriateness of its fair
value measurements and their classification.
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Specific Risks
 The fair value of an item reflects assumptions
a market participant would use, including
risks inherent in a particular method as well
as the relevant inputs.
 A figure (for example, ‘mark-to-model’) that
does not include an adjustment for risk is not
fair value.
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Such measurements should be adjusted for
the amount market participants would
demand because of the uncertainties
associated in a selected technique as well as
in the necessary inputs.
Determining the appropriate adjustment can
be complex.
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Market Participant’s Assumptions
 As a start an entity could consider itself or
similar entities as a proxy for market
participants looking beyond its own policies.
 The following methods may be applicable to
establish market participant assumptions
with Level 3 inputs:
 Calibrate models against recent similar
transactions for evidence of expected pricing
beyond observable market inputs.
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 Adopt common industry conventions (e.g.,
quoted default rates to establish credit
reserves, WACC as the discount rate) if they
appear consistent with the expectations of
market participants.
 Consider history and past transactions to
determine how effective management has been
at applying reserve and proprietary modeling
techniques.
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Bid and Ask Prices
 Bid-ask price quoting is common within
certain markets where dealers buy at the bid
and sell at the asked.
 If an input is based on bid and ask price, the
fair value is the level within the spread at
which market participants would deal.
 A practicability expedient allows the use of
mid-market or other pricing conventions.
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Mid-market is appropriate for Level 1 inputs
within a bid-ask.
In these cases there is no need to evaluate it
against expectations of where a sale would
occur within the range.
This may be acceptable for Level 2 and Level
3 inputs on a case-by-case basis.
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It is appropriate only for markets where
stand-ready, dealer-based bid-ask pricing
exists, and should not be analogized to other
circumstances.
Generally, the less observable the input, the
less probable that it is subject to a bid-ask
spread and, therefore, the less likely that the
mid-market convention is appropriate.
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The convention should not be used when the
bid-ask spread is wide, indicating the
inclusion of a pricing element other than
transaction costs (e.g., a liquidity reserve).
In such cases the bid price is appropriate for
an asset (long position) and the asked for a
liability (short).
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Application
 The application of the Framework to physical
and intangible items is complex and requires
significant judgment due in many cases to
the lack of transparent market information.
 This part highlights key considerations in
developing such measurements.
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Unit of Account
 In accordance with the Framework, the unit of
unit of account is determined based on the
underlying GAAP or IFRS.
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Valuation Premise
 The valuator must assess the highest and
best use of the item based on the expected
perspective of market participants even if
management intends something different.
 The highest and best use of an item is an
integral part of the identification of potential
markets where it could be sold and
establishes the valuation premise (in-use or
in-exchange).
145

Principal Market
 Management must determine if it has a
principal market with the greatest volume
and level of activity in which to sell the item.
Due to the nature of such items, often except
for automobiles and trucks, there is no
principal market.
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Most Advantageous Market
 In the absence of a principal market,
management should determine the most
advantageous market.
 As part of this activity, valuators may need to
consider more than one potential market or if
no actual markets exists, to develop a
hypothetical market.
 Those analyses will be based on expectations
of market participants assumptions, this may
need to be an iterative process.
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Valuation Techniques
 All valuation methods must be considered
 Market approach: What information from market
transactions involving comparable item is
publicly available?
 Income approach: Is there data to develop
discounted cash flows projections using market
participants’ inputs?
 Cost approach: Can an estimate of the amount
that required to replace the item with one of
equal functionality be reliably established?
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Real Estate Appraisals
 The level of a real estate appraisal within the
hierarchy will vary by the type of item and the
inputs.
 For example, a multi-unit condominium
development in which each unit has similar
floor plans, features, and few differentiating
characteristics, may be appraised by a market
method with an observable price-persquare-foot; as long as the price is
observable and not adjusted in any way, the
value would represent a Level 2 input.
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Valuing most real estate –office buildings,
shopping centers, hospitals, manufacturing
facilities, and build-to-suit properties –
requires adjustments to market inputs, to
reflect the differences between the subject
and source of the observable prices; this
usually result in a Level 3 input.
Real estate appraisals under an income
method based on expected rents and
expenses, are also Level 3 input.
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Business Combinations
 The acquirer must determine the fair values
(in the minds of market participants) of the
items obtained and liabilities assumed
without considering their intended use.
 As a result, it is frequently necessary to
develop hypothetical markets and to consider
multiple valuation techniques
 This will likely require a significant amount of
time and effort on the part of management,
valuators and other specialists.
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Working Capital
 It is acceptable to apply either the inexchange or in-use premises to working
capital; facts and circumstances will
determine which is appropriate.
 Under the in-use premise, a market
participant is a potential buyer of the various
items as well as other complementary assets.

152







It may be applied if maximum value could be
realized by combining several items (e.g.
receivables, inventories, fixtures and leases of a
retail store).
Potential market participants include direct
competitors who would integrate them into an
existing portfolio.
This would be the highest and best use of the
items because direct competitors would desire
not only the physical locations but also access to
the customers through the associated receivables
as well as the inventories and fixtures.
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Those complementary items would enhance
the value of each other and therefore reflect
the highest and best use.
An entity should carefully consider the
appropriate valuation premise.
As a practicability exception net realizable
value (NRV) may be used for the fair value of
finished goods inventory.
Management should not default to NRV or
adopt the in-use premise without
documenting the reasons why.
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Example Pump Company
 On March 1, 2009, Goliath Inc. acquires all of
the equity of Magnificent Corp. in a business
combination
 Goliath and Magnificent both manufacture
and sell pumps ranking sixth and tenth by
revenue worldwide.
 Magnificent only produces a chemical line
competing with Goliath’s “Gloria” brand.
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The Magnificent name meets the criteria to be
considered an identifiable intangible item and
has to be recorded at fair value.
Goliath intends to absorb Magnificent into its
operations and over a short period, estimated
at less than a year, replace its brand name
with Gloria.
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Magnificent owns and operates a customized
factory building located in primarily industrial
area near a major transportation hub that
provides it with the ability to access export
markets.
The plant has developed proprietary
manufacturing technology that allows it to
build pumps at a lower cost due to fewer
defects.
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It also has a favorably priced long-term
stainless steel supply contract, a key
component in its pumps.
Goliath’s objectives in the acquisition are to
 secure market share
 eliminate a competitor in the chemical segment
 gain the manufacturing benefits
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Building – Physical item
 Management must determine the highest and
best use of the building and estimate its fair
value based on the assumptions of market
participants.

Unit of Account


Magnificent owns the factory building, and
adjacent land, used to manufacture and
assemble pumps; the land & building is the
unit of account.
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Valuation Premise






Goliath considers the whether the highest and
best use of the building is in-use or inexchange.
Although the factory has been customized it
could be used for a variety of purposes,
including consumer products manufacturing.
There are no complementary items that
would maximize its value.
Therefore the highest and best use of the
facility is in-exchange.
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Principal Market


Goliath has no principal market for the sale of
an industrial building as it is not in the
business of selling such facilities.

Most Advantageous Market


Based on Goliath’s research, there is no
observable most advantageous market for the
sale of an identical item as industrial
buildings are typically sold through broker or
principal transactions.
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It would most probably sell the factory
building to another consumer or industrial
product manufacturer including competitor.
Financial buyers are unlikely to be interested
as there is limited potential for
redevelopment or speculative gain.
Goliath will therefore create a hypothetical
market based on its expectations of the
assumptions of other manufacturers.
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Valuation Method



Goliath considers each of the valuation
approach.
Cost: Management assesses the amount to
replace the facility taking into account its
age, remaining useful life and physical
condition; the valuator develops assumptions
based on the expectations of potential
market participants and determines an
indication of the depreciated replacement
cost.
163






Market: Management obtains data regarding
sales in the last two years of several industrial
buildings used for similar purposes in the
same geographical area.
Income: There is readily available rental data
as inputs for an income method.
Real estate agents report two similar leased
buildings in the general vicinity with rental
rates in a close range; the building is larger
than either of the two properties for which
information is available.
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Estimated Fair Value




Goliath evaluates and weights the results of
each indication of value to develop an
estimate of fair value:
The market approach data was reasonably
current and reflected the locational advantage
of the facility; however, the prices needed
adjustment for the size and customization of
the building.

165





The income approach also incorporated current
data which reflected the locational advantage,
however, similar to the market approach, the
rental data does not take into account the size
and customization of the building.
The cost approach provided a possible
indications but it is difficult to directly substitute
the item, with one of equal utility without a three
to five year delay for permits, design and
construction; therefore, Goliath determined that
the cost approach was not relevant.
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Management concluded that the market and
income approaches both provide relevant
indications of fair value, with no clear
advantage to either method, therefore, based
on assessing the quantity and quality of the
observable inputs, it weighted both figures
equally after adjusting for the size and
customization of the facility.
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Brand Name – Intangible Asset
 Management must determine the highest and
best use of the brand name and estimate its
fair value based on the assumptions of
market participants.

Unit of Account


The brand name is an identifiable intangible
item that requires a separate valuation.
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Valuation Premise






Goliath considers whether the highest and
best use of the item is in-use or inexchange.
Magnificent has complementary items that
provides additional value to a market
participant.
The highest and best use of the brand name
Magnificent to market participants is through
continued manufacturing & sale of pumps
using the other production items as a group.
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The brand name is valued using an in-use
premise
The fair value is based on the price received,
assuming the complementary items were
available to market participants.

Principal Market


Goliath has never sold a brand name and has
no principal market.
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Most Advantageous Market




There is no known most advantageous
market for brands however certain trade
names are bought and sold by strategic as
well as financial buyers.
Management determines financial buyers are
unlikely to consider this item due to low
royalty rates and excludes them from further
consideration.
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It believes that a competitor, wishing to break
into a new market segment, is the most likely
buyer as it would have the complementary
items.
The valuator will develop inputs based on
expectations of such competitors’
assumptions.
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Valuation Methods



Goliath considers each valuation approach.
Cost: As the valuation relates to a brand
name the cost approach would need to reflect
all the expenses and time required to
replicate it; management concluded that the
required investments are substantial and that
market participants would not apply this
approach when pricing the brand name.
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Market: Several business combinations have
taken place in which a trade name was an
important element, and certain brands have been
sold separately; none of these transactions were
for manufacturing companies or products
marketed to similar demographic and
socioeconomic groups; management concludes a
fair value cannot be reliably obtained based on
them.
Income: The Relief-from-Royalty method is an
appropriate technique to determine the fair value
of the trade name.
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Relief-from-Royalty Assumptions
◦ Revenue: 5% annual growth from the related
products for the 5-year projected period and 2.5%
from then on in perpetuity.
◦ Royalty rate: 3% based on available information in
databases about licenses in the pump industry,
corroborated by other market evidence.
◦ Discount rate: 15% based on an assessment of the
relative risk of the cash flows and competitors’
WACCs.
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◦ Tax amortization benefit: 18.5% of total present
values based on the chosen discount rate, 35% tax
rate, and a 15-year tax life for the intangible items.

Fair Value


Management concludes the income approach
gives the only value indication that is
appropriate in the circumstances.
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Goodwill
 Goodwill is not amortized but subject to
periodic testing for impairment at the
reporting unit under a two-step process; a
question that often arises in performing a
GAAP goodwill impairment test is whether an
entity should combine its reporting units in
performing step one.
 This may occur when the highest and best
use of a reporting unit is enhanced when
combined with other items of the entity.
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Combining Reporting Units




Fair value is based on the highest and best
use of an item by market participants. The
one that would maximize its value, either
alone or as part of a group.
An entity with multiple reporting units may
benefit from synergies from their
interrelationships if combining them
maximizes the value, and market participants
would also do so, then the in-use premise
would be applicable.
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Accordingly, management should consider
synergies and strategic grouping of items in
determining the fair value of a reporting unit;
the in-use premise only affects the fair value
of the reporting unit and not the unit of
account at which impairment is measured.
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Market Capitalization


In assessing the fair value of a reporting or
cash generating unit, publicly traded entities
must consider their overall market
capitalization; this should reconcile, within a
reasonable range, to total of the fair values of
the individual units.
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This is a means of ascertaining whether the
aggregate estimated equity values for all its
reporting or cash generating units is
supported by market participants’
perspective; a higher total may be justified by
a control premium or synergies.
Given market conditions for 2007 to 2010, an
entity should consider trends in its trading
rather than a single day's closing price.
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Many Methods




Although discounted cash flows may be the
most suitable valuation technique in many
cases, management must also consider other
methodologies.
One under the market approach is often the
best complement.
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Fair values should be based on weighting the
results of all appropriate methods.
The weighted average cost of capital, a
normal discount rate should reflect industry
weighted average returns on debt and equity
as the market participant’s perspective.
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GAAP Goodwill Impairment Test Step 1
 Central Utility Company owns electrical items
in several US States.
 It has two reporting units, the regulated
(transmission & distribution) and the
unregulated (generation) businesses.
 The latter includes three nuclear plants, each
to be retired at the end of its current
operating license.
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Some of these items were obtained through a
business combination resulting in goodwill
which is tested for impairment on 31 October
of each year.
For its impairment test, Central must
consider all relevant valuation approaches.
Market: There have been recent sales of
distribution items and estimates of fair values
using this approach are prepared.
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Income: The income approach is nearly
always relevant and management prepares a
discounted cash flow analysis incorporating
the perspective of market participants; those
involve (a) a lower WACC due to higher
financial leveraged and (b) application for 20year license extensions for each nuclear
plant.
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Cost: Many suppliers offer thermal generation
plants as well as transmission and
distribution equipment therefore inputs are
available for their depreciated replacement
costs. However, there has been no recent
construction of nuclear facilities; therefore,
management determines the necessary inputs
are not available.
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In accordance with the Framework, Central
weights the results of the various applicable
approaches in estimating the fair values of
each reporting unit.
The effect of market participant, rather than
entity-specific, assumptions and multiple
valuation methods is to significantly increase
the fair value of the unregulated unit and
reduce that of the regulated business.
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GAAP Goodwill Impairment Test Step 2
 Debbie Foods Inc. completed a $100 million
business combination in 2006 and
appropriately accounted for this transaction’s
$5,810,000 costs under the then GAAP,
giving nominal values to intangible items not
planned to be used.
Working Capital
Capital items
Intangible items
Goodwill

$ ‘000
10,430
29.760
20,500
45,110
105,800
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The stand-alone subsidiary (the unit) passed
its annual goodwill impairment test in 2007.
Due to a significant reduction in operating
cash flows and recent stock price declines,
management determined an interim
triggering event had occurred in March 2009.
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Under the Framework the reporting unit is
worth only $80 million compared to a
carrying amount of $91,520,000; therefore, it
failed step 1 of the GAAP impairment test.
The valuator determines that certain acquired
intangible items not being used, could have
been sold in 2006 for about $1,000,000 and
have a $630,000 current fair value.
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This gives the following situation.
Carrying
Amount
Mar-09 $ '000
Working Capital
8,470
Capital Assets
23,380
Intangible Assets 14,560
Goodwill
45,110
91,520

Fair
Values
$ '000
8,970 Inventory increase
22,480 Building write-down
19,400 Saleable items
29,150
80,000

• Therefore the Goodwill impairment is
$15,960,000 rather than the $11,520,000
difference between the units fair value and its
carrying amount.
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LIABILITIES TRANSFERRED NOT SETTLED
 The fair value of a liability is based on the
amount paid to transfer the obligation to a
market participant at the valuation date (the
liability to the counterparty continues; it is
not settled) and the nonperformance risk
remains the same.
 The latter refers to the likelihood that the
obligation will not be fulfilled and affects its
fair value.
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Therefore, the fair value of a liability shall
reflect all its nonperformance risks which
includes but are not limited to, the entity’s
own credit risk.
The fair value of a liability is not affected by
how it is intended to be settled nor the
amount to be paid to the its counterparty for
extinguishment.
It should reflect market participants’ estimate
of discounted future cash outflows adjusted
for uncertainty.
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While there are practical problems based on their
Balance Sheet orientation, FASB and IASB have
concluded that conceptually credit risk is an
essential component of the fair value of a
liability.
From the perspective of a creditor, the fair value
of a liability decreases as the entity’s credit
deteriorates because it is no longer worth as
much as an asset to market participants
The opposite, an increase in value, occurs with
credit improvement.
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Non-performance risk
 Credit risk, a component of nonperformance
risk, may differ among an entity’s liabilities
such as senior and subordinated secured or
unsecured debt, or obligation of component
legal entities with effectively higher priority
against key items in the event of liquidation.
 The entity’s credit rating (say BBB) is not
necessarily equivalent to its effect on fair
value of its credit risk.
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Credit spreads often fluctuate without any
change in credit rating.
Nonperformance risks also consider any
collateral or credit enhancements (e.g. third
party guarantees) attributed to the liability.
A bank may be willing to assume term
deposit liabilities for less than their principal
amount because of a relatively low funding
cost.
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Certain obligations (e.g., relating to asbestos
damages or performance guaranties) have
uncertainty about the ultimate obligation.
The party assuming a liability may have
certain costs to manage the liability or
require a profit margin.
Current liabilities have less credit risk than
term.
The entity should capture the anticipated
impact by a market participant of all risks on
the value of a liability.
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Often this involves the use of market-based
credit spreads (i.e., the difference between
yields on Treasury securities and traded
obligations of a similar term with different
quality ratings).
An entity should consider the unique factors
of individual liabilities in determining the
appropriate level of credit risk.
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Third Party Guarantees
 For a third party guarantee to affect the fair
value of a liability, it must be an attribute of
the instrument and inseparable from it.
 When the third party guarantee is payable
directly to the holder and not to the issuer.
 It is not part of the liability itself but a
separate instrument, and therefore is not a
component of the fair value.
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Based on Transfer Not Settlement
 The fair value of a liability assumes it is
transferred to a market participant with the
obligation to the counterparty continuing, not
being settled and that the nonperformance
risk is unchanged.
 Transfers of liabilities are rare; in practice,
most are settled with the holder or
extinguished through an offsetting contract,
therefore, measuring their "transfer" values is
a challenge.
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FASB and IASB have concluded that settlement
is an entity-specific decision and the difference
between the settlement amount and fair value
is an element of performance.
Among the differences is the impact of credit
risk, which is not often considered in
settlement.
A holder of an obligation, as an asset, will
always consider the effect of the issuer’s credit
risk in determining the price it is willing to pay.
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Settlement Amount versus Transfer Value
 Valuators must value liabilities under the
transfer concept which includes nonperformance risk; there is no exemption or
"practical expedient".
 The basic premise is the liability lives on until
maturity.
 Any difference between fair value and the
settlement amount is recognized when it is
extinguished.
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A $10,000,000 Note is due by Alpha Corp. to
Mutual Bank.
It has a market value of $9,500,000 resulting
from market concerns about the risk of
nonperformance as economic conditions in
the borrower’s industry have deteriorated.
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Settlement Amount


Alpha would be required to pay the full face
amount to settle the obligation, as Mutual,
with full knowledge of its actual financial
condition, absent exceptional circumstances,
is unlikely to discount the Note.
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Transfer Value




To calculate the transfer amount, the Alpha
must construct a hypothetical transaction in
which another party (Beta Inc.), with a similar
credit profile, is seeking financing on terms
substantially the same as the Note.
Beta could choose to either (a) enter into a
new note agreement with a bank or (b)
receive cash on a transfer of the Note from
Alpha.
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In this hypothetical transaction, Beta should
be indifferent to how it obtains financing.
Therefore, the transfer amount, which reflects
the market participants’ views of the
industry’s credit risk, would be the market
value of $9,500,000; this is $500,000 less
than the settlement amount.
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Impact of Credit Deterioration
 Including nonperformance risk in the fair values
of an entity’s liabilities means that the impact will
be the opposite of its financial performance.
 Deterioration of the entity’s credit standing
results in a higher discount rate for future cash
flows associated with a liability; this will result in
a reduction of its carrying amount creating a
reported gain in the income statement;
conversely, a credit improvement results in a
loss.
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Asset Retirement Obligations
 Many organizations are subject to legal
requirements associated with the retirement
of long-lived physical items: an entity should
recognize the fair value of such a liability
(item Retirement Obligation – ARO) in the
period in which it is incurred if it’s fair value
can be reasonable estimated.

209



The value represents the amount that a
willing third party of comparable credit
standing would demand and could expect to
receive to assume all of the duties,
uncertainties, and risks inherent in the ARO.
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Unit of Account
 The unit of account is the legal obligation, in
whole or in part, to retire an item. The ARO is
recorded at fair value in the initial year that
the requirements of GAAP are met.
 When a new ARO layer is established due to a
change in the timing or amount of expected
cash flows, if it is treated as a separate unit of
account.
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Valuation Premise
 No valuation premise is applicable to
liabilities as fair value assumes they are
transferred to a market participant.
Principle Market
 There is unlikely to be a principal market for
an ARO as they are not actively traded and
there is little or observable data about the
prices to transfer them.

212

Most Advantageous Market
 The most advantageous market is the one
with the minimal amount paid to transfer the
ARO. Valuators generally develop a
hypothetical market.
Valuation Methods
 Quoted prices in active markets should be
used if available; however, an expected
present value technique is usually the default
method.
213

Proposed New Accounting Standards
 During 2011, FASB and IASB plan to issue a
new standard that will alter how some entities
determine fair value.
 The changes which are not intended to
significantly affect current practice, applies to
all entities that measure items, liabilities, or
instruments in shareholders' equity at fair
value.
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It is the result of a joint project to converge
their fair value guidance.
The scopes of their proposals slightly vary
because GAAP and IFRS still have different
requirements about which items and
liabilities are measured at fair value.
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Principal Market
 GAAP defines fair value as the price that
would be received to sell an item or paid to
transfer a liability in an orderly transaction
between market participants at the valuation
date. This assumes that the transaction
occurs in the principal market for the item or
liability, or in its absence, the most
advantageous market.
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Current practice defines the principal market
from the standpoint of the entity and requires
it to be that in which it conducts its highest
volume or level of activity.
The new Standard presumes that, without
evidence to the contrary, the market in which
an entity would normally enter into a
transaction is the principal market, or in its
absence, the most advantageous market.
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It clarifies that different entities may have
separate principal markets for identical items
or liabilities, depending on their activities and
which arenas they can access.
Restrictions on the transfer of an item or
liability are not considered in determining the
principal market.
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Valuation Premises
 Fair value of items must consider their
highest and best use from the perspective of
market participants.
 Under current GAAP this establishes the
valuation premise whether stand-alone ("inexchange") or in combination with other
items ("in-use"). The new Standard would
remove those terms because they do not
reflect the objective of fair value.
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It would also prohibit financial items from
being measured as part of a group.
The Boards decided that the concept of
highest and best use, does not apply to
financial items.
Other items may still continue to be
measured either on a stand-alone basis or as
part of a group, consistent with their highest
and best use.
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Offsetting Credit Risks


The proposed removal of the in-use premise
for financial items, creates problems in
valuing financial items and liabilities
managed as portfolios. The new Standard
provides specific guidance for financial items
and liabilities with offsetting market or
counterparty credit risks.
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This permits measuring such fair values using
prices for the net position. It also applies to
derivatives not considered financial items or
liabilities.
For example, entities could apply this
guidance when an interest rate risk is being
managed by the group of items and liabilities,
but not when the group is used to manage all
market risks.
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It may only be used when:
 The entity manages the group on the basis of
the net exposure to particular risks based on
documented strategies.
 Management is given information on the basis
of net risk exposures.
 The net exposure to particular risks are
managed consistently.
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 The items and liabilities within the group are
reported at fair values in the Statement of
Financial Position.


When these criteria are met, the new Standard
requires entities to measure the fair value of
the group by applying the price within the
bid-ask spread that is most representative of
fair value for the overall portfolio under the
circumstances.
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If there is a legally-enforceable right to offset
items and liabilities on a counterparty’s
default (e.g., netting agreement) adjustments
are made to the net exposure to reflect the
counterparty’s credit risk.
Although in limited circumstances, the ASU
permits valuing groups of financial
instruments, the unit of account remains the
individual item.
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Existing presentation requirements remain,
therefore netting offsetting positions is
permitted only when the existing criteria are
met.
It prohibits values based on net risk exposure
for financial items and liabilities with
available Level 1 inputs.
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Blockage Factors
 An item or liability's fair value is based on
quoted prices for an identical item in an
active market is classified as Level 1 value
hierarchy and must be determined by
multiplying the quantity held by the quoted
price. GAAP precludes adjustments (blockage
factors) to quoted prices, to reflect the size of
the position relative to normal trading.
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The new Standard extends the prohibition to
any fair value based on quoted prices,
however, it permits control premiums and
non-controlling interest discounts if market
participants would consider them.
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Instruments in Shareholders' Equity
 GAAP does not contain guidance for the fair
value of entities' own shares held in
shareholders' equity. The new Standard
requires such fair values to represent exit
prices from the perspective of market
participants who hold the shares as items.
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