A
Accounts payable, 84, 87, 126
Accounts receivable, 82, 125,
128,129, 153
Accuracy, 11, 12, 15-18
Adjusted purchase price, 59,
125, 126, 128, 152
Adjustments
discount rate, 27, 38
inflation, 5
inventory, 129, 130
market comparables, 23, 24,
30, 31
as part of valuation report, 48
Allocation of purchase price in
business combinations
and adjusted purchase
price, 59, 125, 126,
128,152
customer relationships. See
Customer relationships
duplicate assets, 135-137
and financial projections, 127,
128
goodwill. See Goodwill
intangibles, 133, 134, 151,
152
need for determining FV, 124,
125
property, plant, and
equipment, 59, 60, 66,

Index

71,73, 117, 118,
131-133, 152
SFAS 141, 5862, 81, 126
SFAS 141R, 126
working capital, 128-131.
See also Working capital
Amortization
customer relationships, 62,
155,158,162, 163
goodwill (old rules), 138
impact on EPS, 76, 77,
88, 94
intangible assets, 69-71, 81,
92-94, 141-143,
149-152
useful life of assets. See Useful
life
Appraisal reports. See Valuation
reports
Appraisers. See Valuation
specialists
Assembled workforce, value of,
69-71, 161, 162
Assessed value, 1. See also Taxes
Assets
book value versus FV of
assets and liabilities, 77,
79, 84
depreciated, 66, 67
duplicate assets, accounting
for, 135-137
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INDEX

Assets (Continued)
economic value versus tax
(depreciated) value,
65-67
fixed. See Property, plant, and
equipment (PP&E)
ghost assets, 66, 118
intangible. See Intangible
assets
problems with Fair Value, 8, 9
property, plant, and
equipment. See Property,
plant, and equipment
(PP&E)
purchase of versus purchase of
business, 31, 32
purpose of valuation, 10
useful life determination,
64-68
Assumptions
agreement on, 106
cost approach, valuing PP&E,
132,133
financial projections. See
Financial projections
need for in valuations, 1085,
127
and professional judgment.
See Judgment
Auditing Standard AS2, 113,
122
Auditors
fees, 113, 163, 176,
178-180
independence, 28, 65, 178
reluctance to challenge SEC,
180-182
review of work by SEC and
PCAOB, 2

Audits

of actuarial reports, 104, 105

appraisals distinguished, 129

fixed assets, 112-114, 123.
See also Property, plant,
and equipment (PP&E)

internal controls, 112

of valuation reports, 80,
104-106, 174-178

and valuation work by
auditors, 175

B
Bad debts, 128, 129
Balance Sheet
contingent liabilities, 98—102
FASB perspective versus
management perspective,
6,7
intangible assets, 88, 89
problems with combining
Balance Sheets of
companies in business
combination, 78, 79
Bias, 42, 53
Blockage discount, 21, 103
Business combinations
allocation of purchase price.
See Allocation of
purchase price in business
combinations
assembled workforce, 69-71
assets. See Assets
book value versus FV of assets
and liabilities, 77, 79, 84
contingent liabilities, 60, 81,
94-96,106-111
contingent payments, 60,
94-96, 109, 127, 128
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customer relationships. See
Customer relationships
deal expenses, 13-15, 59, 60
due diligence. See Due
diligence
future reported income,
impact of FV on, 61, 62
goodwill, 59, 60, 71-73, 107
in-process research and
development expenses, 60
intangible assets. See
Intangible assets

and control, 21

discounted cash flow (income
approach), 25-28

EBITDA, 29, 30

and liquidity, 20, 21

periodic valuation, benefits of,
56,57

reasons for valuation, 22

securities value distinguished,
19-21

start-ups, 32-35

valuation reports, 35-39

liabilities, assumption of, 125, Buy-sell agreements, 52-55
126
market participants, impact of C

selection of, 63 Capital stock report, sample,

property, plant, and 184-238
equipment, valuation of.  Cash flow
See Property, plant, and current cash flow and
equipment (PP&E) EBITDA, 29

discounted cash flow. See
Discounted cash flow
(DCF)
projections, 26—28
Certifications, 44. See also
Member of the Appraisal
Institute (MAI)
Cheap stock, 35
Clients
and pressure to provide
specific valuation, 12, 16,
17, 44-46, 172
valuation reports, use of, 48
Closely-held companies. See

reported income, minimizing,
69-71
and solvency opinions, 73-75
terminology, 13
Business enterprise valuations
(BEVs), 37-39, 74, 75. See
also Valuation reports
Business valuation, closely-held
companies
adjustments, 30, 31
and basis for value, generally,
22,23
business, defining, 31, 32
business enterprise valuation

(BEV), 37-39 Business valuation,
and buy-sell agreements, closely-held companies
52-55 Comparable approach. See
comparable assets, 23-25, 30, Market comparable
31 approach
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INDEX

Computer software, 89, 91, 92
Computers
depreciation, 152
property records, 116, 117
Contingent liabilities
Balance Sheet, 98-102
business combinations, 60,
81, 94-96, 106-111
contingent payments, 60,
94-96, 109, 127, 128
environmental liabilities, 110,
111
FASB rationale for valuation
of contingent liabilities in
business combinations,
97-104
lawsuits, 101-104, 107
Control discounts and
premiums, 21
Cost approach, 132, 133, 168
Cost segregation, 122, 123
Current value, 2, 5, 6, 85, 88,
91, 100, 132
Customer relationships
and allocation of purchase
price, 71
amortization, 62, 155, 158,
162,163
decrement rate, 157, 158, 160
defining, 153-156
due diligence, 89, 153, 157,
160
duplicate customers, 136
EITF definition, 156-158
Fair Value, impact of
determination of, 61, 62
financial projections, 127, 128
impairment, 163, 164

and investment in
contributory assets, 161,
162

one major customer, 158, 159

overview, 152, 153

and sales of new products or
services, 159, 160

severable or contractual, 154,
155

value of and useful life, 68

D
Deal expenses, 13-15, 59, 60
Depreciation, 66, 67, 93, 121,
122, 124, 125, 152. See
also Useful life
Discounted cash flow (DCF)
assumptions, 25, 26
cash flow projections, 26-28,
37,38
discount rate, 26
intangibles, 90, 132, 149
lease agreements, 90, 91
licensing agreements, 90
software developed for
licensing, 92
valuation report, 37, 38
Discounts
blockage, 21, 103
lack of control, 21
lack of marketability, 21
Divorce proceedings, valuation
for, 40-43
Due diligence
assets, 77, 81
and avoiding EPS surprises, 76
contingent liabilities, 60, 81,
94-96
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customer relationships, 153,
157,160

defined, 76

estimated life for intangibles,
92-94

financial projections, 80, 81,
127,128, 145

goodwill, 94

and impact of acquisition on
financial statement,
76-80, 150

importance of, 50

intangible assets, 81, 88-92

inventories, 82, 83, 130

liabilities, 60, 77, 79, 81, 84,
87,94-96

need for FV estimates, 79

property, plant, and
equipment, 81,
84-86

real estate appraisal, 86

receivables, 82

report, contents of, 77

working capital, 81-84

Earnings

and accounting for intangible
assets with indefinite life,
67, 68

and contingent payouts, 60,
96, 109

Fair Value accounting rules,
impact on, 62

importance of, 151

market participants, impact of
selection of, 63

potential for manipulation of,
9,16-18,101-104

Earnings before interest, taxes,
depreciation, and
amortization (EBITDA), 29,
30, 56

Earnings per share (EPS)

and calculating future
earnings, 151

choice of market participant
and effect on future EPS,
63

focus on, 121

and FV of customer
relationships, 162

impact of FV on financial
statements in
acquisitions, 76, 80, 81,
94-96, 162

and impairment charges, 139

and nonamortizable goodwill,
120, 121, 138, 149, 151

and valuation of trade names,
67

Emerging Issues Task Force

(EITF)
and customer relationships,
70,156-158
and purchase of business
versus assets, 31, 32
and start-up companies, 32

Employee stock option plans
(ESOPs), 28, 56, 57

Employment contracts, 89, 91

Enron, 3,4, 6-9, 63,112,175

Environmental liabilities, 110,
111

EPS. See Earnings per share
(EPS)

Ethics, 171-174
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INDEX

Exit value, 7, 14, 59, 63, 83,
135-137, 183

F
Fair Market Value (FMV)
defined, 78
estimates of, 108, 109
versus Fair Value, 78
generally, 1, 2,13, 77, 78
and property insurance, 120,
123
and property taxes, 119, 123
stock options, 33, 35
FASB. See Financial Accounting
Standards Board (FASB)
Fees
auditors, 113, 163, 176
reducing costs, 178-180
solvency opinion versus
valuation report, 75
Financial Accounting Standards
Board (FASB)
and commitment to use of FV
in financial reporting, 3,
13, 183
GAAP, responsibility for, 2
principles-based approach to
standards, 103, 183
rationale for FV accounting,
3-7
rationale for valuation of
contingent liabilities in
business combinations,
97-104
and SEC, 2
Statements of Financial
Accounting Standards.
See Statements of

Financial Accounting
Standards (SFAS)
Financial instruments
Fair Value, 6-8
valuation of and Enron abuse,
3-5,7
Financial markets, 8
Financial projections, 26-28,
34,37, 38, 40,42, 43, 48,
81, 95, 96, 106, 108, 109,
127,128, 145-148, 157,
160, 169
Financial reporting
importance of FV, 183
management responsibility,
126
relevance, 9, 10
reliability, 9, 10
Formulas, use of, 55, 56

G
GAAP. See Generally Accepted
Accounting Principles
(GAAP)
Generally Accepted Accounting
Principles (GAAP)
amortization charges in
business combinations,
88
Balance Sheet assets in
business combinations,
88
and depreciation, 124
generally, 2
goodwill, 143-146
impairment charges, 139,

143-146
inventory, treatment of, 83,
130
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and property records, 118,
119
Ghost assets, 66, 118
Goodwill
assembled workforce, 69-71
assigning value to versus
intangibles, 149, 150
business combinations, 59,
60, 62, 6973, 94, 107,
125, 128
definitions, 71, 72
and FV of customer
relationships, 62
impairment, 32, 59-61, 73,
79,138, 139, 141,
143-145, 149, 150
and purchase of assets versus
purchase of business, 31

H
HealthSouth, 7, 175

I
IASB. See International
Accounting Standards
Board (IASB)
Impairment
and accounting for purchase
of business versus assets,
31,32
customer relationships, 163,
164
goodwill, 32, 59-61, 73, 79,
138,139, 141, 143-145,
149, 150
intangible assets being
amortized, 141-143
intangible assets with
indefinite life, 67, 68, 141

market response to
impairment write-offs,
139, 140
reporting units, 144-146,
148, 149
timing and amount of charges,
140-143, 145-148
types of testing for, 141, 150
Income approach, 168. See also
Discounted cash flow (DCF)
Independence, valuation
specialists, 43, 53, 54, 166,
167, 171-174
Indexes for valuing PP&E, 115
Inflation, effect of on
accounting, 5, 6
Initial public offerings (IPOs)
and cheap stock issuance, 35
and liquidity, 20
start-up company valuation,
35
Insurance
appraisals, 36, 37,47, 118,
119, 166
insurable value, 1, 118, 120
premiums, lowering, 83, 117,
120,123
Intangible assets
amortization, 92-94
assigning value to versus
goodwill, 149, 150
customer relationships. See
Customer relationships
due diligence, 88-92
indefinite life, 67, 68, 90
separable and contractual
requirement, 69-71
useful life, 64, 67, 68, 92-94
valuation of, 133, 134
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INDEX

Internal controls, 112-117,
122,123
Internal Revenue Service (IRS)
and depreciation, 66, 121,
122
discount for lack of control,
21
discount for lack of
marketability, 21
Fair Market Value, 13, 183
inventory, treatment of, 82,
129, 130
stock options, valuing, 33-36
and tax valuations, 21, 22,
168,169,176
International Accounting
Standards Board (IASB), 3,
10, 138
Inventory
adjustments, 129, 130
and allocation of purchase
price, 125, 126, 129, 130
assets, 114-117, 119
audit versus appraiser
function, 129
due diligence, 82, 83
finished goods, 130
obsolete, 82, 83, 130
raw materials, 130
returns on assets, 161
surplus, 82, 83, 130
Investment tax credit, 65

J
Joint ventures, 50-52, 54, 56,

57. See also Business
valuation, closely-held
companies

Judgment

disagreement with appraiser’s
judgment, 103, 104, 180

importance of in valuation,
15, 16, 21, 24, 56, 65,
80, 96, 126, 128, 145,
169

and range of values, 109

K
Keynes, John Maynard, 18, 151

L
Lack of control, discount for, 21
Lack of marketability, discount
for, 21
Lease agreements, 89-91
Liabilities
assumption of, 125, 126
contingent. See Contingent
liabilities
environmental liabilities, 110,
111
Fair Value, 130
tax accruals and deferred
taxes, 130, 131
Licensing agreements, 89, 90
Liquidation
forced, 36, 37
orderly, 36, 37, 63. See also
Exit value
Litigation
lawsuits, determining
contingent liabilities,
101-104, 107
as validation of FV, 40

M

Machinery price indexes, 85. See
also Property, plant, and
equipment (PP&E)
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“Made as Instructed” (MAI),
12, 16, 44—46
MAL See “Made as Instructed”
(MAI); Member of the
Appraisal Institute (MAI)
Management
financial projections, 34, 37,
38,80-81,127, 128,
147,148, 169
financial reporting
responsibility, 126
Manipulation of financial
statements, potential for, 9,
15-18,101-104
Market comparable approach,
23-25, 30, 31, 38, 45, 86,
168
Market participants, 7, 9, 13,
63, 68,135-137
Market value, 1
Marketability, discount for lack
of, 21
Member of the Appraisal
Institute (MAI), 12, 16, 44,
45
Mergers and acquisitions
(M&A). See Business
combinations
Misuse of valuation reports, 335,
36,46, 166, 169

N
Noncompete agreements, 89, 90

P

Partnerships, 54, 56, 57. See
also Business valuation,
closely-held companies

Patents, 89, 91. See also
Intangible assets
Pensions, 87
Pooling-of-interests accounting,
abolishment of, 58, 59, 79,
138
PP&E. See Property, plant, and
equipment (PP&E)
Premiums, 32
Profit-and-loss (P&L)
statements, 6, 7, 33, 59, 61,
62,65, 88, 89, 92-94, 99,
108, 114, 127, 130, 131,
136, 150, 151, 153,
155-156
Property, plant, and equipment
(PP&E)
accounting treatment, Balance
Sheet, 99, 100
allocation of purchase price,
59,60, 66,71,73,117,
118, 131133, 152
appraisal of, 114, 115
and Balance Sheet value, 99,
100
cost segregation, 122,123
depreciation, 93, 121
impact of Sarbanes-Oxley,
112,122, 123
inadequate property records,
113, 114
and income taxes, 120, 121,
123
internal controls, importance
of, 112-117, 122, 123
machinery price indexes, 85
personal computers, 116, 117
property record system,
benefits of, 117-123
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INDEX

Property, plant, and equipment
(PP&E) (Continued)
property taxes, 83, 117-121,
123
valuing in business
combinations, 66, 67, 81,
84-86, 113
Property taxes, 83, 117-121,
123
Public Company Accounting
Oversight Board (PCAOB)
auditing standards, 2, 113,
122
and auditors, 2, 103, 175, 178
checklist approach and focus
on process versus results,
182,183
financial projections and
assumptions, challenging,
81,111, 127
Purpose of valuation,
importance of in
determining value, 10, 12

R

Range of values, 11, 12, 15, 17,
18, 46, 109

Rationale for Fair Value
accounting, 3-7, 97-104

Real estate appraisal, 44—46,
86, 168

Receivables, 82

Relevance of Fair Value, 9, 10

Reliability of Fair Value, 9, 10

Replacement cost, 1

Reporting units, 144-146, 148,
149

Request for proposal (RFP),
169, 170

Research and development
(R&D), in-process, 60, 61

Return on investment (ROI),
117,118,132, 133

S
Sarbanes-Oxley Act (SOX)
and auditing, 175
and costs of FV
determinations, 176, 177
internal controls over PP&E,
112,122,123
Scope of work, 35, 36, 106
Securities and Exchange
Commission (SEC)
amortization methods,
examination of, 69
and FASB, 2
intangibles versus goodwill,
69-71
and valuation issues, 180-182
SFAS 5
and potential for
manipulation, 101-104
prior treatment of contingent
liabilities, 97, 98
rationale for valuing
contingent liabilities in
business combinations,
98-102
SFAS 123R, stock options, 33,
36
SFAS 141
allocation of purchase price,
58-62,126
customer relationships, FV of,
61,62,70,153
and goodwill, 79
intangible assets, list of, 89
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intangible assets, useful life,
65, 67-69

pooling-of-interests
accounting abolished, 58,
59,79,138

severable and contractual
tests, 154, 155

and value of fixed assets in
business combinations,
114

SFAS 141R

allocation of purchase price in
business combinations,
126

asset purchase versus business
combination, 32

contingent liabilities, 97, 98,
101, 107, 108, 110, 111

contingent payments, 60,
94-96, 109, 128

and due diligence, 79

environmental liabilities,
treatment of, 110, 111

impact of FV determination
on financial reporting, 62

intangible assets, valuing and
amortizing, 134, 152

inventory valuation reserves,
130

receivables, FV of in business
combinations, 82, 129

SFAS 142

and customer relationships,
69, 70

and goodwill, 79, 138, 146,
148, 149

impairment of goodwill, 60,
146, 148, 149

intangible assets, 69, 70, 93,
94
pooling-of-interests
accounting abolished, 79,
138
and useful life determination,
65,69
SFAS 144, impairment charges
for amortized intangibles,
142, 143
SFAS 157
antiabuse rules, 103
contingent liabilities, 101
deal expenses, 59, 60
and due diligence, 77, 79
exit value and market
participant issues, 63,
135-137, 183
and failure to acknowledge
role of judgment, 21, 22
Fair Value definition, 78
and need for determining FV
of assets and liabilities of
target company, 79
receivables, FV of in business
combinations, 82, 129
as standard for appraisers, 13
and valuation of intangibles,
134
Software, 89, 91, 92
Solvency opinions, 49, 50,
73-75,172-174
Start-up (early-stage) businesses,
32-35
Statements of Financial
Accounting Standards
(SFAS)
SFAS 5. See SFAS 5
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INDEX

Statements of Financial
Accounting Standards
(SFAS) (Continued)

SFAS 123R, stock options, 33,

36
SFAS 141. See SFAS 141
SFAS 141R. See SFAS 141R
SFAS 142. See SFAS 142
SFAS 144, impairment
charges for amortized
intangibles, 142, 143
SFAS 157. See SFAS 157
Stock options, accounting for,
33-35

T
Taxes
accruals, 130, 131
assessed value, 1
deferred, 87, 130, 131
income taxes, 120, 121, 123
property taxes, 83, 117-121,
123
Technology. See also Intangible
assets
and development-stage
companies, 34
duplicate, 136
unpatented, 89, 92, 93, 147
and use of indexes for valuing
PP&E, 85
use of projections in valuing,
127
Testing for impairment. See
Impairment
Trade names, 67, 68, 88-90,
134-136, 141
Trade secrets, 89, 92, 93
Trademarks, 67, 68, 88, 89

U

Uniform Standards of
Professional Appraisal
Practice (USPAP), 35, 36,
47

Useful life, 64-68, 92-94

\Y
Valuation reports
audience for, 46-48
business enterprise valuations
(BEVs), 37, 38, 74, 75
capital stock report, sample,
184-238
conclusion, support for, 37,
38
contents of, 47
exculpatory language, 28
and litigation, 48-53
“Made as Instructed,” 12, 16,
44-46
misuse of, 35, 36, 46, 166,
169
standards, 35, 36, 47
Valuation specialists
ethics, 171-174
experience of, evaluating,
167-171, 176, 177
independence, 43, 53, 54,
166,167,171-174
interviews, 170, 171
judgment required. See
Judgment
reasons for hiring, 165-167
references, 169, 170
request for proposal, 169,
170
selection of, 11, 54
Value-in-exchange, 131, 132
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Value-in-use, 131, 132 Workforce, value of, 69-71,
161, 162
W Working capital, 81-84, 1235,
Weighted average cost of capital 126, 128-131, 161
(WACCQ), 26 WorldCom, 7, 112, 175












