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All markets, by their nature, are based on thein-eXchange premise. Prices in those will , by defmition, 
almo'1 always be below the in-use Fair Value. The latter (Paragraph B7) would use quoted market prices 
for equivalent used machines that are not installed (on the loading dock), adjusted for installation costs (to 
reflect prices for similar equipment that is installed). 

ParagraphB6 states: 

"A going-concem or in-usc valuation premise (which includes installation costs) is generally 
appropriate if (a) a business is a going-concern or (b) an asset is configured for use by an entity." 

This is unduly simplistic, as the Going Concern value of a plant reflects the ability of the complete system, 
of which the particular asset being valued is only a part, to generate revenues and profits. The difference in 
the two figures will likely be greater than merely installation costs. 

An in-use Fair Value can also be obtained under the Depreciated Replacement Cost ("DRC") methodology 
by adjusting the Replacement Cost of a new item for the following four factors: 

Functional Deterioration - The loss in value resulting from an asset's relative inability to fulfil its 
intended purpose. For a telephone system to cllltinue to be efficient, it might become necessary to 
add new features; this lessens its ability to satisfY users' requirements, even though the installation 
remains in first class conclition. 

Tecboological Obsolescence - Occurs when a new process is introduced that significantly lowers 
operating expenses or improves quality. For example, while printing presses remain functional for 
half a century or more, new machines that accept direct digital inputs made them obsolete by 
skipping part of the production stage. 

Physical Decline - Reflects the fact that, for older equipment, even if well maintained and retaining 
full functionality, spare parts and trained technicians may not only be difficult to obtain, but also 
expensive. An example is the DC 3 aircraft, also known as the Dakota, which about eight decades 
after it was introduced is still flying in some parts of the world only because a sufficient number 
was built to allow cannibalization. 

Economic Depreciation - Could be causOO by a major drop-off in a market; for instance, in spite of 
temporary fashion hlips and seasonal upsurges, demand for women's and men's hats virtually 
disappeared during the sixties. Subsequently assets previously needed to make them dropped 
drastically in value. 

For a Reporting Unit, there is also the Going Concern element, which reflects the ability of an established 
business to realize a higher rate of reiurn than a newly formed entity. To paraphrase the Judge in 
Pennsylvania divorce case, any long-standing business has a Going Concern value over and above its 
Intangible Assets related to the fact that it is already organized, rather than a start-up. 
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-:>. Fair Value Hierarchy 

The Fair Value Document (Paragraphs 14 to 24) set, out a three tiered hi<;rarchy: 

Level 

1 

2 

3 

Contents 

Quoted prices for identifi ed assds or liabililj<;:s in active markets. 

Quoted prices for similar assets Of liahilities adjusted "as appropriate" for 
differences, whenever that infonnation is availahle. 

Multiple valuation techniques consistent with the Market, Income and Cost 
Approach. 

By June 2005, FASB had expanded its Fail' Value hierarchy to five levels: 

Level 

I Quoted prices for identified asseis or liabilities in active markets. 

2 Quoted prices for sirr-Jlar assets or liab ili ties. 

3 Direct market inputs other than quoted prices. 

4 Indirect market inputs . 

5 Entity inputs. 

FASB goes on to state that while this five"1evel hierarchy should be appli~d to estimate Fair Value, the 
orit,'inal three-level hierarchy should be used for the related disclosure to segregate those estimates that fall 
wi thin levell , levels 2 & 3, and levels 4 & S. 

The raniGngs given by this pjerarchy may he misle.admg, as level 1 eslmla!cs are actually on ly available for 
marketable securi ties, some derivatives such as commodity futures, and many raw materials. In nearly all 
applications of the Market Approach, Ihe selected "b'1.tiddirie" (comparable) transactions need to be adjusted 
to obtain a supportable estimate of Fair Value. The guidance in Paragraph RR is helpful, hut should be 
expanded for level I and 2 estimates. 

As mentioned previously (Answer to Question 4), the word "multiple" has 'a definite meaning with respect 
to business valuations. Therefore, the phrase "multiple valuation te.ch!Jiqu<::s" in Paragraph 21 should be 
replaced by "a number of appropriate valuation techniques". 

Our Recommendation 

Even though in latc 2005, in most developed countries inflation appears insignificant, FASB and IASB 
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,-" Standards will eventually apply on a global basis; therefore, we recommend iliat tJ.e Boards expand their 
Fair Value hierarchy to seven levels: 

Level ----

1 

2 

3 

4 

5 

6 

" 

i 

Active Market price-s for identical items adjusted for transaction costs (see Our 
comments on Issue 6). 

Active Market prices for fiimilar items adjusted for differences considering 
appropriate costs. 'mis level needs significant additionai gu ichmce and exan1ple~ 
jlh;.strated bv DlenninHful fi(~ltrcs: none acconmany the existi.--1g Exan1Tlle 4. 

J '" >J' • _ ~. ·1 ' 

Other methods under the Market Approach that involve the selection of guideline 
transactions. Examples would he commercial real estate sales or quoted share 
prices~ each require sjgrJfil!.ant and detailed COmTI1cntary on the nature-and reasons 
ror any adj ustments for differences. 

Discounting methods under the fncome Approach. This covers not only Cash 
Fk1\·vs but. also rellef·from-royaities amounts. 

Capitalization rViethods under the lncomt Approach considering appropriate levels 
of revenues, benefits and Cash Flows. As previously mentioned (A11swer to 
Question 4), it would be very helpful for the Boards to estahlish in the Fair Vallie 
Document fonnal definition' of the various forms of Cash Flows and PBrillA 
u~~d by practilioner~. 

Methods under the Cost Approach, such as DRC. 

i\.H other valuation 
Black-Scholes. 

t "'dm icW'-,,:: \, £! -'-", including financiai rnathematical models such as 

Levels 4 to 7 should be subdivided into those using (Al market based and (B) entity specific parameters. 
This hie.rarchy \vlth effectively thil1een c,rtegones reasonably ranks the rellabiiity of various estima tes. 

6. Level 1 • Reference Markets 

' ." -.. the- active market to whjch ill cnl.iiy has irnmeciiatc access Of, if the ent ity has im.rnediate .. 
acces::.: to mUltiple active nmrKctsJ the mo~1 adv:intageous market". 

However, the guidance -in Paragraph B9 (Example 5) is confusing. it states that an entity has access tn two 
markets, A a."1d B; between the.m it must select its most aov-arnageous a~ Its ievel lre-fcrence market At the 
Trarlsacnon Date, the pri~e In market A is. 525, flIld the costs for a trade are $5, giving 2 net amount of $20. 
Ti]e" Dll'ce ;n ' o-c-" lf:"' ~' t 1' 1', ',,".-.h,-.-.- at T1 l'- .-.~; ""'p ~t. " O- h- f .. --. h-·.d" ($0('-', j--.....~. "l net arnu-l'· ..... i ~)f'l; i " )~"l;",A "','] til" 1-L " . \",J.. ',J.; C"- '-' ~" _.1_;<1'-'1 1- ,Jl_1 _,,,.-; .. ,,;;-, .... ~ .. .., .... ::, .. ,,, ~v,",,,,, .,-, -.~/ "-'~~ ... _ ~;<l~' .. " " . " _ .:I.. _,-,,--, \.' ~ ... 
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net proceedR, the most advantageous is market A; · itS price ($25) would be the estimate of Fair Value,as . 
F A.<;B 'tipula!es Iba! level 1 prices are not to be adjusted. 

As shown in om expansion of FASH's example as set out below, using Fair Value obtained in this way to 
"mark to market" tradeable securities may result in a greater profit or smaller loss being recorded than if an 
actual tran$actioll had taken place. 

(DoHars Per Unit) 
Mark to 
~arket Transaction 

Carrying Amount 
Fair Value (Market A) 
Net Proceeds (after costs) 

18 32 
25 25 

- -
1. ill 

18 

20 
2 

32 

20 -
illl 

It is therefore strongly recommend that all level 1 estimates take into account transaction and other costs, so 
that the reported profits and losses are the same, whether the item has been "marked to market", or an actual 
transaction was undertaken. 

7. Pricing in Active Dealer Markets 

Continuing our comments on Issue 6 that e~timates of the Fair Value of an item should be the same as the 
Net Proceeds of a Transaction, we concur with F ASB's guidance that: 

" ..... the fair value of financial instruments traded in active dealer markets where bid and asked 
prices are more readily and regularly available than closing prices be estimated using bid prices for 
long positions (assets) and asked prices for short positions (liabilities), except as otherwise 
specified for offsetting positions." 

However, we recommend that any transaction costs in dealer markets, such as commissions on stock 
exchanges, be considered for both long and short positions. 

8. Measurement of Blocks 

The problems relating to blockage discounts for relatively large positions in traded securities are complex. 
We concur with the Boards' position set out below: 

"For unrestricted securities with quoted prices in active markets, many PASB pronouncements 
(including FASB Statement No. 107 "Disclosures about Fair Value of Financial Instruments") 
require that fair value be estimated as the product of a quoted price for an individual trading unit 
times the quantity held. In all cases, the unit of account is the individual trading unit. For large 
positions of such securities (biocks) held by broker-<lealers and certain investment companies, the 
AlCPA Audit and Accounting Guides for those illdustries (the Guides) permit fair value to be 
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