












































constraint
Y=2X+3

with two unknowns, there is no unique solution. One can produce any value for Y by
choosing a suitable value for X. If we have another bit of information or constraint in the
form of a second equation, say Y = -X, then the pair of simultaneous equations
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Dual Validation

The dual validation requires a double linkage of the cash flow model to historic experi-
ence. It requires simultaneously that the cash flow model fit past cash flows and that the
company valuations based on that model fit past market valuations. Formulas and a
procedural diagram for the dual validation are shown in Appendix B

I. Cash Flow Validation

First, the cash flow model, used to project all future expected cash flows, would have
to produce an exact retrospective match to the total prior ﬁve-year3 actual net cash
flow*. This model would not have to be a perfect model in the sense of matching each
separate year’s cash flows. In fact, we do not want it to, since we want a simplified and
stable model of reality, not the impossible complexity and variability of reality itself.
More to the point is that actual annual past cash flows may #not be as reliable as expected
annual past cash flows. This is due to,

1. year-to-year fluctuations in reported results due to extraordinary items and
to extraordinary experience

2. year-end fluctuations in accounts due or receivable

3. the greater reliability inherent in the longer base period (5 years) used in
the model

4. the addition of knowledge, understanding, structures, and relationships to
the model

5. the fact that the cash flow model is specifically designed to reliably
represent the underlying patterns

In a very real sense the expected cash flows become the standard by which the actual
cash flow are judged, not the reverse. If past or future years’ actual net cash flow is
higher than the modeled net cash flow, then we would probably conclude that actual
result was better than expected. We would probably not conclude that the model was
unreliable for that year.

The cash flow model would have to kept up-to-date and conform to professional
modelers’ standards. Not only would the cash flow model have to conform to the past it
would have to conform to the future, or at least the future expected by company
management. Management’s cash flow expectations provide half of the information
that determines the company valuation.

* A five-year validation period is a compromise between stability and currency.

* This requirement in necessary for the dual validation but not sufficient to meet modeling standards. For
example, a proper model would be model structures and relationships and reproduce major cash flow
components not just net cash flows.
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II. Market Price Validation

Second, the average company valuation over the prior five-year time period would
be required to exactly match the average market valuation over the prior five years.
This would be accomplished by setting the discount rate for expected cash flows to that
value which produces the average market valuation. This discount rate would vary from
company to company and would represent many things: risk, volatility, industry trends,
current general market discount rates, management credibility, perceived growth
prospects, the quality of earnings projections, etc. This market discount rate represents
the historic cost of capital for the enterprise and is an appropriate general-purpose
discount rate (called an implicit rate by accountants). The historic cost of capital
provides the other half of the information that determines the company valuation.

Note that company valuations make use of all future expected cash flows, but such
expected cash flows do not include new information or changed expectations of the
current year. This perspective is needed to separate new information from old. This
perspective is the natural perspective arising from performing the dual validation at the
start of the year.

Management and the model are given limited credibility in estimating expected cash
flows after the five-year validation of the cash flow model (the expected cash flows for
the validation period are exact). The capital market is given complete credibility in
pricing accurately and determining its cost of capital over the five-year validation period.

It is not possible for the company to produce a company valuation without some
appropriate assumption about the market cost of capital. It is not possible for the capital
markets to determine a cost of capital without some appropriate assumption about
expected cash flows. The dual validation combines the best information from
management with the best information from the capital markets. This approach is
superior in that more information and more appropriate information is employed. This is
done in a natural and disciplined way. The result is to produce more reliable and more
relevant information. This will be clarified in the next section.

The Normalization Process

The above method for determining the historic cost of capital seems simple and natural
enough, but its ramifications are far-reaching. We first give a name to the discounting
process. We will call the process by which cash flows are discounted using the historic
cost of capital "normalization".

Normalization performs several related functions. It coordinates expected cash flows,
market values, and the cost of capital. In the process, it disciplines company valuations.
It separates new from old information. It sets the scales and makes prospective
accounting relevant and reliable.
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Prospective accounting provides high level processed information about the future in the
form of company valuations. Some of this information about the future may be old
information already known to the capital markets. It is assumed that the capital markets
have fully and accurately processed old information over the course of time. We therefor
set the difference between market valuations and the company valuations to zero for the
validation period. This "tares” old information, setting the scales to zero, so that
information, new to the capital markets, may be directly measured and communicated. It
also re-calibrates expected cash flows to so that values are measured in shareholder value
units.

Normalized Values

Normalization enforces the discipline of capital pricing within prospective accounting.
Clearly participants in the capital markets are motivated to not over-price since they will
lose by doing so. They also do not want to under-price since they will forego gains (lose)
by doing so. The capital markets are powerfully disciplined, by self-interest, to price
accurately. The strong link between company valuations and market valuations can be
used to transfer the discipline of the capital market to prospective accounting.

The historical cost of capital is that rate of discount which, when applied to expected cash
flows, produces company valuations matching market valuations. The level of expected
cash flows is not critical, since the historical cost of capital adjusts to any level of
expected cash flows. Hence company valuations are largely independent of expected cash
flows arising from a model. This makes prospective accounting reliable. This
independence is illustrated in Tables I and IT in Appendix B.

Table I in Appendix B shows the results of modeling expected net cash flows with a
linear fit to actual net cash flows® for the five-yeaf validation period. It also shows the fit
of company valuations (labeled expected stock value) to actual stock market values for
the five-year validation period. A cost of capital of 6.17% was used to equate these
values (found by the Microsoft Excel goal seek function). After the validation period
modeled expected cash flows were a linear extension of the cash flows for the validation
period. The resulting expected stock values after the validation period formed a linear
extension of the values for the validation period. The reported company valuation at year-
end 2001 would be $2,836,764

Table II in Appendix B shows a similar development where each year's net cash flows is
$100,000 higher than in Table I after the year 2000. The past actual cash flows and the
past market valuations are the same as in Table I. The cost of capital has increased to
9.52%. The reported company valuation at year-end 2001 would be $2,993,670. The
company valuation has increased somewhat, not due to the increased earnings per se but
due to the incidence of those earnings. In fact, many valuations in Table II are lower than

® In practice sophisticated nonlinear models of individual cash flow components would be employed. This
would be the province of the professional modeler.
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in Table I. Hence the company valuation is generally not sensitive to expected cash
flows. In this Table, it is assumed that the market was made aware of the higher expected
cash flows after the year 2000, i.e., it was not new information.

If we did not increase the discount rate from 6.17% to 9.52% to validate share values then
the year-end 2001 company valuation would be $3,967,720. This is shown in Table III of
Appendix B. All other company valuations would also be substantially increased. This
would only be appropriate if the capital markets and management were not aware of the
extra $100,000 of net cash flow, i.e., it was new information. Such new information
would have to be disclosed and would have to have a real existence as a fact of
experience, contract, management action or commitment.® Upon disclosure the market
valuation would be expected to increase to $3,967,720 (the expected stock value).

This insensitivity of company valuations to expected cash flows (in the absence of new
information) arises from the dual validation and produces a high degree of reliability.
The company valuation is the expected standard and, as such, conveys useful information
to the market. Company valuations will exhibit greater stability than market valuations.
Market valuations may differ from company valuations, but the burden may now be on
the market to reconcile valuations. It is expected that changes in actual share prices will
track reported value added.

Normalization expresses values and changing values in shareholder terms. It separates
new information from old information and provides decision useful information to the
capital markets. Normalization makes prospective accounting relevant.

Un-normalized Values

i

Normalization re-calibrates most information about the future to agree with market
valuations. However, some information about the future contained in the expected cash
flows may be new information not yet known to the capital markets. This information
does not enter into the calculation of the historical cost of capital and is not normalized.
Table 111 in Appendix B illustrates the effect of new information. Normalization does not
simply “mark to market value”. If normalization did only this it would be empty since it
would not be using company information. It differs in at least four respects.

First, the historic cost of capital is a stable average based on expected cash flows. This is
different from a spot rate. A spot rate would exactly reproduce the market value and
would cancel out all company information. The goal is not to reproduce market values,
but to produce a company valuation that conveys expected cash flow information.

¢ The effects of a decision should only be measured if management has carefully weighed the costs and
benefits and is publicly committed to that decision. Such a decision becomes a contract with the
shareholders and with the future.
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Second, any pattern within the expected cash flows will emerge as a trend in the company
valuations.  Normalization leaves patterns intact. In fact, normalization leaves all
expected cash flows intact changing only their present value.

Third, the actual current year results, as they differ from expected, will change the
company value unaffected by normalization. For example, a cash windfall during the
year will, in the absence of loss or destruction, be utilized or invested in some way. The
cash is thus converted into future expected cash flows, hopefully with a present value
greater than the cash amount.

Fourth and most important, new expectations are not normalized. New expectations from
the current year have no affect on the historic cost of capital and the historical cost of
capital can not adjust to offset new expectations.

New Expectations

It is difficult for a model to spontaneously generate new expected cash flows. The model
would require some help from management in the form of new decisions or revised
assumptions. If management changes the assumptions for the model then the historic
cost of capital will not offset those changes. Nor do we want it to. We want to fully
measure the value added by those changes. This is a fundamental reason for using a
historic cost of capital. It provides a standard from which we can measure change.

Not only do we want to measure the effect of assumption changes, we generally want the
assumptions to change as much as possible. We want management to take actions and
make decisions that will add value. We want to measure the long-term value of those
actions or decisions, so that adding value to the company coincides with value-added
measures. We want to free management from the tyranny of short-term accounting.

On the other hand, any revised assumptions would require explicit disclosure and
justification’; the effect of those changes will have to be disclosed in detail and in total.
It is expected that assumption revisions will be made only infrequently and then only
under legitimate circumstances. No assumption lock-in will be required. Valuations can
thus be responsive to changing circumstances and expectations. At first it may seem
unnatural to allow assumptions changes to affect reported results. However, it is more
unnatural for a changing outlook not to affect values. Indeed, this is precisely the
information that the shareholder needs.

Normalization preserves and captures changing experience or new expectations.
Normalization re-calibrates old expectations so that they, in essence, become the standard
from which we measure change. The scales are set to zero to measure change.

7 See Accounting For The Future, Chapter 7: Additional Disciplines for a discussion of the disciplines that
apply to new information.
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Normalized prospective accounting communicates new forward-looking information to
the shareholder. This information is expressed in shareholder value terms so that the
shareholder can make appropriate decisions. This makes the accounting relevant.

Observation

Simulations performed by the author indicate that a disciplined prospective accounting
system is stable and reliable. Accounting and financial reporting can be simplified and
made more relevant to end-users thus benefiting management, capital markets, and the
accounting profession. Further details may be found in the draft proposal: Accounting
For The Future, by the author.

Conclusions

The dual validation provides a simple, natural, and unequivocal mechanism for
coordinating company and market information and determining shareholder value.
This can make a prospective accounting model relevant and reliable.



117
Attachment B

Appendix A
Formulas and Procedures

Dual Validation Formulas

Let,
CV:; = Company Valuation at time t
E; = Expected cash flow at time t for prior year
H = Historic cost of capital for the previous five-year period
A = Actual cash flow at time t for prior year
MV; = Market value at time t

The Expected cash flows must match the Actual cash flows,
Es+E4+E3+E2+E =As+tAs+A3+A+A,

This is the cash flow validation.

The Company Valuation is defined as,
CVy=E /(1+H) + Eo/ (1+H)* + E3/ (1+H)? + E4/ (1+H)* + ...
Where the historic cost of capital H is determined from,
CVs5+CV4+CV3+CVL+CV =MVs+MV4+MV3+ MV, +MV,

This is the market price validation.

Notes

1. The company valuation uses all future cash flows not just cash flows for the validation period.
Hence the cost of capital normalizes all modeled cash flows.

2. The company and market valuations could be year-end valuations. Average valuations over
four quarters might be more reliable and eliminate any seasonal effects.

3. There are two unknowns: the company valuation and the cost of capital. There are two bits of
information: expected cash flows and capital market prices. We simultaneously solve for both
unknowns.
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Note: shaded areas are not part of the dual validation procedure per se and are shown for context.
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Appendix C
Value Added and Taring

Whenever we combine or compare cash flows or values® from different times, an
appropriate interest adjustment must be made for the time value of money. We discount
future cash flows and/or accumulate past cash flows using a cost of capital. If we
compare a current valuation with a prior valuation then the prior valuation must be
increased by interest on that prior valuation. In the context of a prospective accounting
model designed for shareholder reporting, the appropriate interest rate is the shareholder’s
historic cost of capital. Hence Value Added is defined by

Value Added = CV,-CV, * (1+H)

Where
CVy = Current Company Valuation
CV., = Prior Company Valuation
H = Historic cost of capital

The historic cost of capital is determined by the capital market's pricing mechanism. It
represents an average yield expected by the market (if it didn't the pricing mechanism
would kick in). Hence roughly half the time the actual yield will exceed the cost of
capital and half the time it will fall short. This applies to individual companies and to the
capital market as a whole. On average, a company will add value half the time and lose
value half the time. On average, half the companies will be adding value and half will be
losing value. On average, the market will add value half the time and will lose value half
the time. Expected value added is zero. The scales are set to zero. Hence value added
"Tares" financial measurement.

In this sense value added provides an actual-to-expected measure. The shareholder can
immediately judge the progress of the company. He does not have to assess the meaning
of absolute results. Any positive value added represents progress. More important, the
value added per share represents the expected (past and/or future) increase in share price.
Value added provides a relevant and reliable measure.

® Values or valuations are cash flows that have been summed and discounted to a particular point in time;
they may be treated as a single cash flow at that point in time.
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The Future of Accounting For The Future

By Humphrey Nash

Accounting For the Future (AFTF) is the title of a draft proposal written by Humphrey Nash
(published March 1998). The proposal suggests that accounting should become more broadly
relevant and proposes feasible and reliable structures and technologies to help make this
possible. It is time to explain why AFTF or a similar system provides a unique solution to the
problem of accounting relevance for publicly traded corporations. At this time, we will not
repeat why and how AFTF is feasible, reliable and auditable.

Relevance

Relevance must be defined and judged by the current users of accounting information. Relevance
cannot be defined or judged by traditional accounting standards. Traditional accounting
standards and practices have not kept pace with changing business and financial environments.
Traditional accounting information does not adequately support decisions. The accounting
profession is painfully aware of this but has not “discovered” a workable solution.

Ironically, the solution is familiar to many practicing accountants. Whenever accountants have
been called upon to support decisions they employ the same methods. They use forward-looking
information based on valuations scaled to the capital markets. This takes the form of present
values of expected cash flows, whether the decision is pricing, dividend policy, financing, capital
expenditure, external investment, merger or acquisition. This technology is also familiar to most
financial decision-makers outside the accounting profession. It is a proven relevant technology.

A Solution

Relevance (decision utility) is the ultimate goal of accounting. Adherence to the traditional cost-
based accounting model, in a changing environment, has made accounting increasingly
irrelevant. The accounting profession realizes that it must look forward but it doesn’t know how
to begin. It is difficult, especially for accountants experienced in auditing the past, to see how a
forward looking value-based model could be made feasible, let alone reliable or auditable. The
AFTF accounting model provides feasible structures and explicit technology that can make
prospective accounting relevant and reliable. A solution is available.

A Unique Solution

More importantly: Any accounting model relevant to the decision process will be similar to
AFTF.

First, we note that AFTF was patterned after, indeed adopts, existing financial decision
technologies. It provides forward-looking information based on valuations scaled to the capital
markets. This is useful high-level information ideal for financial reporting. Appropriately scaled
measures promote the effective and efficient use of capital, a goal shared by shareholders,

1
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management, regulators, creditors, analysts and others interested in the success of the enterprise.

Any accounting model, such as the current cost-based model, which is not scaled to capital
market values, cannot be as relevant.

Not only is the current accounting scale different, it is unpredictable. Accounting values can
range from a small fraction to a large multiple of capital market values. Do capital market values
invariably represent underlying values? No, but they are much, much closer to the mark than
accounting values. Furthermore, those cases where capital market values deviate from
underlying values generally result from inadequate accounting and disclosure. Clearly, if
accounting wants to be relevant it should at least attempt to measure and report underlying
values

The AFTF model is a value-based accounting model. It explicitly takes into account the time
value of money ... shareholder money. It measures the progress (value-added) and the value
(PVECEF) of the enterprise taking into account the shareholders’ cost of capital and it measures
that cost using capital market prices for that enterprise. These prices are the only means of
properly scaling the cost to the capital markets. Any accounting model, such as the current
cost-based model, which does not use an appropriately scaled cost of capital cannot be as
relevant.

The AFTF model coordinates the discount rate (cost of capital) with projected cash flows to
which the discount rate is applied. The mechanism for doing this is the dual validation.
Without such coordination it is impossible to reliably scale valuations to the capital market. It is
the end result of projecting cash flows and discounting which is the gold standard. Anmy
accounting model, which does not coordinate the discount rate with projected cash flows,
using the dual validation or something equivalent, cannot produce values scaled to the
capital markets.

- The AFTF model uses management decisions and assumptions in modeling the future. Making
decisions and judgments about the future is management’s job, its exclusive prerogative and its
exclusive responsibility. The AFTF model makes the working assumption that management is
best able to assess the company’s future. This may not always be true; hence, AFTF doesn’t
depend completely on management. AFTF also depends on the independent judgment of the
capital markets. It is assumed that the capital markets have assimilated past information and
performance and have correctly valued the company. One important exception is new decisions
or assumptions not yet communicated to and processed by the capital markets. The dual
validation separates old from new information and reports the expected capital market value
change resulting from that new information. Any accounting model, which does not make use
of management’s decisions and expectations, cannot be expected to produce a complete or
current valuation. AFTF uses management expectations, as restrained by capital market
valuations and other disciplines, to produce reliable accounting values.

AFTF values management decisions and then holds management accountable for those
decisions. Management decisions depend on explicitly stated management expectations
(otherwise they will not be valued in the AFTF model). These expectations enter the cash flows
models and are expressed as present values. A prominent feature of AFTF is the periodic
reporting of actual-to-expected results. This is done within a defined and disciplined financial

2
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reporting model using unequivocal cash flows. Any accounting model which does not

continuously track management expectations and performance in a meaningful manner
cannot guarantee management accountability.

AFTF models and values the entire enterprise in a coordinated manner. No matter how financial
values are decomposed or recombined, the AFTF valuation will be the same capital market
value. There can be no missing values (such as intangibles) since the unfolding future includes
all relevant factors. There can be no capitalization of current expenses (as with Worldcom) since
there is no capitalization. There can be no double counting of assets (as with Enron) since the
models are based on normalized cash flows not accounting treatments, adjustments, or
allocations. Any accounting system that recognizes revenue other than cash flows is subject
to abuse. Cash flows are unequivocal whether they are past cash flows in the books of account
or expected cash flows within a prospective accounting model.

Intangibles values are real even if they don’t have a current existence or manifestation. They are
realized in the fullness of time. AFTF is complete in that it captures all values including
intangibles. How? An intangible has value if and only if it affects the future. By measuring the
future (PVECF) we simultaneously capture and value intangibles. An accounting model is
complete if and only if it captures all values, including current intangibles. An incomplete
model lacks relevance.

The fair value of a publicly traded company is its market capitalization. This means that the
attribute of fair value must be capital market value. No system of financial measurement that
fails to scale measures to capital market values can be consistent with fair value. The sum
of the pieces will not match the whole.

Decisions must be made taking into account the future and only the future. The past is
irrelevant. For example, it is well known that past or sunk costs are not relevant to the decision
process and will produce sub-optimal results if used. A relevant (decision-useful) accounting
model must look forward and must not look backwards. The:current cost-based accounting
model is “sunk accounting” and cannot adequately support decisions. AFTF is a prospective
value-based system in which all values reside in the future. AFTF is designed to support and
optimize current decisions.

Financial reports are designed to represent past, present or future realities. Financial reports are
simplified representations designed to be feasible, to be understandable, and to distill essential
information. Models are simplified representations designed to be feasible, understandable and
to convey essential information. With AFTF we model and recognize future cash flows and
measure them as present values. This is accounting. This is the future of accounting.

Conclusion

AFTF is an expression of existing decision technologies and existing trends and developments
within accounting. It provides a simple workable accounting model. Any relevant accounting
model must be equivalent to AFTF.
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Fair Value

by Humphrey Nash

Abstract
Fair value is the attribute that will guide the use of present values in future accounting developments and
pronouncements. The use of present values is most welcome; the use of fair value is not. This article explains why
and sounds the alarm.

Introduction

In recent years the Financial Accounting Standards Board (FASB) has researched, developed, and promoted the use
of Present Value of Expected Cash Flows (PVECF) as a measure of economic value. FASB has done a
commendable job of introducing the concept of expected cash flow based on probability-weighted outcomes. FASB
has also illuminated the concept of present value as a sum of interest discounted expected cash flows.

In order for a measure to be relevant it must represent some observable attribute. For PVECF the attribute recently
proposed is fair value. This attribute is what PVECF is intended to represent and hence fair value provides
theoretical guidance in calculating PVECF or judging whether or not PYECF is appropriately representative.

The adoption of a PVECF attribute is critical to the future of accounting, accountants, and accounting organizations.
It is vital to get it right.

In its exposure draft Using Cash Information and Present Value in Accounting Measurements, FASB has defined
Fair Value to be,

"The amount at which the asset (or liability) could be bought (or incurred) or sold (or settled) in a current transaction
between willing parties, that is, other than in a forced or liquidation sale.” N

If there is an active market for the asset (or liability) then the observed market price is a fair value and a PVECF
measure should approximate or be that price. If no active market exists then a similar PVECF should be employed to
inpute an appropriate market price. If PVECF meets this goal it is then said to have satistied the fair value attribute.

The definition of fair value seems reasonable and it is difficult, perhaps un-American, to challenge a term like "fair
value”. In fact, I like the term and I support both the concept of faimess and the concept of value. The only thing I
have a problem with is the interpretation of the definition.

What Fair Value Is Not

Fair value is one of several competing attributes of PVECF. FASB cites two others in its exposure draft, namely,
entity-specific value (similar to value in use) and cost accumulation value (a terrible term). FASB distinguishes
these two attributes from one another and from the fair value. Without going into detail, I believe that entity-specific
and cost accumulation are, in practice, identical concepts.

The table below is taken from the FASB exposure draft and compares fair value with cost accumulation.



117
Attachment D

Expected cash flow approach Same

The entity’s labor costs, which management believes are consistent §l The entity’s labor costs, regardless of whether others
with those that others would incur would incur similar costs

Allocation of overhead and equipment charges No allocation of fixed charges

Contractor’s markup No markup

Market price of items manufactured by the entity The entity’s cost to produce those items

Value of salvaged equipment Same

Expected cost of subsurface crash based on 1-in-10 probability and §l Same
estimated cost of $100,000

Market risk premium None

Adjustment to reflect the entity’s credit standing Discount rate based on the entity’s embedded cost of
liabilities

The choice of attribute has created some controversy among the FASB board members. At least two members
(the Dissenters) strongly favor the cost accumulation attribute and their views are well represented within the
exposure draft. Despite the lack of agreement, FASB has tentatively chosen fair value.

"In future standard-setting deliberations, the Board expects to adopt fair value as the measurement attribute
when applying present value techniques in the initial and fresh-start measurement of assets and liabilities.”

The Dissenters have no quarrel with PVECF, which they seem to like, only with fair value as an attribute of
PVECF. It is stated that they support fair value under certain circumstances, but I think that statement is a

mischaracterization, in that it appears they support fair value only when it coincides with cost accumulation,
for example, in the case of an actively traded financial instrument held short-term. In general the Dissenters

"... agree with that description of fair value and with the notion that fair value is an estimate of a current price,
even though current settlement may not be possible. However, they do not consider market-based assumptions
to be relevant if the entity does not intend to acquire a non-financial asset or settle a non-financial liability in a
current transaction. "

They further hold that,
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"Using fair value to measure non-financial assets and liabilities has troublesome recognition implications. "
(for example, recognizing non-existent liabilities)

Using fair value to measure non-financial assets and liabilities also “produces income statements that are
confusing and less usefu! than those produced by a cost-accumulation approach.”

The crux of the controversy boils done to a simple observation: fair value is not value-based. It is price based
and would be better labeled "fair price”. This follows directly from the definition; "fair price” is the amount at
which that asset can be bought in a current transaction between willing parties.

Is there a difference between price and value? It depends. In the case of an actively traded financial
instrument held short-term, there is no difference. In the case of the seller of an asset there is no difference.
For the buyer of an asset to be held or used, there is a difference, often quite large.

Why is there a difference? The answer is that the buyer of an asset has an economic or comparative advantage
in using that asset. The asset is worth more to the entity than the price; this motivates the purchase in the first
place. The value to the buyer of a rational purchase exceeds the price or cost. If the measurement of value is
the goal then fair value as, an attribute of PVECF, should not be used.

Should value be the goal? If we want to make rational economic decisions, we must measure value. If we
want to exploit comparative advantage, we must measure value. If we want accounting to be more forward
looking, we must measure value. If we want to use PVECF, we must measure value.

Fair value is a price-based concept. It continues the historical cost perspective of traditional accounting. This
retrospective view is at odds with the prospective view of PVECF. To assign a retrospective attribute to a
prospective measure is inconsistent and self-defeating.

An Alternative View

The Dissenters have provided an alternative to fair value, This alternative, to its credit, is value oriented. But cost
accumulation is incomplete or, at least, not explicitly complete. "To provide relevant information in financial
reporting, present value must represent some observable measurement attribute of assets or liabilities.” Fair value
represents observed price (PVECF to the seller), but has no connection to PVECF to the buyer. Fair value observes,
but observes the wrong thing. What is the observable attribute of the cost accumulation approach? What value does
it represent? What value should it represent?

A clue to what it is, or should be, can be found in the basic purpose of accounting and financial reporting.
Accounting and financial reporting is intended to be relevant to shareholders and their representatives (management,
analysts and portfolio managers). The value they are concerned with is shareholder value. This value is readily
observable in the capital markets. PVECF should have shareholder value as the observable attribute.

Prospective Accounting

The draft proposal Accounting For The Future (AFTF) outlines a prospective accounting model based on
shareholder value as the observable attribute of PVECF. AFTF provides a relevant attribute, but also provides
specific disciplined technology to ensure that the attribute is satisfied. Fair value does not provide a relevant
attribute and provides little methodology and little discipline.

AFTF resembles cost accumulation. In the Comparison Table AFTF would be identical to cost accumulation, except
for the final two items. AFTF uses an embedded historical cost of (equity) capital rather than an embedded debt rate.
This AFTF cost of capital implicitly includes a provision for capital market risk and uncertainty.

Suggestion

Interpret fair value to be,
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“The capital market amount at which the asset (or liability) could be bought (or incurred) or sold (or settled) in a
current transaction between willing parties, that is, other than in a forced or liquidation sale.”

The fair value of the company is the market capitalization. The total price of the company stock is the total value to
the company because the company is the seller.

Indictment of Fair Value

The criticisms below present a summary of the many faults of fair value as an attribute of PVECF.

1. Fair value omits intangibles, especially assets. These values are dominant today and
can't be ignored.

2. Active market values exist or they don't exist. If they exist, there is little use for
PVECF. If they don't exist, it will be very difficult to determine or verify the fair value of
an asset or a liability. Fair value is observable only in those cases where it is not needed.

3. The fair value of an asset is the value to the seller not to the buyer. The value to the
buyer must reflect the comparative advantage that the buyer has, otherwise that
advantage withers.

4. Only in pathological cases is the value equal to the price, for example, in the case of a
financial asset held for short term trade or in the case of forced liquidation. In these cases
all alternatives to fair value would also equate value to price to reflect the real cash flows.

5. Fair market value is unsuitable for decisions. Decisions (for a publicly traded
company) are made with the goal of adding value. Measuring cost or liquidation values is
not oriented towards this goal.

6. The fair value concept is more strained for liabilities than for assets. "Buying
liabilities" even sounds perverse. For an ongoing enterprise it is doubtful that liabilities
can be fully discharged to a third party.

7. Fair value would tend to diminish assets and increase liabilities compared with current
accounting practice. This may discourage prudent risk taking and stifle economic
progress.

8. As defined, the fair value of component assets and component liabilities will not add
up to the fair value of the total company. This value, the capital market fair value, is well
defined by an active stock market. If the component measures don't add up to a well
established total then those measures must be redefined.

9. PVECEF is patently incompatible with fair value since expectations are prospective
from the entity's perspective whereas prices are retrospective and are from the seller's
perspective.

10. Fair value does not provide procedures, discipline, or uniformity. Fair value provides
no guidance in determining expected cash flows or discount rates. Unless a fair market
value is observable there will be no discipline on "value" assignments. Interest rates, risk
and uncertainty premiums, projected cash flows may vary with each asset or liability.
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