Complex Made Simple

Confusion About Fair Values

Executive Summary

Use of fair market value (FMV) standard of value in current valuation practices causes confusion and
results in additional unnecessary work. Most of the confusion in the application of FMV concept comes
from the lack of cohesive, widely accepted guidance in how the concept should apply. Accounting and
valuation professionals started to use fair market value at least from 1959 when the Treasury
Department issued Revenue Ruling 59-60, clarifying certain valuation practices relevant to valuing the
stock of closely held corporations. Fair value (FV) concept is notably more recent. It dates back to
September 15, 2006, when FASB issued SFAS No. 157 - Fair Value Measurements (subsequently
codified in ASC 820). FASB’s guidance on fair value addresses a number of valuation questions related
to valuation of financial assets and liabilities. Guidance provided in current ASC 820, additional
literature published on this topic provide a more comprehensive and easier to navigate source of
knowledge as compared to information about application of fair market value concept.

ASC 820 defines and regulates the application of various additional characteristics of values
represented by premises of value. FMV comes with diverse practices in determination and application
of various premises of value. It’s up to the valuation specialist to determine and apply the appropriate
premise.

We believe that given a more modern and comprehensive guidance provided in ASC 820, fair value
serves as a notably more robust concept as compared to fair market value. Valuation community
should try to more widely adopt fair value concept. This effort should be supported by legislative
changes impacting application of the tax law in the U.S.

More specifics included in FV concept come with additional issues. Some valuation professionals
guestioned FV concept of highest and best use and treatment of transaction costs. In our experience,
given the extensive FV guidance and subsequent interpretations, certain seeming contradictions and
issues in application of FV concept can be addressed, if not resolved.

Fair Market Value and Fair Value: Similar yet Different

Standard of value, used in any valuation exercise, serves as a foundation defining the type of value
being estimated or assessed. International glossary of business valuation terms defined the standard of
value as follows:

Standard of Value—the identification of the type of value being utilized in a specific engagement; for
example, fair market value, fair value, investment value.



Fair market value (FMV) and fair value (FV) are the two main standards of value used in most current
valuation practices. Let’s discuss both of them below.

Fair Marke Value
Fair market value is defined in U.S. Treasury Regulations as follows:

The fair market value is the price at which the property would change hands between a willing buyer
and a willing seller, neither being under any compulsion to buy or to sell and both having reasonable
knowledge of relevant facts.?

Key concepts underlying the notion of FMV are: a) presence of a willing buyer and a willing seller b)
neither party is under compulsion to act and c) reasonable knowledge of both parties. FMV is based on
a hypothetical transaction, i.e., a hypothetical willing buyer and seller?. Also, FMV represents a cash (or
equivalent) value as of the valuation date, i.e., a present value, not a future value.

FMV is the most commonly applied fair value concept in judicial, tax and other regulatory matters.
More specifically, FMV applies to practically all federal and state tax matters (e.g., gift, inheritance,
income taxes). Given that FMV concept originates in law, the concept and its application is driven by
case law, which is ever evolving.

Most current valuation literature provides guidance assuming that the fair value standard is FMV. For
example, such standard of value is used by default in Gary Trugman’s Understanding Business
Valuation3, James Hitchner’s, Financial Valuation: Application and Models®.

Fair Value

Fair value is defined in U.S. accounting standards, including ASC 820, Fair Value Measurement as
follows:

The price that would be received to sell an asset or paid to transfer a liability in an orderly
transaction between market participants at the measurement date.

Accounting standards provide further guidance clarifying various aspects of FV. Key clarifying concepts
include definitions of orderly transaction, marketing participants and principal market.

Specifically, orderly transactions assume exposure to the market for a period before the measurement
date to allow for marketing activities that are usual and customary for transactions involving such
assets or liabilities; it is not a forced transaction, e.g., a forced liquidation or distress sale (ASC 820-10-
20, Glossary).

The definition of “market participants” per ASC 820-10-20 is:
Buyers and sellers in the principal (or most advantageous) market for the asset or liability that have

all of the following characteristics:

a) They are independent of each other, that is, they are not related parties, although the price in a
related-party transaction may be used as an input to a fair value measurement if the reporting
entity has evidence that the transaction was entered into at market terms

ITreasury Regulation 20.2031-1

2 See, for example, references to hypothetical willing buyer and seller in court decision in Estate of Dunn v. Commissioner, No.
00-60614, U.S. Appeals (5th Circuit, Aug. 1, 2002)

3 Gary R. Trugman Understanding Business Valuation, 6th ed, p. 115

4 James R. Hitchner, Financial Valuation: Application and Models, 4th ed., p. 5


https://asc.fasb.org/1943274/1810868/fasb-asc-publication/market-participants/GUID-64D33CB6-B5EF-483C-BC27-B476FCD19648
https://asc.fasb.org/1943274/1821980/fasb-asc-publication/related-parties/GUID-4FA4CAEB-6F30-4E79-9197-C7641E586A35

b) They are able to enter into a transaction for the asset or liability

c) They are knowledgeable, having a reasonable understanding about the asset or liability and the
transaction using all available information, including information that might be obtained
through due diligence efforts that are usual and customary

d) They are willing to enter into a transaction for the asset or liability, that is, they are motivated
but not forced or otherwise compelled to do so

Principal market is the market with the greatest volume and level of activity for the asset or liability in
guestion. Most advantageous market is the market that maximizes the amount that would be received
to sell the asset or minimizes the amount that would be paid to transfer the liability, after taking into
account transaction costs and transportation costs.

Overall, FV in ASC 820 incorporates a number of attributes, clarifying the concept of fair value. Key
attributes are listed below:

e FVis based on the exit, not entry price. Exist price is the price that a seller would accept to sell
the asset, or a debtor would be willing to pay to transfer a liability.

e FVis an exit price in the principal market, or, in the absence of a principal market, the most
advantageous market in which the reporting entity would transact.

e Fair value is a market-based measurement, not an entity-specific measurement.
e FV measurements should not be adjusted for transaction (selling) costs.

The concept of most advantageous market as applies to non-financial assets (e.g., fixed assets or
intangibles) is referred to as” highest and best use”.

Overall, ASC 820 attempts to promote consistency and comparability in defining and measuring fair
value. Accounting firms issued additional, periodically updated comprehensive interpretations and
illustrative guidance. Examples include E&Y’s guide Fair Value Measurement, PwC’s guide Fair Value
Measurements.

Currently, FV concept is used for financial reporting purposes as well as for most stockholder disputes,
corporate and partnership dissolutions.

Valuation theory has other standards of value including investment value, intrinsic value, book value
which we will not cover in this publication®.

Despite certain similarities, FMV and FV are two different valuation concepts. Although both concepts
refer to market as the basis for determining value, specific applications of the two concepts differ.
Unlike FMV, FV concept does not require the presence of a willing buyer and a willing seller. FV
concept does not require reasonable knowledge of both parties®. Having said that, the concept of

5 For discussion of other standards of value refer to Chapter 1 Common Standards and Premises of Value of J. Fishman, S.
Pratt and B. Morrison. The book provides an overview of historical evaluation of FMV concept as well as an overview of
introduction of FV standard of value. Most of the book is focused on discussion of legal cases and concepts as they relate to

both standards of value.

6 Gary R. Trugman Understanding Business Valuation, 6th ed, p. 112



orderly transaction in definition of FMV may be similar to “no compulsion” requirement in the
definition of FMV.

As noted above, the concept of FMV is based on case law and, therefore, lacks comprehensive
guidance provided in relation to FV.

Premises of Value

Besides standard of value, valuation theory includes a notion of a premise of value. International
glossary of business valuation terms defined the premise of value as follows:

an assumption regarding the most likely set of transactional circumstances that may be applicable to the
subject valuation; for example, going concern, liquidation.’

In a broader sense, the premise of value is clarifying attributes of how a standard of value is applied in
practice. For example, ASC 820-10-55-3 discusses the highest and best use principle in relation to
combination of assets as compared to one individual asset. ASC 820 has specific guidance related to
impact on FV of transaction (selling) costs, transportation costs, legal restrictions, defensive use of
certain IP rights, etc.

Analysis of premises of value in relation to FMV is accompanied by a number of individual definitions
of FMV, including

e FMV In Continued Use;
e FMV Installed;
e FMV Removed;

Modifying statements, i.e., “In Continued Use”, “Removed”, etc. clarify what kind of FMV we are taking
about. “In continued Use” premise generally refers to operating the asset or the business as it is, while
“Removed” or “In Exchange” premise refers to an alternative use, e.g., transfer the asset or the
business to under new management or a different location.

Another widely used premise of value is “In Liquidation”, which includes a number of additional
modifiers such as “Orderly Liquidation” and “Forced Liquidation”.

Although the above premises apply to valuation of machinery and equipment, their application also
covers business valuation.

Appendix A: FMV Premises provides definitions of various premises of FMV per American Society of
Appraisers.

In our opinion, nuances between certain premises of value, e.g., “In Continued Use” and “Installed” are
hard to clearly define and apply in practice.®

Note that various premises of value do not just determine the valuation process (e.g. analysis of
exchange or sale options for “FMV Removed” premise), they also have a direct impact on specific

"https://us.aicpa.org/content/dam/aicpa/interestareas/forensicandvaluation/membership/downloadabledocuments/int|%20
glossary%200f%20bv%20terms.pdf

8 For example, see discussion of the differences between “In Continued Use” and “Installed” premises on pages 3 and 93
American Society of Appraisers, Valuing Machinery and Equipment, 4t Edition.



amounts included or excluded in estimated fair values. For example, FMV generally does not include
the so-called assemblage cost, i.e., freight, taxes, installation and other similar costs. FMV In Continued
Use does include such costs. According to the explanation provided by American Society of
Appraisers®:

Appraising assets under the premise of continued use requires adding the value contribution of the
costs required to get the base units installed in the plant and ready to operate. In effect, the
appraiser converts the market price of the base unit into the fair market value in continued use. In
this chapter, the various costs that accomplish this conversion will be referred to as "assemblage
costs”.

Similarly, the cost of removal or disposition of the asset or business reduce estimated FMV Removed.

The use of specific FMV premise is a function of specific facts and circumstances of individual valuation
exercises as well as legal considerations. Legal considerations may be presented through existing case
law, i.e., court rulings as well as guidance provided by legal counsel.

In reality, the diversity and importance of various premises of value are such that each premise (i.e.,
“In Continued Use”, “Removed”, etc.) appears to introduce a standard of value in its own right. In
other words, FMV in Continued Use, FMV Removed may well be considered separate standards of
value, not just different premises of value.

Confusion in Application

Use of FMV and FV concepts in current valuation practices causes confusion and results in additional
unnecessary work. Most of the confusion in application of FMV concept comes from the lack of
cohesive, generally accepted guidance in how the concept should apply. Accounting and valuation
professionals started to use FMV at least from 1959 when the Treasury Department issued Revenue
Ruling 59-60, clarifying certain valuation practices relevant to valuing the stock of closely held
corporations. FV concept is notably more recent. It dates back to September 15, 2006 when FASB
issued SFAS No. 157 - Fair Value Measurements (subsequently codified in ASC 820). Therefore, FASB’s
definition of FV addresses a number of valuation questions related to valuation of financial assets and
liabilities. Careful review of FV definition established much earlier appears to only cover valuation of
non-financial assets (property)?.

Guidance provided in current ASC 820, additional literature published on this topic provide a more
comprehensive and easier to navigate source of knowledge as compared to information about
application of FMV concept. ASC 820 defines and regulates application of various additional
characteristics of values represented by premises of value.

FMV concept does not provide a clear guidance on the use of entity versus market specific cash flow
considerations, an important premise of value for a valuation exercise. FMV also comes with diverse
practices in determination and application of various premises of value. It’s up to the valuation
specialist to determine and apply the appropriate premise.

9 American Society of Appraisers, Valuing Machinery and Equipment, Assemblage Value For Continued Use, 4™ Edition
10 SFAS No. 157 - Fair Value Measurements, par. C50 states: “...the Board observed that the definition of fair market value
relates principally to assets (property).”



Given the lack of clearly defined premises of value related to FMV as compared to FV, the latter
appears to be a more suitable standard of value.

Examples below illustrate issues arising from lack of sufficient guidance around FMV concept.

Example A- Impact of Legal Restrictions
Consider the following example provided by G. Trugman in his Understanding Business Valuation:

Another problem that frequently arises is when the valuation analyst is using the fair value standard
and is handed a real estate appraisal based on market value. Notice that it is not fair market value
or fair value. So, ask yourself this question: Can you fit a square box in a round hole? Probably not! In
a market value real estate appraisal, the value may be determined using sales comparables. .....
Well, what if the tenants have long-term leases and the rents being paid are not at current market
rates? The valuation analyst cannot just live with the real estate appraisal if the fair value is
intended to measure the going-concern value of the entity, which is based on the actual cash flow
that is being generated from the property!.

The example illustrates an apparent problem where current market rates do not reflect actual rates
payable by tenant to the landlord where the-below-market rates are stated in current lease
agreements. The issue would not exist if the fair value concept was applied. The concept clearly refers
to market-specific rates and not entity-specific rates as a basis for determination of FV (ASC 820-10-05-
1B). US GAAP also offers specific guidance in relation to legal restrictions attached to the asset in
guestion. The effect of a restriction on the sale or use of an asset will differ depending on whether the
restriction is considered to be a characteristic of the asset or rather the characteristic of the entity
holding the asset. A restriction that would transfer with the asset in an assumed sale would generally
be deemed a characteristic of the asset and, therefore, would likely be considered by market
participants in pricing the asset. Otherwise, a restriction that is specific to the reporting entity that
holds the asset and would not transfer with the asset. Such restrictions would not be considered when
measuring fair value (ASC 820-10-55-51, 820-10-55-54).

Determining whether a restriction is a characteristic of the asset or of the entity that holds the asset
may require judgment based on the specific facts and circumstances®?. The solution to Trugman’s
example depends on whether lease agreements with existing non-market rent will survive the transfer
to a third-party.

If the agreement can only be transferred with existing non-market rents, rent levels should be used in
the valuation exercise where the standard of value is FV. If current non-market rent level does not
survive the transfer, rent restrictions are not incorporated in the valuation exercise.

When preparing a valuation report, a valuation specialist should indicate the standard of value used?3.
The valuation specialist should also mention the impact of existing lease related restrictions on the
valuation exercise. The following language can be used to describe the impact of restrictions:

The standard of value in the valuation exercise is fair value, per ASC 820. Monthly rental rates per
current lease agreements between the landlord and tenants are below the market. The agreements
would survive a potential transfer of the property to a third party. Therefore, contractual rates are

11 Gary R. Trugman Understanding Business Valuation, 6th ed, p. 421

12 ERY guide Fair Value Measurement, 5.2.1A Restrictions on assets (after adoption of ASU 2022-03)

13 AICPA Statement on Standards for Valuation Services (SSVS), Valuation of a Business, Business Ownership Interest, Security,
or Intangible Asset, Par. .12



considered characteristics of the asset as further discussed in ASC 820-10-55-51. If the lease
agreements are not transferrable in their current form, the respective restrictions would be ignored
when determining the fair value. This would likely result in higher fair value than currently assessed
in the report.

Trugman provides the following additional comments on the above valuation example: “If you are
starting to think that this is confusing, you are starting to also get the concept. If you think that this is
crystal clear, maybe you should be writing this book instead of me. It is about as clear as mud!”? The
above example illustrates how using a FV standard brings more clarity and order to the valuation
process.

Use of a clearly defined standard of value also helps to avoid lengthy and convoluted discussions about
specifics behind definitions and concepts. In theory, a standard of value should be more or less clearly
defined in the valuation literature; it should not be subject to extensive discussions in a specific
valuation report.

Example B- Entity-Specific vs. Market Considerations

G. Trugman illustrates application of the asset-based approach in relation to a manufacturing business.
The business has substantial inventory and fixed asset values and is expected to generate substantial
losses. The valuation process performed by Trugman can be divided in the following three stages:

Stage 1: FMV of Individual Assets and Liabilities

The valuation process started with determining assets individual value using FMV approach. Fixed
assets and inventory were assigned substantial amounts assuming that these items can be sold on
their own, i.e., without considered obsolescence or impairment linked to company’s negative cash
flows.1>

Stage 2: Economic Obsolescence

The valuation process continued with calculation of economic obsolescence determined by discounting
future negative cash flows. As a result of that, inventory and fixed assets values were fully impaired.
Resultant fair market value of equity was determined to be significantly lower as compared to the
value determined as part of first step.®

Stage 2: Liquidation Value

Value determined as part of stage 2 was adjusted back, i.e., increased to reflect higher value resulting
from liguidation of individual assets and settlement of liabilities. In other words, although economic
obsolescence evidenced by negative cash flows did not support significant going-concern value, a
higher value would be derived from disposition of individual assets and settling liabilities'’.

Value determined as part of Stage 1 reflects item specific economic obsolescence, i.e., economic
obsolescence attributable to current physical and economic obsolescence of individual tangible assets,
i.e., inventory and fixed assets. Stage 1 value is referred to as Fair Market Value-Installed. Value

14 Gary R. Trugman, Ibid, p. 421

15 Gary R. Trugman, Ibid, p. 421-425, Exhibit 11.4
16 Gary R. Trugman, Ibid, p. 429, Exhibit 11.5

17 Gary R. Trugman, Ibid, p. 430-438, Exhibit 11.6



determined as part of Stage 2 reflects the so-called business specific economic obsolescence, i.e.,
earnings specific to the business in question. Business specific economic obsolescence was not
considered as part of Stage 1. Stage 3 value is referred to as Fair Market Value-In Continued?®. Stage 3
reflects a liquidation value, i.e., the net amount that would be realized if the business is terminated,
and the assets are sold piecemeal.

FV concept applicable to non-financial assets (including inventory, fixed assets and intangible assets)
refers to assets highest and best use as a basis for determining fair value (ASC 820-10-55-1, par. b). The
current use is presumed to be its highest and best use unless market or other factors suggest a
different use (ASC 820-10-55-30). ASC 820-10-55-3 provided description of certain other valuation
premises related to non-financial assets.

If FV concept is used in the above example, there is no need to perform extensive valuation steps
under various valuation premises/attributes, e.g., Fair Market Value-Installed, Fair Market Value-In
Continued and Liquidation Value. Instead, a valuation specialist would spend more time on
determining the highest and best use for the business in question and focus on determining the FV. If
the highest and best use was determined to be orderly liquidation, a valuation specialist would
proceed to determine the value under this valuation premise, without spending much time on other
premises.

Certain level of unnecessary diversity in application standards of value results from a current divide
between accounting and valuation practices. Valuation specialists tend to focus on their valuation
matters, much less on financial reporting matters. Accountants spend more time on financial reporting
issues, no or very limited amount of time on valuation questions. This contributes to continued use in
valuation of FMV concept with limited accompanied guidance offered for FV concept. Valuation
specialist would benefit from crossing over and using concepts provided in current U.S. GAAP.

We believe that given a more modern and comprehensive guidance provided in ASC 820, FV serves as
a notably more robust concept as compared to FMV. Valuation community should make an effort to
more widely adopt FV concept. This effort should be supported by legislative changes impacting
application of the tax law in the U.S.

[ssues in FV Concept
Transaction Cost

More specifics included in FV concept come with additional issues. Trugman provides an example of
determining the most advantageous market for a stock of Grape Company. In his example he notes the
following®®:

Note that in order to determine the most advantageous market, one considers the net price to be received if
the stock of Grape is sold in the open market. However, FASB ASC 820 asks us to ignore transaction costs in
the fair value measurement itself. So, transaction costs can be considered in determining the most
advantageous market but not in the conclusion of fair value. Ain’t that a kick? How is anyone supposed to get
this stuff right?

18 Gary R. Trugman, Ibid, p. 428
1% Gary R. Trugman Understanding Business Valuation, 6th ed, p. 726



There is an apparent inconsistency of treatment of transaction cost in determining the most
advantageous market and determining fair value. The inconsistency is addressed, to a certain extent, in
FASB 157 Background information and basis for conclusion. The Board elaborated on the reasons to
reduce the price by the transaction costs when determining the most advantageous market as follows:

C27. The most advantageous market is the market in which the reporting entity would sell the asset or
transfer the liability with the price that maximizes the amount that would be received for the asset or
minimizes the amount that would be paid to transfer the liability, considering transaction costs in the
respective markets. The Board concluded that a most advantageous market approach is reasonable based on
the assumption that the goal of most entities is to maximize profits or net assets. The most advantageous
market approach embodies both the buying side and the selling side of rational economic behavior and is
consistent with normal profit motivations.

Paragraphs of C30 and C31 provide more information on the use of transaction costs where determining asset
or liability FV:

C30. The Board affirmed that the price in the principal (or most advantageous) market used to measure the
fair value of an asset or liability should not be adjusted for transaction costs. Transaction costs refer to the
incremental direct costs to transact in the principal (or most advantageous) market for the asset or liability,
similar to cost to sell as defined in paragraph 35 of FASB Statement No. 144, Accounting for the Impairment
or Disposal of Long-Lived Assets, and may differ, depending on how the reporting entity transacts. In other
words, transaction costs are not an attribute of an asset or liability.

C31. In response to related issues raised by some respondents, the Board clarified that transaction costs are
different from transportation costs, that is, the costs that would be incurred to transport the asset or liability
to (or from) its principal (or most advantageous) market. This Statement clarifies that if location is an
attribute of the asset or liability (for example, a commodity), the price in the principal (or most
advantageous) market used to measure the fair value of the asset or liability should be adjusted for those
costs.

Overall, the concept of the most advantageous market and FV measurement are based on similar yet
not identical parameters. The most advantageous market is determined with reference to a
transaction cost while FV measured is determined based on the attributes of the assets.

Another perceived issue in the FV is the concept of highest and best use. The concept is required to be
used in relation to non-financial assets when determining their FV. In certain instances, when
determining FMV, valuation specialist is required to take into account entity’s specific plans with
regards to the use of the asset in question. Some authors questioned the highest and best use
approach as it ignores entity’s future plans and intentions.

Many valuation specialists are well aware of the amount of effort some clients are willing to make in
order to receive valuation results corresponding to their specific needs. The specific needs may involve
showing certain financial reporting results or achieving certain tax treatment. Entity’s plans and
intentions can change frequently, may be fleeting in the first place and, ultimately, are hard to
validate. In many cases, entity’s plans are what the entity says they are. In our opinion, valuation
approach based on plans and intentions of the subject entity allows it to achieve valuation results the
entity desires regardless of application of valuation guidance.



In our experience, given the extensive FV guidance and subsequent interpretations, certain seeming
contradictions and issues in application of FV concept can be addressed, if not resolved.

Stock Based Compensation

ASC 820-10-15-2 excludes from its scope share-based payment transactions. Share-based payment
transactions are subject to ASC 718 Compensation - Stock Compensation, which defines fair value as
follows:

Fair Value: The amount at which an 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.

This definition, although conceptually similar to ASC 820 fair value, is different from ASC 820 definition
in certain important aspects. ASC 718 FV does not refer to “market participants” while ASC 820 FV
does. Unlike ASC 820 FV, ASC 718 FV does not make an emphasis on the exist price (e.g., the price
received to sell an asset). Most differences in two definitions of FV appear through application of FV
concepts as can be seen by comparing ASC 718 with ASC 820 and other GAAP guidance. Note the
despite the differences in the two FV concepts, AICPA’s Equity Securities Task Force recommends
following the measurement guidance in ASC 820 unless it is inconsistent with the guidance in ASC
71820,

ASC 718 requires application of fair-value-based measurements (ASC 718-10-30-2) that excludes the
effect of certain conditions, restrictions and other features that would be considered in a true fair
value measurement per ASC 820. More specifically, the impact of forfeitures of stock-based
instruments resulting from, for example, not meeting service (employment) conditions are not
incorporated in fair value measurements. Instead, the impact of such forfeitures is accounted for
outside of the fair value measurement.

Similarly, the impact of the so-called performance conditions (e.g. vesting conditions related to
achieving certain sales volume) is excluded from the fair-value based measurement per ASC 718. The
impact of performance conditions is incorporated separately by estimating the probability of achieving
the relevant conditions.

From a market participant perspective, a stock-based compensation instrument contingent on
continuous employment (service condition) or meeting certain performance targets is not as valuable
as an instrument which is not conditions on such factors. Having said, that ASC 718 fair-value based
measurement does not take into account the impact of service or performance conditions.

Some share-based payment to employees contain noncompete provisions that require the recipient to
return the equity instruments if the employee goes to work for a competitor within a specified period
of time. The provision is often referred to as clawback. Generally, clawbacks are ignored in the
measurement of a share-based payment (ASC 718-10-55-8).

20 valuation of Privately- Held-Company Equity Securities Issued as Compensation, AICPA, 2013 Chapter 1 Concepts of Fair
Value of Equity Securities.



Some share-based awards contain reload features that provide for a new grant of at-the-money
options in an amount equal to the number of shares offered as an exercise price of an existing option.

The FASB’s Option Valuation Group, i.e., panel of experts used to address valuation challenges related
to shared-based awards, indicated that the reload feature, being a feature of the original option, can
be incorporated into the estimate of the grant-date fair value of an option using a lattice model. Since
the exercise price of a reload option is determined only when the original option is exercised, the FASB
concluded that the reload option does not create an equity relationship; is not considered granted
until the original option is exercised at which point the terms of the reload feature will be defined.
Therefore, the fair value of a reload feature is not incorporated into the estimate of the grant-date fair
value of an award (ASC 718-10-55-8). Instead, subsequent grants of reload options under the reload
feature must be accounted for as new awards and measured at fair value on the grant date of each
new award (ASC 718-10-30-23).

Overall, although FV represents a more cohesive and well-defined standard of value as compared to
FMV, application of ASC 718 fair-value based measurements to stock-based awards introduces
additional complexities in application of the FV concept.



Appendix A: FMV Premises??

Fair Market Value in Continued Use with Assumed Earnings is an opinion, expressed in terms of money, at which
the property would change hands between a willing buyer and a willing seller, neither being under any compulsion
to buy or to sell and both having reasonable knowledge of relevant facts, as of a specific date and assuming that
the business earnings support the value reported, without verification.

Fair Market Value in Continued Use with an Earnings Analysis is an opinion, expressed in terms of money, at which
the property would change hands between a willing buyer and a willing seller, neither being under any compulsion
to buy or to sell and both having reasonable knowledge of relevant facts, as of a specific date and supported by
the earnings of the business.

Fair Market Value Installed is an opinion, expressed in terms of money, at which the property would change hands
between a willing buyer and a willing seller, neither being under any compulsion to buy or to sell and both having
reasonable knowledge of relevant facts, considering market conditions for the asset being valued, independent
of earnings the business generated in which the property is or will be installed, as of a specific date.

Fair Market Value Removed is an opinion, expressed in terms of money, at which the property would change
hands between a willing buyer and a willing seller, neither being under any compulsion to buy or to sell and both
having reasonable knowledge of relevant facts, considering removal of the property to another location, as of a
specific date.

Fair Market Value In Exchange- same as Fair Market Value Removed

21 American Society of Appraisers, Valuing Machinery and Equipment, Glossary, 4" Edition
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