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Fair Value Measurement

FAIR VALUE MEASUREMENT AND BUSINESS COMBINATIONS

By Mark L. Zyla, CPA/ABV, CFA, ASA. Mark Zyla is a managing director with
Acuitas Inc., a business valuation and litigation services firm based in Atlanta.
He formerly was with PricewaterhouseCooper’s Corporate Finance Consulting
Group. He can be reached at 404 898 1137, or mzyla@acuitasinc.com.

A. Introduction

There are currently over three dozen Financial Accounting Standards Board state-
ments that describe fair value as the measurement of value. These include State-
ment Financial Accounting Standard 141, Business Combinations, and the re-
cently issued revised SFAS 141(R), also named Business Combinations, under
which the concept of fair value is the fundamental standard of measurement for
business combinations. To provide additional guidance as to what is meant by
the concept of fair value, the FASB issued SFAS 157, Fair Value Measurements
in September 2006. According to the FASB, ‘‘This Statement defines fair value,
establishes a framework for measuring fair value, and expands disclosure about
fair value measurements.’’1 Fair Value Measurements is intended to be an um-
brella statement which clarifies the concept of fair value in financial reporting,
particularly in business combinations. However, SFAS 157 is somewhat contro-
versial. The statement was originally intended to be effective for reporting peri-
ods beginning after Nov. 15, 2007. On Nov. 14, 2007, however, the FASB de-
layed for one year the implementation of the statement for non-monetary assets
and liabilities to allow issuers of financial statements to more fully understand
the impact of fair value concept on their financial statements.

History of Fair Value in Financial Reporting

While over three dozen FASB statements refer to fair value, the concept of fair
value came to the forefront in financial reporting in relation to accounting mea-
surements in business combinations.

During the Internet boom in the late 1990s’, FASB began a project to update
Accounting Principles Board 16 which was the standard at that time for account-
ing for acquisitions. What the project determined was that the value of intangible

1 SFAS 157 Fair Value Measurements, ¶ 1.

Editor’s Introduction: Fair value measurement has recently been a hot
topic in discussions on the ongoing credit crunch and illiquidity in the
mortgage-derived securities market. This special report explains what
accounting standards say on fair value measurement, with a special fo-
cus on fair value measurement in business combinations.

FAIR VALUE MEASUREMENT
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assets had dramatically increased, particularly when compared to the value of
tangible assets.

The Board determined that under the old APB 16, companies had too much lee-
way in reporting the value of intangible assets in acquisitions and that financial
statements were not fairly representing the allocation of the acquisition price to
the assets acquired. Under the old accounting rules most of the value in alloca-
tion of purchase price was being recorded as goodwill, which could then be am-
ortized for up to forty years.

On June 29, 2001, the FASB issued SFAS 141, the original FASB standard on
business combinations which has since been superseded by SFAS 141(R), which
placed stricter requirements on the financial statements of the acquirer for the
recognition of intangible assets acquired in a transaction. Paragraph 39 in SFAS
141 requires that, ‘‘An intangible asset shall be recognized as an asset apart from
goodwill if it arises from contractual or other legal rights or, if not contractual,
only if it is capable of being sold, transferred, licensed, rented or exchanged. An
assembled and trained workforce, however, is not valued separately from good-
will.’’2 Under SFAS 141, only purchase accounting is allowed; the pooling of
interests is no longer allowed. Goodwill is not amortized under SFAS 141. In-
stead, it must be tested annually for impairment.

Under SFAS 141 there are a number of steps in estimating the fair value of the
assets acquired and the liabilities assumed. First, the acquirer has to determine
the purchase price. The purchase price is the consideration paid for the equity
plus any liabilities assumed plus any expenses such as deal costs from the trans-
action.

The next step is to determine the intangible assets acquired. SFAS 141 and SFAS
141(R) as revised requires that the acquirer recognize the identifiable intangible
assets acquired in a business combination separately from goodwill. SFAS 141
has a fairly comprehensive list of intangible assets, and lists the criteria for rec-
ognition of intangible assets acquired. An intangible asset is identifiable if it
meets either the separability criterion or the contractual-legal criterion. An intan-
gible asset meets the separability criterion if it:

(1) is separable, that is, capable of being separated or divided from the entity
and sold, transferred, licensed, rented, or exchanged, either individually or to-
gether with a related contract, identifiable asset, or liability, regardless of
whether the entity intends to do so.

To meet the contractual-legal criterion, an intangible asset must be one which:

(2) arises from contractual or other legal rights, regardless of whether those
rights are transferable or separable from the entity or from other rights and obli-
gations.3

In 2001, the FASB also issued SFAS 142, Goodwill and Other Intangible Assets,
which provides guidance on determining whether or not goodwill recorded after

2 SFAS 141, ¶ 39.
3 Id., and SFAS 141(R), Business Combinations, ¶3k.
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the acquisition becomes impaired. SFAS 142 is the result of a compromise be-
tween the FASB and various reporting entities. Under SFAS 142, goodwill is
tested annually for impairment under a two step test. The first step is to estimate
the fair value of the appropriate reporting unit by comparing the fair value to its
carrying value (book value). If the fair value is greater than book value, then
goodwill is not impaired. If the fair value is less than the carrying value, then
the goodwill may be impaired and a second step is required.

The second step is to estimate the fair values of all of the assets of the reporting
unit. New goodwill is then compared to the current carrying value of the good-
will. If the fair value of the new goodwill is less than the fair value of the cur-
rent goodwill, the difference is the amount of impairment and must be written
off.

B. Purpose of SFAS 157

The purpose of SFAS 157 is to provide additional guidance and to address cer-
tain issues related to the measurement of fair value. Accordingly, SFAS:

s revised the definition of fair value;

s further described valuation techniques;

s introduced the fair value hierarchy; and

s expanded required disclosures.

When first issued, the statement was to be effective or fiscal years beginning
after Nov. 15, 2007. However, due to preparers’ uncertainty about how to imple-
ment the statement, on Dec. 14, 2007, the FASB delayed implementation for part
of the statement.4 Companies are required to implement SFAS 157 for financial
assets and liabilities, as well as for any other assets and liabilities that are carried
at fair value on a recurring basis in financial statements. Examples provided by
the FASB include derivatives, loan-servicing assets and liabilities, and some
loans and debt linked to business combinations.

The board did, however, provide a one year deferral for the implementation of
Statement 157 for other nonfinancial assets and liabilities. These nonfinancial
assets and liabilities are related to goodwill, business combinations, and discon-
tinued operations, as well as to some non-financial intangible assets. While the
FASB agreed to adopt the one-year delay, it also encouraged the earlier adoption
of SFAS 157 for these types of assets.

C. Background of Fair Value Measurements and
Application to Business Combinations

Prior to SFAS 157, the guidelines for applying the fair value measurements in
generally accepted accounting principles (GAAP) was dispersed among some

4 FSP FAS 157-2, Effective Date of FASB Statement No. 157http://www.fasb.org/pdf/fsp_fas157-2.pdf. See
also, Oct. 1, 2007, letter to the FASB from the Financial Executives International’s Committee on Corporate Re-
porting and Small Public Company Task Force http://www.financialexecutives.org/eweb/upload/FEI/
FAS%20157%20101107.pdf.
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three dozen or more of the pronouncements that required a fair value measure-
ment. Because there were so many differing pronouncements, inconsistencies
naturally developed in applying fair value measurements under different state-
ments. After the introduction of SFAS 141 and 142, one of the most common
applications of fair value measurements was in business combinations and the
subsequent testing of goodwill and other long- lived assets. The requirement of
fair value measurements under these statements created a concern among prepar-
ers of how to measure fair value in the absence of quoted market prices. SFAS
157 establishes a framework for applying fair value measurements. The FASB
believes that the implementation of SFAS 157 will provide improvements to fi-
nancial reporting as a result of increased consistency, reliability and comparabil-
ity.5

‘‘The fair value framework should provide the Board with a foundation for mak-
ing improvements to the measurement guidance in its conceptual framework in a
subsequent phase of this project.’’6

An understanding of SFAS 157, Fair Value Measurements, is fundamental to the
appropriate application of SFAS 141, SFAS 142, and SFAS 141(R)(when effec-
tive) in a business combination.

D. Concepts Introduced by SFAS 157

SFAS 157 introduced several new concepts to clarify the definition of fair value
in financial reporting. The following are detailed descriptions of the salient con-
cepts of fair value measurements as it applies to business combinations.

1. Definition of Fair Value

Under SFAS 157, fair value is redefined as, ‘‘. . .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.’’7 In this definition, the FASB de-
scribes how it ‘‘presumes the absence of compulsion,’’8 and that buyers and sell-
ers are independent and knowledgeable. The transaction is assumed to occur in a
principal market, which is ‘‘the market in which the reporting entity would sell
the asset or transfer the liability with the greatest volume and level of activity
for the asset or liability.9 If a principal market does not exist, then fair value is
determined in the most advantageous market,10 defined as ‘‘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.’’11,12

5 Mark L. Zyla and Teresa D. Thamer, Fair Value Accounting: A Critical Skill for All CPAs, AICPA: Lewis-
ville, Texas (2007)

6 Exposure Draft – Proposed Statement of Financial Accounting Standards – Fair Value Measurements, No.
1201-100, June 12, 2004, page vi.

7 SFAS 157, Fair Value Measurements, ¶ 5.
8 Id., ¶ 6.
9 Id., ¶ 8.
10 Id., ¶ 10.
11, Id., ¶ 13.
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A fair value measurement under SFAS 157, and as applied to business combina-
tions, is for a particular asset or liability. The FASB’s definition of fair value
relates to assets and liabilities because assets and liabilities are a primary subject
of accounting measurement. This applies to business combinations in that the
assets and liabilities of the acquired entity are stated at their individual fair val-
ues as of the date of the combination. However, the definition of fair value is
also applied to instruments measured at fair value that are classified in stock-
holders’ equity. An example of this type of measurement would be the reporting
unit described in SFAS 142 in years subsequent to a business combination, and
the testing of goodwill for impairment.

Therefore, the measurement of fair value should consider attributes that are spe-
cific to the asset or liability that would be realized by a market participant in a
business combination. The asset or liability may be recognized on a stand alone
basis ( e.g., a real estate or some other operating asset such as propriety technol-
ogy) or as a group of assets and/or liabilities ( e.g., customer relationships or a
reporting unit). Whether the asset or liability is a stand alone asset or liability or
a group of assets and/or liabilities depends on what is described as its unit of
account. The unit of account determines what is being measured by referring to
the level at which the asset or liability is aggregated.13

A practical problem in a business combinations is how to measure fair value
when the business enterprise has multiple units of an item. If, for example, an
acquired corporation owns one million shares of another corporation’s publicly
traded common stock, should the acquirer determine the owned shares’ fair value
by observing the price of one share and multiplying this price by the quantity
one million shares, or should it assess the fair value of these shares by assuming
that they would be sold as a block? In practice, these amounts are usually differ-
ent. This issue —different fair values for different levels of aggregation— is
sometimes known as the aggregation problem. The FASB refers to this problem
as specifying the unit of account.14, 15

In applying the concept of fair value, it is important to understand certain con-
cepts which are part of the definition. These concepts are: price, principal market
or most advantageous market, and market participant, as discussed below.

a. Price

A fair value measurement assumes that the asset or liability is exchanged in an
orderly transaction between market participants who wish to sell the asset or
transfer the liability at the measurement date. An orderly transaction is one in
which there has been exposure to the market for a period prior to the measure-
ment date to allow for the usual and customary marketing activities involved in

12 See BNA Tax and Accounting Portfolio 5127, Ketz and Zyla, Fair Value Measurements: Valuation Prin-
ciples and Auditing Techniques (Accounting Policy and Practice Series) (providing examples and analysis of fair
value measurements under SFAS 157).

13 Zyla and Thamer, supra, note 5.
14 SFAS 157, ¶ 6.
15 Zyla and Thamer, supra, note 5, A-107
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transactions for such assets or liabilities. An orderly transaction is not a forced
transaction, such as a forced liquidation or a distress sale. From the perspective
of a market participant that holds the asset or owes the liability, the transaction
to sell the asset or transfer the liability is a hypothetical transaction at the mea-
surement date. Therefore, the objective of a fair value measurement is to deter-
mine the price needed to sell the asset or that must be paid to transfer the liabil-
ity at the measurement date (an exit price).16 In a business combination, the fair
value of the assets assumed under the concept of an exit price is what the assets
could be sold for or what must be paid to transfer liabilities to any market par-
ticipant. The fair value is not necessarily the value to the acquiring entity, or the
price that the acquiring entity actually paid for the asset, or the impact of the
assumed liability to the acquirer.

The concept of ‘‘price’’ in the FASB’s definition of fair value is a current exit
price. Thus; fair value is not based on historical prices or on expected future
prices. The definition also presumes that both the buyer and the seller are pru-
dent investors that have all the relevant information to make a rational decision
about buying and selling the asset or liability. Additionally, the buyer and the
seller are presumed to be independent with equal knowledge, so that neither has
an advantage as to the price of the transaction.17 The FASB definition, however,
does not presume the existence of an observable price. When an observable price
does not exist, the FASB expects the business enterprise to estimate what such a
price would be.18

b. Principal or Most Advantageous Market

A fair value measurement assumes that the transaction to sell the asset or trans-
fer the liability occurs in the principal market for the asset or liability or, in the
absence of a principal market, the most advantageous market for the asset or
liability. The principal market is the market in which the reporting entity would
sell the asset or transfer the liability with the greatest volume and level of activ-
ity for the asset or liability.

The most advantageous market is the market in which the reporting entity
would sell the asset or transfer the liability at a 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 market(s).

In either case, the principal or most advantageous market and, thus, market par-
ticipants should be considered from the perspective of the reporting entity. This
perspective allows for differences between and among entities with different ac-
tivities. If there is a principal market for the asset or liability, the fair value mea-
surement must represent the price in that market whether that price is directly
observable or otherwise determined using a valuation technique This is true even

16 SFAS 157, ¶ 7.
17 Id. ¶ 10.
18 Ketz and Zyla, supra, note 12, A-107
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if the price in a different market is potentially more advantageous at the mea-
surement date.19

The price in the principal or most advantageous market used to measure the fair
value of the asset or liability must not be adjusted for transaction costs. Transac-
tion costs represent the incremental direct costs to sell the asset or transfer the
liability in the principal or most advantageous market for the asset or liability.
Transaction costs are not an attribute of the asset or liability; rather, they are
specific to the transaction and will differ depending on how the reporting entity
transacts.

However, transaction costs do not include the costs that would be incurred to
transport the asset or liability to or from its principal or most advantageous mar-
ket. If location is an attribute of the asset or liability ,as might be the case for a
commodity, the price in the principal or most advantageous market used to mea-
sure the fair value of the asset or liability must be adjusted for any costs that
would be incurred to transport the asset or liability to or from its principal or
most advantageous market.20

In business combinations the fair value of assets acquired and liabilities assumed
are stated on the balance sheet at each of their respective fair values. As stated
previously, the definition of fair value is not necessarily the price for which the
asset was acquired or the liability assumed, but is an exit price that is the value
to a market participant . The market that is assumed would be the principal mar-
ket for the asset. In absence of a principal market, fair value is determined by
the most advantageous market.

c. Market Participants

SFAS 157 further describes how fair value is based upon a concept of market
participant’s, not necessarily entity-specific, assumptions. The FASB defines mar-
ket participants as buyers and sellers in the principal or most advantageous mar-
ket for the asset or liability who are:

s independent of the reporting entity—that is, they are not related parties,

s knowledgeable, having a reasonable understanding about the asset or liabil-
ity and the transaction based on all available information, including information
that might be obtained through due diligence efforts that are usual and custom-
ary,

s able to transact for the asset or liability,

s willing to transact for the asset or liability —that is, they are motivated but
not forced or otherwise compelled to do so.21

The fair value of the asset or liability must be determined based upon the as-
sumptions that market participants would use in pricing the asset or liability. In

19 SFAS 157, ¶ 8.
20 Id. ¶ 9.
21 Id. ¶ 10.
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developing those assumptions, the reporting entity does not have to identify spe-
cific market participants. Rather, the reporting entity should identify characteris-
tics that distinguish market participants generally, considering factors specific to
(a) the asset or liability, (b) the principal or most advantageous market for the
asset or liability, and (c) market participants with whom the reporting entity
would transact in that market.22

E. Highest and Best Use Application Criteria Applied to
Assets in a Business Combination

A fair value measurement when applied to assets acquired in a business combina-
tion as described by SFAS 157, assumes the highest and best use of the asset by
market participants. This measurement takes into consideration the use of the
asset that is physically possible, legally permissible, and financially feasible at
the measurement date. In broad terms, highest and best use refers to the use of
an asset by market participants that would maximize the value of the asset, or
the group of assets within which the asset would be used. Highest and best use
is determined based on the use of the asset by market participants, even if the
intended use of the asset by the reporting entity is different.23

The highest and best use of the asset establishes the valuation premise used to
measure the fair value of the asset. Specifically:

1. In-use

The highest and best use of the asset is in-use if the asset would provide maxi-
mum value to market participants principally through its use in combination with
other assets as a group, as installed or otherwise configured for use. That might
be the case for certain nonfinancial assets. If the highest and best use of the asset
is in-use, the fair value of the asset must be measured using an in-use valuation
premise. When using an in-use valuation premise, the fair value of the asset is
determined based on the price that would be received in a current transaction to
sell the asset, assuming that the asset would be used with other assets as a
group, and assuming that those assets would be available to market participants.
Generally, assumptions about the highest and best use of the asset should be
consistent for all of the assets of the group within which it would be used.24

2. In-exchange

The highest and best use of the asset is in-exchange if the asset would provide
maximum value to market participants principally on a stand alone basis. That
might be the case for a financial asset. If the highest and best use of the asset is
in-exchange, the fair value of the asset must be measured using an in-exchange
valuation premise. When using an in-exchange valuation premise, the fair value
of the asset is determined based on the price that would be received in a current
transaction to sell the asset standalone.

22 Id. ¶ 11.
23 Id. ¶ 12.
24 Id. ¶ 13.
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Because the highest and best use of the asset is determined based on its use by
market participants, the fair value measurement considers the assumptions that
market participants would use in pricing the asset, whether using an in-use or an
in-exchange valuation premise.

Appendix A of the SFAS 157 provides the following examples:

Example 1—Asset Group25

The reporting entity, a strategic buyer, acquires a group of assets (Assets A, B,
and C) in a business combination. Asset C is billing software developed by the
acquired entity for its own use in conjunction with Assets A and B (related as-
sets). The reporting entity measures the fair value of each of the assets individu-
ally, consistent with the specified unit of account for the assets. The reporting
entity determines that each asset would provide maximum value to market par-
ticipants principally through its use in combination with other assets as a group
(highest and best use is in-use).

In this instance, the market in which the reporting entity would sell the assets is
the market in which it initially acquired the assets (that is, the ‘‘entry’’ and
‘‘exit’’ markets from the perspective of the reporting entity are the same). Market
participant buyers with whom the reporting entity would transact in that market
have characteristics that are generally representative of both financial buyers and
strategic buyers and include those buyers that initially bid for the assets.

As discussed below, differences between the indicated fair values of the indi-
vidual assets relate principally to the use of the assets by those market partici-
pants within different asset groups:

a. Strategic buyer asset group. The reporting entity, a strategic buyer, determines
that strategic buyers have related assets that would enhance the value of the
group within which the assets would be used (market participant synergies).
Those assets include a substitute asset for Asset C (the billing software), which
would be used for only a limited transition period and could not be sold standa-
lone at the end of that period. Because strategic buyers have substitute assets,
Asset C would not be used for its full remaining economic life. The indicated
fair values of Assets A, B, and C within the strategic buyer asset group (reflect-
ing the synergies resulting from the use of the assets within that group) are $360,
$260, and $30, respectively. The indicated fair value of the assets as a group
with in the strategic buyer asset group is $650.

b. Financial buyer asset group. The reporting entity determines that financial
buyers do not have related or substitute assets that would enhance the value of
the group within which the assets would be used. Because financial buyers do
not have substitute assets, Asset C (the billing software) would be used for its
full remaining economic life. The indicated fair values of Assets A, B, and C
within the financial buyer asset group are $300, $200, and $100, respectively.

25 Id. ¶ A7.
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The indicated fair value of the assets as a group within the financial buyer asset
group is $600. The fair values of Assets A, B, and C would be determined based
on the use of the assets as a group within the strategic buyer group ($360, $260,
and $30). Although the use of the assets within the strategic buyer group does
not maximize the fair value of each of the assets individually, it maximizes the
fair value of the assets as a group ($650).

Example 2—Land26

The reporting entity acquires land in a business combination. The land is cur-
rently developed for industrial use as a site for a manufacturing facility. The cur-
rent use of land often is presumed to be its highest and best use. However,
nearby sites have recently been developed for residential use as sites for high-
rise condominiums. Based on that development and recent zoning and other
changes to facilitate that development, while market participant buyers might be
broadly classified as strategic and/or financial buyers, there often will be differ-
ences among the market participant buyers within each of those groups, reflect-
ing, for example, different uses for an asset and different operating strategies.
The reporting entity determines that the land currently used as a site for a manu-
facturing facility could be developed as a site for residential use (for high-rise
condominiums).

In this instance, the highest and best use of the land would be determined by
comparing (a) the fair value of the manufacturing operation, which presumes that
the land would continue to be used as currently developed for industrial use (in-
use) and (b) the value of the land as a vacant site for residential use, considering
the demolition and other costs necessary to convert the land to a vacant site (in-
exchange). The highest and best use of the land would be determined based on
the higher of those values.

Example 3—IPR&D Project27

The reporting entity acquires an in-process research and development (IPR&D)
project in a business combination. The reporting entity does not intend to com-
plete the IPR&D project. If completed, the IPR&D project would compete with
one of its own IPR&D projects (to provide the next generation of the reporting
entity’s commercialized technology). Instead, the reporting entity intends to hold
(lock up) the IPR&D project to prevent its competitors from obtaining access to
the technology. The IPR&D project is expected to provide defensive value, prin-
cipally by improving the prospects for the reporting entity’s own competing
technology.

For purposes of measuring the fair value of the IPR&D project at initial recogni-
tion, the highest and best use of the IPR&D project would be determined based
on its use by market participants. For example:

a) The highest and best use of the IPR&D project would be in-use if market
participants would continue to develop the IPR&D project and that use would

26 Id. ¶ A10.
27 Id. ¶ A12.
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maximize the value of the group of assets in which the IPR&D project would be
used. That might be the case if market participants do not have similar technol-
ogy (in development or commercialized). The fair value of the IPR&D project,
measured using an in-use valuation premise, would be determined based on the
price that would be received in a current transaction to sell the IPR&D project,
assuming that the IPR&D would be used with its complementary assets as a
group and that those complementary assets would be available to market partici-
pants.

b) The highest and best use of the IPR&D project also would be in-use if, for
competitive reasons, market participants would lock up the IPR&D project and
that use would maximize the value of the group of assets in which the IPR&D
project would be used (as a locked-up project). That might be the case if market
participants have technology in a more advanced stage of development that
would compete with the IPR&D project (if completed) and the IPR&D project
would be expected to provide defensive value (if locked up). The fair value of
the IPR&D project, measured using an in-use valuation premise, would be deter-
mined based on the price that would be received in a current transaction to sell
the IPR&D project, assuming that the IPR&D would be used (locked up) with
its complementary assets as a group and that those complementary assets would
be available to market participants.

c) The highest and best use of the IPR&D project would be in-exchange if
market participants would discontinue the development of the IPR&D project.
That might be the case if the IPR&D project is not expected to provide a market
rate of return (if completed) and would not otherwise provide defensive value (if
locked up). The fair value of the IPR&D project, measured using an in-exchange
valuation premise, would be determined based on the price that would be re-
ceived in a current transaction to sell the IPR&D project standalone (which
might be zero).

F. Application of Fair Value to Liabilities

A fair value measurement assumes that the liability is transferred to a market
participant at the measurement date and that the liability to the counterparty con-
tinues; it is not settled. The measurement also assumes that the nonperformance
risk relating to that liability is the same before and after its transfer. Nonperfor-
mance risk refers to the risk that the obligation will not be fulfilled and it affects
the value at which the liability is transferred. Therefore, the fair value of the li-
ability must reflect the nonperformance risk relating to that liability. Nonperfor-
mance risk includes, but may not be limited to, the reporting entity’s own credit
risk. The reporting entity must consider the effect of its credit risk (credit stand-
ing) on the fair value of the liability in all periods in which the liability is mea-
sured at fair value. That effect may vary, depending on the liability. Examples
include whether the liability is an obligation to deliver cash (a financial liability),
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whether the liability is an obligation to deliver goods or services (a nonfinancial
liability), and the terms, if any, of credit enhancements related to the liability.28

In a business combination, just as a reporting entity must assume a valuation
premise before it can determine the fair value an asset, a reporting entity must
know whether the liability continues in existence before it can assign a fair value
to the liability. In other words, the reporting entity must ask whether a market
participant would settle the liability so that it is eliminated, or whether a market
participant would transfer the liability to another entity. The FASB indicates that
in fair value measurements of liabilities, the business enterprise should assume
that the liability continues and is not settled.29 This assumption implies that non-
performance risk exists, which is ‘‘the risk that the obligation will not be ful-
filled.’’30 Thus, the fair value of the liability must reflect this nonperformance
risk—which would not exist if the reporting entities assumed the liability were
settled.31

The typical approach to handling this aspect of liability valuation is to adjust the
discount rate when computing the present value of the future cash flows.32 The
effect would be to lower the value of the liability on the balance sheet if the
nonperformance risk is greater, and vice versa.33

G. Fair Value at Initial Recognition

When an asset is acquired or a liability is assumed in an exchange transaction
for that asset or liability, the transaction price represents the price paid to acquire
the asset or the price received to assume the liability (an entry price). In contrast,
the fair value of the asset or liability represents the price that would be received
to sell the asset or that would be paid to transfer the liability (an exit price).
Conceptually, entry prices and exit prices are different. Entities do not necessar-
ily sell assets at the prices paid to acquire them. Similarly, entities do not neces-
sarily transfer liabilities at the prices received to assume them.34

In many cases, the transaction price will equal the exit price and, therefore, rep-
resent the fair value of the asset or liability at initial recognition. In determining
whether a transaction price represents the fair value of the asset or liability at
initial recognition, the reporting entity must consider factors specific to the trans-
action and to the asset or liability. For example, a transaction price might not
represent the fair value of an asset or liability at initial recognition if:

a) The transaction is between related parties.

b) The transaction occurs under duress or the seller is forced to accept the
price in the transaction. For example, if the seller is experiencing financial diffi-
culty, he might be forced to accept a lower price.

28 Id., ¶ 15.
29 Id., ¶¶ 15 and C39-C41.
30 Id., ¶¶ 15 and C42-C49.
31 Some commentators criticized the FASB for this decision.
32 CON 5, Recognition and Measurement in Financial Statements of Business Enterprises (1984) at ¶ 82.
33 SFAS 157, ¶ C46.
34 Id., ¶ 16
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c) The unit of account represented by the transaction price is different from
the unit of account for the asset or liability measured at fair value.

d) The market in which the transaction occurs is different from the market in
which the reporting entity would sell the asset or transfer the liability; that is, the
principal or most advantageous market.

H. Valuation Approaches in Determining Fair Value in a
Business Combination

SFAS 157 identifies the three basic approaches or techniques that should be used
to measure fair value: the market approach, income approach, and cost approach,
as discussed below.

1. Market Approach

The market approach uses prices and other relevant information generated by
market transactions involving identical or comparable assets or liabilities (includ-
ing a business). For example, valuation techniques consistent with the market
approach often use market multiples derived from a set of comparables. Mul-
tiples might lie in ranges with a different multiple for each comparable. The se-
lection of where within the range the appropriate multiple falls requires judg-
ment, considering factors specific to the measurement (qualitative and quantita-
tive).

Valuation techniques consistent with the market approach also include matrix
pricing. Matrix pricing is a mathematical technique used principally to value
debt securities without relying exclusively on quoted prices for the specific secu-
rities, but rather by relying on the securities’ relationship to other benchmark
quoted securities. 35

The International Glossary of Business Valuation Terms defines the market ap-
proach as ‘‘a general way of determining a value indication of an. . . . intangible
asset by using one or more methods that compares the subject. . .to intangible
assets that have been sold’’.36 In other words, the market approach to valuing
intangible assets uses methods that compare data from market derived transac-
tions and applies that data to the those intangible assets as an indication of their
value. The approach seems reasonable enough. The difficulty in applying the
market approach to the valuation of intangible assets is that unlike common
stock, intangible assets are not normally traded in a free and open market or on
an organized exchange.

The Practicing CPA augments this description by suggesting that:

‘‘The market approach estimates fair value by comparing a financial measurement or
other metric of the subject company to a multiple of similar financial measurement or
metric of a similar guideline company whose shares are transacted in the market place.
For example, a commonly used financial measurement is a multiple of price to earnings

35 Id., ¶ 18
36 http://www.cpa2biz.com/resourcecenters.
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or the P/E ratio. The market approach is easily understood in that it estimates value
through transactions of similar assets or business interests in the market. The difficulty
in applying the market approach, particularly in estimating the value of intangible as-
sets, is in identifying guideline assets or business interests similar enough to support a
valid comparison.’’37

2. Income Approach

The income approach uses valuation techniques to convert future amounts (for
example, cash flows or earnings) to a single present amount (discounted). The
measurement is based on the value indicated by current market expectations
about those future amounts. Those valuation techniques include: present value
techniques; option-pricing models, such as the Black-Scholes-Merton formula (a
closed-form model) and a binomial model (a lattice model), which incorporate
present value techniques; and the multi-period excess earnings method, which is
used to measure the fair value of certain intangible assets.38

The International Glossary of Business Valuation Terms defines the income ap-
proach as ‘‘a general way of determining a value indication of. . . .an intangible
asset using one or more methods that convert anticipated benefits into a present
single amount.’’39

The Practicing CPA describes the methods under the income approach as used in
measuring fair value as follows:

‘‘One method commonly used under the income approach is the discounted cash flow
analysis. The discounted cash flow method estimates value through the expectation of
future cash flows that the asset or business interest will generate, discounted to the
present at a risk-adjusted rate of return commensurate with the risk of actually receiv-
ing the cash flows. The discounted cash flow method can also be used to estimate the
fair value of a specific intangible asset by estimating cash flows that can be generated
by the entire business and deducting fair returns on all of the other assets that contrib-
ute to the generation of the cash flow. This method is sometimes also referred to as the
multiperiod excess earnings method. The residual cash flow after deducting returns on
all of the other assets is what is generated by the specific intangible asset. The present
value of the residual cash flow is discounted at a rate reflective of the risk of the intan-
gible asset in order to estimate the fair value of the specific intangible asset.’’40

3. Cost Approach

The cost approach to valuation is based on the amount that currently would be
required to replace the service capacity of an asset (often referred to as current
replacement cost). From the perspective of a market participant (seller), the price
that would be received for the asset is determined based on the cost to a market
participant (buyer) to acquire or construct a substitute asset of comparable utility,
adjusted for obsolescence. Obsolescence encompasses physical deterioration,
functional (technological) obsolescence, and economic (external) obsolescence

37 Zyla, Mark L., ‘‘Auditing Fair Value Measures,’’ The Practicing CPA Online, October 2003 (http://
www.aicpa.org/pubs/tpcpa/oct2003/auditing.htm

38 Id.
39 http://www.cpa2biz/Resource Centers/
40 Zyla, supra, note 37.
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and is broader than depreciation for financial reporting purposes (an allocation of
historical cost) or tax purposes (based on specified service lives).

As applied to valuation for financial reporting purposes in business combina-
tions:

‘‘The concept underlying the cost approach is that the fair value of an asset or even
an entire business is estimated by the current replacement cost of the asset or the entire
business. The replacement cost of the asset is what it would cost currently to replace
the asset or an entire business with an asset or group of assets of comparable utility.
The cost approach is often used to estimate the value of specific assets, such as a build-
ing or machinery and equipment, or certain intangible assets such as customer relation-
ships. Because of its nature, however, the cost approach is difficult to apply in estimat-
ing the fair value of an entire operating business.’’41

A standard definition of the cost approach can be found in the International
Glossary of Business Valuation Terms which defines the approach as, ‘‘a general
way of determining a value indication of an individual asset by quantifying the
amount of money required to replace the future service capability of that as-
set.’’42

The cost approach should not to be confused with the asset approach, which is
defined by the International Glossary, as ‘‘a general way of determining a value
indication of a business, business ownership interest, or security using one or
more methods based on the value of the assets net of liabilities.’’43

SFAS 157 emphasizes that valuation techniques consistent with the market ap-
proach, income approach, and/or cost approach should be used to measure fair
value, particularly in a business combination. As the statement correctly points
out, in some cases, a single valuation technique is appropriate. In other situa-
tions, multiple valuation techniques will be more appropriate. If multiple valua-
tion techniques are used, the reporting entity should evaluate the results (respec-
tive indications of fair value), considering the reasonableness of the range indi-
cated by those results. The fair value measurement is the point within that range
that is most representative of fair value in the circumstances.

The following examples from the Appendix of the SFAS 157 illustrate the use of
multiple valuation techniques which are helpful in estimating fair value in busi-
ness combinations.

Example 4—Machine Held and Used44

The reporting entity tests for impairment an asset group that is held and used in
operations. The asset group is impaired. The reporting entity measures the fair
value of a machine that is used in the asset group as a basis for allocating the
impairment loss to the assets of the group in accordance with FASB Statement
144, Accounting for the Impairment or Disposal of Long-Lived Assets. The ma-

41 Id.
42 International Glossary of Business Valuation Terms, http://www.cpa2biz.com/resourcecenters.
43 Id.
44 SFAS 157, ¶ A14.
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chine, initially purchased from an outside vendor, was subsequently customized
by the reporting entity for use in its operations. However, the customization of
the machine was not extensive. The reporting entity determines that the asset
would provide maximum value to market participants through its use in combi-
nation with other assets as a group (as installed or otherwise configured for use).
Therefore, the highest and best use of the machine is in-use.

The reporting entity determines that sufficient data are available to apply the cost
approach and, because the customization of the machine was not extensive, the
market approach. The income approach is not used because the machine does
not have a separately identifiable income stream from which to develop reliable
estimates of future cash flows. Further, information about short-term and
intermediate-term lease rates for similar used machinery that otherwise could be
used to project an income stream (lease payments over remaining service lives)
is not available. The market and cost approaches are applied as follows:

a) Market approach. The market approach is applied using quoted prices for
similar machines adjusted for differences between the machine (as customized)
and the similar machines. The measurement reflects the price that would be re-
ceived for the machine in its current condition (used) and location (installed and
configured for use), thereby including installation and transportation costs. The
fair value indicated by that approach ranges from $40,000 to $48,000.

b) Cost approach. The cost approach is applied by estimating the amount that
currently would be required to construct a substitute (customized) machine of
comparable utility. The estimate considers the condition of the machine (for ex-
ample, physical deterioration, functional obsolescence, and economic obsoles-
cence) and includes installation costs. The fair value indicated by that approach
ranges from $40,000 to $52,000.

The reporting entity determines that the fair value indicated by the market ap-
proach is more representative of fair value than the fair value indicated by the
cost approach and, therefore, ascribes more weight to the results of the market
approach. That determination is based on the relative reliability of the inputs,
considering the degree of comparability between the machine and the similar
machines. In particular:

a. The inputs used in the market approach (quoted prices for similar ma-
chines) require relatively fewer and less subjective adjustments than the
inputs used in the cost approach.

b. The range indicated by the market approach overlaps with, but is narrower
than, the range indicated by the cost approach.

c. There are no known unexplained differences (between the machine and the
similar machines) within that range.

The reporting entity further determines that the higher end of the range indicated
by the market approach is most representative of fair value, largely because the
majority of relevant data points in the market approach fall at or near the higher
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end of the range. Accordingly, the reporting entity determines that the fair value
of the machine is $48,000.

Example 5—Software Asset45

The reporting entity acquires a group of assets. The asset group includes an
income-producing software asset internally developed for license to customers
and its complementary assets (including a related database with which the soft-
ware asset is used). For purposes of allocating the cost of the group to the indi-
vidual assets acquired, the reporting entity measures the fair value of the soft-
ware asset. The reporting entity determines that the software asset would provide
maximum value to market participants through its use in combination with other
assets (its complementary assets) as a group. Therefore, the highest and best use
of the software asset is in-use. (In this instance, the licensing of the software
asset, in and of itself, does not render the highest and best use of the software
asset in-exchange.)

The reporting entity determines that in addition to the income approach, suffi-
cient data might be available to apply the cost approach but not the market ap-
proach. Information about market transactions for comparable software assets is
not available. The income and cost approaches are applied as follows:

a) Income approach. The income approach is applied using a present value
technique. The cash flows used in that technique reflect the income stream ex-
pected to result from the software asset (license fees from customers) over its
economic life. The fair value indicated by that approach is $15 million.

b) Cost approach. The cost approach is applied by estimating the amount that
currently would be required to construct a substitute software asset of compa-
rable utility (considering functional, technological, and economic obsolescence).
The fair value indicated by that approach is $10 million.

Through its application of the cost approach, the reporting entity determines that
market participants would not be able to replicate a substitute software asset of
comparable utility. Certain attributes of the software asset are unique, having
been developed using proprietary information, and cannot be readily replicated.
The reporting entity determines that the fair value of the software asset is $15
million, as indicated by the income approach.

I. Other Definitions – Inputs

The term inputs is used in SFAS 157 and is used in applying various valuation
techniques (approaches). Inputs refer broadly to the assumptions that market par-
ticipants would use in pricing the asset or liability, including assumptions about
risk. An example of this type of risk are the risks inherent in the assumptions
that would be used in a particular valuation technique used to measure fair
value.

The FASB defines both observable and unobservable inputs:

45 Id., ¶ A17.
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a) Observable inputs are inputs that reflect the assumptions market participants
would use in pricing the asset or liability based on market data obtained from
sources independent of the reporting entity. In other words observable inputs can
be readily determined and confirmed from market based data.46Examples of mar-
kets in which inputs might be observable for some assets and liabilities (for ex-
ample, financial instruments) include the following:

a. Exchange market. In an active exchange market, closing prices are both
readily available and generally representative of fair value. An example
of such a market is the New York Stock Exchange.

b. Dealer market. In a dealer market, dealers stand ready to trade (either
buy or sell for their own account), thereby providing liquidity by using
their capital to hold an inventory of the items for which they make a
market. Typically, bid and ask prices (representing the price the dealer is
willing to pay and the price at which the dealer is willing to sell, respec-
tively) are more readily available than closing prices. Over-the-counter
markets, where prices are publicly reported by the National Association
of Securities Dealers Automated Quotations systems or by Pink Sheets
LLC, are dealer markets. For example, the market for U.S. Treasury se-
curities is a dealer market. Dealer markets also exist for some other as-
sets and liabilities, including other financial instruments, commodities,
and physical assets (for example, certain used equipment).

c. Brokered market. In a brokered market, brokers attempt to match buyers
with sellers but do not stand ready to trade for their own account. In
other words, brokers do not use their own capital to hold an inventory of
the items for which they make a market. The broker knows the prices bid
and asked by the respective parties, but each party is typically unaware
of the other party’s price requirements. Prices of completed transactions
are sometimes available. Brokered markets include electronic communi-
cation networks, in which buy and sell orders are matched, and commer-
cial and residential real estate markets.

d. Principal-to-principal market. Principal-to-principal transactions, both
originations and resales, are negotiated independently with no intermedi-
ary. Little information about those transactions may be released pub-
licly.47

b) Unobservable inputs are inputs that reflect the reporting entity’s own as-
sumptions about the assumptions market participants would use in pricing the
asset or liability based on the best information available in the circumstances.
Fair value is often determined through valuation techniques which use unobserv-
able inputs. The FASB points out however, that when using valuation techniques
to measure fair value, the use of observable inputs should be maximized and the
use of unobservable inputs should be minimized. 48

46 Id., ¶ 21.
47 Id., ¶ A20.
48 Id., ¶ 21.
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J. Fair Value Hierarchy

To increase consistency and comparability in fair value measurements and re-
lated disclosures, the fair value hierarchy49 50 prioritizes the inputs to valuation
techniques used to measure fair value into three broad levels.

The fair value hierarchy gives the highest priority to quoted prices (unadjusted)
in active markets for identical assets or liabilities (Level 1), and the lowest prior-
ity to unobservable inputs (Level 3). In some cases, the inputs used to measure
fair value may fall into different levels of the fair value hierarchy. The level in
the fair value hierarchy within which the fair value measurement in its entirety
falls should be determined based on the lowest level input that is significant to
the fair value measurement in its entirety. Assessing the significance of a particu-
lar input to the fair value measurement in its entirety requires judgment, consid-
ering factors specific to the asset or liability.

The availability of inputs relevant to the asset or liability and the relative reli-
ability of the inputs might affect the selection of appropriate valuation tech-
niques. However, the fair value hierarchy prioritizes the inputs to valuation tech-
niques, not the valuation techniques. For example, a fair value measurement us-
ing a present value technique might fall within Level 2 or Level 3, depending on
the inputs that are significant to the measurement in its entirety and on the level
in the fair value hierarchy within which those inputs fall.

1. Level 1 Inputs

Level 1 inputs are quoted prices (unadjusted) in active markets for identical as-
sets or liabilities that the reporting entity has the ability to access at the measure-
ment date. An active market for the asset or liability is a market in which trans-
actions for the asset or liability occur with sufficient frequency and volume to
provide pricing information on an ongoing basis. A quoted price in an active
market provides the most reliable evidence of fair value and shall be used to
measure fair value whenever available.

However, if the reporting entity holds a large number of similar assets or liabili-
ties (for example, debt securities) that are required to be measured at fair value,
a quoted price in an active market might be available but not readily accessible
for each of those assets or liabilities individually. In that case, fair value may be
measured using an alternative pricing method that does not rely exclusively on
quoted prices (for example, matrix pricing) as a practical expedient. However,
the use of an alternative pricing method renders the fair value measurement a
lower level measurement.

In some situations, a quoted price in an active market might not represent fair
value at the measurement date. That might be the case if, for example, signifi-
cant events (principal-to-principal transactions, brokered trades, or announce-

49 SFAS 157, ¶¶ A21-A25
50 Zyla and Thamer, supra, note 5.
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ments) occur after the close of a market but before the measurement date. The
reporting entity should establish and consistently apply a policy for identifying
those events that might affect fair value measurements. However, if the quoted
price is adjusted for new information, the adjustment renders the fair value mea-
surement a lower level measurement.

If the reporting entity holds a position in a single financial instrument (including
a block) and the instrument is traded in an active market, the fair value of the
position shall be measured within Level 1 as the product of the quoted price for
the individual instrument times the quantity held. The quoted price must not be
adjusted because of the size of the position relative to trading volume (blockage
factor). The use of a blockage factor is prohibited, even if a market’s normal
daily trading volume is not sufficient to absorb the quantity held and placing
orders to sell the position in a single transaction might affect the quoted price.

2. Level 2 Inputs

Level 2 inputs are inputs other than quoted prices included within Level 1 that
are observable for the asset or liability, either directly or indirectly. If the asset
or liability has a specified (contractual) term, a Level 2 input must be observable
for substantially the full term of the asset or liability.

Level 2 inputs include the following:

a) quoted prices for similar assets or liabilities in active markets,

b) quoted prices for identical or similar assets or liabilities in markets that are
not active, that is, markets in which there are few transactions for the asset or
liability, the prices are not current, or price quotations vary substantially either
over time or among market makers (for example, some brokered markets), or in
which little information is released publicly (for example, a principal-to principal
market),

c) inputs other than quoted prices that are observable for the asset or liability
(for example, interest rates and yield curves observable at commonly quoted in-
tervals, volatilities, prepayment speeds, loss severities, credit risks, and default
rates),

d) inputs that are derived principally from or corroborated by observable mar-
ket data by correlation or other means (market-corroborated inputs).

Adjustments to Level 2 inputs will vary depending on factors specific to the as-
set or liability. Those factors include the condition and/or location of the asset or
liability, the extent to which the inputs relate to items that are comparable to the
asset or liability, and the volume and level of activity in the markets within
which the inputs are observed. An adjustment that is significant to the fair value
measurement in its entirety might render the measurement a Level 3 measure-
ment, depending on the level in the fair value hierarchy within which the inputs
used to determine the adjustment fall.
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a. Examples of Level 2 inputs for particular assets and liabilities

a. Receive-fixed, pay-variable interest rate swap based on the LIBOR swap
rate. A Level 2 input would include the LIBOR swap rate if that rate is observ-
able at commonly quoted intervals for the full term of the swap.

b. Receive-fixed, pay-variable interest rate swap based on a foreign-
denominated yield curve. A Level 2 input would include the swap rate based on
a foreign denominated yield curve that is observable at commonly quoted inter-
vals for substantially the full term of the swap. That would be the case if the
term of the swap is 10 years and that rate is observable at commonly quoted
intervals for 9 years, provided that any reasonable extrapolation of the yield
curve for year 10 would not be significant to the fair value measurement of the
swap in its entirety.

c. Receive-fixed, pay-variable interest rate swap based on a specific bank’s
prime rate. A Level 2 input would include the bank’s prime rate derived through
extrapolation if the extrapolated values are corroborated by observable market
data, (for example, by correlation with an interest rate that is observable over
substantially the full term of the swap).

d. Three-year option on exchange-traded shares. A Level 2 input would include
the implied volatility for the shares derived through extrapolation to year 3 if:
(1) prices for one- and two-year options on the shares are observable; and, (2)
the extrapolated implied volatility of a three-year option is corroborated by ob-
servable market data for substantially the full term of the option. In that case, the
implied volatility could be derived by extrapolating from the implied volatility of
the one- and two-year options on the shares and corroborated by the implied
volatility for three-year options on comparable entities’ shares, provided that a
correlation with the one- and two-year implied volatilities is established.

e. Licensing arrangement. For a licensing arrangement that is acquired in a
business combination and that was recently negotiated with an unrelated party by
the acquired entity (the party to the licensing arrangement), a Level 2 input
would include the royalty rate at inception of the arrangement.

f. Finished goods inventory at retail outlet. For finished goods inventory that is
acquired in a business combination, a Level 2 input would include either a retail
price to customers in a retail market or a wholesale price to retailers in a whole-
sale market, adjusted for differences between the condition and location of the
inventory item and the comparable (similar) inventory items so that the fair
value measurement reflects the price that would be received in a transaction to
sell the inventory to another retailer that would complete the requisite selling
efforts. Conceptually, the fair value measurement should be the same, whether
adjustments are made to a retail price (downward) or to a wholesale price (up-
ward). Generally, the price that requires the least amount of subjective adjust-
ments should be used for the fair value measurement.

g. Building held and used. A Level 2 input would include the price per square
foot for the building (a valuation multiple) derived from observable market data.
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An example would be multiples derived from prices in observed transactions
involving comparable (similar) buildings in similar locations.

h. Reporting unit. A Level 2 input would include a valuation multiple (for ex-
ample, a multiple of earnings or revenue or a similar performance measure) de-
rived from observable market data. An example would be multiples derived from
prices in observed transactions involving comparable (similar) businesses, con-
sidering operational, market, financial, and nonfinancial factors.

3. Level 3 Inputs

Level 3 inputs are unobservable inputs for the asset or liability. Unobservable
inputs should be used to measure fair value to the extent that observable inputs
are not available, thereby allowing for situations in which there is little, if any,
market activity for the asset or liability at the measurement date. However, the
fair value measurement objective should remain the same; that is, an exit price
from the perspective of a market participant that holds the asset or owes the li-
ability.

Therefore, unobservable inputs should reflect the reporting entity’s own assump-
tions about the assumptions that market participants would use in pricing the
asset or liability (including assumptions about risk).

Unobservable inputs should be developed based on the best information avail-
able in the circumstances, which might include the reporting entity’s own data.
In developing unobservable inputs, the reporting entity need not undertake all
possible efforts to obtain information about market participant assumptions.
However, the reporting entity shall not ignore information about market partici-
pant assumptions that is reasonably available without undue cost and effort.
Therefore, the reporting entity’s own data used to develop unobservable inputs
should be adjusted if information is reasonably available without undue cost and
effort that indicates that market participants would use different assumptions.

a. Examples of Level 3 inputs for particular assets and liabilities.

a. Long-dated currency swap. A Level 3 input would include interest rates in a
specified currency that are not observable and cannot be corroborated by observ-
able market data at commonly quoted intervals, or otherwise, for substantially
the full term of the currency swap. The interest rates in a currency swap are the
swap rates calculated from the respective countries’ yield curves.

b. Three-year option on exchange-traded shares. A Level 3 input would include
historical volatility, that is, the volatility for the shares derived from the shares’
historical prices. Historical volatility typically does not represent current market
participant expectations about future volatility, even if it is the only information
available to price an option.

c. Interest rate swap. A Level 3 input would include an adjustment to a mid-
market consensus (nonbinding) price for the swap using data that are not directly
observable and that cannot otherwise be corroborated by observable market data.
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d. Asset retirement obligation at initial recognition. A Level 3 input would in-
clude expected cash flows (adjusted for risk) developed using the reporting enti-
ty’s own data, if there is no information reasonably available without undue cost
and effort that indicates that market participants would use different assumptions.
That Level 3 input would be used in a present value technique together with
other inputs. Examples include: (1) a risk-free interest rate; or (2) a credit-
adjusted risk-free rate if the effect of the reporting entity’s credit standing on the
fair value of the liability is reflected in the discount rate rather than in the ex-
pected cash flows.

e. Reporting unit. A Level 3 input would include a financial forecast (for ex-
ample, of cash flows or earnings) developed using the reporting entity’s own
data if there is no information reasonably available without undue cost and effort
that indicates that market participants would use different assumptions.

This statement emphasizes that valuation techniques used to measure the fair
value of an asset or liability should maximize the use of observable inputs, that
is, inputs that reflect the assumptions market participants would use in pricing
the asset or liability developed based on market data obtained from sources inde-
pendent of the reporting entity.

K. Additional Guidance—Inputs Based on Bid and Ask
Prices

If an input used to measure fair value is based on bid and ask prices (for ex-
ample, in a dealer market), the price within the bid-ask spread that is most repre-
sentative of fair value in the circumstances should be used to measure fair value,
regardless of where in the fair value hierarchy the input falls (Level 1, 2, or 3).
This statement does not preclude the use of mid-market pricing or other pricing
conventions as a practical expedient for fair value measurements within a bid-
ask spread.51

Implementation Issues

As previously mentioned, fair value measures often require the assistance of out-
side valuation specialists. The outside specialist is retained by management to
assist in providing audit evidence as to the fair value measure. However, man-
agement still has the responsibly for the fair value measure even though they
have retained an outside specialist. The company’s outside auditors then audit
the financial statements, which include the work of an outside specialist as audit
evidence.

Fair value measurements thus create a new dynamic between a company, its au-
ditor and the outside valuation specialist. Early agreement on salient assumptions
and methodologies is important. All parties should understand and agree on the
characteristics of market participants, as well as on the asset’s ‘‘highest and
best’’ use.

51 Zyla and Thamer, supra, note 5.
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Effective communication early on in the process between management, their out-
side specialist, and their auditing firm, is critical in measuring fair value in finan-
cial reporting.

The auditing of fair value measures is governed by the American Institute of
Certified Public Accountants’ Statement of Auditing Standards (SAS) 101, which
provides guidance to auditors on how management of an entity determines fair
value. SAS 101 requires the auditor to evaluate significant assumptions used by
the specialist, to consider whether the valuation model is appropriate, and to test
the underlying data used in the analysis. Auditors often use scenario analysis to
test assumptions.

Often, the auditor may retain the services of his own valuation specialist as part
of the audit team to test the assumptions. The auditor’s valuation specialist then
will issue a SAS 73 memo giving his or her report on the outside valuation
analysis.

Reviews of fair value measurements by the Public Company Accounting Over-
sight Board have increased. The PCAOB recently issued Staff Audit Practice
Alert No. 2, Matters Related to Auditing Fair Value Measurements of Financial
Instruments and the Use of Specialists.52

Upfront communication is critical. Try to have as much agreement in advance
with the company and its auditor as to the intangible assets to be valued, the
methodologies and as many of the assumptions as you can. Each party should
understand:

s the relevant FASB statements related to the acquisition method of business
combinations, including SFAS 141 and 142; SFAS 144 and SFAS 141 (R),

s the assumptions as to the fair value measurements, including:

s the concept of market participants measuring each asset and liability,

s the level on the fair value hierarchy,

s each observable and unobservable assumption,

s exit price assumption

s the use of the valuation analysis as audit evidence in fair value measure-
ments, including:

s test assumptions used in fair value measurements,

s performance of scenario analysis as an additional test,

s understanding that GAAP takes precedence over any specific valuation
technique.

L. Impact of Fair Value Measurements on SFAS 141(R)

On Dec. 4, 2007, the FASB issued SFAS 141(R), Business Combinations,, which
will revise the accounting for business combinations for fiscal years beginning

52 http://www.pcaobus.org/Standards/Staff_Questions_and_Answers/2007/12-10_APA_2.pdf
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after Dec. 15, 2008. The FASB had three main objectives in revising the guid-
ance for accounting for business combinations:

s improve the transparency of financial reporting and provide investors with
clearer pictures of the true costs of mergers and acquisitions,

s improve the comparability of financial statements world wide. SFAS 141(R)
is a joint effort of the FASB and the International Accounting Standards Board.
The IASB issued a similar statement on accounting for business combinations
during 2008.

s encourage another step from historic cost-based accounting to the fair value
measurement standard.53

Accounting Changes under SFAS 141(R)

Under SFAS 141(R), the accounting for business combinations will no longer
use the purchase method; instead, the ‘‘acquisition method’’ of accounting is in-
troduced. Some of the more salient proposed changes for business combinations
under SFAS 141(R) are:

s The definition of a business and a business combination will be revised.

s The fair value of the business combination will be measured at the fair
value of the business acquired. Transaction related costs will be expensed rather
than capitalized. Contingent consideration will be recognized as of the date of
the acquisition.

s Assets and liabilities that are of a contingent nature will be recorded at their
relative fair values.

s In-process research and development will be recognized as an asset in a
business combination rather than expensed under existing accounting treatment.

s Asset values will be no longer reduced from their fair value in a ‘‘bargain
purchase.’’ The difference between the sum of the fair value of the assets ac-
quired and the fair value of the consideration given will result in recognition of a
gain in earnings.

Definition of a Business

Under SFAS 141(R) a business is more rigidly defined. SFAS 141(R) defines a
business as ‘‘an integrated set of activities and assets that is capable of being
conducted and managed for the purpose of providing a return in the form of
dividends, lower costs, or economic benefits directly to investors or other own-
ers, members, or participants.’’54

The key concepts in the definition are that a business must be ‘‘capable of being
conducted’’ and ‘‘managed to provide a return to investors.’’ An example given
by the FASB of a function of a business is that it is managed for lower costs, a
capital return or other economic benefit. The net effect of the revised definition

53 SFAS 141(R), page i.
54 Id., ¶ 3d, page 2.
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of a business is that it removes the self-sustaining requirement and integrates a
set of activities requirement from the previous statement. The definition also as-
sumes a hypothetical acquirer.

The new definition rebuts the presumption of a business as a going concern. In
other words, is a goodwill element present? As such, development stage entities
can be considered businesses. The purpose of the proposed definition is to clarify
what constitutes a business. This will likely increase the level of acquisitions that
will be classified as business combinations. One clarifying point is that intan-
gible assets acquired in an acquisition not qualifying as a business combination
must still be recognized in accordance with SFAS 142. In these types of acquisi-
tions, there would not be any residual goodwill.

The statement defines a business combination as ‘‘a transaction or other event in
which an acquirer obtains control of one or more businesses. Transactions some-
times referred to as ‘true mergers’ or ‘mergers of equals’ also are business com-
binations as that term is used in this Statement.’’55 By modifying the definition
of a business combination, the statement expands the types of transactions that
may qualify as a business combination. Under the new statement, certain types
of acquisitions that were previously classified as asset acquisition may now be
classified as business combinations.

Fair Value of the Business Acquired

The acquisition price under the statement is generally the fair value of the consid-
eration paid for its interest in the acquiree. This consideration can include cash
and other assets, equity interests, and contingent consideration; all of these are
measured at fair value at the acquisition date. Transaction costs are excluded
from the acquisition accounting. They are measured at the applicable standards
for the specific consideration.

The revised statement will change current practice for how the fair value is to be
allocated. Currently, the costs of the acquisitions are added to the total purchase
price. Under the revised standard, acquisition and restructuring costs would be
expensed as of the acquisition date.

In many instances, the acquirer of a business may agree to transfer additional
consideration such as additional equity interests, cash or other assets to the
former owners of the business, if the business meets certain specified targets af-
ter the acquisition. The purpose of this contingent consideration is beneficial to
both parties in that in helps ensure a smoother transition to the new owner of the
business. The former owner benefits from this structure in that contingent con-
sideration (earn outs) will be recorded at fair value on the acquisition date, with
changes in fair values generally being recorded through earnings each reporting
period thereafter. Previously, any value associated with contingent consideration
was treated as goodwill.

Bargain purchase occurs when the fair value of the assets of the business ac-
quired exceeds the fair value of the consideration paid. The excess is first used

55 Id., ¶ 3.e.
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to reduce goodwill, and then any additional excess beyond the reduction of
goodwill would be recorded as a gain on the income statement. This differs from
current treatment which reduces noncurrent assets pro rata.

Contingent Assets and Liabilities

In addition to the above, under the revised statement assets and liabilities that
are of a contingent nature are to be recorded at their fair values as of the acquisi-
tion date. Under current accounting standards, as promulgated in SFAS 5, contin-
gencies that are classified as either assets or liabilities are only recorded at the
fair value of the contingency if both of two conditions are met:

1. It is probable that an asset had been impaired or a liability had been in-
curred; and

2. The amount of loss can be reasonably estimated.

Under SFAS 141(R), contingencies are to be measured at their respective fair
values. The revised statement indicates that the FASB recognizes concerns about
difficulties in measuring contingencies that are classified as either assets or li-
abilities, yet the FASB has decided to address this concern through the fair value
measurements statements which ‘‘provides relevant guidance for measuring the
fair values of assets and liabilities.’’56

One interesting aspect of this provision will be estimating the fair value of any
potential lawsuits that the acquired company may be exposed to as of the date of
acquisition. One way to measure the fair value of this contingency would be to
estimate the range of likely outcomes. In order to estimate the fair value of the
contingency, management of the acquirer would have to estimate, and possibly
disclose, therange of possible outcomes and the probability of each outcome.
There may be a concern by some that this sort of disclosure could hinder any
settlement negotiations.

In-Process Research and Development under SFAS 141(R)

One interesting change under SFAS 141(R) would be the treatment of in-process
research and development (IPR&D) in a business combination. IPR&D is tech-
nology that, as of the date of acquisition, is not currently feasible nor is there
any alternative future use.

Since the potential viability of any technology under development is somewhat
speculative, the current accounting treatment is to expense research and develop-
ment costs as they are incurred. This philosophy has carried over to the alloca-
tion of any in-process technology acquired in a business combination. As such,
under this treatment the fair value of in-process research and development under
SFAS 141 is currently expensed as of the date of the acquisition.

Under SFAS 141(R), the acquirer will be required to recognize the fair value of
research and development assets as an asset apart from goodwill. The revision

56 Id., ¶ B126.
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from current accounting, however may leave some accounting inconsistencies in
the treatment of IPR&D which will have to be addressed in the future. Specifi-
cally, while IPR&D acquired in a business combination would be recognized as
an asset apart from goodwill, subsequent expenditures for research and develop-
ment would still be expensed. Also if IPR&D is purchased as an asset apart from
a business combination, the acquisition price for the IPR&D would still be ex-
pensed.

There may also be conflicting accounting treatment of IPR&D when fair value is
capitalized in a business combination. Current accounting of capitalized IPR&D
provides that IPR&D is an indefinite lived intangible asset until the project has
been completed or abandoned. Consequently, any test for impairment is based on
IPR& D’s fair value (SFAS 142). However, once IPR&D becomes ‘‘developed,’’
then a life is assigned. The IPR&D would then be tested for impairment under
SFAS 144.

The Acquisition Method

The statement revises accounting for a business combination from the purchase
method to the acquisition method. The steps in the application of the acquisition
method described by the Statement require: identifying the acquirer and deter-
mining the acquisition date as discussed below; recognizing and measuring the
identifiable assets acquired, the liabilities assumed, and any noncontrolling inter-
est in the acquiree; and recognizing and measuring goodwill or a gain from the
bargain price.

Identifying the Acquirer

A difference between the revised business combination statement and its prede-
cessor is that under SFAS 141, there was not definitive guidance as to the need
to identify the acquirer. A key concept in the revised statement is that a business
combination occurs when one business entity gains control over another business
entity. As such, the business entity gaining control is termed as the acquirer.

Acquisition Date

The acquisition date is the date on which the acquirer obtains control of the ac-
quiree. Change of control typically is demonstrated when the acquirer transfers
the consideration and obtains responsibly over the assets acquired and liabilities
assumed. Often, this occurs on the closing date of the transaction.

M. Conclusion

Fair value measurements are here and are still somewhat controversial. Many
implementation issues are still under discussion, causing the FASB to delay
implementation of fair value measurement for certain assets for another year.
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