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Preface

This fourth edition of Global Arbitration Review’s The Guide to Damages in International 
Arbitration builds on the successful reception of the earlier editions. As explained in the 
introduction, this book is designed to help all participants in the international arbitration 
community understand damages issues more clearly and to communicate those issues more 
effectively to tribunals to further the common objective of assisting arbitrators in rendering 
more accurate and well-reasoned awards on damages.

The book is a work in progress, with new and updated material being added to each 
successive edition. In particular, this fourth edition incorporates updated chapters from 
various authors and contributions from new authors, including a chapter on damages issues 
in light of covid-19. This fourth edition seeks to improve the presentation of the substance 
through the use of visuals such as charts, graphs, tables and diagrams; worked-out examples 
and case studies to explain how the principles discussed apply in practice; and flow charts 
and checklists setting out the steps in the analyses or the quantitative models. The authors 
have also been encouraged to make available online additional resources, such as spread-
sheets, detailed calculations, additional worked examples or case studies, and other materials. 

We hope this revised edition advances the objective of the earlier editions to make the 
subject of damages in international arbitration more understandable and less intimidating 
for arbitrators and other participants in the field, and to help participants present these 
issues more effectively to tribunals. We continue to welcome comments from readers on 
how the next edition might be further improved.

John A Trenor
Wilmer Cutler Pickering Hale and Dorr LLP
November 2020
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18
Accounting-Based Valuation Approach

M Alexis Maniatis, Fabricio Nunez, Ilinca Popescu and Jack Stirzaker1

The standard for most valuations in the context of international arbitration is fair market 
value (FMV). Where FMV can be observed directly, it is often the starting point. Because 
the value of assets derives from the future cash flows they provide to the owner, discounted 
cash flow is a primary method when estimates of future cash flows are reliable. When 
the asset is not traded, but reasonable benchmark assets are traded or can be purchased, 
they can be used to estimate or to infer the market value of the subject assets with corre-
sponding adjustments.

What happens when none of these methods is available? In those cases, the best 
approach may be to use accounting-based measures of asset value. This does not, of course, 
mean simply assuming that the value of an asset recorded in the accounts represents its 
market value. That is unlikely. Rather the accounting-based asset value (AAV) provides a 
starting point. Estimating market value requires an understanding of the accounting stand-
ards under which the asset was recorded and adjustments to reflect, among other things, 
the difference between economic and accounting depreciation, the evolution (favourable 
or unfavourable) of important risks, the effects of competition, and the macroeconomic 
environment (interest rates, inflation, exchange rates, economic growth prospects). These 
factors make the application of AAV challenging, but they must be considered to infer 
reasonable market values.

This chapter explores situations when AAV may be appropriate and raises issues that 
may affect the interpretation of accounting values in the search for market value in those 
cases where other methods cannot be applied. We also consider certain special cases: debt 
as well as assets that are regulated on the basis of accounting values.

1	 M Alexis Maniatis and Jack Stirzaker are principals and Fabricio Nunez and Ilinca Popescu are senior associates 
at The Brattle Group.
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Background
The first step in a valuation exercise is to determine what is being valued. When a valu-
ation is required in an arbitration, it typically will concern either an asset or a liability of 
an investor or a corporation, or the company itself. As Figure 1 illustrates, this can include 
the valuation of specific assets (such as a plant, a contract or a patent), or specific claims 
over a company’s assets (e.g., equity versus debt); or all assets of a business (known as the 
enterprise value). It is also possible to value a specific conduct (such as the effects of illegal 
anti-competitive practices), or a specific opportunity (e.g., the loss of ability to launch a 
new product or venture), or legal rights (such as intellectual property rights).

Figure 1: The object of valuation

brattle.com | 1
Privileged and Confidential
Prepared at the Request of Counsel

Figure 1

Enterprise Value

Value of
Assets

Equity-
Holders

Claims on
Assets
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Opportunities
Pensions, Taxes

In most cases, the assets or liabilities being valued will correspond to some set of accounting 
entries in financial statements of the relevant entities.2 Financial statements provide infor-
mation to a wide range of users about a company’s financial position and performance at a 
point in time. Of course, the frequency with which financial statements are released affects 
the reliability and usefulness of accounting data. More importantly, companies prepare 
financial statements complying with specific accounting standards and at regular intervals 
usually required by regulation.3 Complying with accounting standards is essential in that 
it provides a common language that all companies use in their reporting, which allows 
users to make comparisons between companies. However, rules imposed by the accounting 
standards limit the scope and usefulness of the information contained in the financial state-
ments for valuation purposes, where the focus is forward-looking (i.e., based on future cash 
generating potential) and market-based. For arbitration purposes, the frequency with which 
financial statements are released affects the reliability and usefulness of accounting data.

2	 Importantly, as we explain below, some assets and liabilities are not reported in the financial statements.
3	 The two main sets of accounting standards for financial reporting are the International Financial Reporting 

Standards [IFRS] and the Generally Accepted Accounting Principles [GAAP.] Many national accounting systems 
use IFRS, a major exception being the United States, where the GAAP still apply. There is an ongoing effort by 
the bodies supporting the two systems to reduce or eliminate the differences between the two systems.
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In the rest of the chapter, we discuss the AAV method in which the information in the 
financial accounts is used to determine value. We describe the most common rules used 
in financial accounts and the adjustments accounting entries typically require to estimate 
forward-looking, market-based value. Finally, we highlight two examples, debt and regu-
lated industries, for which information in the financial accounts can provide more straight-
forward guidance on estimating value.

Fundamental principles of valuation
Before turning to the question of when the AAV method is most useful, we review some 
basic principles in valuation relevant to the notion of market value of an asset.

Market value, or FMV, is the most commonly applied valuation standard in interna-
tional arbitration. FMV is defined as:

the estimated amount for which an asset or liability should exchange on the valuation date 

between a willing buyer and a willing seller in an arm’s length transaction, after proper marketing 

and where the parties had each acted knowledgeably, prudently and without compulsion.4

A fundamental principle of financial economics is that the market value of any asset is 
determined by its ability to generate future cash flows to the owner. Therefore, a valua-
tion amounts to the market value today of the right to receive those future cash flows. All 
valuation methods attempt to measure market value either directly or indirectly. When a 
valuer can reliably forecast cash flows and the relevant risks can be properly assessed, an 
income-based approach, such as the discounted cash flow (DCF) method, is typically the 
primary valuation approach.5 In the DCF method, the valuer projects explicitly an asset’s 
cash flows into the future. The market value of the asset is then derived by summing all 
future expected (or probability-weighted) cash flows, adjusted for timing and risk through 
the application of an appropriate discount rate.

Another technique is the market approach, also referred to as the comparables or relative 
valuation approach. In this method, the valuer assesses value relative to, or in comparison 
with, the observed market values of similar assets for which information is available. The 
approach is based on another fundamental principle of economics, the law of one price, 
which states that identical assets must sell for the same price because, otherwise, opportuni-
ties for risk-free profit would exist by buying the cheaper asset and simultaneously selling 
the more expensive one. In practice, the asset being valued usually is not identical to the 
assets whose market values can be observed, and the valuer must make appropriate adjust-
ments. This means that the market approach relies critically on the similarity, or compara-
bility, of the assets being valued and on the ability to make the necessary adjustments. The 
technique is often used as a cross-check on the valuation produced by a DCF. When future 
expected cash flows cannot be estimated with sufficient reliability for a DCF, the market 
approach may be the primary valuation method.

4	 International Valuation Standards 2020, ¶ 30.1.
5	 Of course, if the asset or company being valued is itself is publicly traded or has been sold or traded close to the 

valuation date, and under similar conditions to the valuation situation, then the observed market value typically 
takes priority.
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Accounting-based asset valuation
What is AAV?

The third valuation approach is generally referred to as the asset-based valuation (ABV) 
method, which values a company as the collection of its individual assets and liabilities. 
Although it is sometimes called the costs method, ABV does not value the assets at cost, but 
rather at the estimated market value of each asset or liability. A special type of ABV is the 
AAV method, in which the valuer turns to information from the financial statements as a 
starting point to determine FMV of an asset or liability.

Three types of financial accounting statements are predominantly used for AAV:
•	 the balance sheet (or statement of financial position) is the main source of information 

when trying to determine the accounting or the book value of a company’s assets or 
liabilities. Its role is to present a snapshot of the company’s assets, liabilities and equity 
at a given moment;

•	 the income statement6 presents a company’s financial performance during a particular 
period, usually a quarter, half-year or year. The income statement shows a company’s 
accounting revenues, expenses and net income (profit) and their components; and

•	 the cash flow statement7 reports the sources and uses of cash during a particular period. 
It provides additional information since the income statement is usually prepared on an 
accrual (non-cash) basis.

When is AAV used in arbitration?

Parties to an arbitration may argue in favour of an AAV method when they consider that 
an income or a market approach is not appropriate. They may argue that projections of cash 
flows could not be estimated with reasonable certainty and would be speculative8 or that 
the business being valued is not a going concern.9

6	 More precisely either a single statement of comprehensive income or a statement of comprehensive income and 
an income statement. 

7	 Some companies also publish a statement of changes in equity tracing the owners’ investment over time.
8	 ‘Speculative’ should not be confused with ‘low-probability’. Take an expropriated investment that has a known 

probability, say 10 per cent, of generating $10 million in profit and a 90 per cent chance to yielding nothing. 
Nine out of 10 times, the claimant would have not made a profit, but the expected profit of $1 million is 
straightforward to assess and reliable. They key is that the probabilities can be reasonably estimated. Early-stage 
investments in the mining and oil sectors often have this type of payoff structures. For example, exploration-stage 
mining projects have a high probability of failure, yet the market value of ‘junior mining’ companies, which can 
serve as benchmarks for relative valuation, is not zero and in fact can be quite large.

9	 This may include, for example, (1) a low-margin business in a competitive industry that owns marketable 
real estate that has appreciated over time because of its development value (such that the value of the assets 
exceed the value of the business itself), (2) businesses in financial distress valued at the liquidation value 
of their individual assets, and (3) early-stage investments that lack historical information from which to 
calculate future cash flows with reasonable certainty. A frequently used definition is ‘an enterprise consisting 
of income-producing assets which has been in operation for a sufficient period of time to generate the data 
required for the calculation of future income and which could have expected with reasonable certainty, if the 
taken had not occurred, to continue producing legitimate income over the course of its economic life in the 
general circumstances following the taking by the State’. (World Bank Guidelines on the Treatment of Foreign 
Direct Investment, Section IV, ¶ 6). 
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Where there is insufficient information to quantify the cash flows and there are no 
reliable comparables, an AAV method may serve as a valuation tool of last resort.

Book values are not all alike

The starting point for an AAV approach is usually the value recorded in the balance sheet, 
referred to as the book value. Depending on the type of asset or liability and on the 
accounting standards that apply, companies record assets and liabilities on their balance 
sheet as either historical cost or at fair value.10 It becomes clear from the start that using 
the book values indiscriminately can lead to inconsistent and unreliable valuations simply 
because of the different ways assets and liabilities are accounted for on balance sheets.

Accounting standards provide guidelines for when a company should record an asset or 
liability at fair value or at historical cost. Fair-value accounting usually applies to financial 
assets, including securities, derivatives and hedges, and employee stock options.11 Fair value 
measurement implies regular revaluations so that the book value of the assets generally 
reflects the market value at the time of the revaluation as assessed by the company and 
reviewed by the auditors.

Most commonly, companies will record assets at their original or historical cost, which 
is the cost required to purchase or create the asset and to bring it to the location ready to be 
used for its intended purpose.12 These costs may include purchase cost, sales taxes, delivery 
charges, customs duties and set-up costs.13 Accounts will then depreciate the historical cost 
of the assets over their defined useful life, which is defined in accounting rules by broad 
categories of equipment (e.g., computer hardware) or left at the discretion of the company. 
The accounting useful life may differ substantially from the asset’s actual economic life. 
Figure 2, below, illustrates an example of how the two accounting treatments would record 
value for an asset that (1) initially performs well, (2) undergoes an economic shock that 
reduces value, and then (3) sees some recovery. 

10	 For purposes of our discussion, we treat fair value to be a measure of market value. However, under certain 
circumstances, this is not the case.

11	 Fair value accounting generally applies to financial assets, but only if they are available for sale or held for trading. 
The financial assets that are held to maturity are recorded at historical cost and can be impaired to reflect a 
significant decrease in their market value compared to their book value.

12	 Although financial statements record costs, and sometimes arbitration tribunals seek evidence of ‘investment 
costs’ or ‘amounts invested’, our focus here is not on costs, but rather using accounting information to estimate 
market value.

13	 These costs will be included on the balance sheet to the extent that they are capitalised, which means they are 
treated as investments recorded as an asset on the balance sheet. Sometimes certain costs are expensed, meaning 
that they are not included in the value of the asset recorded on the balance sheet but instead appear as expenses 
in the respective year’s income statement.
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Figure 2: Book values under historical cost and fair value measurement v. market value
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Figure 2
Figure 2 shows that under fair-value measurement (solid grey line), the value recorded in 
the accounts would follow market values (black line) at each revaluation date. The use of 
fair value accounting indicates that a market price typically exists for the asset, or a market 
approach is reliable, meaning that AAV will rarely apply. When book values are recorded at 
fair value, the AAV value can provide a cross-check for valuations obtained using the other 
approaches, assuming that the valuation date and assumptions used for the accounting valu-
ation match those of the claim in question.14

For historical cost accounting, Figure 2 shows that, as time passes, the market value of 
assets may significantly depart from the value recorded in the accounts, indicated by the 
gap between the dotted grey and black lines. The book value of assets recorded at historical 
cost will decrease as depreciation, depletion and amortisation expenses are incurred, even 
while the real business may outperform expectations and increase in value.

In historical cost accounting, companies are usually required to carry out revaluations 
only when the market value falls below the book value, known as a write-down. Thus, the 
book value of an asset immediately after an impairment might be a good proxy for its FMV, 
as shown in Figure 2.15

From book value measured at historical cost to FMV

The basis for considering costs as a proxy for FMV at creation or purchase is of the expec-
tation that market and competitive forces would push towards that end.

14	 The book value of an asset recorded at fair value is obtained using either the income or the market valuation 
approaches. Usually companies provide extensive disclosures with respect to the details of the accounting 
valuation; however, this is not always the case. Giving preference to the book value over other methods of 
valuation implies adopting the assumptions used to obtain that book value even when they are unknown.

15	 Under certain conditions, impairment reversals are possible under IFRS rules. Similarly to a write-down, the 
value immediately after an impairment reversal may also indicate a proxy for fair market value, as long as the 
reversal of the previous impairment is not total. 
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At inception, the investment should not be worth less than the expected cost, as other-
wise a rational investor would not have progressed with the investment. 

Similarly, in a fully competitive market, new investment should not be worth substan-
tially more than the expected costs, owing to market pressures on prices and returns, though 
in less competitive markets that may arise, and it is the act of making such investments that 
in turn increases competition.16

However, these points hold only at the time the project starts. Over time, accounting 
values recorded at historical cost will almost certainly deviate from market values, meaning 
that book values require adjustments to approximate market values. Some experts have 
proposed this approach, usually referred to as the adjusted-balance sheet or adjusted 
book-value approach.17 We discuss some of the more common adjustments a valuer must 
consider to estimate FMV, which can be grouped into two main categories:
•	 adjustments to account for the passage of time, the resolution of risks or changes in 

market conditions between the reporting date and the valuation date; and
•	 adjustments that arise as a result of accounting conventions.

Adjustments to account for changes between reporting date and valuation date

There are a variety of adjustments to financial statements to account for changes between 
the reporting date and the valuation date. We discuss some of the most important ones here.

Time value of money and risk during construction

For assets that have long construction periods, recording them at historical cost ignores that 
investors expect to earn a return on invested amounts. Suppose an asset costs $100 to build 
up-front and will become productive in two years. At production start, assuming all market 
conditions evolve as expected, the book value of the asset would still be $100,18 but the asset 
must be worth more than $100. No rational investor would invest $100 in a  risky asset at 
the start of construction only to receive an asset worth the same $100 two years later, when 
construction is completed, when more could be earned during that period by making alter-
native investments. Investors will demand to earn the cost of capital for the asset, which is the 
return they could expect if investing in other assets of similar risk during the same period.19

Resolution of systematic risk

Investors do not value assets in isolation, but as part of their portfolios. The more diversified 
a portfolio is, the smaller the effect of any single asset’s specific risk on the variability of the 
portfolio’s returns. However, systematic risk, also known as market risk, does not disappear 

16	 In simple terms, if investors could generate value of $120 by investing $100, then other investors would come 
into the market reducing prices until the value is $100 for everyone.

17	 American Society of Appraisers, ASA Business Valuation Standards, 2009, ‘Definitions’, p. 25.
18	 Normally a company starts recording depreciation only when production starts. 
19	 We note that some assets partially address such a return by including interest accrued during construction in 

the capital base of an asset, which recognises the return demanded by debt investors. A full treatment of the cost 
should also include the return to equity and other investors. This is distinct from the application of pre-award or 
post-award interest. See M Alexis Maniatis, Florin Dorobantu and Fabricio Nunez, ‘A Framework for Interest 
Awards in International Arbitration’, 41 Fordham Int’l L.J. 821 (2018).
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in diversified portfolios, because it correlates with all the assets in the portfolio. That is, 
systematic risk affects all assets. The risk that an asset value would drop along with the entire 
market if the global macroeconomic conditions deteriorate is an example of systematic 
risk. The cost of an asset reflects macroeconomic conditions at the time when the asset was 
developed or purchased. Unexpected changes in conditions, such as inflation, interest rates, 
commodity prices, exchange rates, will affect the market value of an asset.

Resolution of project-specific risks

The cost of acquiring or developing an asset may diverge substantially from the market 
value of the investment once project-specific risks have resolved. Consider for example, 
a lottery ticket that sells for $10 for an opportunity to win a prize of $1 million. If the 
ticket is the winner, its value is $1 million, and its value would be zero otherwise. In either 
case, once the risk has resolved, the cost of the ticket ($10) has no bearing on its value 
(either $1 million or zero.) Many projects in the resources sector are similar to this example. 
Companies invest resources in exploration with some expectation of success or failure. Once 
the uncertainty has resolved, the market value of the project will reflect the outcome, and 
will depart from the amounts spent in the effort. Similar, if often less extreme than the above 
example, non-systematic risks are present in many investments; for example, risks relating to 
new products.

Country risk 

This refers to factors specific to the country in which the assets are located, including 
exposure to social conditions (e.g.,  risk of civil unrest) and political conditions (such as 
the chance of expropriation, regulatory changes or potentially discriminatory treatment). 
As with macroeconomic conditions, unexpected changes in the level of country risk will 
affect the market value of an asset. Moreover, for the calculation of damages, certain actions 
or potential actions may be excluded from the valuation as a matter of law. For example, 
parties often argue that the risk of expropriation, from which investors are protected in 
bilateral investment treaties, should be excluded in a related arbitration for damages.

Growth and competitive conditions

Expected growth rates vary significantly across companies, industries and geographies. 
However, a company’s growth rate typically is expected to approach the industry growth 
rate over time, and few companies are able to grow more quickly than the economy for 
very long periods.

In the long term, competition will drive the return on a new investment to its cost 
of capital. Economists refer to such an investment as the zero economic profit or zero net 
present value investments. New assets in competitive markets earn a return, but only equal 
to the return available to other investments of similar risk. Thus, in a fully competitive 
market, the market value of a new asset equals its cost.

In markets that are less competitive, assets may have market values above their costs. 
However, where extraordinary profits exist, they invite entry that will erode profitability 
over time as competition increases. This effect should be considered. For example, if assets 
were developed or purchased at a time when little competition existed (and none was 
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expected to develop), the acquisition cost, and hence, its book value, will reflect these 
conditions and may overstate market value. Similarly, the market value of assets acquired in 
an industry that has since entered unanticipated decline, perhaps with excess capacity, may 
well fall below their historical cost.

Assets may earn extraordinary returns for extended periods in markets that are not fully 
competitive if the business or asset has a durable competitive advantage.20 Businesses spend 
significant resources and time developing innovative products, creating brand loyalty and 
the perception of superior quality, to erect barriers to entry and protect long-term extraor-
dinary profits. As we explain below, many of these expenditures are not included in the 
book value of the corresponding assets (i.e., they are not capitalised).

Adjustments that arise because of accounting conventions
Book values have to comply with the accounting standards in place at the time they are 
recorded. Although the accounting standards fulfil many useful roles, they do involve a 
certain degree of simplification and generalisation, which is not helpful when valuing an 
asset in the context of arbitration.

Non-balance sheet items

The most common approach to AAV considers the amounts recorded in the balance sheet 
of the company. However, the balance sheet assets will only measure costs that the company 
capitalises, meaning those costs that the accounts recognise as an investment, as opposed to 
an expense.

In broad terms, non-capitalised or expensed costs are those that are required to keep a 
business operating, such as leasing office space or paying salaries of employees. Capitalised 
costs are those incurred in the production of an income-generating asset, such as paying an 
EPC contractor to build a power plant.

However, the distinction between these items is often not clear-cut; for example, the 
time spent by salaried employees in developing a new asset or product, or money spent on 
advertising: both are costs incurred to keep a business running, but also may create valuable 
assets at the same time. The choice to capitalise such costs or not relies on the judgement of 
the company and its auditors, and the accounting standards of the relevant jurisdiction. The 
accounts will only record non-capitalised costs on the income and cash flow statements in 
the period in which they were incurred.

Another example is goodwill that is generated internally: for instance, customer rela-
tionships, significant contracts, brand value created through a company’s operations but for 
which the cost of creation cannot be easily quantified. Internally generated goodwill is not 
included on the balance sheet, specifically because of difficulties with measurement. 

20	 This may include (1) innovative products that are difficult to copy or protected by patents, (2) perceived 
differences in quality or brand for which consumers are willing to pay a premium, (3) customers unwilling or 
unable to replace a product or service they use (i.e., high switching costs), and (4) industries in which large-scale 
production is more efficient than small-scale owing to economies of scale or scope such that a small or even a 
single producer is sufficient to supply all the market demand.
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The objective of an AAV analysis that relies on historical costs is to capture the full effort 
expended to produce the asset in question, meaning that the analysis should include both 
the asset value recorded on the balance sheet and any incurred non-capitalised expenses 
that provide future benefits.

Depreciation 

Depreciation is the method under which a company’s accounts recognise the reduction in 
the accounting value of an asset during its useful life. The useful life of the asset refers to the 
length of time during which the asset depreciates, and this is not the same as the economic 
life, which refers to the time span during which an asset earns more than the costs to 
maintain and operate it.21 The depreciation method (e.g., accelerated, linear or decelerated)22 
and the useful life are either defined in accounting rules by broad categories of equipment 
or left at the discretion of the company. Very few tangible assets have cash flows structured in 
such a way that the value will decrease in the same way assumed by most accounting rules. 
As a result, book value measured at depreciated cost is typically divorced from market value.

Figure 3 illustrates how the two balances diverge over time for an sample asset paying a 
constant nominal amount each year for 20 years.23

Figure 3: Impact of straight-line depreciation against market value

Figure 3

21	 That is, when an asset is past its ‘economic life’, it is more profitable to replace or scrap it, than to continue 
using it.

22	 Accelerated depreciation allows the company to reduce the value of the asset by higher amounts in the first years 
of operations. Under linear depreciation, the company records a constant depreciation amount each year, while 
under decelerated depreciation, the company concentrates the higher depreciation amounts towards the end of the 
asset’s useful life. Because depreciation is a tax-deductible expense, companies generally prefer accelerated methods, 
which reduce taxes earlier and increase them later in the asset’s life, thereby increasing nearer-term cash flows. 

23	 The example assumes a cost of capital equal to 10 per cent.

© Law Business Research 2021



Accounting-Based Valuation Approach

271

The dotted grey line indicates the amounts recorded on the balance sheet, which decline 
by the same amount (that is, in a straight line) during the asset’s life. The black line indicates 
the market value of the asset during the same period. The feature of the market value is that 
it behaves more like a mortgage balance – the initial payments largely cover the return, and 
a smaller portion pays off the principal. The effect is that the market value is always above 
the book value.

Inventory

Companies maintain stocks of finished goods, raw materials and other production inputs 
that are intended for further processing and sale. These inventories are recorded as assets on 
the balance sheet. The value of inventory changes frequently as companies purchase new 
materials and sell finished goods. Under historical cost accounting, there are three main 
conventions to record inventory. The first in, first out (FIFO) rule assumes that items leave 
inventory in the same order they entered. The last in, first out (LIFO)24 rule requires the 
opposite: items that have been in inventory the shortest time are assumed to leave first. 
Under the average cost convention, the value is carried at the weighted average cost of the 
items in inventory.

As for other assets, companies might be required to perform revaluations and record a 
write-down when the market value falls below the book value. In the case of inventories, 
this is known as the lower-of-cost-or-market rule. Under the main accounting standards, 
market value in this context usually refers to the replacement cost25 of the inventory, as long 
as the market price is not above the net realisable value26 or below that net realisable value, 
less the normal profit margin.

Given the different accounting conventions to value and revalue inventory, it is unlikely 
that the book value reflects market value.

Intangible assets 

The intangible assets held by a company are those that do not have a physical presence. 
These items can include licence rights, branding, patents, goodwill and human capital. 
Intangible assets face many of the same issues as tangible assets discussed above: the market 
value may depart from the expense incurred to generate or acquire the intangible asset 
reported in the accounts, and may not be capitalised in the balance sheet at all.

To begin, a valuer must consider carefully how the financial statements record the costs 
of the intangibles, and whether those records can reflect market value. For example, the 
search algorithm developed by Google is certainly worth more than the cost of the effort to 
create it. In such cases, historical costs recorded in the accounts, whether capitalised or not, 
do not offer a fair reflection of the true market value. In contrast, the cost of a short-term 
licence acquired through a competitive auction is more likely to be reflective of the market 
value of the licence. 

24	 The LIFO rule is permitted under GAAP but not under IFRS.
25	 Replacement cost represents the price that a company would pay to replicate the utility of the asset, not the 

exact physical properties of the asset.
26	 Net realisable value is defined as the estimated selling price minus estimated selling costs 

(e.g., completion, disposal).
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An important intangible asset is goodwill. The concept of goodwill is often amorphous. 
One specific example is when a company purchases an asset for more than its ‘fair value’, 
reflecting synergies that the acquiring company values that another buyer would not.27 To 
balance the accounts, the acquiring company transfers the assets into its own balance sheet 
at fair value and records the difference created by any synergies as goodwill. The total sum, 
asset plus goodwill, will equal the transaction price. In such cases, by using the accounting 
measure of goodwill to value an asset in addition to the fair value, the valuer is simply 
relying on a historical transaction price, and the value of the synergies, as they may have 
existed at the time. Rather than assessing value through the accounting records, a more 
transparent valuation practice would be to analyse whether the past transaction price is 
useful guidance for the specific valuation date. 

Specific applications of AAV

In this section we consider two special cases – debt and regulated industries – for which 
information in the financial accounts can provide more straightforward guidance on 
estimating value.

Debt 

Like any investment, the value of debt may diverge from the nominal outstanding amounts 
recorded in the accounts as market conditions and risks evolve.28 Nevertheless, in many 
situations, valuers and arbitral tribunals take the FMV of debt to be equal to its book value. 
Such an assumption may be reasonable, because while overall conditions may change, debt 
has specific characteristics that limit the divergence from book value.

The nature of debt is that significant increases in the cash flows of the underlying 
company do not directly benefit the debt holders, who will receive only the promised cash 
flows even if the company becomes more valuable.29 Moreover, should market conditions 
change, for example through lower interest rates, increasing the value of existing debt above 
its book value, a company may retain the option to refinance (in other words, pay down the 
expensive debt at face value and issue new debt). The result is that even in upside situations, 
the book value of debt would remain close to its market value.

In general, the main movements in debt market value occur in downside situations.30 
If there is a possibility that the underlying asset may not be sufficient to repay debt, then 
investors will apply a discount to the book value of debt to reflect that they may not recoup 
the full amounts.31 In this kind of situation, book value can no longer provide a reasonable 
guide, aside from an upper bound, and one must instead perform a cash flow analysis.

27	 In the presence of synergies, an acquired asset may be worth more to the acquirer than the price it pays. The 
reason is that in competitive markets, the acquirer must only pay more than the value to the potential buyer with 
the next-highest value, not its full value to the acquirer.

28	 Funds trade billions of dollars of debt in financial markets every day, and certainly, they consider more 
information than the outstanding amounts.

29	 We note that a company increasing in value may increase the market value of debt by improving the credit risk.
30	 Such situations are often important in the ‘actual’ circumstances of an arbitration case in which companies can 

be on the verge of insolvency.
31	 We note than an inability to meet interest and principal repayments does not necessarily mean that the debt will 

trade at a discount. 
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In practice, there are many types of debts and some will align more closely with the 
book value than others. A simple example is one of a bond with a variable interest rate 
versus a fixed interest rate. Variable rate debt will update interest payments for macroeco-
nomic changes, realigning the payments with market conditions. The effect is to keep the 
market value of the debt closer to the book value. Conversely, the interest payments for 
fixed rate debt will not update, and market value will deviate more greatly from book value 
as interest rates change.32 A valuer must consider the specific characteristics of the existing 
debt to assess whether book value can provide a reasonable proxy for a market valuation. 

Regulated industries

The example of debt offers insight into when historical amounts can be more useful: when 
the market value of the asset remains stable even as macroeconomic conditions change. 
Some assets in regulated industries share this characteristic.

As a general principle, many regulators design regulatory regimes to allow investors 
to earn a reasonable return on their investments. If investment amounts recorded in the 
accounts determine tariffs, which determine cash flows, it appears logical that the invested 
amounts can provide insight into value. However, there are many flavours of regulation, and 
some will allow for greater departures from cost bases than others.

We first consider assets with the strongest link to book values: those that rely directly on 
accounting information to determine tariffs in periodic reviews.33 The aim of these price 
reviews will be to realign the cash flows of the company for investments and changes in 
macroeconomic conditions.

We can imagine a simplified example of a distribution network that has a regulated 
asset base of $100 at the start of a regulatory period, based on the assets recognised in its 
accounts. During the regulatory period, the company invests $20 and receives repayment 
of previous investments of $10 through the tariffs reflecting its accounting depreciation.34 
In the following regulatory period, the balance sheet of the company will show $110 (the 
starting value of $100, plus the $20 of additional investment, minus depreciation of $10, 
reflecting repayment). The regulator will design tariffs for the following period allowing 
the company to earn a present value of $110, equal to the balance sheet value of the assets.

Even in such cases, where value is determined via accounting information, market value 
may depart from the book values. Most modern regulatory regimes supplement tariffs with 
incentive mechanisms that reward efficiency and penalise inefficiency. If a company does 
better than the efficiency targets, then the company can expect rewards for investors and 

32	 For example, in 2000, Germany would have issued a 30-year bond paying annual interest of around 6 per cent. 
Currently there would be 10 years left to run on this bond. These interest payments would be extremely 
valuable today as an equivalent 10-year bond yield is minus 0.5 per cent. As the German government cannot 
repurchase this bond from investors at face value, investors would pay far above the face value (or book value) of 
the bond to acquire the stream of payments. It would not be reasonable to value this debt with reference to the 
face value as would be recorded in the accounts.

33	 These assets under such regulation are normally those that require constant reinvestment, such as 
distribution networks. 

34	 This is in addition to a return on investment and operating costs.
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the asset will increase in value. Similarly, a company that does worse than the targets will 
expect to have lower value. The ultimate market value of the regulated asset will then be its 
accounting asset base plus or minus the effects of any incentive schemes.

Even in the absence of these schemes, it is widely recognised that, on average, regulated 
companies trade above book values. The underlying causes for this pattern are debated 
and may vary from company to company. Potential reasons include that rate-regulated 
companies may have intangible value, for example through branding or growth opportuni-
ties and synergies provided through their regulated assets. 

FMV may also depart from the accounting value because of changes in macroeconomic 
conditions within each regulatory period. Although the future price control may adjust the 
tariff, the asset will earn the set cash flows (which may be above or below the market level) 
until the adjustment occurs.35

In the case of companies under regulatory regimes not based on accounting informa-
tion, movements away from accounting values may be larger, particularly where there is no 
regulatory mechanism in place to correct for such divergence. Many renewable power plants 
are regulated based on feed-in tariffs, which set a tariff regime for the lifetime of the power 
plant with no periodic reviews. By fixing a tariff with a certain design, the regulator transfers 
certain macroeconomic risks to the investor. For example, some tariffs are flat during the 
life of the asset, whereas others are indexed to inflation. Should inflation turn our different 
to expectations, the market value of the asset without indexation will deviate from its book 
value, while the asset with indexation will tend to stay closer, all else being equal.

Ultimately, for most regulated assets the primary valuation method will remain the 
DCF, as cash flows of regulated assets should be sufficiently predictable. A DCF will embed 
the effect of both relative efficiency and other effects of valuation through the resulting 
cash flows and discount rates. However, even in those cases, AAV can assist a market-based 
valuation in the calculation of a terminal value for a regulated company undergoing 
periodic reviews. 

A terminal value is a valuation shortcut, whereby a single value represents the present 
value of all future cash flows beyond that date. To project the cash flows in perpetuity for a 
regulated asset, a valuer would have to predict the outcome of regulatory reviews in each 
future period. However, rather than reconstructing a tariff review, a valuer can simply start 
with the asset base that the tariff seeks to provide compensation for and make adjustments 
for external factors that can affect value, such as efficiency targets.

In summary, even for regulated assets there are many reasons why market value can 
depart from invested amounts. However, given the nature of regulation, it may be useful to 
compare a valuation against historical investments. 

Summary and proposed framework
We conclude by proposing a framework to guide the selection and implementation of the 
AAV approach. This framework, depicted in Figure 4, reflects fundamental economic and 
financial valuation principles.

35	 An exception to this would be if the tariffs allow ex post adjustments to compensate for such movements in 
following regulatory periods.
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When estimates of future cash flows can be observed or reliably estimated (step 1), the 
income approach (such as the DCF method) is the primary valuation tool (step 2).36 If this is 
not feasible, but there are reasonable comparable traded assets (step 3), the market approach 
can be used to estimate or infer the market value of the assets in question provided that 
appropriate adjustments are made to reflect differences between the subject assets and the 
comparable assets (step 4).37

Figure 4: A guide for selection and implementation of the AAV approach

1

2
3

4

5

6

7

8

9

10

Can cash flows be observed/estimated? 

Use the Income Approach Can comparable companies or 
transactions be observed?

Use the Market Approach

Is asset accounted for at fair value?

Is the date of the accounts 
close to the valuation date and 
are the assumptions used in 
valuation close to the ones at 
valuation date?

If book value measured at historical cost, apply 
adjustments below…

a. Adjustments from changes between 
reporting date and valuation date
i. Passage of time
ii. Resolution of risks: systematic, project 

specific, country risk
iii. Change in market conditions (e.g., 

competition, growth,  inflation, interest 
rates, etc.)

…

b. Adjustments due to 
accounting conventions

i. Depreciation and inventory 
reporting rules

ii. Non-capitalized expenses
iii. Intangible assets such as goodwill

…

Use book value for simplicity 
[however if asset is measured 
at fair value it means 
valuation by other methods is 
possible]

Use other valuation method 
(e.g., income and/or market)

YES NO

YES NO

YES NO

YES NO

Look at financial accounts 

If possible as a 
cross-check

36	 As we explained, if the market value is observed directly because the asset or company being valued is itself 
is publicly traded or has been sold or traded close to the valuation date, and under similar conditions to the 
valuation situation, then the observed market value should take priority.

37	 As we discussed, the market approach is often used as a crosscheck on the valuation produced by a discounted 
cash flow (as depicted by the arrow going from step 2 to step 4 in Figure 4).
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When none of these methods is available, the valuer may turn to the financial accounts and 
use an AAV method (step 5). As we have explained, the valuer must first understand the 
accounting standards used to record the assets in question. 

If the assets are recorded at fair value (step 6), adopting the book value implicitly accepts 
the assumptions used in the financial accounts. So the valuer must consider whether the 
date of the financial accounts is close to the valuation date, and if the assumptions used in 
the accounts are appropriate for the valuation (step 7). If this is true, the book value may 
be used as a proxy for market value (step 8). When either the valuation date or assumptions 
in the accounts do not match those in the valuation at issue, another approach, income or 
market must be used (step 9).

If the assets are recorded at historical cost (step 10), the values in the accounts will 
almost certainly fail to reflect market values, so book value will require adjustments. These 
adjustments arise from changes between the reporting and valuation date, which includes 
the passage of time, resolution of risks, and changes in market conditions. Other adjust-
ments are necessary because of accounting conventions, such as depreciation and inventory 
reporting rules. Accounting conventions also dictate the way companies report intangible 
assets, or perhaps not report them all, as is the case, for example, with non-capitalised 
expenses or internally generated goodwill.

The significant and unavoidable challenges that arise when starting from accounting 
values to determine market values render the application of AAV difficult and, therefore, it 
is typically considered only a valuation tool of last resort.
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