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FOREWORD

Relationships, Dependency, and Reliabilityl

LIU PING

CHINA

Today’s expanding global business environment demands
that all professionals responsible for financial information
have to work together and rely on each other. Accountants,
auditors and appraisers (valuators) must ensure that
stakeholders in an entity—management, shareholders,
creditors, and regulators—receive reliable, up-to-date
financial information, enabling them to make the right
decisions in fulfilling their duties and responsibilities. Errors
in incorrectly recording, valuing, and auditing data at any
stage will lead to wrong, possibly even damaging results.
With the expansion of International Financial Reporting
Standards (IFRS) throughout the world, the roles of the
accountants and auditors are becoming harmonized, with
appraisers supplying the basis for many conclusions. Now is
the era of the appraiser; this book is a start.

To generate profits and run efficiently, management has
to know in detail the costs involved in producing, selling,
and distributing the entity’s various goods and services. In
addition, it has to ascertain that there is enough cash
available for capital expenditures, for working funds, and to
pay shareholders the dividends that ensure continuing
investment. Finally, such information, both financial and



operational, allows management to demonstrate to
regulators that the entity is in full compliance with all laws
and reqgulations.

Shareholders need such material to decide whether to buy
or sell securities, to establish trading prices and, in
particular, as a measure for portfolio performance and
stability. Today investors have many choices; to make wise
and advantageous decisions, they need reliable financial
information.

Lenders and creditors, including banks and suppliers, use
such know-how when deciding to make new loans, extend
existing ones, or enhance lines of credit, and also to gauge
a firm’s ability to pay its bills and properly service both its
short- and long-term debt. It is also of importance to
vendors, who rely on it to grant trade credit and enter into
long-term contracts.

Last, but not least, regulators insist on reliable financial
information as part of their duty to protect the public trust.
To supply this accurately requires the combined talents of
the three separate sets of interrelated professionals:
accountants, auditors, and valuators, each of whom relies
on data from both the others. Their interaction is illustrated
by Exhibit F.1.

Exhibit F.1

Appraisers - [ Aanditors

Y %

E

Accounlants



Accountants deal mostly with the present, recording on a
daily basis the activities of every entity involved. Auditors,
who are also accountants, deal with the past, confirming
that the accounts they had been given present “fairly” the
results of preceding activities, while appraisers, among
whom | have the honor to serve, look to the future,
calculating what someone will pay now for benefits that are
yet to come.

Based on information and data from the entity’s
accountant and advice from its auditors, we perform our
services and reach our conclusions. Those may encompass
numerous steps, including determining: the fair value of the
whole firm; an individual division, subsidiary, or department;
specific financial, physical, or intangible assets; or a
potential acquisition target.

Valuing individual assets, especially intellectual property,
is essential to the impairment tests, which since 2003 have
been required by IFRS at least once a year. To conduct such
an engagement properly, valuators must be able to rely on
accurate financial information, continuously and freely
provided as required by management through its accounting
staff. The quality of any valuation is adversely affected by
inaccurate or inadequate inputs. Valuators then deliver to
the accountant and management their conclusions to be
incorporated into the entity’s records for confirmation by the
auditors. Similarly, the auditors have to rely on the
professional efforts of both the accountant and the valuator.

The close business ties between eastern and western
economies and global financial interaction over the past
decades have led Africa, Asia, and Australia to adopt IFRS
and its related fair value accounting. This in turn caused all
valuators to become much more aware of approaches,
methods, and techniques developed in North America and



Europe. With contributors from six continents, this book
offers a thorough grounding in all of those approaches.



PREFACE

JAMES P. CATTY
UNITED KINGDOM

For some years, the world has experienced accelerating
globalization that has exceeded any commercial
interchanges of previous centuries by an order of
magnitude. Common sense dictates that such networks
require an equally universal approach to accurately valuing
interrelated holdings, following the same worldwide
accounting principles; this is under way, as, by 2011,
approximately 150 countries will have adopted International
Financial Reporting Standards (IFRS). This book offers
thorough assistance in such an undertaking, creating a
unified language and giving advice concerning relevant
methodologies.

While there are many national valuation textbooks, mainly
in the United States, there are no international ones. To fill
this void, our book is a collaboration of over 30 participants
from 14 countries; it was written during an unprecedented
downturn in the world economy and sets out best practices
in many segments of valuation, for good times and bad. The
concept is also to assist readers to react quickly to the new
normal when it arrives.

When, as chairman of the International Association of
Consultants, Valuators and Analysts (IACVA), | signed the
contract with John Wiley & Sons, Inc., in October 2008, the
world stock markets had been in virtual free fall for a month;
| thank Wiley for its courage in taking on this project. After



that, values continued to decline, in the United States a
further 33%, before, in early March 2009, staging a
remarkable resurrection. Now most indexes are back to or
above their October levels, as massive, stimulative
government policies are taking effect.

This has been the greatest turmoil in the markets since |
first became involved in valuations more than 50 years ago.
During the long period of Goldilocks economies, which
lasted until 2007, risk premiums for virtually every feasible
asset were low, reflecting comparatively limited recent
losses. In 2008, a combination of repricing of risk, and fears
that the financial world, as we knew it, was coming to an
end changed everything and gave rise to the continuing
worldwide crisis.

Recent Bubbles

Most investors profited from 1995 to 2007; that was a
period of asset bubbles in many stock markets, most
commodities (oil, copper, nickel, iron ore) and real estate;
unfortunately, nearly everyone lost in the subsequent
multiple collapses. Worldwide share and commodity value
declined, following the huge decreases in home prices in
many countries, principally: Australia, Britain, Spain, and the
United States. The result was the greatest destruction of
fortunes since the Dirty Thirties. According to some
commentators, over one-third of worldwide wealth vanished
in the last 12 months. Each bubble had four phases.

Stealth. “Smart funds” get in quickly, quietly, and
cautiously; asset prices gradually increase, but the general
population remains unaware.

Awareness. Price increases get attention; there is some
profit taking, but selling is short-lived, as investors treat the



dips as opportunities to buy more.

Mania. Masses peg relevant investments, first Internet
shares, then real estate, as “the opportunity of a lifetime”;
phrases like “prices can only go up” are passed around as
indisputable facts but turn out later to be nasty viruses.
More unsophisticated money pours in, as “smart funds”
begin to unwind their position.

Blow-off. The absence of fresh capital lowers prices, but
many late-to-the-party players insist that the wreck can be
salvaged. They get evermore adamant about their “buy”
recommendations as prices drop. That stubbornness creates
a brief pause before the final nosedive.

The New Normal

It has become increasingly clear that the current situation
is fundamentally different from all other recessions since
World War Il. Virtually every country is experiencing not
merely another manifestation of the business cycle but a
profound restructuring of its economic order. For some
organizations, near-term survival is their only possible
motivation, resulting in not merely cutting fat but also flesh.
Others are peering through the fog of uncertainty, thinking
about how to position themselves once things return to
normal.

What is the new normal going to look like? It is unlikely
that it will resemble any of the “before” situations; rather it
will be shaped by several powerful forces, of which two—
less borrowing and more government impact—will be
dominant. A return to tighter regulation and the inclusion of
activities such as derivatives that were under consideration
long before the downturn began can also be expected.



It is important to realize that past avalanches of
borrowings for virtually any purpose and the related
underpricing of risks had two sources. The first was financial
innovations that apparently reduced risks and added value
to the economy. The second was a credit bubble, led by U.S.
borrowers, fueled by misaligned incentives, irresponsible
risk taking, lax oversight, and fraud. Where the former ends
and the latter begins is hard to discern, but it is clear that
the future will involve significantly lower leverage and
higher prices for risks than we had all come to expect during
the years of euphoria. Only entities that boost returns on
equity the old-fashioned way, namely through productivity
gains, will be rewarded.

Another feature will be expanded government activities. In
the 1930s, during the Great Depression, participants in
various economic sectors of most countries redefined their
roles in the financial system; in the 1980s and 1990s, many
such restructurings were unwound in the name of
deregulation.

All signs point to an equally significant regulatory
restructuring, with governments around the world laying
down the ground rules in all financial sectors, including
those that were once only lightly, if at all, regulated. They
and other bodies, such as the International Accounting
Standards Board (IASB), will demand new levels of
transparency and disclosure and get involved in decisions
that were once the sole prerogative of corporate boards,
including executive compensation.

Some forces arise directly from the financial crisis, but
others, which already existed, have been strengthened. For
example, it was clear before the crisis began that U.S.
consumption, which depends on income gains, could not
continue to be the locomotive for global growth. For over 40
years, U.S. disposable income has been boosted by a series



of one-time factors, such as the expanded entry of women
into the workforce, increases in college graduates, the
ability to refinance homes, and easy credit for all sorts of
purposes; those have now played themselves out.

Peak spending of the baby boomers helped boost
consumption in the 1980s and 1990s. Now aging, they are
beginning to live on retirement savings that were
insufficient in the first place, even before a great deal of
housing and stock market wealth evaporated. As a result,
the world’s economic center of gravity will continue its
westward movement toward Asia. Fortunately, likely
ongoing technological innovation and increasing human
knowledge will tend to offset the declining value of aging
auto plants.

Valuators who want to succeed in the new normal must
focus on that which is changing and what remains basically
the same for their clients, businesses, and industry. The
resulting environment, while very different from the past,
will give major opportunities to those who are prepared.

Scope

This publication is divided into two sections written by a
combination of academics and practitioners. The first 13
chapters deal with subjects that have to be considered by
all valuators on every assignment. The remaining chapters
deal with particular areas that may or may not be of
immediate significance but which, at some time or other,
will become important.

As shown by their biographies, our contributors are all
highly qualified, with most practitioners having taught
professional development classes, many in several
countries. They all realize that readers need comprehensible
material that gets to the bottom of things and eliminates
extraneous information.



The potential audience is everyone—managers,
accountants, investors, bankers, teachers, and students—
who is involved professionally with finance. Principle-based
standards cannot, by their nature, give detailed guidance
about how fair value is to be determined. This book fills
numerous gaps so that all involved have greater
understandings of value conclusions.

Theme

Accountants deal with activities in the past; managements
deal with the reality of the present; valuators deal with
expectations of the future. Value reflects the recognition and
pricing of all the risks involved. Neither accountants nor
managers are trained to quantify those; valuators are.

The world is drowning in data; by some estimates,
corporate digital material in 2010 will amount to one
zettabyte (21 zeros). To put values on the entities involved,
such data will have to be compressed and summarized into
useful information and the nuggets of actionable gold
extracted from the mounds of informational ore. In addition,
gold must be separated from any pyrite. Our objective is to
help all readers in identifying and extracting that gold.

Fortunately, none of the contributors found it necessary to
follow Raymond Chandler’s perfect literary advice:

When in doubt have a man come through the door
with a gun in his hand. May that never happen to any
of us.

Good reading.



Jim Catty
Klosterneuburg, Lower Austria and Toronto, Canada,
August 2009



