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ALPHA TESTING, ENTERPRISE
DEVELOPMENT . . . . . . . .Table 2-1 at 2.03

ANGEL INVESTORS . . . . . . . . Table 2-1 at 2.03
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stockholders . . . . . . . . . . 6.10, 6.19, 6.35,
. . . . . . . . . . . . . . . . . . . . . . . . .Table 6-1 at 6.13

APPRAISAL FOUNDATION, UNIFORM
STANDARDS OF PROFESSIONAL
APPRAISAL PRACTICE . . . . . . . . . . . . . . 9.03
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. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.13
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asset approach . . . . . . . . . . 4.43–.44, 9.04

ASSET APPROACH . . . . . . . . . . . . . . . . . .4.42–.55
. Assumptions of . . . . . . . . . . . . . . . . . . . . 4.51–.55
. Control and marketability. See also controlling

interests; marketable interests . . . . . . . . .4.50
. Defined . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.43
. Depreciation . . . . . . . . . . . . . . . . . . . . . . . 4.44–.46
. Enterprise development stage

and . . . . . . . . . . . . . . . . .9.03, 9.04, 9.05, 9.10
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. Generally . . . . . . . . . . . . . . . . . . . . . . . . .1.15, 4.02
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methods . . . . . . . . . . . . . . . . . . . . . . . . . 4.43–.48
. Weighting transactions . . . . . . . . . . . . . . . . . . 8.13
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approach
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WITH . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.36

ASSET VOLATILITY, EQUITY VOLATILITY
RELATIONSHIP WITH . . . . . . . . . . . . . . . .6.36
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BACKSOLVE METHOD
. Enterprise development stage

and . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9.04–.10
. In market approach . . . . . . . . . . 4.07, 4.16–.18,
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BARRIERS TO ENTRY . . . . . . . . . . . . . . . . . . . 3.08
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BIASES . . . . . . . . . . .8.12, 11.02, 11.07, 11.13
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BOARDS OF DIRECTORS, AS VALUATION
CONSIDERATION. See also
management . . . .3.06, Table 3-1 at 3.18

BOOK VALUE OF DEBT, DISTINGUISHING
FAIR VALUE OF DEBT FROM . . .5.11–.12,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .Q&A 12.1

BURN RATE . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.16

BUSINESS PARTNERS . . . . . Table 2-1 at 2.03

BUSINESS PLANS. See also enterprise
development . . . . . . . . . . . . . . . . . . . . . . . .3.02

BUYERS’ BARGAINING POWER . . . . . . . . . .3.09

C

CALL OPTIONS. See option pricing method
(OPM)

CAPITAL ASSET PRICING MODEL . . . . . . . 4.28

CAPITAL STRUCTURE. See also complex
capital structures; financing; simple
capital structures . . . . . . . . . . . . . Q&A 12.9

CAPITALIZATION MULTIPLES . . . . . . . . . . .4.33,
. . . . . . . . . . . . . . . . . . . . . . . 10.09, Appendix E

CASH BURNOUT . . . . . . . . . . . . . . . . . . . . . . . . .3.16

CASH FLOWS. See also expected cash flows
. Considering interim . . . . . . . . . . . . . . . 6.25, 6.34
. Discounted. See discounted cash flow (DCF)

method
. From exercise of options . . . . . . . . . . .Q&A 12.8
. In forecasting . . . . . . . . . . . .4.31–.34, 4.39–.41
. Minority interest valuation . . . . . . . . . . . . . . . 7.10
. Probability-weighted and

certainty-equivalent . . . . . . . . . . . . . . . . . . . .4.28

CASH TRANSACTIONS, ARM’S
LENGTH . . . . . . . . . . . . . . . . . . . . . . 1.12, 1.13

CERTAINTY-EQUIVALENT CASH
FLOWS . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.28

CLOSELY HELD COMPANIES . . . . . . . . . . . .6.07

AAG-STK CLO

CO
PYRIG

HTED
 M

ATERIA
L

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



236 Valuation of Privately-Held-Company Equity Securities Issued as Compensation

COMMON STOCK
. Alternatives to. See also complex capital

structures . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.02
. Enterprise development . . . . . . . . . . . . . . . . 2.05,

. . . . . . . . . . . . . . . . . . . . . . . . . . Table 2-1 at 2.03
. Executive compensation . . . . . . . . . . . . . . . . 6.05
. Private financing transactions . . . . . . . . . . . 8.03
. In roll-up structure . . . . . . . . . . . . . . . . . Q&A 12.9
. Volatility of . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.32
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development

COMPARABLES . . . . . . . . . . . . . .4.14–.15, 4.19,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .4.21, 4.40

COMPETITION, MARKETPLACE AND
MAJOR . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .3.07

COMPETITIVE FORCES . . . . . . . . . . . . . . . . . . 3.09

COMPLEX CAPITAL
STRUCTURES . . . . . . 6.01–.54, Appendix I

. Common questions and
answers . . . . . . . . . . . . . . . . . . . . .Q&A 12.6–.11

. Defined . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.01

. Multiple classes of securities, estimating
fair value of . . . . . . . . . . . . . . . . . . . . . . 6.14–.54

. Private equity funding . . . . . . . . . . . . . . . . . . . 6.04

. Stockholder rights. See also specific
stock types . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.06

. Valuation method considerations. See also
current value method (CVM); hybrid method;
option pricing method (OPM);
probability-weighted expected return
method (PWERM) . . . . . . . . . . . . . . . . . 6.17–.22

. Variations in . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.02

. Venture capital . . . . . . . . . . . . . . . . . . . . . . . . . 6.03

CONTEMPORANEOUS VALUATIONS. See also
reliability of valuations

. Cost-benefit considerations . . . . . . . 11.08–.09,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11.14

. Distinguishing retrospective valuations
from . . . . . . . . . . . . . . . . . . . . . . . . . 11.02, 11.05

. Timing of . . . . . . . . . . . . . . . . . . . . . . . . . 11.03–.06

CONTROL
. Controlling distinguished from minority

interests . . . . . . . . . . . . . . . . . . . . . . . . . 7.03–.15
. And marketability . . . . . . . . . . . . . . . . . . .7.01–.33
. Marketable distinguished from

nonmarketable interests . . . . . . . . . . 7.16–.33
. Marketable interests questions and

answers . . . . . . . . . . . . . . . . . . . Q&A 12.12–.15
. Related parties as valuation

consideration . . . . . . . . . . . . . . . . . . . . .3.13–.14
. Valuation of minority interest . . . . . . . 7.01–.02,

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.05

CONTROL PREMIUM . . . . . . . . . 7.04–.06, 7.13

CONTROL RIGHTS . . . . .6.09, 6.11–.12, 6.19,
. . . . . . . . . . . Appendix H, Table 6-2 at 6.13

CONTROLLING INTERESTS
. In asset approach . . . . . . . . . . . . . . . . . . . . . . 4.50
. Distinguishing minority interest from . . . . 5.08,

. . . . . . . . . . . . . . . . 7.03–.15, Table 5-1 at 5.08
. Premium paid to obtain. See control premium
. Rights of . . . . . . . . . . . . . . . . . . . . . . . . . 7.03, 7.11

CONVERSION RIGHTS. See also rights of
stockholders . . . . 6.10, Table 6-1 at 6.13

COST APPROACH . . . . . . . . . . 4.44, 4.51, 4.55

COST-BENEFIT CONSIDERATIONS,
CONTEMPORANEOUS
VALUATIONS . . . . . . . . . . 11.08–.09, 11.14

COST OF CAPITAL. See also capitalization
multiples . . . . . 10.08, 10.09, Appendix F

COST STRUCTURE, AS VALUATION
CONSIDERATION . . . . . . . . . . . . . . . . . . . .3.16

COSTS, IN WEIGHTING
TRANSACTIONS . . . . . . . . . . . . . . . . . . . . .8.12

CURRENT COMPETITION . . . . . . . . . . . . . . . .3.09

CURRENT VALUE METHOD
(CVM) . . . . . . . . . . . . . . . . . . . . . . . . . . 6.42–.47

. Advantages and limitations . . . . . . . . . .6.44–.46

. Distinguishing yield method from . . . . . . . . 6.47

. Generally . . . . . . . . . . . . . . . . . . . . 6.21, 6.42–.43

. When to use . . . . . . . . . . . . . . . . . . . . . . .Q&A 12.6

CUSTOMERS
. Postevaluation financial condition

change . . . . . . . . . . . . . . . . . . . . . . . . .Q&A 12.16
. Valuation consideration, as . . . . . . . . . 3.12–.14

CVM. See current value method

D

DCF. See discounted cash flow (DCF) method

DEBT, FAIR VALUE OF . . . . . . . . . . . . . . 5.10–.21
. Common questions and

answers . . . . . . . . . . . . . . . . . . . . . . Q&A 12.1–.5
. Consideration in liquidity event

timing, as . . . . . . . . . . . . . . . . . . . . . . . . 5.11–.12
. Decline in . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.21
. Distinguishing book value

from . . . . . . . . . . . . . . . . . . 5.11–.12, Q&A 12.1
. Distinguishing face value from . . . . . . Q&A 12.1
. Distinguishing traded price from . . . . Q&A 12.2
. Equity value estimation using . . . . Q&A 12.4–.5
. In minority interest valuation formula . . . . . 5.10
. Traded price as . . . . . . . . . . . . . . . . . . . . . . . . 5.14
. Yield method in establishing . . . . . . . . 5.15–.17
. Zero coupon bond equivalent in . . . . 5.19–.20,

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .Q&A 12.3

DEBT-LIKE PREFERRED
STOCK . . . . . . . . . . . . . . . . . . . . . . . .5.18, 6.05

DEPRECIATION, IN ASSET
APPROACH . . . . . . . . . . . . . . . . . . . . .4.44–.46

DEVELOPMENT STAGES. See enterprise
development
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DIFFERENTIAL PUT . . . . . . . . . . . . . . . 7.30, 7.31

DILUTION BY ADDITIONAL FINANCING. See
also antidilution rights . . . . . . . . . . . . . . 6.35

DISCLOSURE, FINANCIAL
STATEMENT . . . . . . . . . . . . . . . . . . 14.05–.18

. Cash flow assumptions . . . . . . . . . . . . . . . . . 4.41

. Example . . . . . . . . . . . . . . . . . . . . . . . . . .14.14–.17

. IPO requirements . . . . . . . . . . . . . . . . . 14.12–.13

. MD&A . . . . . . . . . . . . . . . . . . . . . . . . . 14.13, 14.18

. Real option theory . . . . . . . . . . . . . . . . . . . . . . 4.38

DISCOUNT FOR LACK OF MARKETABILITY.
See marketability discount

DISCOUNT RATE . . . . .4.25, 6.24, Q&A 12.10

DISCOUNT RATE ADJUSTMENT
TECHNIQUE . . . . . . . . . . . . . . . . . . .4.26, 4.39

DISCOUNTED CASH FLOW (DCF) METHOD
. In debt valuation . . . . . . . . . . . . . . . . . . . . . . . . 5.15
. In income approach. See also income

approach . . . . . . . . . . . . 4.25, 4.32–.34, 4.39,
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .9.05, 9.06

DISSOLUTION, AS LIQUIDITY EVENT . . . . 6.46

DIVIDENDS, PREFERRED STOCK . . . . . . . 6.05,
. . . . . . . . . . . . . . . . . . 6.10, Table 6-1 at 6.13

DOCUMENT REQUEST LETTER . . . Appendix J

DRAG-ALONG RIGHTS. See also rights of
stockholders . . . . . . . . . . . . . . . . .6.11, 6.19,
. . . . . . . . . . . . . . . . . . . . . . . . .Table 6-2 at 6.13

E

EARLY EXERCISE POTENTIAL . . . . . . . . . . .6.37

EARNINGS BEFORE INTEREST, TAXES,
DEPRECIATION, AND AMORTIZATION
(EBITDA) . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.09

EARNINGS BEFORE INTEREST AND TAXES
(EBIT) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.09

EBITDA. See earnings before interest, taxes,
depreciation, and amortization

EBIT. See earnings before interest and taxes

ECONOMIC RIGHTS . . . . . . . . . 6.09–.10, 6.19,
. . . . .7.11, Appendix H, Table 6-1 at 6.13

ECONOMY, AS VALUATION
CONSIDERATION 3.05, Table 3-1 at 3.18

EMPLOYEES
. Common stock purchased from . . . . . . . . . 8.03
. Distinguishing nonemployees from . . . . . . . 1.01
. Share-based payments to . . . . . . 14.01, 14.02,

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 14.18
. Valuation consideration, as . . . . . . . . 3.03, 3.11

ENGAGEMENT LETTER. See also valuation
report; valuation specialists . . . . . . .13.03

ENTERPRISE DEVELOPMENT
. Asset approach in early-stage . . . . .4.42, 4.51,

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9.04

ENTERPRISE DEVELOPMENT—continued
. Capitalization. See complex capital structures;

financing; simple capital structures
. Contemporaneous valuations in

early-stage . . . . . . . . . . . . . . . . . . . . . .11.08–.09
. Cost of capital link to. See also capitalization

multiples . . . . . . . . . . . . . . . . . . . . . 10.08, 10.09
. Fair value and stages of . . . . . . . . . . . . 9.01–.10
. Income approach in

early-stage . . . . . . . . . . . . . . . .4.31, 4.39, 9.04
. With intent to remain private

indefinitely . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.05
. Market approach in early-stage . . . . 4.22, 9.04
. Stages of . . . . . . . . . . . . . . . 2.01–.05, 9.01–.10
. Valuation approach based on

stage of . . . . . . . . . . . . . . . . . . . . . . . . . .9.03–.10
. Valuation consideration, as . . . 3.02–.04, 9.01,

. . . . . . . . . . . . . . . . . . . . . . . . . . Table 3-1 at 3.18
. Venture capital . . . . . . . . . . . . . . . . . . . . . . . . . 6.03
. Volatility measurement for

early-stage . . . . . . . . . . . . . . . . . . . . . Q&A 12.11

ENTERPRISE VALUES . . . . . . . . . . . . . 3.05, 6.36

EQUITY, FAIR VALUE OF DEBT FOR PURPOSE
OF VALUING . . . . . . . . . . . . . . . . . . . .5.10–.21

EQUITY VALUE
. Asset value relationship with . . . . . . . . . . . . .6.36
. Fair value of debt in

estimating . . . . . . . . . . . . . . . . . . . . Q&A 12.4–.5
. In hybrid method . . . . . . . . . . . . . . . . . . . . . . . 6.52

EQUITY VOLATILITY, ASSET VOLATILITY
RELATIONSHIP WITH . . . . . . . . . . . . . . . .6.36

EXIT SCENARIOS. See also liquidity
events . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .6.24

EXPECTED CASH FLOWS. See also cash
flows . . . . . . . . . . . . . . . . . . .4.27, 4.39, 5.13,
. . . . . . . . . . . . . . . . . . . . . . . . . 5.15, Q&A 12.18

EXPECTED PRESENT VALUE
TECHNIQUE . . . . . . . . . . . . . . 4.27–.28, 4.39

EXPECTED VALUE, IN INCOME
APPROACH . . . . . . . . . . . . . . . . . . . 4.27, 4.39

F

FACE VALUE OF DEBT, DISTINGUISHING FAIR
VALUE OF DEBT FROM . . . . . . . . Q&A 12.1

FAIR MARKET VALUE, DISTINGUISHING FAIR
VALUE FROM . . . . . . . . . . . . . . . . . . .1.07–.09

FAIR VALUE OF EQUITY SECURITIES,
CONCEPTS OF . . . . . . . . . . . . . . . . . 1.01–.18

. Accounting guidelines . . . . . . . . . . . . . . 1.01–.06

. Debt, of. See debt, fair value of

. Defined . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.04

. Development stage affecting. See also
enterprise development . . . . . . . . . . . 2.01–.02

. Distinguishing fair market value
from . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.07–.09

. Distinguishing opinions from estimates . . .1.17
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FAIR VALUE OF EQUITY SECURITIES,
CONCEPTS OF—continued

. Hierarchy . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.11

. Matching valuation method to purpose . . . 1.18

. Minority interest. See also minority
interests . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .1.10

. Privately held enterprises . . . . . . . . . . . 1.12–.16

. Stages of enterprise development . . .9.01–.10

. Using multiple measurement
techniques . . . . . . . . . . . . . . . . . . . . . . . 1.15–.16

FAIR VALUE-BASED MEASURES. See fair
value measurements

FAIR VALUE MEASUREMENTS . . . . . . . . . . .1.05

FAIRNESS OPINIONS . . . . . . . . . . . . . . . . . . . . 1.17

FAMILY-OWNED COMPANIES . . . . .5.05, 6.07

FINANCIAL CONDITIONS, AS VALUATION
CONSIDERATION . . . . . . . . . . . . . . . . . . . .3.16

FINANCIAL METRICS. See also market
approach . . . . . . . . . . 4.05, 4.09–.10, 4.40

FINANCIAL STATEMENTS, DISCLOSURE
REQUIREMENTS. See also disclosures,
financial statement . . . . . . . . . . . 14.05–.13

FINANCING. See also capital structure;
enterprise development

. Common questions and
answers . . . . . . . . . . . . . . . . . . . . . . . .Q&A 12.18

. Company milestones link to . . . . . . . 3.02, 3.03

. Contemporaneous valuations with . . . . . . 11.06

. Investor influence over. See also antidilution
rights . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.11

. Mezzanine . . . . . . . . . . . . . . . . . Table 2-1 at 2.03

. Patterns of . . . . . . . . . . . . . . . . . 2.01, 2.03, 4.20

. Preferred stock transaction types . . . . . . . 8.03

FINNERTY METHOD . . . . . . . . . . . . . . .7.30, 7.33

FIRST REFUSAL RIGHTS. See also rights of
stockholders . . . . . . . . . . . . . . . . .6.11, 6.19,
. . . . . . . . . . . . . . . . . . . . . . . . .Table 6-2 at 6.13

FLEXIBILITY, FINANCIAL . . . . . . . . . . . . . . . . 3.16

FORCED TRANSACTIONS. See also
transactions, inferring value
from . . . . . . . . . . . . . . . . . . . . . . . . . . 8.08, 8.10

FORFEITURE RATE . . . . . . . . . . . . . . . . . . . . .14.18

G

GASTINEAU-MADANSKY MODEL . . . . . . . . 4.37

GOODWILL. See intangible assets

GUIDELINE COMPANY TRANSACTIONS
METHOD . . . . . . . . . . . . . . . . . 4.06, 4.14–.15

GUIDELINE PUBLIC COMPANY
METHOD . . . . . . . . . . . . . . . . . 4.06, 4.14–.15

H

HIERARCHY OF FAIR VALUE . . . . . . . . . . . . .1.11

HISTORICAL COST . . . . . . . . . . . . . . . . 4.51, 4.52

HURDLE RATE . . . . . . . . . . . . . . . . . . . . . . . . . . .6.05

HYBRID METHOD. See also option pricing
method (OPM); probability-weighted
expected return method
(PWERM) . . . . . . . . . . .6.48–.54, Appendix I

. Advantage and limitation of . . . . . . . . . . . . . .6.54

. Considering recent financing . . . . . . . . . . . . 6.53

. Current equity value in . . . . . . . . . . . . . . . . . . 6.52
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