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By its nature, valuation is highly complex and subjective; particularly when it comes to the valuation of companies with 
complex capital structures, which are common among portfolio companies held by private equity and venture capital 
funds. Because valuations can have  consequences that critically impact decisions and outcomes for investors, fund 
managers and other stakeholders, the lack of standardized best practice guidance for the valuation of privately held 
portfolio companies has long been considered a weakness and a systemic risk in the asset management industry. In an 
effort to improve the quality, consistency and reliability of valuations, the AICPA is currently developing a practice aid on 
the valuation of portfolio companies, entitled “Valuation of Portfolio Company Investments of Venture Capital and Private 
Equity Funds and Other Investments” (the Practice Aid). A draft has been released and a final version is anticipated to be 
issued in 2019.

The Practice Aid, which was developed by the AICPA PE/VC Task Force, provides guidance for preparers of financial 
statements, auditors and valuation specialists as to best practices relative to the valuation of investment interests for 
financial reporting purposes in connection with ASC 946, Financial Services – Investment Companies in the application of 
ASC 820, Fair Value Measurement. As the AICPA’s most current and comprehensive valuation guide, it also has applications 
to other valuation contexts.

Complex capital structures, complex valuations:
the AICPA’s new valuation Practice Aid

Best practices. 
The Practice Aid describes the AICPA’s recommended best practices in extensive technical detail across a broad 
array of valuation topics and is intended to bring about increased consistency and quality in the selection and 
application of valuation methodologies. At over 650 pages, it is a complex but highly useful document that valuation 
analysts who prepare fair value analyses need to understand. Auditors and companies whose financial statements 
rely upon such analyses should be aware of its key implications. 

Rigorous application of valuation methodologies. 
Guidance provided by the Practice Aid calls for a more robust application of valuation methodologies than – based 
on our experience – is typically employed by many funds and companies in practice. It recommends and describes 
in detail certain sophisticated techniques for supporting key inputs and assumptions (cost of capital discount 
rates, valuation multiples, discounts, etc.) and certain complex and relatively esoteric methodologies (option pricing 
method, probability-weighted expected return method, etc.) with which internal staff likely have had little experience.

Complex valuation guidance may require outsourcing. 
In order to achieve consistency with the Practice Aid’s extensive, often complex prescriptions, many funds’ and 
companies’ staff involved in preparing fair value analyses for financial reporting purposes will need to either obtain 
extensive specialized training or engage an external valuation specialist. Further, in the event that scrutiny is imposed 
on valuation analyses (by regulators, disgruntled investors, etc.), the fact of having had the analysis performed by 
highly trained and credentialed specialists may prove tremendously valuable. 

.
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8 Allocating enterprise value

Option pricing method (OPM)
The OPM relies on financial option theory to allocate value among different classes of securities based upon a future 
option “claim” on value. Under the OPM, the values of securities are estimated as the net value of a series of call options, 
representing the present value of the expected future returns to the investors. Essentially, the common and preferred stock 
are treated as call options on the equity of the company. Thus, each security is valued by estimating the value of its share in 
each of these call option rights.

The OPM considers the various terms of the stockholder agreements that would affect the distributions to each class of 
equity upon a liquidity event, including the level of seniority among the classes of equity, dividend policy, conversion ratios, 
and cash allocations. It is typically applied using the Black-Scholes model, and requires the following inputs: total value of 
the equity, volatility of the equity, term to liquidity event, risk-free rate and dividend rate. 

The below payoff diagram illustrates the option-like payoffs of a company with a complex capital structure. It also 
illustrates a flaw in the OPM that is described by the Practice Aid. That is, when modeling senior and junior preferred 
classes within the OPM, the liquidation preference for the junior preferred class is “sandwiched” between the senior 
preferred and the common stock. In the event that the value of the company deteriorates below the total value of the 
senior preferred stock’s liquidation preference, only the senior preferred is protected, while in the event of growth above the 
combined liquidation preference of the senior and junior preferred, the junior preferred liquidation preference receives only 
the specified payoff, while the common receives any additional growth in value. 

However, reality is more complex. Investors in preferred stock have influence over the company’s operations and the timing 
of exit. The OPM implicitly assumes junior preferred shareholders will passively take their payoff at a set liquidation event 
date. In reality, however, the investors will exert their rights along the way to optimize their eventual returns. For instance, 
in the event of a downturn in the company’s performance and value, investors might invest more capital or buy out senior 
preferred holders at a discounted value. Furthermore, in a low sale exit or bankruptcy scenario, in order to effectuate a quick 
exit rather than allowing company value to potentially languish, investors in senior preferred may be willing to negotiate 
to share value with the junior preferred rather than demanding that the existing waterfall be followed. The OPM does not 
model any of these dynamics. The Practice Aid offers several possible alternative methods for accounting including a 
scenario method, a hybrid method and a calibration discount method.

Another limitation of the OPM is that it assumes a lognormal distribution of value outcomes, whereas in reality, future 
outcomes are typically more skewed or may follow a more “boom-or-bust” distribution. Also, conclusions are sensitive 
to the volatility input assumption, which is subjective and difficult to support empirically. This is particularly the case as 
relates to the valuation of early-stage companies, given that volatility must be estimated by reference to publicly traded 
companies, which tend to be larger and more mature.

Payoff diagram
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Baker Tilly insight: 
If near liquidity event, consider PWERM

Because the OPM does not require discrete 
projections of exit outcomes, the guidance 
suggests it to be preferable to the PWERM 
when liquidity scenarios are difficult to 
forecast. As a subject company draws closer 
to an exit date, the PWERM may become 
preferable as key inputs become meaningfully 
estimable. In deciding whether to apply an 
OPM or PWERM analysis, the analyst should 
weigh the advantages and disadvantages of 
each given facts and circumstances of the 
subject company.
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9 Allocating enterprise value

Potentially cost-prohibitive 
methods
Alternative methods for allocating enterprise value 
include lattice or simulation models, which allow for the 
potential for changing the timing of exit depending on the 
evolution in the equity value. It is typically not considered 
to be worth the expense of carrying out these complex 
methodologies.

The hybrid method 
In certain cases, the hybrid method may be appropriate. 
The hybrid method is a combination between a scenario-
based method and the OPM. Under this method, a 
probability-weighted value is calculated across multiple 
scenarios (i.e., a PWERM analysis), but the OPM is used 
to allocate value within one or more of those scenarios. 
The hybrid method may be appropriate if the company 
anticipates a significant probability of one or more near-
term exits (e.g., sale or IPO), but faces uncertainty if one 
of those scenarios does not occur. .
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13 Summary

The Practice Aid is intended to bring about increased rigor and consistency in the preparation of valuation analyses used 
for financial reporting purposes. It is a complex, but highly useful document that valuation analysts who prepare fair value 
analyses need to understand. Auditors and companies whose financial statements rely upon such analyses should be 
aware of its key implications. Once implemented broadly across the industry, the Practice Aid should have the effect of 
enhancing confidence in the fidelity of fair value financial reporting. 

The degree of training and experience required to effectively carry out the methodologies described herein is extensive. In 
order to achieve consistency with the Practice Aid’s prescriptions, many funds’ and companies’ staff involved in preparing 
fair value analyses for financial reporting purposes will need to either obtain extensive specialized training or they will need 
to engage an external valuation specialist with such training and experience.

For more information on this topic, or to learn how Baker Tilly’s financial advisory services specialists can help, 
contact our team.

Summary

.
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About Baker Tilly’s transaction and financial advisory services specialists 
Baker Tilly has vast experience in serving accounting and finance organizations — from middle market to large firms 
and from high performing to underperforming organizations. We have a practical yet proven approach to managing 
projects and assisting financial organizations. Importantly, we also have resources with extensive experience in both 
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