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A note for ASB Academic Panel, Fri 12" October 2007

‘Deprival value and fair value: a reinterpretation and a
reconciliation’: A Comment

Richard Macve!

INTRODUCTION
Having noticed various obiter dicta on ‘deprival value / relief value’ in recent papers

of mine and others, Andrew Lennard asked me to pull together this brief comment to

provoke discussion at the Panel meeting.

After some brief introductory comments on ‘fair value’ and ‘deprival / relief value’, it
focuses first on the paper by van Zijl and Whittington (2006), and then adds some

brief further observations related to current debates.

FAIR VALUE (‘FV’) AND DEPRIVAL / RELIEF VALUE (‘DV’/
‘RIfV’)

The ASB’s Statement of Principles (ASB, 1999, chapter 6) adopts DV (with
corresponding RIfV for liabilities) as the conceptual basis of current value
measurement. This is in line with the discussion of ‘the value to the entity of assets’ in
chapter 3, and of ‘the value to the entity of liabilities’ in chapter 4 of ATM10 (AARF,
1998).

DV has a long history but is little known in North America. Reflecting its derivation

from Bonbright’s (1937) ‘value to the owner’, it is also known in the UK as ‘value to
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the business’ (ASB, 1999, 6.7) and is consistent with the basis that was adopted by
FASB in SFAS133 (cf. Zeff, 2007). However, in its promotion of FV as exif price
FASB (2006), now taken up by IASB in its current consultation (Barth, 2007; cf.
Dealy & Singleton-Green, 2007), consideration of DV has been largely ignored.2

FV appears generally to imply some ‘market value’ (albeit often hypothetical market
value), and the arguments are usually couched in terms of deciding which of the
candidate values to adopt as the standard measurement basis (which may—at least
temporarily—have to incorporate different bases in a ‘mixed measurement model’).
But DV is of course not itself just another one of these candidates: it is a ‘rule’ that
offers a logic for determining which of the other candidates— ‘entry value’, ‘exit
value’, and ‘entity-specific measurement’ (or ‘value in use’)—may provide the
relevant value in different situations.” In some circumstances therefore DV of assets
could be a current market price, whether entry or exit (and will always be bounded by
these where they are available: e.g. Baxter, 1975, Ch12; AARF, 1998, 3.52), while in
others it could be a ‘quasi-price’ as determined in imperfect markets by the owner,
given optimal decisions as to replacement timing over the planning horizon or as to

remaining use before disposal.

A RECONCILIATION?

van Zijl and Whittington (2006) usefully attempt to provide a reconciliation between
FV and DV by arguing that, in order to be consistent with rational decision taking,
current value must, like DV, include the impact of related transactions costs (unlike
FASB’s definition of FV which is really “fair price’ rather than ‘fair value’).
However, they go on to argue that for long-term assets, in the case where net
realizable value (‘NRV’) is greater than replacement cost (‘RC’), then the relevant
measurement base is NRV instead of DV’s normal RC, with the difference between

the two representing, for example, the value of a ‘redevelopment opportunity’. This

2 Barth (2007), pp.12-13, albeit acknowledging that ‘[t]here could be other alternatives that standard
setters could consider’, specifically discusses only historical cost and ‘value in use’ (or ‘entity specific
value’) as alternatives to FV. Penman (2007) p.36 fn.7 introduces an unusual basis for distinguishing
FV from ‘value in use’, of which he regards DV as ‘variant’—but DV is equally as ‘shareholder
focused’ as FV. IASB (2005) and ICAEW (2006) briefly discuss, but do not support DV. Academic
critics of DV include Ashton (1987).

3 Following the discussion of her presentation (which was the basis for Barth (2007)), at the ICAEW
Information for Better Markets Conference in December 2006, Barth acknowledged that DV offers a
‘rule’, but did not explain why IASB would not follow the rule.
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would bring DV closer in line with FV’s exit price, leaving only the ‘transaction cost’

adjustment to FV to complete the reconciliation.

Peasnell (2007) gives a tabulated presentation of their analysis, also commenting that
the adjustments proposed by Stark (1997) to allow for the various real options
associated with deciding if and when to purchase (or dispose of or replace) an asset

can readily be incorporated into ‘mainstream’ DV reasoning

van Zijl and Whittington note that, while it initially appears that in this situation the
entity should continuously sell and replace the asset in question (as it would for
inventory), this possibility would seem to be inconsistent with market equilibrium for
the prices of long-term assets, so presumably they regard the ‘redevelopment
opportunity’ as a ‘one-off’, such that if deprived of the asset the company would be

deprived of the opportunity.

But if the company cannot restore the original opportunity on deprival, then there is
no relevant RC* and ‘normal’ DV reasoning would itself arrive at NRV. After
allowing for the transaction cost adjustment that van Zijl and Whittington propose,

this DV equals FV without any need for further adjustment.

The equivalent situation for a liability would be where RC>NRV. van Zijl and
Whittington do not discuss liabilities, but the implication of their argument would be
that ‘relief” value here should also be NRV. However, by contrast with assets, this
situation should not considered to be unusual for long-term liabilities. For example
insurance companies have long faced such market conditions where they have found
it to be preferable that the policyholders cancel their policy instead of continuing to
pay premiums, due to the penalty imposed on those who surrender early. This penalty
lowers NRV and therefore gives rise to a situation where RC (i.e. what can be charged
to a new policyholder) is higher. However, as demonstrated by Macve & Serafeim
(2007)°, the economic logic of optimal action on ‘relief’ leads to valuation at RC (the

opportunity to take on an additional profitable contract, given for example normal

* Here RC is effectively oo so cannot be lower than ‘recoverable amount’. The higher of these (NRV in
the example) must therefore be DV by the standard reasoning.
> An early version of that paper was presented at the ASB Academic Panel meeting in 2002.
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capacity or regulatory constraints) and there is no need to modif the normal RIfV
logic. This approach is also consistent with Lennard (2002): however Lennard argues
for entry value for liabilities primarily on the basis of the related income measurement

effects, whereas this present note focuses directly on the valuation issues.

OTHER COMMENTS

It is conventional to explain DV/RIfV logic using the ‘decision tree’ made familiar by
Baxter, and/or the tabulations of possible relative rankings of RC, PV and NRYV, set
out for example in Sandilands (1975) and, as adapted, in Peasnell (2007). However,
this is really only a pedagogical device for simple situations (e.g. Baxter, 2003). The
‘full’ version (e.g. for depreciating assets, and correspondingly for liabilities that are
‘mid-life’) requires an analysis to be undertaken of the marginal impact on net present
value of all the firm’s expected future cash flows before and after deprival, a la
Baxter 1971/1975. This reveals that for a depreciating asset the DV is normally not
simply either the RC of a new asset less arbitrary depreciation (as proposed by
Sandilands) or even the RC of a second-hand asset of the same age and condition. The
cost of replacement on deprival is normally the cost of having to advance the
replacement date from that originally planned, with knock-on consequences for all

future replacement dates.

Standard setters and practitioners have perhaps been deterred by the apparently
unlimited difficulty and subjectivity of arriving at any such number (perhaps
forgetting that the answer cannot lie outside the bounds of current market prices). Bell
and Peasnell (1997) have recently attempted to show how the practical advantages
from using deprival value could be strengthened by utilising a pricing methodology
for used-assets that they develop, dealing with only a single replacement cycle, and
without the need for assumptions about all future replacement conditions that have
generally been argued, in principle, to underlie the estimate of the incremental cash
flow effect of deprival (e.g. Baxter, 1975, pp.157-63). However, as argued in Macve,
1998, their approach still requires calculation of the optimal life of the replacement
asset, so in general this will, in principle, still require consideration of what will in
turn replace it, and so on ad infinitum (Baxter, 1971). Nevertheless, if some ‘standard’

measurement basis is to be mandated it will be clearly advantageous to find ways of
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adapting the ‘pure’ DV ‘optimising’ economic logic for real-world ‘bounded

rationality’ and limited information, preferably on a ‘comply or explain’ basis.

VALUE AND INCOME

The underlying objective of the standard setters’ asset/liability approach is not to
produce better balance sheets but to pin down ‘comprehensive income’
(e.g.FASB/IASB, 2005; cf. Bromwich et al. 2005). van Zijl and Whittington (2006)
do not discuss the related income measurement issues that complement their proposed
revisions to DV and FV; and the most recent example of IASB proposing what
appears to amount to FV (in its Discussion Paper on ‘insurance contracts’—IASB,
2007) leaves most of the related income reporting issues for future development
within an Exposure Draft.” As noted above, Lennard (2002) argues for liability RIfV
primarily from the perspective of the income reporting consequences, and therefore
rejects revaluing when prices change. Macve & Serafeim (2007) however argue that
a) while accounts incorporating DV/RIfV can be presented with income statements of
the ‘traditional’ kind, b) the asset/liability basis adopted itself carries no necessary
implications for income measurement, which essentially comes down to deciding at
what point to recognize the ‘realization’ of unrecognised intangibles such as internally
generated goodwill. Walton (2006) argues that the tendency of recent developments
by standard setters is to recognise income earlier in the ‘life cycle’ than has
traditionally been the case: and this would be the implication of one of the (still
controversial) approaches to setting ‘risk margins’ on insurance contracts put forward
in TASB (2007), which could give rise to ‘Day 1’ profits on inception of the

8
contracts.

CONCLUDING COMMENTS

One of the frustrations of dealing with the output of standard setters is that they rarely

give references to the sources of their arguments and conclusions, beyond ‘Some

® Nor does Peasnell (2007).

7 ¢f. Horton et al. (2007) to be discussed at this Academic Panel meeting. Rayman (2007) raises the
conundrum of value changes due to changes in interest rates: but this has been discussed by many
previous authors (including e.g. Horton & Macve, 2000).

¥ Walton (2006) p- 339 also argues that IAS37’s notion in 1998 of an ‘onerous contract’ (requiring
provision for any anticipated loss as soon as signed) ‘represents a first step towards bringing executory
contracts within the boundaries of financial reporting’. But such provision had been part of ‘unwritten’
UK GAAP from long before the beginning of UK accounting standards in 1971.
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argue that....”. One does not know what literature they have read (but rejected) and

what they simply have not read.’

Despite the international pedigree of the DV concept in relevant literatures, there are
however a number of well-known conceptual difficulties with valuing assets at DV
(and even more with valuing liabilities at RIfV), all of which are essentially related to
the degree of imperfection or incompleteness of markets that is assumed to prevail.
Indeed, one of the main arguments for revaluing assets such as marketable securities,
commodities and many (other) financial instruments in accounts is that the depth of
the active markets in which they are traded suggests that there will normally be no
significant difference between ‘buying’ and ‘selling’ price, so that these
unambiguously measure, almost precisely, the DV/RLfV, whatever the subjective

expectations and plans of the asset’s owner (e.g. ASB, 1999, Appendix III, para.59).

However, other measures, such as FV, or simple ‘current entry price’, also face these
‘market imperfection’ problems. So they are not necessarily arguments against

choosing DV/RIfV over those alternatives.

The four main problems of ‘market imperfections’ that are generally recognised to
arise are: "’

a) even in deep markets like investment and commodity exchanges, some
participants—such as financial institutions—may have large enough holdings that
they are ‘price makers’ not ‘price takers’, so that any attempt to sell [replicate] their
entire holding of securities (or even of a particular security) would drive the price
down [up] against them. However, FAS157 does not permit any adjustment to market
prices for either ‘blockage’ or ‘control’ factors.

b) even where the entity owning the asset is a ‘price-taker’, there may be
segmentation between the market for buying (e.g. ‘wholesale’) and the market for

selling (e.g. ‘retail’), so that ‘replacement cost’ and ‘selling price’ diverge. Of course,

% e.g. “There could be other alternatives that standard setters should consider. They are open to ideas.
However, before adopting one of those ideas, standard setters need to understand the conceptual basis
for the idea, and how it could be applied comprehensively in financial reporting’ (Barth, 2007, p. 13).
As she has only discussed historical cost and ‘value in use’ (in addition to her preferred FV) it is simply
not clear how far she and her IASB colleagues, or the FASB, are familiar with the extensive literature
on RC, let alone on DV.

10 This section closely follows Horton & Macve (2000).
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if markets are otherwise fully competitive and fully informed, the difference will
represent no more than the ‘cost’ (including cost of capital, reward for risk-bearing
etc., i.e. required ‘profit’) of the retailer’s service to customers through holding,
dividing, recording, insuring, distributing, pricing, displaying, marketing, delivering,
invoicing etc. the goods. However, it will generally be necessary to identify the
appropriate market as the reference point for obtaining relevant values for the assets.

Here SFAS157’s ‘best’ market for FV is also consistent with DV reasoning.

¢) In accordance with the basic theorems of microeconomics, if markets were
complete and perfect in equilibrium, and goods and services infinitely divisible, it
would not be possible to earn more than the competitive rate of return on investment
at the margin, and industry competition would, in the long run, force optimal
economies of scale so that all investment projects just cover their cost (including cost
of capital, reward for risk-bearing etc., i.e. required ‘profit’). In other words projects
would have an NPV of 0, so that there would, at least at time of initial purchase of
assets, be no difference between ‘recoverable amount’ 1 and ‘replacement cost’. DV
has the advantage of providing a valuation framework that accommodates this special
case but can also handle the real-world observable differences between these asset
values, while it can still be reconciled to more fundamental propositions about the

capital market valuation of firms as a whole.

Nevertheless for the measurement of such DVs, and the recognition of changes in
them, to be meaningful (i.e. for ‘realisation’ to be irrelevant), there must remain an
underlying assumption that the market setting is one where information is rapidly
impounded in prices, and where asset values are ‘objective’ (i.e. inter-subjective)
measures because all market participants have free access to a reasonably ‘perfect’
(arbitrage-free) capital market in which to finance asset acquisitions or reinvest asset

proceeds at the going prices.12

'j.e. the higher of ‘value in use’ and NRV

? In such a capital market finding similar significant differences between ‘entry’ and ‘exit’ values for
traded liabilities is therefore unlikely: but yet they are observed, and thereby the underlying assumption
becomes problematic, which in turn implies that the question of the appropriate level of discount rate or
rates to use in valuing both assets and liabilities also becomes problematic (see e.g. Horton & Macve,
2000; Horton, Macve & Serafeim, 2006 for further discussion). More general issues about the
assumptions about the nature of the (often hypothetical) markets in which FVs are asserted by standard
setters to be valid for accounting purposes are explored e.g. in Bromwich, 2007; Hitz, 2007.
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d) The relevant aggregation of assets for determining relevant values may be
problematic, as different combinations may offer different patterns of cost saving or
revenue generation. This is the ‘unit of account problem’ to be addressed in the
current revision of the FASB/IASB Conceptual Frameworks (FASB/IASB, 2005)—
but it has long been known that it applies as much to all of the ‘current value’ bases
(not just DV, e.g. as explored in Edey, 1974) as to the arbitrary allocations of

historical cost determination.

Given the spreading unease with ‘FV as exit price’ being expressed by commentators
on the IASB’s exposure of SFAS157 (e.g. Dealy & Singleton-Green, 2007), it seems
clear that ASB, which itself adopted DV in its own framework (ASB, 1999) should
press for the case for DV—not as an alternative to other measures, but as an
appropriate ‘rule’ for choosing the relevant measure—to be properly considered in the
international debate. The point of this note has been to argue that DV is ‘OK as it is’
and does not need a ‘reinterpretation’ of the kind proposed by van Zijl and

Whittington (2006).
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