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aluation analysts (analysts)
are often called on to value
clos ely held cons t r uc t ion
companies for a variet y of
t r a ns a c t ion pr ic i ng a nd
structuring, taxation planning and compliance, financing collateral, financial
accounting, bankruptcy and reorganization, and litigation support/dispute resolution purposes. Professional analysts
cons ide r a nd apply t h re e ge ne r a l ly
accepted business approaches to these
construction company valuations. These
three approaches are really categories of
related business valuation methods. The
three generally accepted business valuation approaches are called the income
approach, the market approach, and the
asset-based approach.
A previous issue of Construction Accounting and Taxation presented an ar ticle that
described the general principles of the
asset-based business valuation approach. 1
That article also described how that valuation approach is par ticularly applicable to construction company valuations

performed for transaction, taxation, controversy, and other pur poses.
This follow-up ar ticle describes and
illustrates one of the two common assetbased approach valuation methods: the
asset accumulation (AA) method. A third
ar t icle in this three-par t ser ies w ill
describe and illustrate the other comm on a s s e t - b a s e d appro a ch v a lu at i on
me t ho d : t he adju s te d n e t a s s e t v a lu e
(ANAV) method. The AA method and
t he ANAV met ho d are b ot h gener a l ly
accepted business valuation methods of
the asset-based approach.

The asset accumulation method

The AA method is well suited for construction company valuations performed
for a variety of purposes. All business valROBERT F. REILLY, CPA, is a managing director of Willamette
Management Associates, a valuation consulting, forensic analysis, and financial adv isor y ser v ices firm. He is a resident in
the firm’s Chicago office and is a certified public accountant
accredited in business valuation and cer tified in financial
forensics. He is also a certified management accountant, chartered financial analyst, and certified business appraiser.
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THE AA METHOD
HELPS TO
EXPLAIN THAT
INDICATED
COMPANY
VALUE BY
SPECIFICALLY
IDENTIFYING
THE VALUE
IMPACT
OF EACH
CATEGORY
OF THE
CONSTRUCTION
COMPANY
ASSETS AND
LIABILITIES.

Procedurally, the AA method may be the
most difficult business valuation method
to perform. Conceptually, the AA method

may be the easiest business valuat ion
method to understand.
The first procedure in the AA method
is the identification of all of the company’s
asset and liabilit y categories. Ty pically,
this procedure starts with the company’s
financial accounting balance sheet.
Some analysts prefer to star t this valuation procedure with an audited balance
sheet. However, this analyst preference
is not a requirement to perform the AA
method. All of the company’s asset and
liabilit y accounts are subject to revaluation to the valuation assignment standard of value (e.g., fair value, fair market
value, acquisit ion value, etc.). Therefore , it i s n ot p a r t i c u l a r l y i mp or t a nt
whether the analyst starts with an audited,
rev iewed, compiled, or internally prepared balance sheet. Likew ise, it is not
par ticularly impor tant whether the balance sheet is prep ared in compliance
w ith U.S. generally accepted accounting
p r i n c i p l e s ( G A A P ) o r i nt e r n at i o n a l
GAAP. Again, the reported asset and liabilit y accounts are going to be restated
to the intended standard of value.
It is helpf ul for the analyst to star t
w ith a balance sheet prepared as close
as possible to the assignment valuat ion
date. However, this is a convenience and
not a requirement. Somet imes, the analys t s i mply do e s not have a comp a ny
balance sheet available at the beginning
of the AA method analysis. In that case,
the analyst has to start w ith a blank page
and independent ly ident if y a l l of t he
asset categor ies and liabilit y categor ies
ass o ciated w ith the subjec t const r uct ion company.
In t h is f i rs t pro ce du re , t he a na lys t
ident ifies al l of the company’s assets.
This process includes all of the assets
that are already recorded on the company’s
balance sheet. This process also includes
all of the assets that are owned and operated by the company — but that are not
recorded on the company’s balance sheet.
In p ar t icular, most inter nal ly created
intangible assets w ill not be recorded on
the company’s balance sheet. Therefore,
the analyst has to identif y and capitalize (which simply means record) these
off-balance sheet intang ible assets on
the revalued company balance sheet.
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uation approaches and methods can indicate the defined value of the subject construction company. In addition, the AA
method helps to explain that indicated
company value by specifically identif ying the value impact of each categor y of
t he const r uc t ion comp any assets and
liabilities. This informational content of
t he A A met ho d is p ar t ic u larly u s ef u l
when the construction company valuation is used to identif y :
1. which asset categories are contributing how much value to the
total company value;
2. which asset accounts ser ve as the
collateral for each secured creditor;
3. which asset accounts are available
to ser ve as collateral for future
secured financing;
4. which asset accounts are available
to be sold off from the business
company core operations;
5. which asset accounts are available
to enter into either a lease or a
license transaction;
6. what would be the asset revaluation-related income tax consequences of alternative transaction
structures for the sale of the subject entit y ;
7. what the opening balance sheet
would look like to the acquirer
after the sale of the subject entit y ;
8. what the value of the subject company would be under various
premise of value scenarios, such as
a going-concern valuation versus
an orderly liquidation valuation;
9. what are the values of the individual
asset categories contributed by individual investors in the formation of
a joint venture or LLP (or LLC); and
10. what was the amount of the damage suffered by the indiv idual asset
categories of a company that experienced a tor t, a breach of contract, or some other
damage-causing event.

Asset accumulation
method procedures
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Also in this first procedure, the analyst identifies all of the company’s liabilities. This process includes all of the
liabilities that are already recorded on
the company’s balance sheet. And this
process includes all of the liabilities that
are either (1) not t y pically recorded on
a balance sheet or (2) created as par t of
the hy pothet ical sale t ransac t ion. For
example, contingent liabilities are not
t y pically recorded on a balance sheet
but would be considered in an AA method
valuat ion analysis. Also, income taxes
related to the hypothetical asset sale and
expenses related to the hypothetical company sale t ransact ion are examples of
liabilities that would be created in the valuation process.
T h e s e c o n d p r o c e du r e i n t h e A A
method is to value all of the identified
asset and liabilit y accounts. The analyst
w ill restate all of the recorded asset and
liability accounts to the assignment standard of value. And the analyst will record
all of the prev iously unrecorded assets
and liabilities at the assignment standard of value.
The analyst w ill consider all of the
generally accepted proper t y valuat ion
approaches in this procedure. This analysis w ill include consideration of all cost
approach, market approach, and income
approach proper t y valuation methods.
In particular, the analyst will ensure that
the individual asset and liability accounts
are restated to the same standard of value
— and the same premise of value — as
was intended for the over al l business
valuation assignment.
The third procedure in the method is
the mathematical subtraction of the total
liabilities value from the total asset value.
This subtraction indicates the value of
the total equit y. Of course, this value
indication can be adjusted to conclude
the value of the company’s invested capital (i.e., long-term debt plus total equity)
or to conclude the value of one class of
the company’s equit y (e.g., the voting
common stock).
The AA method value conclusion is
t y pically stated as a marketable, controlling ownership interest level of value.
To the extent that another level of value
is appropriate for the construction com-

pany valuation assignment (e.g., a nonm a r ke t a b l e , n o n c o nt r o l l i n g l e ve l o f
value), then the analyst will assess appropriate valuation adjustments. Such adjustments may include a discount for lack of
control or a discount for lack of marketabilit y.
The remainder of this discussion
focuses on the identification and valuation of the construction company’s indiv idual asset and liabilit y accounts.
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Current asset accounts

Current asset accounts t y pically include
c a s h , m a r ke t a b l e s e c u r i t i e s , p re p a i d
expenses, accounts receivable, materials and supplies, and inventor y. First,
the analyst performs whatever due diligence procedures are necessar y to confirm the existence of these current asset
accounts. Second, the analyst restates
the asset account balances to a current
value as of the assignment valuation date.
For most current asset accounts, the
account value does not change materially under alternative standards of value.
And for many va luat ions, t he ana lyst
often applies a simplif y ing assumption:
that the recorded current asset account
balance is representative of the intended
standard of value account balance.
S o m e t i m e s , i f t h e r e a r e m at e r i a l
amounts of accounts receivable or invent o r y b a l a n c e s , t h e n t h e a n a l y s t m ay
revalue these accounts. When valuing
the accounts receivable balance, the analyst may create a contra-asset account
(similar to a reser ve for uncollect ible
accounts) to conclude the current value
of this asset. In quantif y ing this reser ve
(or reduction) account, the analyst w ill
consider the age of the receivables and
the collectabilit y of the receivables. The
analyst may restate the historical cost
of the company’s inventor y account to a
current value as of the valuation date. The
current inventor y value is often reflected
by a replacement cost est imat ion or a
first in, first out inventory accounting convention for the subject asset. In addition to estimating the replacement cost
for the inventor y, the analyst may consider appropriate contra-asset valuation
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CONCLUSION
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reserves for inventory shrinkage or inventor y obsolescence.

Tangible real and personal property

THE ASSET
VALUATION
STANDARD OF
VALUE AND
PREMISE OF
VALUE SHOULD
BE CONSISTENT
WITH THE
STANDARD AND
PREMISE THAT
IS APPROPRIATE
FOR THE
OVERALL
CONSTRUCTION
COMPANY
VALUATION
ASSIGNMENT.
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This categor y of assets includes two principal subcategories: (1) real estate and
(2) tangible personal property. Real estate
t y pically includes land, land improvements, buildings, and building improvements. Tangible personal property (TPP)
includes productive machinery and equipment, tools and dies, computer and office
equipment, furniture and fixtures, and
vehicles and transportation equipment.
Depending on the age of these assets,
t h e r e m ay b e a m at e r i a l d i f f e r e n c e
between the historical cost basis asset
balances recorded on the company’s balance sheet and the asset current values
a s of t h e a s s i g n m e nt v a lu at i on d at e .
And depending on the experience and
exper tise of the analyst, the analyst may
( 1 ) p e r for m t h e a s s e t re v a lu at i on or
(2) rely on property appraisals performed
by third-par t y specialists.
In either case, the value of land and
land improvements is often based
on the market approach and the sales
comparison method. The value of
the buildings and building
improvements is of ten based on
the cost approach and the replacement cost new less depreciat ion
(RCNLD) method. Buildings and
building improvements may also
be valued by reference to the market approach if sales of sufficiently
comparable proper ties are available. However, the use of the cost
approach is somewhat more common when applying the AA method
— p a r t i c u l a r l y i f t h e v a lu e i n
continued use premise of value is appropriate.
The value of the machiner y, equipment, and other TPP is t y pically based
on the cost approach and the RCNLD
method. The analyst may test the replacement cost new indications by analyzing
recent purchases of sufficiently comparable new equipment items. It is unlikely
that the analyst w ill be able to identif y
sales of sufficiently comparable por tfolios of operating assets. For this reason,
CONSTRUCTION ACCOUNTING AND TAXATION
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the market approach is not often used to
value TPP in the AA method analysis. It
is also uncommon for the analyst to be
able to associate a specific income stream
with the TPP. For that reason, the income
approach is not often used to value TPP
in the AA method analysis.
Most of the owned real estate and TPP
w ill be recorded on the company’s balance sheet. Accordingly, the analysis of
this asset categor y is primarily a valuat ion analysis instead of an ident ification analysis. The analyst may investigate
w hether the company operates leased
T P P i n add it ion to ow ne d T P P. Su ch
leases may be treated as operating leases
under current GAAP. However, for AA
method valuation pur poses, the analyst
may consider capitalizing the value of the
company’s leased equipment.
Throughout the valuation analysis of
this asset categor y, the analyst should
be mindful to apply a consistent standard
of v a lu e a n d a con s i s te nt pre m i s e of
value. And, of course, the asset valuation standard of value and premise of
value should be consistent with the standard and premise that is appropriate for
the overall construction company valuation assignment.

Intangible real and personal property
The intangible real proper t y (IRP) categor y includes the fol low ing t y pes of
assets:
1. real proper t y leases;
2. easements and rights of way ;
3. air rights, water rights, and surface
use rights;
4. mineral, mining, and extraction
rights; and
5. building permits and development
licenses.
Each of these groups of IRP can be
valued using various cost approach, market approach, or income approach proper t y valuation methods.
The intangible personal property (IPP)
categor y includes the follow ing t y pes of
assets:
1. customer-related intangible assets
(e.g., customer contracts customer
relationships);
ASSET ACCUMULATION VALUATION
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2. contract-related intangible assets
(e.g., licenses and permits, supplier
contracts);
3. employee-related intangible assets
(e.g., employ ment agreements,
assembled workforce);
4. data processing–related intangible
assets (e.g., computer software,
automated databases);
5. engineering-related intangible
assets (e.g., engineering draw ings,
product formulations); and
6. intellectual proper t y intangible
assets (e.g., patents, copy rights,
trademarks).
Each of these examples of IPP can be
valued by using various cost approach,
market approach, or income approach
proper t y valuation methods.
The effort in this part of the analysis
is as much about asset identification as
it is about asset valuat ion. Most categories of IRP and IPP are not reported on
the company’s balance sheet. Typically, internally created intangible assets are not
recorded on a company’s balance sheet.
Therefore, the analyst has to first identif y all of the intangible assets that are
ow ne d by t he cons t r uc t ion comp a ny.
Then, the analyst has to value each of
the identified categories of IRP and IPP.
Furthermore, the analyst has to consider
that the right to use an intangible asset
is itself an intangible asset. For example, if a corporate subsidiar y has the right
to use the parent company’s trademark
or computer software or patents, then
that subsidiar y ow ns an intangible asset
(i.e., the right to use the parent’s intangible asset).
It is common for the analyst to apply
different valuation methods to value different categor ies of int ang ible assets.
For example, computer software, engine er ing dr aw ing s , a nd t he as s emble d
workforce are often valued using the cost
approach and the RCNLD method. Trademarks, patents, and copy rights are often
valued using the market approach and the
relief f rom roya lt y metho d. And customer relationships, proprietar y product formula, and licenses and permits
a r e o f t e n v a lu e d u s i n g t h e i n c o m e
appro ach a nd t he mu lt ip er io d exces s
earnings method (MEEM).

Because it is common to use multiple
valuation methods, the analyst should be
careful not to over value the intangible
asset values. That is, the analyst should
be careful not to assign the same value increment to more than one intangible asset
categor y. Likew ise, the analyst should be
careful to value all of the company’s intangible asset categories — and not let any
value increment “fall through the cracks.”
In the t y pical AA method analysis,
the analyst w ill use one or more income
approach methods to value some of the
company’s intangible assets. Most income
approach methods include some t y pe of
cont r ibutor y as s et charge pro ce du re.
That procedure helps to avoid doublecounting intangible asset values. Similarly, most income approach methods
include some t y pe of residual earnings
or excess ear nings calculat ion pro cedure. That procedure helps to avoid the
undercounting of intangible asset values.

JANUARY/FEBRUARY 2017

ASSET ACCUMULATION VALUATION

CONSTRUCTION ACCOUNTING AND TAXATION

Intangible value and
in the nature of goodwill
This categor y of assets includes the construction company’s goodwill and goingconcer n value. It is relat ively easy for
the analyst to identif y the existence of
goodwill. If the company is a going-concern business, it probably owns goodwill.
Both the existence of historical financial
statements and of financial projections
and forecasts are indicia of goodw ill.
The existence of goodw ill does not indicate the value of goodwill. In other words,
just because a company ow ns goodw ill
do esn’t me an t hat t he go o dw i l l has a
pos it ive va lue. A comp any’s go o dw i l l
can have a positive value, a zero value,
or a negative value.
Analysts often apply the capitalized
excess earnings method (CEEM) to estimate the value of goodw ill in the application of the AA method. The CEEM is
particularly applicable in an AA method
analysis. This is because the CEEM relies
on the values already assig ned by the
analyst to the current assets, real estate
and TPP, and IRP and IPP. In the CEEM,
the analyst assigns a fair rate of return
(usually based on the company’s cost of
capital) to all of the identifiable assets.

Other assets

.......................................................................................................................................................

This calculation indicates the required
earnings. The analyst compares the company’s actual earnings (usually measured
at the earnings before interest and taxes
level) to the company’s required earnings.
If t h e a c t u a l e a r n i n g s e xc e e d t h e
required ear nings, then the difference
(the excess earnings amount) is capitalized as an annuit y in per petuit y. This
positive annuity value is called goodwill.
If the actual earnings are less than the
required ear nings, then the difference
(the income shortfall) is capitalized as
an annuity in perpetuity. This negative
annuity value is called economic obsolescence. This economic obsolescence (or
negative goodwill value) is used to reduce
the values of the other identified assets.
Using this par ticular CEEM applicat ion, the analyst can use the goodw ill
v a lu e ( p o s it ive or n e g at ive ) to avoid
overcou nt i ng or u ndercou nt i ng as s e t
values in the AA method.

premise of value used in the company
analysis, this asset categor y is t y pically
valued-based on a net realizable value.
That value represents the expected selling price of the asset less the expected
costs of disposal.

Current liability accounts

The company’s current liabilities often
include accounts and notes payable, accrued
expenses, and income taxes payable. Customer deposits are also recorded as current liabilities if they are expected to be
earned during the next year. This account
categor y also includes the current portion of the company’s long-term debt.
As these liabilit y accounts are all due
in less than one year, there is usually little revaluat ion involved w ith the current liabi lit y accounts. Howe ver, it is
common for the analyst to include the
cur rent por t ion of noncur rent liabilit ies w ith the long-ter m debt accounts
— and then revalue the entire long-term
liabilities balance.

The other assets categor y is principally
composed of two groups of assets:
1. noncurrent financial assets and
2. excess or nonoperating assets.
The noncurrent financial assets include
such assets as deferred federal income tax
(DFIT) and investments in unconsolidated
s u b s i d i a r i e s . T h e v a lu e o f t h e D F I T
account may change based on the analyst’s revaluation of depreciable tangible assets or amortizable intangible assets.
The DFIT account value may also change
based on the company’s assumed sale
transaction structure.
T h e v a lu e o f i nve s t m e nt s i n s u b sidiaries (or in long-term notes receivable or similar investments) w ill change
if the analyst revalues the underly ing
subsidiar y. The analyst may or may not
revalue these noncurrent financial assets
depending on their materiality compared
to the construction company.
The excess or nonoperating assets are
usually tangible assets that are not being
used by the company. Examples of this
a s s e t c at e g o r y i n c lu d e l a n d h e l d fo r
investment pur poses, assets of discontinued operations, or assets held for sale.
Regardless of the standard of value and

Long-term liabilities t y pically include
bonds, notes, mortgages, and debentures
payable. In the AA method analysis, the
long-term liabilit y accounts are easy for
the analyst to identif y. This is because
these liabilities are recorded on the balance sheet.
Depending on the applicable standard
of value in the assignment, these liabilities are often restated to the amount at
which the liability could be extinguished
as of the valuation date. The analyst may
consider various factors in the current
value analysis of these long-term liabilities, such as embedded interest rate versus current market interest rate, term to
maturit y, pay ment histor y, prepay ment
p e n a l t i e s , c o nve r s i o n f e at u r e s , a n d
whether the instrument is callable.
If the current value amounts are materially different from the recorded balances,
the analyst w ill subst itute the cur rent
values of the long-term liability accounts
on the balance sheet.

ASSET ACCUMULATION VALUATION
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EXHIBIT 1 Brown Construction Company Balance Sheet As of December 31, 2016 in $000s

EXHIBIT 2 Brown Construction Company Fair Market Value As of December 31, 2016 in $000s
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Unlike long-term liabilities, contingent
liabilities are not recorded on the balance sheet. The existence of contingent
liabilities may be disclosed in the footnotes to audited financial statements.
Often, these disclosures tell the analyst
where to look. However, they do not tell
the analyst the value of the contingent
liabilities. And, often, the valuation date
is not the same as the audited financial
statement date.
T herefore , t he a na lys t m ay have to
perform a fair amount of due diligence
to identify the existence of contingent liabilities. The analyst w ill often inter v iew
the company operat ions and financial
management (and general counsel), if
such execut ives are made available as
part of the valuation process. While there
are many t y pes of contingent liabilities,
the analyst may enquire about employee
disputes, litigation claims, contract disputes, taxation audits and other issues,
and regulator y agency rev iews.
The first step related to cont ingent
liabilities is to identif y the liabilit y. The
second step is to estimate a value for the
liabilit y. The analyst can use many different methods to conclude a fair value
for these contingencies, including scenar io analysis, decision t ree analysis,
and others. Ultimately, all of these analyses involve estimating (1) an amount of
the liabilit y pay ment, (2) the timing of
the liabilit y pay ment, and (3) the probabilit y of the liabilit y pay ment. The pres e nt v a lu e of t h e v a r i ou s a lt e r n at i ve
payout events is an indication of the contingent liabilit y value.

.......................................................................................................................................................

Contingent liabilities

from the total asset value to conclude
the net asset value.
The net asset value is also called the
total equit y value. It is the total of all of
t h e c o n s t r u c t i o n c o mp a ny e q u i t y
accounts. S o t his tot a l would include
both common stock and preferred stock
— and this total would include both voting stock and nonvoting stock.
As ment ioned prev iously, this total
equit y indication is t y pically concluded
on a marketable, controlling ow nership
interest level of value. If the valuation
subject is some ow nership interest other
t han 1 0 0 p ercent of t he cons t r uc t ion
company equit y, then the analyst w ill
have to identify and apply appropriate valuation adjustments. Such valuation adjustments could include the follow ing:
1. discount for lack of control and
2. discount for lack of marketabilit y.
Presumably, any other entity-level valuat ion adjust ments were already considered in the asset-categor y valuation
a n a l y s e s . Su ch e nt it y - l e ve l v a lu at i on
adjust ments could include key person
dependence, key customer dependence,
key supplier dependence, and so for th.

Illustrative example

The net asset value conclusion represents the purely mathematical procedure
in the AA method analysis. The analyst
has used judgment and applied valuat ion approaches and methods to est imate the value of all of the company’s asset
accounts. And, the analyst has used judgment and applied valuation approaches
and methods to estimate the value of all
of the company’s liability accounts. At this
point in the analysis, the analyst only
has to subtract the total liabilit y value

An analyst has been retained to estimate
the fair market value of the total equity
of Brown Construction Company (Brown)
as of December 31, 2016. Let’s assume
that Brown is a family-owned construct ion cont rac tor company. The analyst
decided to use the asset-based valuation
approach and the AA valuation method.
The Brow n GAAP basis balance sheet
for December 31, 2016, is presented in
Exhibit 1. On this GAAP basis balance
sheet, tangible assets are recorded at historical cost less depreciation. In addition,
no internally developed intangible assets
are recorded on this balance sheet.
T h e a n a l y s t d o c u m e nt e d t h e A A
method valuation analysis in Exhibit 2.
First, the analyst considered all of the
Brow n current asset accounts. Based on
an analysis of the aged accounts receivable balance, the analyst revalued this
account from $4,000 to $3,000. (All figures are presented in 000s.) In addition,
the analyst restated the inventory balance
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from the $5,000 last in, first out accounting convention to a $6,000 replacement
cost value.
Second, the analyst considered all of
the Brow n real estate and TPP. The anal y s t u s e d t h e c o s t a pp r o a c h a n d t h e
RCNLD method to value both the real
estate and the TPP. Based on the RCNLD
analysis, the analyst estimated the fair market value of the real estate to be $13,000
— comp a re d to a h i s tor ic a l co s t le s s
depreciation (HCLD) of $10,000. Based
on the RCNLD analysis, the analyst estimated the fair market value of the TPP
to be $12,000 — compared to an HCLD
of $10,000.
Third, the analyst separately valued
t he Brow n uncons olidated ow nership
interest in its subsidiar y, Green Roadbuilders (Green). The analyst used the
market approach and the guideline publicly traded company method to value
the total equity of Green at $20,000. Brown
ow ns 40 p ercent of t he Green equit y.
Accordingly, the analyst valued the Brown
ownership interest at $8,000. This $8,000
fair market value estimate represents a
value decrement compared to the $10,000
carr y ing value of this investment.
Four th, the analyst performed a comprehensive due diligence analysis to identif y all of the Brow n IRP and IPP. This
du e d i l i ge n c e re ve a l e d t h e fol l ow i n g
intangible assets: internally developed computer software, customer contracts (for,
l e t’s s ay, c o n s t r u c t i o n p r oj e c t s i n
progress), and a trained and assembled
workforce.
Brow n uses its internally developed
and proprietar y computer software for
all of its administrative and project management functions. The analyst used the
cost approach and the RCNLD method
to estimate a $7,000 fair market value
for this intangible asset.
Over the years, Brow n has assembled
an executive, technical, and operations
s t a f f of con s i d e r ab l e e x p e r i e n c e a n d
exper tise. This assembled workforce is
a valuable intangible asset. The analyst
used the cost approach and the RCNLD
method to estimate the $3,000 cost to
recreate a workforce of comparable experience and exper tise.

At a ny p o i n t i n t i m e , B r o w n h a s
several dozen const r uc t ion projec ts in
var ious st ages of complet ion. The
analyst used the income approach and
the MEEM to value the customer cont rac ts. Working w ith management, the
analyst projected the remaining
profit (measured as net cash flow) to
be earned on each contract. The analyst
pre s e nt v a lu e d t h at f ut u re c a s h f l ow
projec t ion at the Brow n 10 percent
weighted average cost of capital (WACC).
T h i s a n a l y s i s i n d i c ate d a $ 5 , 0 0 0 f a i r
market value for this customer-related
intang ible asset.
F i n a l l y, w i t h r e g a r d t o i n t a n g i b l e
assets, the analyst used the income
approach and the CEEM to estimate the
fair m arke t v a lue of t he go o dw i l l . At
this point in the analysis, the analyst
had concluded the fair market value of
the working capital assets (current assets
m i nu s c u r rent l i abi l it ie s ) , re a l e s t ate
a n d T P P, a n d i d e nt i f i a b l e i nt a n g i b l e
assets. The analyst assig ned a fair rate
of retur n (based on the Brow n WACC)
to this total asset value to conclude the
Brow n required ear nings. The analyst
comp are d t he Brow n ac t u a l e ar n i ng s
(measured as earnings before interest and
taxes) to this required earnings level. Based
on this compar ison, Brow n was generat ing a s ma l l amount of excess ear nings. The analyst capitalized these excess
ear nings as an annuit y in per petuit y to
conclude a $2,000 fair market value for
the goodw ill.
Fifth, the analyst moved from the asset
side of the balance sheet to the liabilit y
side. The analyst next considered the
current liabilit y accounts. The analyst
concluded that the recorded balances
for accounts payable ($4,000) and accrued
expenses ($4,000) indicated the fair market values of those accounts. The analys i s i n c lu d e d t h e c u r r e nt p o r t i o n o f
long-term debt in the valuation of the noncurrent liabilities.
Sixth, the analyst considered the
notes p ay able and mor t gage p ay able.
The analyst concluded that the embedded interest rates on these debt inst r uments were sufficiently close to cur rent
market interest rates so that no liabilit y revaluat ion was required. The ana-
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lyst included the cur rent por t ion of the
long-term debt in the noncurrent liability
account.
Seventh, the analyst performed additional due diligence procedures to identif y and value any contingent liabilities.
The analyst identified several litigation
claims against Brown, all related to previous construction projects. The analyst
worked with both company management
and legal counsel to estimate expected
future claim payment amounts, including
probabilit ies and t iming of pay ments.
The analyst calculated a present value of
the mathematical (probability weighted)
expectation of future claims payments of
$10,000. The analyst recorded this $10,000
contingent liability value on the valuation
balance sheet.
Eighth, the analyst can calculate the
net asset value by reference to the Exhibit
2 fair market value basis balance sheet.
At this point in the valuat ion, the analyst has concluded the fair market value
of all of the assets (both tang ible and
int ang ible) of $60,000. And, the analyst has concluded the fair market value
of all of the liabilit ies (both recorded
a nd cont i ngent ) of $ 4 0 , 0 0 0 . T he d if ference between these two value indic at i on s ( i . e . , to t a l a s s e t v a lu e m i nu s
total liabilit y value) is the fair market
value of the total equit y.
As indicated in Exhibit 2, and based
on this illustrative AA method analysis,
the analyst concluded $20,000 as the fair
market value of the Brow n total equit y.

The asset-based approach is a generally
accepted business valuation approach. And,
the AA method is a generally accepted
asset-based approach valuation method.
The AA method is par ticularly applicab l e t o t h e v a lu at i o n o f c o n s t r u c t i o n
companies, whether the company is tangible-asset-intensive or intangible-assetintensive.
The AA method is also par ticularly
appl ic able for cons t r uc t ion comp a ny
business valuations performed for transaction, taxation, or litigation pur poses.
That is b ecause this metho d not only
prov ides a business value conclusion, it
also identifies each tangible asset and
intangible asset component of the total
business value.
This ar ticle summarized the conceptual basis for the AA method. This ar ticle presented summar y comments w ith
regard to each category of company assets
and company liabilities. Finally, this article presented an illustrative example of
t he appl ic at ion of t he A A me t ho d to
v a lue t he hy p ot he t ic a l f a m i ly - ow ne d
Brow n Construction Company. As long
as the analyst is careful to include all of
the company assets (both tangible and
intangible) and all of the company liabilities (both recorded and contingent)
in the analysis, the AA method w ill provide a credible business valuation of the
subject construction company. n
NOTES
1
Reilly, R.F., Consider the asset-based approach in
the construction company valuation, Construction
Accounting and Taxation 26, no. 5 (2016): 13-26.
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