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In the contemporary financial landscape, the valuation of private investments has transitioned from a subjective art 

form into a rigorous, disciplined science. For General Partners (GPs), Limited Partners (LPs), and valuation 

professionals, the complexity of valuing non-marketable equity interests in Private Equity (PE) and Venture Capital 

(VC) funds requires a deep understanding of both theoretical frameworks and practical application. The release of 

the AICPA Accounting and Valuation Guide, titled "Valuation of Portfolio Company Investments of Venture 

Capital and Private Equity Funds and Other Investment Companies,"marked a significant milestone in

standardizing these practices. This guide provides a comprehensive framework for navigating the intricacies of

ASC 820, Fair Value Measurement, within the unique context of private investment vehicles.

The Fundamental Dichotomy: Venture Capital vs. Private Equity

To master valuation, one must first distinguish between the two primary asset classes under discussion. While both

fall under the umbrella of private alternative investments, their risk profiles, investment horizons, and capital

structures differ significantly, which in turn dictates the appropriate valuation methodology.

Venture Capital (VC) Dynamics

Venture capital typically involves minority investments in early-stage, high-growth companies. These entities often

have limited operating histories, negative cash flows, and highly complex capital structures involving multiple

rounds of preferred stock (Series A, B, C, etc.). Valuation in the VC space is heavily reliant on future optionality and

the probability of specific exit scenarios (M&amp;A or IPO).

Private Equity (PE) Dynamics

Private equity generally refers to leveraged buyouts (LBOs) or growth capital investments in more mature

companies with stable cash flows. PE firms often take majority or controlling stakes, allowing them to dictate

operational changes. Valuation here typically focuses on enterprise value (EV) based on EBITDA multiples and

discounted cash flow (DCF) models, with a heavier emphasis on current performance and debt serviceability.



Feature Venture Capital (VC) Private Equity (PE)

Company Stage Seed, Early-stage, Startup Mature, Established, Cash-flow 
positive

Ownership Stake Minority (&lt;50%) Majority/Control (&gt;50%)

Risk Profile High Binary Risk (Success or Failure) Moderate/Operational Risk

Capital Structure Highly Complex (Liquidation 
Preferences)

Relatively Simple (Common Equity + 
Debt)

Primary Valuation Metric Revenue Multiples, OPM, PWERM EBITDA Multiples, DCF, LBO Analysis

The AICPA Valuation Guide: A Technical Framework

The AICPA Guide serves as the authoritative (though non-authoritative in a legal sense, it is considered best 

practice by auditors) resource for valuing portfolio company investments. It aligns with ASC 820, which defines fair

value as the price that would be received to sell an asset or paid to transfer a liability in an orderly transaction

between market participants at the measurement date.

Core Principle: The Market Participant Perspective

Valuations must not be based on the specific intent of the fund holding the investment, but rather on what a 

hypothetical market participantwould pay. This requires the valuation professional to identify the most

advantageous market and the assumptions that those participants would use in pricing the asset, including

assumptions about risk and the effect of restriction on the sale of the asset.

The Unit of Account

One of the most critical aspects of the AICPA guide is the concept of the "Unit of Account." For investment 

companies, the unit of account is typically the individual investment(e.g., the specific block of Series B Preferred

shares) rather than the portfolio company as a whole. This distinction is vital because different classes of shares

have different rights, preferences, and privileges that affect their fair value.

Technical Valuation Methodologies

The guide details three primary approaches to valuation, as recognized by FASB: the Market Approach, the Income

Approach, and the Cost Approach.

1. The Market Approach

The Market Approach uses prices and other relevant information generated by market transactions involving

identical or comparable assets or companies. Within this approach, two methods are prevalent:

•  Guideline Public Company (GPC) Method: This involves identifying publicly traded companies that are similar 

to the portfolio company and applying their valuation multiples (e.g., EV/EBITDA, EV/Revenue) to the portfolio 

company’s financial metrics.

•  Guideline Transaction Method (GTM): This utilizes multiples from recent M&amp;A transactions involving 

similar companies. While highly relevant, these multiples often include a "control premium" that may need to be 

adjusted if valuing a minority stake.



2. The Income Approach

The Income Approach converts future amounts (cash flows or earnings) to a single present amount using a 

discount rate. The Discounted Cash Flow (DCF)method is the most common execution of this approach. It is

particularly effective for PE-backed companies with predictable cash flows. Key components include:

•  Free Cash Flow Projections: Usually spanning 5 to 10 years.

•  Weighted Average Cost of Capital (WACC): Used as the discount rate, reflecting the risk-adjusted return 

required by investors.

3. The Cost Approach

The Cost Approach reflects the amount that would be required currently to replace the service capacity of an asset.

In the context of PE/VC, this is rarely used for the enterprise as a whole but may be applicable for early-stage

companies where no product-market fit has been established and the value is primarily in the "cost to recreate" the

technology.

Advanced Allocation Techniques for Complex Capital Structures

In Venture Capital, the enterprise value must be allocated among various stakeholders (founders, Series A, Series

B, etc.). The AICPA Guide highlights several sophisticated models for this purpose.

Option Pricing Method (OPM)

The OPM treats common stock and preferred stock as call options on the company's equity value, with exercise 

prices based on the liquidation preferences of the preferred stock. It uses the Black-Scholes-Mertonmodel to

value these options. Key inputs include:

1.  Equity Value: The total value of the company.

2.  Time to Liquidity: The estimated timeframe until an exit (IPO or Sale).

3.  Volatility: Based on the historical volatility of comparable public companies.

4.  Risk-Free Rate: Usually based on US Treasury yields corresponding to the time to liquidity.

Probability-Weighted Expected Return Method (PWERM)

PWERM involves estimating the value of an investment based on the analysis of various future outcomes. The

value is the probability-weighted present value of expected future returns. This method is preferred when a

company has a clear path to specific exit events with known timelines.

Hybrid Methods

Often, a combination of OPM and PWERM is used. For example, a company might use PWERM for near-term exit

scenarios (like a pending IPO) and OPM for the remaining "going concern" scenario where the exit path is less

certain.

The Role of Calibration and Backtesting

One of the most significant contributions of the AICPA Guide is the emphasis on Calibration. Calibration is the

process of using the entry price (the price paid for the investment) to inform the valuation model at the time of

purchase. If a fund buys Series C shares at $10.00, the valuation model used on day one must result in a value of

$10.00. If the model (e.g., an OPM) yields a different value, the inputs (like volatility or the discount for lack of

marketability) must be adjusted until the model aligns with the transaction price. In subsequent periods, the

valuation professional only changes the inputs based on changes in market conditions or company performance.



Backtestinginvolves comparing previous fair value estimates against the actual prices achieved in recent

transactions (like a new funding round or an exit). Significant discrepancies between the estimated fair value and

the actual transaction price require the fund to reassess its valuation processes and assumptions.

Step-by-Step Valuation Workflow for PE/VC Funds

A robust valuation process is not only necessary for financial reporting but also for maintaining investor confidence.

The following procedure outlines a best-practice workflow:

1.  Data Collection: Gather latest financial statements, budgets, cap tables, and industry reports from the 

portfolio company.

2.  Identify Valuation Trigger: Determine if there has been a significant event (new funding, milestone 

achievement, or market downturn).

3.  Select Methodology: Choose between Market, Income, or Cost approaches based on company maturity.

4.  Establish Enterprise Value (EV): Calculate the total value of the business using chosen methods.

5.  Apply Adjustments: Factor in Surplus Assets, Excess Cash, or Debt to move from EV to Equity Value.

6.  Allocate Value: Use OPM or PWERM to distribute equity value across share classes, accounting for 

liquidation preferences and participation rights.

7.  Apply DLOM: Apply a Discount for Lack of Marketability (DLOM) if the interest is a minority, non-marketable 

stake.

8.  Review and Document: Ensure all assumptions are documented and the final value is reviewed by a 

valuation committee or board.

Common Challenges and Failure Modes

Valuing private companies is fraught with potential errors. Understanding these pitfalls is crucial for technical

accuracy.

Over-Reliance on the Last Round of Financing

Many funds simply use the "last round" price as the fair value for several quarters. However, the AICPA Guide

clarifies that while the last round is a key data point, it is not the only one. If the market has declined or the

company has missed its milestones, the fair value may be significantly lower than the last round price.

Inappropriate Peer Groups

In the GPC method, selecting companies that are too large, too diverse, or in different geographies can lead to

skewed multiples. Technical writers and analysts must justify the comparability of each peer company in the

valuation report.

Failure to Account for Liquidation Preferences

In a downside scenario, preferred stockholders may be entitled to their original investment (or more) before

common stockholders receive anything. Ignoring these preferences leads to an overvaluation of common equity

and an undervaluation of preferred equity.

Governance and Audit Considerations

With the increased scrutiny from the SEC and other regulatory bodies, the governance surrounding valuation has

become paramount. The AICPA Guide emphasizes that company management and boards of directors are

ultimately responsible for the fair value measurements. Auditors will look for:



•  Consistency: Are the same methods applied consistently across periods?

•  Objectivity: Is the valuation performed by a qualified third party, or is there a robust internal check-and-

balance?

•  Documentation: Is there a "valuation bridge" explaining the change in value from the previous quarter?

The Valuation Bridge

A valuation bridge is a critical tool for auditors. It provides a narrative and quantitative explanation of how a portfolio

company's value moved from Point A to Point B. Components of the bridge typically include:

•  Impact of Market Multiples (Market movement).

•  Impact of Company Performance (EBITDA/Revenue growth).

•  Impact of Debt/Capital Structure changes.

•  Impact of Specific Milestones (Product launch, regulatory approval).

Strategic Implications for the Private Equity Ecosystem

The rigorous application of the AICPA Valuation Guide has broader implications for the industry. Increased

transparency in valuation leads to more accurate "Marks" (Net Asset Value), which allows LPs to make more

informed asset allocation decisions. Furthermore, as the private markets continue to grow, the convergence of

valuation standards globally (aligning with IPEV - International Private Equity and Venture Capital Valuation

Guidelines) ensures that capital can flow more efficiently across borders.

For technical professionals, the takeaway is clear: valuation is no longer a check-the-box exercise for the annual

audit. It is a continuous process of market monitoring, financial analysis, and rigorous documentation. By adhering

to the AICPA framework, funds can mitigate regulatory risk, satisfy auditor requirements, and provide true value

transparency to their stakeholders. As the private equity and venture capital sectors evolve, those who master

these complex valuation mechanics will be best positioned to navigate the volatile economic cycles of the future.

The transition toward more frequent and granular valuation reporting is likely to continue. With advancements in

data analytics and automated financial monitoring, the ability to perform real-time or near-real-time valuations may

soon become a standard expectation rather than a luxury. This evolution underscores the necessity for all market

participants—from junior analysts to senior managing directors—to maintain a deep, technical understanding of the

principles laid out in the AICPA Accounting and Valuation Guide.
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