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The landscape of private equity (PE) and venture capital (VC) has undergone a significant transformation over the 

last decade. As institutional investors allocate more capital to private markets, the demand for transparency, 

consistency, and technical rigor in the valuation of portfolio companies has never been higher. The American 

Institute of Certified Public Accountants (AICPA) addressed this need by releasing the Accounting and Valuation 

Guide: Valuation of Portfolio Company Investments of Venture Capital and Private Equity Funds and Other 

Investment Companies (commonly referred to as the PE/VC Guide). This guide serves as a cornerstone for 

investment companies, providing a common language and a structured framework for measuring fair value in 

accordance with Financial Accounting Standards Board (FASB) Accounting Standards Codification (ASC) Topic 

820, Fair Value Measurement.

The Importance of Standardized Valuation in Private Markets

Valuing privately held companies is inherently complex. Unlike public companies, which have readily observable 

market prices, private entities often lack liquidity, have opaque financial data, and possess complex capital 

structures involving multiple classes of equity. Historically, this led to significant divergence in how different funds 

reported the value of similar investments. The AICPA PE/VC Guidewas developed to mitigate these

inconsistencies by providing nonauthoritative guidance and detailed illustrations for accounting and valuation

professionals.

Under ASC 820, fair value is defined 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. For PE and VC funds, this

means moving away from "cost-based" reporting toward a dynamic model that reflects current market conditions,

even when no recent transaction has occurred.

Core Theoretical Framework: ASC 820 and the PE/VC Guide

To master the valuation of portfolio companies, one must first understand the foundational principles of ASC 820.

These principles dictate how fair value is conceptualized and executed across all asset classes.

1. The Unit of Account

The unit of account refers to the level at which an asset or liability is aggregated or disaggregated for purposes of

fair value measurement. In the context of PE/VC, the unit of account is typically the individual investment in a

portfolio company (e.g., the specific block of Series B Preferred Stock held by the fund).

2. Market Participants

Fair value is a market-based measurement, not an entity-specific one. Valuations must be performed from the 

perspective of market participants—hypothetical buyers and sellers who are independent, knowledgeable, and

able to transact. This requires valuation specialists to look beyond their own fund’s strategic intent and consider

how a broader pool of buyers would price the asset.

3. The Fair Value Hierarchy



ASC 820 establishes a three-level hierarchy for inputs used in valuation techniques:

•  Level 1: Quoted prices in active markets for identical assets (e.g., public stocks).

•  Level 2: Inputs other than quoted prices that are observable, either directly or indirectly (e.g., interest rates, 

yield curves).

•  Level 3: Unobservable inputs reflecting the reporting entity's own assumptions about what market participants 

would use (e.g., projected cash flows of a private startup).

Most PE/VC investments fall into Level 3, necessitating robust documentation and technical justification for the

chosen inputs.

Primary Valuation Methodologies

The AICPA guide emphasizes three primary approaches to valuation. A thorough analysis often involves using

multiple methods to triangulate a fair value estimate.

The Market Approach

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

identical or comparable companies. Within this approach, two primary methods are used:

•  Guideline Public Company Method (GPCM): Identifying publicly traded companies with similar business 

models, growth profiles, and risk factors. Valuation multiples (e.g., EV/EBITDA, EV/Revenue) are derived from 

these peers and applied to the portfolio company's metrics.

•  Guideline Transaction Method (GTM): Analyzing recent M&A transactions involving similar companies. While 

this provides direct evidence of what buyers are paying, data can be stale or influenced by synergistic premiums 

that may not apply to the fund's minority stake.

The Income Approach

The income approach converts future amounts (e.g., cash flows or earnings) to a single discounted present 

amount. The most common tool is the Discounted Cash Flow (DCF) analysis. This method is highly sensitive to 

the Weighted Average Cost of Capital (WACC)and the terminal value assumption. For early-stage VC-backed

companies, the income approach is often challenging due to the unpredictability of future cash flows.

The Cost Approach

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

In the PE/VC world, this is rarely used for operating companies but may be relevant for asset-heavy businesses or

companies in liquidation.

Equity Allocation: Navigating Complex Capital Structures

Once the Enterprise Value(or Total Equity Value) of a portfolio company is determined, the next critical step is

allocating that value among the various stakeholders. Private companies often have complex "waterfalls" where

different shareholders have different rights.

The Option Pricing Model (OPM)

The OPM treats various classes of equity as call options on the company's total equity value. It uses the Black-

Scholes-Merton framework to account for liquidation preferences, participation rights, and conversion features. Key

inputs include:

•  Total Equity Value: Derived from the valuation approaches mentioned above.



•  Volatility: Estimated based on the stock price volatility of guideline public companies.

•  Time to Liquidity: The expected timeframe until an exit event (IPO or M&A).

•  Risk-Free Rate: Usually the yield on government bonds matching the time to liquidity.

The Probability-Weighted Expected Return Method (PWERM)

PWERM involves estimating the value of equity based on an analysis of various discrete future outcomes (e.g., IPO

at $500M, Sale at $300M, Dissolution at $0). Each scenario is assigned a probability, and the present value of the

payoffs is calculated. This is particularly useful when a company is close to a specific exit event.

Comparison of Allocation Methods



Feature Option Pricing Model 
(OPM)

PWERM Hybrid Method

Best Use Case Early-stage companies 
with high uncertainty.

Late-stage companies with 
clear exit paths.

Companies with both near-
term exit potential and long-
term uncertainty.

Complexity Moderate (requires Black-
Scholes math).

High (requires detailed 
scenario modeling).

Very High.

Input Sensitivity Sensitive to volatility and 
time to exit.

Sensitive to probability 
assignments.

Sensitive to both.

Market Participant View Reflects broad market 
expectations.

Reflects specific 
management/investor 
expectations.

Blended approach.

The Calibration Requirement: A Critical Procedural Step

One of the most significant contributions of the AICPA PE/VC Guide is the concept of calibration. Calibration is the

process of using the entry price of an investment to ensure that the valuation model reflects market participant

assumptions at the time of purchase.

If a fund invests in a company at a specific price, the valuation model used at the first reporting date should be able

to "backsolve" to that entry price, assuming no significant changes in the market or the company have occurred. If

the model produces a different value, the inputs (such as multiples or discount rates) must be adjusted. Calibration

ensures that the subsequent fair value measurements are grounded in the actual transaction price, which is the

most observable piece of data available.

Step-by-Step Calibration Workflow:

1.  Transaction Analysis: Review the terms of the recent financing round (price per share, rights, and 

preferences).

2.  Initial Model Setup: Build an OPM or PWERM based on the company's capitalization table.

3.  Backsolve: Adjust the Enterprise Value in the model until the value of the recently issued security matches its 

transaction price.

4.  Derive Implied Metrics: Calculate the implied multiples or discount rates from this backsolved Enterprise 

Value.

5.  Ongoing Monitoring: In subsequent periods, update these metrics based on changes in market peer 

performance and company-specific milestones.

Case Study: Handling a "Down Round" in Venture Capital

A common challenge for VC funds is the occurrence of a "down round"—a financing event where the company

issues shares at a lower valuation than in previous rounds. This event is a powerful market signal that must be

reflected in the fair value measurement.

The Scenario:A fund holds Series A Preferred stock valued at $10.00/share. The company, facing a cash crunch,

raises a Series B round at $5.00/share. The Series B shares have senior liquidation preferences over Series A.

The Solution: Under the AICPA Guide, the fund cannot simply hold the Series A at cost. The Series B transaction 



serves as a calibration point. The valuation professional must perform a backsolve using the $5.00 Series B price 

to determine the new total equity value. Because of the seniority of Series B and the overall decline in value, the 

fair value of the Series A position will likely drop significantly more than 50%. This demonstrates the importance of 

the waterfall analysis in capturing the economic reality of the investment.

Technical Challenges: DLOM and Control Premiums

Measuring the value of a minority stake in a private company requires adjustments for marketability and control.

Discount for Lack of Marketability (DLOM)

Since private equity cannot be sold instantly on an exchange, market participants would demand a discount. The

AICPA guide discusses various quantitative methods for estimating DLOM, such as:

•  Finnerty Model: An option-based model that calculates the value of marketability as the average price of an 

option over the restricted period.

•  Chaffe Model: Uses the cost of a put option to hedge the stock during the restriction period as a proxy for the 

discount.

Control and Marketability Matrix



Ownership Characteristic Adjustment Required Reasoning

Minority / Non-Marketable Apply DLOM and DLOC Lack of liquidity and lack of ability to 
influence company decisions.

Control / Non-Marketable Apply DLOM only The owner can control cash flows but 
cannot exit quickly.

Minority / Marketable No adjustments (usually Level 1) Publicly traded minority shares.

Best Practices for Implementation and Documentation

For auditors and regulators, the process is often as important as the final number. The AICPA guide emphasizes 

the need for a contemporaneous and robust valuation policy. High-quality documentation should include:

•  A clear description of the company’s business model and industry environment.

•  Rationale for the selection (or rejection) of specific valuation approaches.

•  Support for key assumptions, such as the selection of guideline companies or the discount rate.

•  A detailed "bridge" explaining the change in value from the prior reporting period to the current one (e.g., how 

much change was due to market multiples vs. company performance).

•  Evidence of internal review and challenge by the fund's valuation committee or management.

Addressing Potential Failure Modes

Even with the AICPA guide, several common pitfalls can lead to audit failures or regulatory scrutiny:

•  Reliance on "Stale" Data: Using a financing round from 18 months ago as the sole basis for fair value without 

adjusting for market movements.

•  Cherry-Picking Comparables: Selecting only the highest-performing public peers to justify a high valuation for 

a struggling portfolio company.

•  Ignoring Liquidation Preferences: Allocating value on a "fully converted" basis (pro-rata) when the preferred 

shares have significant downside protection that makes them more valuable than common shares in low-value 

scenarios.

•  Inconsistent Volatility Inputs: Using low volatility for the OPM to keep values stable, despite high market 

volatility in the sector.

Strategic Implications for Investment Managers

Adopting the principles of the AICPA PE/VC Guide is not merely a compliance exercise; it is a strategic necessity.

Transparent and accurate valuations build trust with Limited Partners (LPs). In an era where LPs are increasingly

sophisticated, funds that can demonstrate a rigorous, repeatable, and standard-aligned valuation process often

have a competitive advantage in fundraising.

Furthermore, accurate interim valuations provide fund managers with better data for internal decision-making.

Understanding the "true" fair value of a position can inform decisions regarding follow-on investments, exit timing,

and portfolio construction. As the private markets continue to evolve, the integration of accounting standards and

sophisticated valuation modeling will remain a critical bridge between the worlds of high-finance theory and

practical investment management. The AICPA guide provides the necessary blueprint for navigating this

intersection with precision and authority.



In conclusion, the valuation of portfolio company investments requires a multifaceted approach that blends

quantitative rigor with qualitative judgment. By adhering to the frameworks established in the AICPA Accounting

and Valuation Guide and ASC 820, professionals can ensure that their financial reporting reflects the economic

reality of their investments, providing clarity to stakeholders and stability to the broader financial ecosystem. The

transition from cost-based reporting to a sophisticated fair value framework represents the maturation of the private

equity and venture capital industries, aligning them with the transparency standards expected in global capital

markets.
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