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BV 205: Valuation of Intangible Assets About This Course

About This Course

The International Institute of Business Valuers emphasizes that these course materials are not
authoritative. They are intended to be used as a foundation for course lectures and
discussions, in conjunction with observations by the course instructors.

The valuations process and approaches presented in the course are:

A. Not the only valuation processes and approaches used by competent valuers;
B. Not the only way that valuation analysis may be completed,;

C. Not to be taken as a rote process or approach that should be used in any valuation
analysis;

Valuations should be based on a full knowledge of the facts and circumstances of the subject
company, its industry, and the economic environment. A particular valuation process or
approach that is relevant for one company at a particular point in time may not be appropriate
for the same or another company at another point in time.

The terminology and standards in this course are based on in this course are based on the

I nternational Valuation Standards (Al VS0) publish
Council (Al VSCo) . The | VSC d¢d esmmint ti endl etpe nlwweinlt d iom @
trust in the valuation profession by issuing universal standards and seeking their adoption

around the world.

The IVS are referenced from the publication, International Valuation Standards 2017, Copyright

@ 2017 International Valuation Standards Council. Copies of the publication can be purchased

from the following website: https://www.ivsc.org/news/article/ivsc-launches-new-global-
standards-for-valuation-profession. In contexts where the IVS does not specifically address a

valuation topic, references to other standards and sources will be made such as the

I nternational Gl ossary ofe Bunstienrensast iVoanlaula tGloons sTaerryno
American Institute of Certified Public Accountant
Valuation Services No. 1.

Business valuation, as with many other areas of professional knowledge, is a changing
discipline: it is subject to constant evolution, based on analysis of the capital markets, the
results of academic research and developing professional best practice. Continuing professional
education is an essential component of the professional responsibilities of those engaged in
business valuation. This manual includes details of the IVSC core competencies covered by
each chapter. The iiBV core courses cover the IVSC competencies other than those which
relate to the specific circumstances of the tax and legal regimes in various countries.
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BV 205: Valuation of Intangible Assets About This Course

Course Overview

The valuation methods and assumptions presented in this course are NOT authoritative. They
are NOT:

= The only valuation methods that are used by competent appraisers
= The only way the individual methods should or could be done

= Cookbook methods that may be applied to any appraisal

Appraisals should be performed with significant understanding of the terms of the transaction,
key market participant information and all other relevant information. A particular valuation
method or assumption that is relevant and appropriate at one point in time may not be
appropriate at another time or for another transaction.

Prerequisites

Required Prerequisites

This course is open to all who choose to enroll

Suggested Prerequisites
Degree in finance and/or accounting
= At least two years of business valuation experience
= Six months6é6 or more experience performing or r

General familiarity with fair value guidance

Pre-Course Preparation

For detailed insights on intangible asset valuation, students should review:

—

= AICPA Practice Aid entitled AAssets Acquired
Activitieso, Wor ki ng Draft Rel eased November 1
= The Appraisal Foundation, Best Practices for Valuations in Financial Re porting:

I ntangi ble Asset Working Group, AThe I dentific
Calcul ation of Economic Rent so, i ssued May 31,

©2018 The Saudi Authority for Accredited Valuers (Tageem) ii



BV 205: Valuation of Intangible Assets About This Course

For insights on relevant rules impacting fair value, students should review:

International Financial Reporti ng St andard (Al FRS0) 3, Business
= Accounting Standard Codification (AASC0) 805,
= IFRS 13, Fair Value Measurement

= ASC 820, Fair Value Measurement

Mapping of International Financial Reporting Standards and US Generally Accepted Accounting
Principles

Fair Value Measurement

= IFRS 13 (May 2011 final release) and ASC 820 (formerly FAS 157)

Two standards are fully converged 1 joint presentation by FASB and IASB Valuation
Specialists at ASA Fair Value conference in May 2011

Business Combinations

= IFRS 3, ASC 805 (formerly FAS 141R)

Two standards are highly converged

Intangible Assets
= 1AS 38, Intangible Assets

= ASC 360, Property, Plant and Equipment

Goodwill Impairment

IAS 36, Impairment of Assets (one standard for finite and indefinite lived intangibles)

= ASC 350-20, Intangibles-Goodwill and Other-Goodwill (formerly FAS 142)

Impairment of Finite Lived Assets

IAS 36, Impairment of Assets

ASC 360, Property, Plant and Equipment (formerly FAS 144, Accounting for the
Impairment and Disposal of Long-Lived Assets)

Reorganizations

= ASC 852-10-45-19, Reorganizations (formerly SOP 90-7, Financial Reporting by Entities
in Reorganization Under the Bankruptcy Code)
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BV 205: Valuation of Intangible Assets About This Course

Contingencies
= 1AS 37, Provisions, Contingent Liabilities and Contingent Assets

= ASC 450, Contingencies (formerly, FAS 5, Accounting for Contingencies) ASC 718,
Compensation 1 Stock Compensation (formerly FAS 123R, Share-Based Payments)

Income Taxes

= 1AS 12, Income Taxes

= ASC 740, Income Taxes (formerly FAS 109, Accounting for Income Taxes)
Financial Instruments

= IAS 7, Financial Instruments

= ASC 825, Financial Instruments (formerly FAS 159, Fair Value Option)
Share Based Payments

= IFRS 2, Share-based Payments

= ASC 718, Compensation i Stock Compensation
Summary of Abbreviated Terms

= MPEEM Multi-Period Excess Earnings Method

= IPR&D 1 In-Process Research and Development

= PIGAT Primary Income Generating Asset

= RFR Method i Relief from Royalty Method

= WACC 1 Weighted Average Cost of Capital

= WARA T Weighted Average Return on Assets

= |IRR 1 Internal Rate of Return

©2018 The Saudi Authority for Accredited Valuers (Tageem) v
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Chapter 1 - Valuation of Intangible Assets

I Chapter 1 Overview

A) Importanceofi nt angi bl e assets in todayds gl obal

B) History and Context of intangible assets
C) Reasons for Valuing Intangible Assets
D) International Valuation Standards

E) Definitions

I Emphasis on Intangibles i Remarks of Mark W. Olson, Chairman, Public Company
Accounting Oversight Board (APCAOBO) on June

A) A THPECA OB 6 s mafpodraet i®to protect the interests of investors and further

the public interest in the preparation of i nf ormative, fair, and
B AFor financi al statements to be useful to

reliable. They must be relevant in the sense that they give investors the type of

information they needinordertodeci de whet her to buy, sell,

securities. They must be reliable in the sense that the numbers reported both reflect a
companyds underlying economic results and

role in assuring that financialstat e ment s are both relevant and

C) Observation i Fair value estimates: (1) will be audited, (2) are increasingly important in
financial statements, and (3) are subject to significant third-party reliance.

D) AiAdvocates of f air imthdtitheldsdhe pramisa df offarigg mai nt a
investors more relevant information. In many situations, providing investors with more
current values for a companyédés assets and
than providing only historical data. In considering this benefit, however, we must be
mindful that any apparent improvement gained by providing investors with more
relevant, fair value information, will be lost if that information is not also reliable. In this
regard, the increased use of fair value accounting poses a challenge for auditors and
the PCAOB. 0

E)ynl will take a mo me ncthallénges awuditors areoconframting asw o f
issuers transition to fair value. First, valuation requires training, and many auditors may
not have extensive training in valuation techniques. Second, auditors should be mindful
that financial statement preparers can be biased (even if unknowingly so) in their
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BV 205: Valuation of Intangible Assets Chapter 117 Valuation of Intangible Assets

assessments of fair values. As a result of this potential bias, preparers may fail to
consideralternat i ve valuation scenarios. 0

F)ailn summary, fair valwue accounting, while pres
represents an area of potential audit risk. Thus, we are monitoring this area to
understand how firms are addressing this potential risk.

G) fMany of the fair value measurement issues we see at the Commission can be
characterized as a subset of one overarching problem: an insufficient understanding of
how certain guidance, in current authoritative accounting literature, may impact fair value
methodologies and assumptions. Now, when | say an oO6insufficien
mean that preparers of certain fair value measurements (that is, management which
may also include a retained valuation specialist), and/or their auditors, were unaware of
certain relevant accounting guidance that affected the fair value measurements in
g u e st (Chenyl KoTjon-Hing, Valuation Specialist, Office of the Chief Accountant,
U.S. Securities and Exchange Commission)

H) Required skills for a valuation analyst

Accounting
(GAAP)

Security Finance
Analysis

Common 4
Sense

Oral & Written
Communication

Economics

Statistics Tax

Computer Valuation Law

Strategic

Research ;
Planning

©2018 The Saudi Authority for Accredited Valuers (Tageem) 2



BV 205: Valuation of Intangible Assets Chapter 117 Valuation of Intangible Assets

I) US Economy has increased focus on Intangibles

US Economy Has Changed Markedly Over Time

Percent of U.S. workforce

100
80 i
Services
80
Industry

40
o L Agriculture

0

1800 1850 1900 1950 2000

Mote: Industry includes manufacturing, construction, and mining.
Source: Federal Reserve Bank of Dallas.

J) Changing mix of business over time

Labor force — by occupation (2016)

— Goods producing, excluding agriculture - 12.6%
— Services, excluding special industries - 80.3%
— Agriculture - 1.5%
— Non-agriculture, self employed - 56%
— Total - 100.0%

Nofte: figures exclude the unemployed
Source: U.S. Department of Labor, Bureau of Labor Statistics, Employment by Major Industry Sector

1 Under current accounting rules, many internally created intangible assets are not
included on the balance sheet of the owner. Hence, the book value of the firm often
does not reflect the true value. Balance sheets are no longer a full measure of the
financial position of many firms.

©2018 The Saudi Authority for Accredited Valuers (Tageem) 3
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1 As intangible assets assume increasing importance in the economy, Price to Book
Value multiples are increasing as represented by the S&P 500. Increasing multiples
reflect increasing recognition of the importance of intangibles.

o 1977 1.2t01.0
o 1980 1.3t01.0
o 1985 1.6t01.0
o 1990 1.8t0 1.0
o 1995 3.0t01.0
o 2000 42t01.0
o 2005 2.91t0 1.0 (Post ASC 805)
o 2011 23t01.0
o 12/2017 34t01.0

©2018 The Saudi Authority for Accredited Valuers (Tageem) 4
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K) Relative Values of Tangible and Intangible Assets

COMPONENTS of S&P 500 MARKET VALUE

100%
83% 68% 32% 20% 16%
80%
80%
0% 68%
40%
20%
0%
1975 1985 1995 2005 2015
Tangible Assets . Intangible Assets
SOURCE: OCEAN TOMO, LLC
"JANUARY 1, 2015
L) Direct Example of Market Value to Book Value Relationship
Importance of Intangible Assets
Comparison of Market Cap to Book Value for Selected Companies as of December 31, 2017
$ in billions
Market Ratio of
Capitalization Book Value of MC to
Country / Company Ticker Business at 12/31/2017 Equity BVE
China
Tencent Holdings, Inc. TCEHY Internet Software and Services $ 489.7 $ 36.8 13.3
Baidu BIDU Internet Software and Services $ 81.3 $ 16.9 4.8
Lenovo LNVGY Computers and Peripherals $ 6.8 $ 4.2 1.6
Japan
Sony Corporation SNE Electronics, entertainment $ 570 $ 30.1 1.9
Toyota Motor Corp. ™ Automobiles $ 186.6 $ 157.2 1.2
NTT NTDTY Telecommunications $ 16.7 $ 7.7 2.2
France (EUR $Billion)
Compagnie Generale DES Etablissements Michelin SCMGDDY Auto Components $ 258 $ 11.9 2.2
LVMH Moet Hennessy Louis Vuitton LVMUY Textiles, Apparel and Luxury Goods$ 1479 $ 36.3 4.1
Danone DANOY Food Products $ 528 $ 14.3 3.7
Germany
Daimler AG DDAIF Automobiles $ 909 $ 74.1 1.2
Allianz SE AZSEY Insurance $ 1029 $ 80.8 1.3
Bayer AG BAYRY Pharmaceuticals $ 103.1 $ 44.0 2.3
United Kingdom
BAE Systems plc BAESY Aerospace and Defense $ 247 $ 4.5 5.5
HSBC Holdings plc HSBC Commercial Banks $ 207.0 $ 198.7 1.0
GlaxoSmithKline plc GSK Pharmaceuticals $ 875 $ 6.5 13.5
United States
Apple Inc. AAPL Computers and Peripherals $ 860.9 $ 134.0 6.4,
The Coca-Cola Company KO Beverages $ 1955 $ 22.2 8.8
The Walt Disney Company DIS Entertainment $ 162.1 $ 41.3 3.9
Book value of equity as of latest quarter end.
Market cap as of December 31, 2017.
Source: Capital 1Q
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M) Market Value to Book Value at January 5, 2017 7 Key Industry Sectors

Industry Name - | Numberof firms |~ PBV - ROE -| EV/Invested Capiti - ROIC -
Advertising 41 13.98 -1.06% 10.00 71.83%
Aerospace/Defense 96 4.65 24.21% 4.66 31.88%
Air Transport 18 3.19 41.28% 2.03 17.86%
Apparel 58 3.10 14.39% 2.60 14.81%
Auto & Truck 15 1.84 31.51% 1.08 5.87%
Auto Parts 63 2.81 20.38% 2.00 21.28%
Bank (Money Center) 10 1.06 9.46% 1.09 -0.01%
Banks (Regional) 645 1.45 9.03% 1.46 -0.03%
Beverage (Alcoholic) 25 3.70 18.57% 4.16 17.93%
Beverage (Soft) 36 8.18 32.48% 5.12 25.31%
Broadcasting 30 5.45 25.85% 3.07 19.50%
Brokerage & Investment Banking 45 1.37 8.48% 1.14 -0.01%
Building Materials 41 4.04 25.65% 3.26 18.39%
Business & Consumer Services 165 4.36 14.54% 4.62 23.85%
Cable TV 14 2.38 25.41% 2.35 14.66%
Chemical (Basic) 45 2.60 8.84% 1.90 14.85%
Chemical (Diversified) 8 3.10 30.24% 2.52 15.62%
Chemical (Specialty) 100 3.84 11.26% 3.06 17.15%
Coal & Related Energy 38 2.74 -33.82% 1.40 -8.03%
Computer Services 117 4.76 30.69% 4.55 29.66%
Computers/Peripherals 55 4.14 25.00% 3.00 24.35%
Construction Supplies 51 3.42 10.63% 2.26 9.45%
Diversified 24 2.19 10.52% 2.30 8.08%
Drugs (Biotechnology) 426 5.87 16.78% 2.93 15.33%
Drugs (Pharmaceutical) 164 4.14 13.91% 3.23 16.55%
Education 36 1.95 3.10% 2.41 12.03%
Electrical Equipment 119 4.15 14.25% 4.17 21.63%
Electronics (Consumer & Office) 24 3.03 -4.36% 2.21 5.79%
Electronics (General) 164 2.40 9.22% 2.37 10.74%
Engineering/Construction 48 2.00 2.11% 3.10 15.45%
Entertainment 79 3.29 19.56% 4.10 33.15%
Environmental & Waste Services 89 3.70 9.84% 4.20 20.48%
Farming/Agriculture 37 2.25 11.57% 1.55 6.73%
Financial Svcs. (Non-bank & Insurange) 258 1.96 -0.10% 1.06 0.21%
Food Processing 87 3.08 10.91% 3.90 19.45%
Food Wholesalers 16 4.56 12.37% 3.84 20.09%
Furn/Home Furnishings 30 2.94 18.61% 2.65 18.14%
Green & Renewable Energy 25 0.74 -5.99% 0.90 3.78%
Healthcare Products 254 3.63 11.90% 3.97 16.50%
Healthcare Support Services 121 2.82 16.46% 5.90 41.84%
Heathcare Information and Technology 125 3.95 10.83% 4.21 15.81%
Homebuilding 33 1.33 13.12% 1.23 8.71%
Hospitals/Healthcare Facilities 38 3.49 4.97% 1.89 13.44%
Hotel/Gaming 69 3.06 12.73% 2.14 10.71%
Household Products 129 5.22 22.77% 5.13 31.04%
Information Services 64 5.35 20.36% 6.41 36.41%
Insurance (General) 19 1.07 3.39% 1.14 4.37%
Insurance (Life) 22 0.86 8.06% 0.94 7.27%
Insurance (Prop/Cas.) 50 1.44 9.94% 1.44 9.36%
Investments & Asset Management 156 1.63 10.85% 1.66 5.85%
Machinery 127 3.98 13.18% 4.52 23.85%
Metals & Mining 97 2.07 -43.33% 1.55 3.73%
Office Equipment & Services 24 3.88 25.15% 3.02 22.72%
Oil/Gas (Integrated) 7 1.85 0.49% 1.67 -2.19%
Oil/Gas (Production and Exploration) 330 2.20 -39.05% 1.67 -7.17%
Oil/Gas Distribution 78 1.56 1.92% 1.40 7.37%
Oilfield Sves/Equip. 148 1.95 -8.40% 1.94 4.38%
Packaging & Container 26 3.70 14.71% 2.75 14.74%
Paper/Forest Products 23 1.68 29.90% 1.60 7.37%
Power 68 1.93 4.37% 1.47 7.32%
Precious Metals 109 1.40 -9.47% 1.32 6.43%
Publishing & Newspapers 37 1.46 3.74% 2.05 13.42%
R.E.L.T. 238 2.03 8.56% 1.44 3.01%
Real Estate (Development) 18 1.34 9.17% 1.22 1.58%
Real Estate (General/Diversified) 11 211 1.85% 1.83 5.13%
Real Estate (Operations & Services) 54 2.13 11.25% 2.09 11.22%
Recreation 66 3.86 18.30% 2.89 16.44%

©2018 The Saudi Authority for Accredited Valuers (Tageem) 6
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Industry Name Number of firms - PBV ROE -| EV/ Invested Capiti - ROIC -
Reinsurance 3 1.06 9.41% 1.06 9.15%
Restaurant/Dining 86 21.76 39.80% 4.24 15.88%
Retail (Automotive) 25 6.11 35.64% 2.38 10.97%
Retail (Building Supply) 6 17.44 59.16% 4.95 25.61%
Retail (Distributors) 88 3.13 13.95% 2.24 12.84%
Retail (General) 19 3.21 16.91% 2.30 11.57%
Retail (Grocery and Food) 14 4.01 23.74% 2.08 8.10%
Retail (Online) 57 9.95 15.04% 8.11 17.86%
Retail (Special Lines) 108 3.43 15.51% 2.48 11.98%
Rubber& Tires 4 1.76 10.76% 1.30 17.60%
Semiconductor 80 3.44 14.24% 2.35 12.88%
Semiconductor Equip 45 3.74 15.32% 3.01 15.89%
Shipbuilding & Marine 11 1.34 -6.56% 1.36 4.43%
Shoe 10 5.48 24.95% 4.82 22.14%
Software (Entertainment) 13 3.92 13.95% 5.63 25.89%
Software (Internet) 297 4.15 9.62% 3.74 15.00%
Software (System & Application) 236 5.21 15.00% 3.91 15.20%
Steel 38 2.50 -17.15% 2.04 1.02%
Telecom (Wireless) 17 1.93 -3.91% 1.41 2.44%
Telecom. Equipment 107 2.82 14.19% 2.41 15.53%
Telecom. Services 67 3.07 19.89% 2.52 15.82%
Tobacco 22 22.99 -14.86% 10.20 60.73%
Transportation 17 6.66 30.14% 3.88 23.86%
Transportation (Railroads) 7 3.19 16.27% 2.23 12.51%
Trucking 30 3.26 15.68% 1.73 7.84%
Utility (General) 18 2.10 9.57% 1.58 6.81%
Utility (Water) 22 2.70 10.38% 1.93 6.10%
Total Market 7330 2.68 10.38% 1.83 6.10%
Total Market (without financials) 6100 3.22 10.24% 249 11.60%
N) Purchase Allocation of Wyeth, Inc. (Pfizer, Inc. Form 10-K - $ in mm)

Working capital, excluding inventories $16,342

Inventories 8,388

Property, plant and equipment 10,054

Identifiable intangible assets, excluding in-process research and 37,595

development

In-process research and development 14,918

Other noncurrent assets 2,394

Long-term debt (11,187)

Benefit obligations (3,211)

Net tax accounts (24,773)

Other noncurrent liabilities (1,980)

Total identifiable net assets 48,612

Goodwill 19,954

Net assets acquired 68,566

Less: Amounts attributable to non-controlling interests (330)

Total consideration transferred 68,236

©2018 The Saudi Authority for Accredited Valuers (Tageem) 7
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O) 2017 Houlihan Lokey Survey of Purchase Price Allocations by US Firms in 2016

1 455 transactions with sufficient disclosure
1 Intangibles include:

1 Developed technology

1 IPR&D

1 Customer-related assets

 Trademark and trade name

1 Others (non-competes, licenses, core deposits)

0 Source: Houlihan Lokey, 16th Annual Purchase Price Allocation Study,

November 2017

Allocation of Intangible Assets vs. Goodwill

Summary Allocation Percentages

2016 Study

£ in millions
Purchase Consideration Intangible Assets, % of PC Goodwill, % of PC
Count Median Mean Low High Median Mean Low High Median Mean

All Industries 455 131 $1,423 0% 173% 33% 35% 0% B6% 36% 36%
Aerospace, Defense & Govemment 25 244 863 15% 94% 29% 4% 1% 6% % 3%
Consumer, Food & Retail 74 98 838 2% 96% 3E6% IT% 1% 2% 35% 36%
Energy 8 289 3,180 14% 100% 30% 38% 8% 63% 34% 36%
Financial Institutions 65 561 2,348 0% 49% 1% T% 0% T3% 5% 12%
Healthcare 91 57 1,767 4% 100% 50% 50% 0% 96% IT% T
Industrials 43 110 1,322 2% 83% 33% 34% 1% T3% 45% 43%
Infrastructure Services & Materials 20 146 449 1% 63% 28% 7% 6% 54% 28% 30%
Technology 116 B0 1177 8% 173% 3% 37% 5% B6% 50% 48%
Telecom T 495 1,918 8% TT% 48% 42% 16% 39% 22% 25%

® |n 2016, the median EV/EBITDA transaction multiple was 12.2x, and the median allocation of PC to goodwill was 36.5%.

= In 2015, the median EV/EBITDA transaction multiple was 12.5x, and the median allocation of PC to goodwill was 38.3%.

P) Competitive Advantage of Firms is Increasingly Driven by Intangibles

1 A"nWealth and

gr owt h edrvenpdnthalyby istangilldeo n o my

(intellectual) assets. Physical and financial assets are rapidly becoming commodities,
yielding at best an average return on investment. Abnormal profits, dominant
competitive positions, and sometimes even temporary monopolies are achieved by

the sound

depl oyment

of intangi bl es,

al
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1 Intangibles Management, Measurement and Reporting, Baruch Lev Brookings
Institution Press, Washington D.C. 2001, p. 9.

Q) Intangible Assets Can Have Unlimited Scale

1 Physical, human, and financial assets are rival assets in the sense that alternative
uses compete for the services of these assets. In particular, a specific deployment of
rival assets precludes them from simult

T Al n otpimangibie assets are, in general, nonrival; they can be deployed at the
same time in multiple uses, where a given deployment does not detract from the
usefulness of the asset in other deploy

T AA major contri butor t oistheHaetthatthese assets are y
generally characterized by large fixed (sunk) cost and negligible marginal
(incremental) cost. o

T Al ntangi bl es ar e dntreéasinyg retuinsato saatet The usetulmass ob y
the ideas, knowledge, and research embedded in a new drug or a computer
operating system is not limited by the diminishing returns to scale typical of physical
assets. o

o Intangibles Management, Measurement and Reporting, Baruch Lev Brookings
Institution Press, Washington D.C. 2001, p. 22.

1 MKnowledge is cumulative, with each idea building on the last, whereas machines
deteriorate and must be replaced. In that sense, every knowledge-oriented dollar
makes a productivity contribution on the margin, while perhaps three-quarters of
private investmenti n machinery and equipment is
Grossman and Helpman (1994, p.31)

o Intangibles Management, Measurement and Reporting, Baruch Lev Brookings
Institution Press, Washington D.C. 2001, p. 25.

History and Context
A) Historical Overview

1 One of the first references to intellectual property can be traced back to
Venice, Italy in 1474. The Venetian government provided for inventors to
have any workable invention registered with the state. In return, the
inventor would be able to prevent anyone from copying or selling the
invention for a period of 20 years. After the 20-year period, anyone could
use the invention. [World Intellectual Property Organization website]

©2018 The Saudi Authority for Accredited Valuers (Tageem) 9
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1 In the United States, the foundation for the statutory law surrounding
patents, copyrights and trademarks can be traced to the powers given to
Congress in Article I, Section 8 of the U.S. Constitution. The Constitution
states,

1T AnCongress shall have power . . . To prol
useful arts, by securing for limited times to authors and inventors the
exclusive right to their respective wril

1 The U.S. government granted the first patent to Samuel Hopkins of
Phil adel phia for fAmaking pot and pear| i
making soap, in 1790.

1 One of the first contributions to methodology for valuing intangible assets was civil
litigation related to infringement on intellectual property. While certain types of
intellectual property are protected through registration with the government, the only
way to enforce those rights is through civil litigation.

o0 The Patent Statute states,

AUpon finding for the c¢cl ai mant t he cour
adequate to compensate for the infringement, but in no event less than a

reasonable royalty for the use made of the invention by the infringer,

together with interest and costs as fix
[35 U.S.C. § 284]

B) The Formula Method

1 The 18" Amendment to the U.S. Constitution in 1919 made the manufacture, sale
ortransportaton of al cohol il 1l egal. This is often
Prohibition led to the recognition of the value of the intangible assets of a business.

Due to Prohibition, the IRS issued Committee on Appeals and Review
Memorandum 34 (ARM 34). ARM 34 provided a formula approach to compensate
owners for the lost goodwill of businesses closed due to Prohibition.

1 The formula recognized that business value potentially derives from working capital,
fixed assets and intangible assets.

1 The formula also recognized that the different asset categories also had different
levels of risk related to each and therefore required different discount rates (rates of
return for each).
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1 The Internal Revenue Code of the United States also provides guidance on the
valuation of intangible assets. Tax guidance includes a variety of elements
including the Code, Regulations, Revenue Rulings and other forms of guidance.

1 Revenue Ruling 68-609 was issued to clear up misunderstandings regarding the
use of the formula method in the valuation of goodwill.

1 RR 68-609 suggested stratified rates of return and provided an example with
specific discount rates.

1 The Formula Method evolved with improved information on methods for determining
rates of return into the Multi-Period Excess Earnings Method (MPEEM). While valid
for valuing several types of intangible assets, the MPEEM is infrequently used in
valuing total businesses since methods of direct valuation are available.

C) Purchase Price Allocations for Tax Reporting Purposes

9 Prior to the enactment of Internal Revenue Code Section 197 (IRC8197) (and for
certain intangible asset excluded from IRC8197), intangible assets acquired as part
of a business acquisition could be amortized for tax reporting purposes if the
intangible had:

(&) An ascertainable value separable from goodwill, and;
(b) A determinable useful life

1 Many valuation technigues used in valuing intangible assets and estimating useful
lives were developed and litigated with the IRS prior to the enactment of IRC§197.

D) Valuation of Intangible Assets for Tax Reporting Purposes

9 Prior to the enactment of IRC8197, the valuation of intangible assets was a frequent
area of dispute between the IRS and various corporate taxpayers that had recently
made an acquisition.

1 Under prior tax law, intangible assets with an ascertainable useful life could be
valued separate from goodwill. As a result, this value would be amortized for tax
reporting purposes resulting in reduced taxable income and tax expense.
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1 Given complexities of the issues, IRC8197 was enacted which resulted in 15-year
tax amortization for all intangible asset value (see IRC8197 for exceptions for
certain types of intangibles and industries).

E) In-Process Research and Development

T In 1999, the Securities and Exchange Commission raised concerns that corporate
earnings were being managed by classifying a significant portion of the price of an
acquired entity as in-process research and development (IPR&D), which is
immediately written off in a business combination and accounted for as a purchase.

1T According to the then SEC chief accountant L
of IPR&D appear to be caused frequently by management's treatment of attributes
of capitalized assets as if they were attributes of IPR&D. A common practice
problem is the bifurcation of purchased rights to technology into two categories: the
immediate value of any presently completed product, and the future value of the
right to enhance or embellish that product. The latter right was deemed to be IPR&D
becausethatri ght wi | | be used in research and deve

9 This scrutiny resulted in an increased focus on valuations of intangible assets and
additional accounting guidance including the American Institute of Certified Public
Accountants Accounting & Valuation Guide: Assets Acquired in a Business
Combination to Be Used in Research and Development Activities: A Focus on
Software, Electronic Devices, and Pharmaceutical Industries. Latest Final
Document released in 2013.

F) Key Developments Involving Fair Value Estimates for Non-Financial Assets and
Liabilities

T 19981 IPR&D valuations receive increased scrutiny by the SEC and AICPA.
Various valuations revised and financial statements restated.

200171 FAS 141, Business Combinations (now ASC 805), dramatically
changes accounting for intangible assets

T 20017 FAS 142, Goodwill and Other Intangible Assets (now ASC 350),
provides guidance on impairment of goodwill and other indefinite lived
intangible assets

1 200271 FAS 144, Accounting for the Impairment or Disposal of Long-Lived
Assets (now ASC 360), provides guidance on the impairment of finite lived
intangible (and tangible assets)

200671 FAS 157, Fair Value Measurement (now ASC 820), significantly
enhances and standardizes valuation concepts and fair value measurement
under US GAAP
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G) Key Developments Involving Fair Value Estimates for Non-Financial Assets and

Liabilities

T 200871 FAS 141R, Business Combinations, (now ASC 805) replaced FAS
141 and included further changes impacting intangible assets

1 200971 Accounting Standards Codification reorganized GAAP
pronouncements into a consistent structure

f 20117 FASB adds qualitative assessment for goodwill impairment
assessment to ASC 350

T 2011 and 20137 Paul Beswick speeches on valuation profession

T 20147 PCC simplification of goodwill impairment testing for private
companies

1 IFRS changes in accounting standards are somewhat similar to those

occurring under U.S. GAAP

H) Key Developments Involving Fair Value Estimates for Non-Financial Assets and

Liabilities

1 20147 PCC simplification of business combinations requirements to
exclude customer-related intangibles and non-competition agreements

T 20157 FASB revises ASC 350 goodwill impairment testing. Step two
eliminated

1 20157 Efforts to enhance quality of financial reporting valuations begin

T 201771 Mandatory Performance Framework and CEIV designation released

Il Reasons for Valuing Intangibles

1

1

Compliance

o Financial Reporting

o Taxation
1) Estate and Gift
2) Transfer Pricing
3) Ad Valorem

Transactions

0 Licensing

o Financing

o0 Transaction Support
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9 Litigation
o Marital Dissolution
o Infringement
o Bankruptcy
A) Financial Reporting

1 For financial reporting, fair value accounting requires the valuation of
intangible assets acquired as part of a business acquisition. The value not
only needs to be known at the date of acquisition, but at other times to test
for possible impairment of the value of the asset.

I The guidance for valuing intangible assets for financial reporting is
continuously evolving and may vary between International Financial
Reporting Standards (IFRS) and US Generally Accepted Accounting
Principles (GAAP) and other accounting standards.

1 ASC 805, Business Combinations and IFRS 3, Business Combinations,
address allocation of all assets purchased (including goodwill and other
intangible assets) in business combinations.

T ASC 350, Intangiblesi Goodwill and Other and IAS 36, Impairment of
Assets, relate to impairment of goodwill and other indefinite lived intangible
assets.

1 ASC 360, Property, Plant & Equipment, relates to impairment testing of long
lived assets (both tangible and intangible) with definite lives.

1 IAS 38, Intangible Assets, provides guidance on impairment of intangibles
B) Taxation of Intercompany or International Transfers

I Transfers between related parties are scrutinized by international, federal
and state taxing authorities as these transfers could potentially result in the
inappropriate transfer of taxable income and tax liabilities from one tax
jurisdiction to another.

I The valuation of the transferred asset and the determination of appropriate
intercompany charges can be crucial in supporting the reasonableness of
those transactions before taxing authorities.

I Itis important to be familiar with accepted methods and terminology specific
to each taxing authority.

(a) Internal Revenue Code Section 482 (IRC8482) relates to transfer pricing.

(Regarding intangible assets | RCA482 states,
intangible property, the income with respect to such transfer or license shall be
commensurate with the income attributable t
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(c) Many other countries as well as many states in the US have adopted rules and
regulations similar to IRC8482.

C) Taxation of Intercompany or International Transfers

T International transfer pricing rules outside of the U.S. vary.

(a) The OECD Guidelines (Organisation for Economic Co-operation and
Development) has issued transfer pricing guidelines (OECD Guidelines) that
have been adopted in some form by more than 50 countries (including the US)

(b) Local Country Rules i Many countries (including those that follow the OECD
framework) have issued transfer pricing regulations with country-specific
requirements

(c) US transfer pricing regulations under Section 482 are among the most
voluminous and comprehensive in the world

T Aln particul ar, val uati orchaseprice i nt angi bl e
allocations performed for accounting purposes are not determinative for
transfer pricing purposes and should be utilised in a transfer pricing analysis

with caution and caref ul consideration o
OECD Revised discussion draft on transfer pricing aspects of intangibles, 30
July 2013

D) Ad Valorem or VAT Taxes

I Itis possible to separate the intangible asset value from the assessable
(taxable) real property value (physical assets) for use in establishing the
appropriate assessed value for property taxes.

(a) In certain jurisdictions, property taxes are based solely on the value of tangible
assets.

(b) Also, tax rates may differ between real property and personal property.

I Certain types of real property may include intangible asset values as well as
the value of the land and building.

(a) Health care entity values may include trademarks, patient lists, certificates of
need, and other intangibles.

(b) Restaurant values may include significant contribution from franchise rights (i.e.,
McDonalds).

(c) Hotels.

E) Inheritance Taxes

1 Individuals may own intangible assets such as patents, trademarks,
copyrights, film rights, etc.
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1 Since many intangible assets may survive beyond the life of the individual,
the fair market values of these intangible assets may require valuation for
estate and/or gift tax purposes.

F) Licensing

1 The licensing of the rights to an intangible asset provide the owner of that
asset the ability to expand the use of the intangible and maximize returns in a
manner that they may not otherwise be able to achieve.

T Through licensing, the owner grants certain of his/her rights to another in
return for monetary compensation.

1 The beginning process to the licensing negotiations may involve
consideration of t h at ncée antalemagve tollicensiags s et 6 s
is selling the intangible asset.

G) Financing
T Intangible assets make up a large component of the value of a business.

1 Today, many banks and other financial institutions are increasingly willing to
make loans based on the increased relative certainty of cash flows of
businesses with valuable intangible assets.

I Intangible assets, such as trademarks, broadcasting rights, licenses, or other
transferable intangible assets, are increasingly being specifically pledged as
collateral for borrowing.

H) Transaction Support

1 Intangible assets are most frequently transacted as a component of a sale of
a business enterprise. However, there are increasing instances of sales of
specific intangible assets.

I Individual transactions involving intangibles are being facilitated by a growing
number of groups dedicated to bringing together intangible asset owners
(often universities performing research) with buyers who can use those
assets in the creation of commercially viable products or services.

I Intransactions involving businesses, intangible assets are increasingly major
components of the value. Establishing their value can be an important if not
critical part of the due diligence process. It not only allows for consideration
of the effects on value, but for determining the tax and financial reporting
effects of the transaction on a post-transaction basis.

1) Marital Dissolution

1 Business owners or individuals may own intellectual property. If there is a
divorce, these assets become part of the marital property to be divided in a
marital dissolution.
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1 Celebrity divorces in particular may have significant intellectual property.

J) Infringement Damages

1 Contractual or legal rights related to intangible assets may be infringed
resulting in lost profits or diminution in value.

T The value of the intangible asset may be the basis for establishing damages
caused by the infringement.

K) Bankruptcy

T Intangible assets (whether pledged as collateral or not) may need to be
valued in the event of a bankruptcy action.

T The value of these intangible assets is necessary for presenting these assets
to the court as part of the plan of reorganization or as payment to parties to
the bankruptcy action.

T Accounting Standards Codification 852, Reorganizations. (often referred to
asifr-esart accountingo) addresses valuat:
are exiting bankruptcy proceedings. ASC 852 requires valuation of the
intangible assets, just like a business combination. The bankruptcy action is
effectively an acquisition of the firm by the creditors and any other parties
that receive equity in the recapitalized firm.
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Il International Valuation Standards

A) Section 210 Intangible Assets

1 In 2017, the International Valuation Standards Council issued updated International
Valuation Standards. In addition to general standards covering all valuations, the
IVS included Section 210 Intangible Assets.

9 Contents of Section 210 include:

o Overview 10
0 Introduction 20
o0 Bases of Value 30
0 Valuation Approaches and Methods 40
0 Market Approach 50
0 Income Approach 60
o0 Cost Approach 70
0 Special Considerations for Intangible Assets 80
o Discount Rates/Rates of Return for Intangible Assets 90
o Intangible Asset Economic Lives 100
0 Tax Amortisation Benefit (TAB) 110

IV Definitions
A) Intangible Assets

T International Accounting Standard 38, paragraph 8 defines intangible assets
as fi dent-mdneatbdrey naoss et without physical

0 ASC 350, Intangibles-Goodwill and Other defines intangible assets as
Mssets (not including financial assets) that lack physical substance. (The
term intangible assets is used in this Statement to refer to intangible

~

assets other than goodwill . ) o

0 IVSC GN 4 Valuation of Intangible Assets paragraph 3 defines an
i ntangi bl e ammaary asset thdt Aanifestsitself by its
economic properties. It does not have physical substance but grants
rights and economic benefits to its owner or the holder of an interest.

o The International Glossary of Business Valuation Terms (IGBVT)?! defines
intangi bl e as gpkysical assets sifich as franchises, trademarks,
patents, copyrights, goodwill, equities, mineral rights?, securities and
contracts (as distinguished from physical assets) that grant rights and
privileges, and have value for the owner. 0

0 Note difference in treatment of goodwill between ASC 350 and IGBVT.

LIGBVT 2001 is a glossary of business valuation terms prepared jointly by
the AICPA, ASA, CICBV, IBA, and NACVA.

- 2 EITF 04-02 states that mineral rights are a tangible asset.
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B) Intangible Asset Definition Pursuant to IRC 482, Allocation of Income and Deductions
Among Taxpayers

T Section 482 of the U. S. Il nternal Revenu.
Pricingo): For pur poses of Section 482, a
comprises any of the following items and has substantial value independent
of the services of any individual:

(a) Patents, inventions, formulae, processes, designs, patters, or know-how
(b) Copyrights and literary, musical, or artistic compositions

(c) Trademarks, trade names, or brand names

(d) Franchises, licenses, or contracts

(e) Methods, programs, systems, procedures, campaigns, surveys, studies,
forecasts, estimates, customer lists, or technical data

(f) Other similar items where value is derived not from physical attributes but from
intellectual content or other intangible properties

C)l ntell ectuali Greations ef the mind(i dréalvé Wworks or ideas embodied in
a form that can be shared or can enable others to recreate, emulate, or manufacture
them.

9 Four ways to protect intellectual property include:
(a) Patent,
(b) Trademark,
(c) Copyright, or
(d) Trade secret.

D) Patenti A patent is a document which describes an invention which can be
manufactured, used, and sold with the authorization of the owner of the patent. An
invention is a solution to a specific technical problem. A patent document normally
contains at least one claim, the full text of the description of the invention, and
bibliographic information such as the applican
is limited in time (generally 15 to 20 years from filing or grant). It is also limited
territorially to the country or countries concerned.

I A patent is an agreement between an inventor and a country. The agreement
permits the owner to exclude others from making, using or selling the
claimed invention. [World Intellectual Property Organization (WIPO)
PatentScope Glossary]

 What does it protect
o0 Composition of matter (pharmaceuticals)

0 Apparatus
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o Composition of matter (materials)
0 Method of Use
0 Manufacturing process
o Formulation
1 Key valuation questions
o Does it protect characteristics perceived to be of value by consumers?
o How broadly does it exclude others? (ho
E) Copyright

T Aformofpr ot ecti on provided to the authors o
including literary, dramatic, musical, artistic, and certain other intellectual
works, both published and unpublished. [U.S. Library of Congress, Circular 1]

1 The 1976 Copyright Act generally gives the owner of a copyright the
exclusive right to reproduce the copyrighted work, to prepare derivative
works, to distribute copies or phonorecords (recordings) of the copyrighted
work, to perform the copyrighted work publicly, or to display the copyrighted
work publicly.

I The copyright protects the form of expression rather than the subject matter
of the writing. For example, a description of a machine could be copyrighted,
but this would only prevent others from copying the description; it would not
prevent others from writing a description of their own or from making and
using the machine.

—a
o

Copy ghts protect original wor ks of aui
f e X essi n

~

roi t
pr si o o}
T U.S. Copyright Act lists eight protected categories:
(a) Literary works
(b) Musical works
(c) Dramatic works
(d) Pantomimes and choreographic works
(e) Pictorial, Graphic and sculptural works
(f) Motion Picture and other audiovisual works
(g) Sound recordings
(h) Architectural works

Source: Litigation Services Handbook 5™ edition: The Role of a Financial Expert,
Chapter 18, John Wiley & Sons
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F) Trademarks and Trade Secrets

1 Trademarks i Protect words, names, symbols, sounds, or colors that
distinguish goods and services from those manufactured or sold by others
and to indicate the source of the goods. Trademarks, unlike patents, can be
renewed forever as long as they are being used in commerce. [USPTO
Glossary]

I Trade secreti Information, including a formula, pattern, compilation,
program, device, method, technique or process that: (i) derives independent
economic value, actual or potential, from not being generally known to, and
not being readily ascertainable by proper means by, other persons who can
obtain economic value from its disclosure or use, and (ii) is the subject of
efforts that are reasonable under the circumstances to maintain its secrecy.
[Section 1(4) of the Model Uniform Trade Secrets Act]. In the U.S., trade
secrets are governed by state laws. [USPTO Glossary]

G) Trade Dress and Service Mark

f Tradedressi A product 6s desi gn, product packag
distinguishing nonfunctional element of appearance. [USPTO Glossary]

T Service mark i A word, name, symbol or device that indicates the source of
the services and to distinguish them from the services of others. A service
mark is the same as a trademark except that it identifies and distinguishes
the source of a service rather than a product. The terms "trademark" and
"mark" are often used to refer to both trademarks and service marks.
[USPTO Glossary]

o Fair Value in A Financial Reporting Context

H) Fair Value in a Financial Reporting Context

I Fair Value (Accounting Definition under IFRS 13 and ASC 820):

@AFair value is the price that would be rece
a liability in an orderly transaction between market participants at the
measurement date. o0 -l0k2B)RS 13 and ASC 820

(b)AANn or der | \satransactisnahattassumes exposure to the market for
a period prior to the measurement date to allow for marketing activities that are
usual and customary for transactions involwv
(IFRS 13 and ASC 820-10-20)

(c) A T h ansaction to sell the asset or transfer the liability is a hypothetical
transaction at the measurement date, considered from the perspective of a
market participant that holds the asset or owes the liability. Therefore, the
objective of a fair value measurement is to determine the price that would be
received to sell the asset or transfer the liability at the measurement date (an exit
price). o0 (Il FRS101333)and ASC 820

(d) Fair value was previously thought to be an entry price (buy-side); what a
company would pay to acquire an asset or pay to settle a liability.
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(e) A fair value measurement is for a particular asset or liability. Therefore, the
measurement should consider attributes specific to the asset or liability, for
example, the condition and/or location of the asset or liability and restrictions, if
any, on the sale or use of the asset at the measurement date. (ASC 820 and

IFRS 13)

(H AiThe asset or Iliability might be a standal c
financial instrument or an operating asset) or a group of assets and/or liabilities
(for example, an asset group, a reporting U
820)

(9) Itis essential to view fair value from the point of view of market participants
rather than a specific entity. Market participants are unrelated parties,
knowledgeable of the asset or liability given due diligence, willing and able to
transact for the asset/liability, and may be hypothetical. (IFRS 13 and ASC 820)

Y Fair Value Under IFRS, Fair Value Measurement, International Financial
Reporting Standard 13 (paragraph IN6):

o0 This IFRS 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 (an exit price). The definition
of fair value retains the exchange price notion in the definition of fair value
used previously (i.e. the amount for which an asset could be exchanged,
a liability settled, or an equity instrument granted could be exchanged,
between knowledgeabl e , willing parties in an arm

I) Fair Value in a Legal Context

1 In alegal setting, fair value determinations for intangible assets are limited.
Celebrity goodwill is one area of legal dispute. Personal or professional
goodwill of a business is another area.

I Often used in dissenting stockholder actions and shareholder oppression
cases.

I The definition varies from jurisdiction to jurisdiction as specified in state
statutes and developed in the statebs ca:

T In some jurisdictions, the fair value of a stock interest may exclude valuation
discounts that might be appropriate in estimating the FMV of the interest. The
exclusion of t hese discounts may refl ect
bringing the suit for the oppression of the controlling shareholders rather than
the FMV of the interest. As such, -t his n
based, not economically-based.

J) Fair Market Value

I Fair Market Value: Fair market value (FMV) is the most common standard of
value used in business appraisals today, particularly for U.S. tax-related
appraisals. Two definitions are classically given to this standard:
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o0 The price at which the property would change hands between a willing
buyer and a willing seller, when the former is not under any compulsion to
buy and the latter is not under any compulsion to sell; both parties having
reasonable knowledge of relevant facts. [Revenue Ruling 59-60]

o0 The price, expressed in terms of cash equivalents, at which property
would change hands between a hypothetical willing and able buyer and a
hypot heti cal wi |l I i ng a+edgthantah agpenarell | er ac
unrestricted market, when neither is under compulsion to buy or sell and
when both have reasonable knowledge of the relevant facts. (Note: In
Canada, the term Apriceodo should be repl
price. 0) [ | GBVT]

K) Intrinsic Value and Investment Value

9 Intrinsic Value

(a) The value that a prudent investor considers, on the basis of an evaluation or
available facts, to be the "true" or "real" value that will become the market value
when other investors reach the same conclusion. [IGBVT]

(b) What the value should be based on analysis of all the fundamental factors
inherent in the business or the investment. Intrinsic value does not consider
extreme aspects of market conditions and behavior (such as observed during the
peak of the 1998-2001 bubble).

(c) Does NOT reflect current market but expectation of what the market will
eventually realize as value.

L) Investment Value - The value to a particular investor based on individual investment
requirements and expectations. [Note: in Canada, the term used is "Value to the
Owner."] [IGBVT]

M) Goodwill in Multiple Contexts

I The term Goodwill is defined by different bodies in ways that differ
significantly. These vary depending on the defining body and range from a
distinct set of undefined intangibles to all intangible assets of a business.

(&) ASC 3501 provides a definition of goodwill separate from other intangible
assets. Itdefihnesgoodwi | | as hetchseof am acquiresd entitg dver t
the net of the amounts assigned to assets acquired and liabilities assumed. The
amount recognized as goodwill includes acquired intangible assets that do not
meet the criteria in ASC 805, Business Combinations, for recognition as an asset
apart from goodwill . 0

(b)IGBVTidef i nes goodwi || as Athat intangibl e as
reputation, customer loyalty, location, products, and similar factors not separately
identified. O

(c) IRS Glossary to Publication 5517 defnes goodwi |l |l as fAthe value
business based on expected continued customer patronage due to its name,
reputation, or any other factor. o
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N) Premise of Value

T Premise of Value i an assumption regarding the most likely set of
transactional circumstances that may be applicable to the subject valuation;
e.g., going concern, liquidation. [IGBVT]

T There are two basic premises of value:
(a) Going concern value and
(b) Liguidation value.

1 Under each premise of value, there exist certain other assumptions
regarding the purpose of the valuation that affect the choice of the standard
of value.

O) Revised Definition of a Business under ASC 2017-01

1 On January 5, 2017, the Financial Accounting Standards Board (FASB)
issued a new Accounting Standards Update (ASU) No. 2017-01, Business
Combinations (Topic 805): Clarifying the Definition of a Business. The
definition of a business affects many areas of accounting (e.g., acquisitions,
disposals, goodwill impairment, consolidation).

1 There are a number of accounting differences between business
combinations and asset acquisitions. These include the recognition of
goodwill and in-process research and development (IPR&D) intangible
assets in business combinations and the divergent treatment of deferred
income taxes, contingencies, transaction costs, among others.

T Impact of the revised guidance is that fewer transactions that were
previously classified as acquisitions of a business and accounted for
pursuant to ASC 805 will now be considered asset acquisitions. ASU 2017-
01 is expected to reduce the number of transaction in the real estate and
pharmaceutical and life sciences industries that will qualify as business
combinations.

I IFRS is also working on a project to revise the definition of a business. This
project was still in process when this module was finalized.

1 ASU 2017-01 introduces an initial required screen that, if met, eliminates the
need for further assessment. Companies will first consider whether
substantially all of the fair value of gross assets acquired is concentrated in
a single asset (or a group of similar assets). If so, the assets acquired would
not represent a business. If not, then further analysis is required.

9 If the first screen is not met, to be considered a business, an acquisition
would have to include an input and a substantive process that together
significantly contribute to the ability to create outputs

f ASU2017-01 narrows the definition of fout pu
is described in ASC 606, Revenue from Contracts with Customers
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P) Revised Definition of a Business under IFRS

9 The IASB decided in October 2015 to issue narrow scope amendments
aimed at resolving the difficulties that arise when an entity is determining
whether it has acquired a business or a group of assets. An exposure draft
was published on 28 June 2016 with comments requested by 31 October
2016. Final amendments are expected in H1 2018.

I A business consists of inputs and processes applied to those inputs that
have the ability to contribute to creating outputs, while a business need not
include all of the inputs or processes that the seller used in operating that
business and need not have an output. However, if there is no output, the
set is a business only if it includes an organised workforce with the
necessary skills, knowledge, or experience to perform an acquired
substantive process that is critical to the ability to develop or convert another
acquired input into output.

T If substantially all of the fair value of the gross assets acquired is
concentrated in a single identifiable asset or group of similar identifiable
assets, then the set of activities and assets is not a business.

T The exposure draft notes that IFRS 3 is the result of a joint project between
the IASB and the FASB and the business combinations requirements under
IFRSs and US GAAP are substantially converged. However, even though
the FASB (that had received similar feedback) and the IASB have worked
together to respond to problems with the definition of a business, the IASB
decided to expose amendments to the application guidance of IFRS 3 that
are different from the wording exposed by the FASB in November 2015
although the results are expected to be substantially the same.

Q) Liquidation Value

I Liquidation Value i The net amount that would be realized if the business is
terminated and the assets are sold piecemeal. Liquidation can be either
"orderl y" or "forced. 0 [ GBVT]

M Orderly Liquidation Value i Liquidation value at which the asset or assets
are sold over a reasonable period of time to maximize proceeds received.
[IGBVT]

I Forced Liquidation Value i Liquidation value, at which the asset or assets
are sold as quickly as possible, such as at an auction. [IGBVT]

I The liguidation value and going concern value of specific intangible assets
may differ dramatically depending on the characteristics of the intangible
asset and the facts and circumstances unigue to the business. For a going
concern, the liquidation value of an intangible asset would often be
significantly reduced (or $0) as the value of intangibles can often best be
recognized as a part of an ongoing business enterprise.
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R) Replacement and Reproduction Cost (Cost Approach Definitions)

1 Replacement Cost New i the current cost of a similar new property having

the nearest equivalent utility to the property being valued
[IGBVT]

1 Reproduction Cost New i the current cost of an identical new property
[IGBVT]
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Chapter 2717 Accounting Overview

| Topics
A) Key Accounting Releases
B) Financial Statement Impacts
C) Identification of Intangible Assets
D) ASC 820 and IFRS 13
E) Other Issues
F) FASB Valuation Resource Group
G) Developments in Financial Reporting
H) Treatment of Internally-generated Intangible Assets

I) Accounting Requirements on Fair Value

Il Key Accounting Releases

A) Fair Value Measurement
T ASC 820 (formerly FAS 157) and IFRS 13

1 Two standards are highly converged i joint presentation by FASB and IASB
Valuation Specialists at ASA Fair Value conference in May 2011

B) Business Combinations
1 ASC 805 (formerly FAS 141R), IFRS 3
1 Two standards are highly converged
C) Intangible Assets
1 ASC 360, Property, Plant and Equipment
1 IAS 38, Intangible Assets
D) Goodwill Impairment

T 1AS 36, Impairment of Assets (one standard for finite and indefinite lived
intangibles)

T ASC 350-20, Intangibles - Goodwill and Other (formerly FAS 142)
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E) Impairment of Finite Lived Assets
1 IAS 36, Impairment of Assets

T ASC 360, Property, Plant and Equipment (formerly FAS 144, Accounting for
the Impairment and Disposal of Long-Lived Assets)

F) Reorganizations

1 ASC 852-10-45-19, Reorganizations (formerly SOP 90-7, Financial Reporting
by Entities in Reorganization Under the Bankruptcy Code)

Il Goals

A) More relevant financial statements due to shift from historical cost to fair value based
statements (see comments in Section 1)

T Financial performance (Income Statement)
1 Financial condition (Balance Sheet)

B) Giveinvestors moreinf or mat i on about a companydés intangib

IV nnProcess Research & Development (Al PR&D0O) Val uat

A) Overview

T In-process research & development (IPR&D) is a complex valuation area.

I Limited guidance in the valuation of IPR&D led to disagreements regarding
the value of IPR&D and the development of an AICPA Practice Aid and other
guidance to assist valuation professionals and accountants in the valuation of
IPR&D.

1 AICPA Accounting & Valuation Guide entitled Assets Acquired in a Business
Combination to Be Used in Research and Development Activities: A Focus
on Software, Electronic Devices, and Pharmaceutical Industries was issued
by the IPR&D Taskforce of the AICPA in 2001 to provide valuation guidance.
Updated Final Document issued by AICPA in 2013.

I The Practice Aid was developed by a group including:
(a) Accountants
(b) Valuation professionals
(c) Observers from the SEC and FASB

B) Background on Accounting Treatment

1 IPR&D is development stage technology that meets certain accounting
requirements.
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1 Prior to ASC 805 (FAS 141R in 2007), the fair value of IPR&D was written off
at acquisition. Under 141R, value is capitalized. Written off if determined to
be without value or amortized when put in use.

(a) Write-off of IPR&D reduces the asset base of the buyer.
(b) Intangibles value subject to future amortization would be reduced.
(c) Results in:

- Improved future earnings (less amortization expense and reduced risk of
future impairment charges), and

- Increased return on assets (fewer assets on the balance sheet).

1 Due to limited valuation guidance and other factors, valuation professionals
and management overvalued IPR&D in the past.

C) FASB, SEC and AICPA Actions

T Lack of valuation guidance on IPR&D and divergence in practice led to action
by the FASB, SEC and AICPA.

T 1998 statementby SEC Chi ef AcC Cc 0 un éexeebstwrité-offa¥ n Tur n
of In-process Research and Development costs. ©

T Comments by SEC Chairman Arthur Levitt regarding earnings management
including IPR&D related charges.

I Various actions were associated with greater scrutiny of IPR&D valuations:
(a) In 1998, SEC stated concerns regarding IPR&D valuations and write-offs.
(b) In 1999, SEC contacted 150 companies with significant IPR&D write- offs.

(c) AICPA cautioned its members on audit risks of improperly recorded IPR&D.
D) Comments

T SECst af f Afidentified cir ciassappaanatadds wher e
with the fair value assigned to that asset as part of the purchase price
all ocationd (Turner 1998a) .

9 n ) . . Management 6s considerations i n n
support, and sometimes directly contradicted, its assertion in the financial
statements that the R&D project was the most valuable acquired asset.
Presentations made by the target companies and members of management
to the Boards of Directors inconsistent with assumptions used to value the
IPR&D. In some acquisitions, management had made little effort to
investigate the R&D project that it later valued so highly. There appeared to
beacompletedi sconnect bet ween management 6s b
the appraisals it was tendering to the independent accountant in support of

~

the accounting. O
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9 i Abuses of.the valuation of IPR&D also are expected. This trend of
larger write-offs could undermine public confidence in financial statements
and presents significantch al | enges f or the accounting

E) Changes in Value

9 Prior valuations of IPR&D were revised and financial results of the buyer
were restated.

1 In a study by Dowdell and Press of 98 restatements in 1998 and 1999, the
mean change in IPR&D as a result of restatements were as follows:

(a) Initial IPR&D of 66% of acquired assets
(b) Restated IPR&D of 25% of acquired assets
(c) Decrease in value of IPR&D of 62%

1 Source: Thomas D. Dowdel I , Eric Press, iAThe
financial statement reporting of in-process research and development
e X p e n 3oarnabof Accounting and Public Policy, 2004.

F) Balance Sheets Before and After Restatement

The average balance sheets of the 98 firms are presented below.

Asset Before After Change
IPR&D 66% 25% (41%)
Goodwill 11% 39% 28%
Other intangibles 13% 27% 14%
Tangible assets 6% 7% 1%
Other assets 3% 1% (2%)
Total 100% 100%

Source: Dowdell and Press

Houlihan Lokey 2074 Purchase Price Allocation Study indicated 40 of 536
transactions reported IPR&D. Median allocation to IPR&D was 6%, mean was
26% and high was 100% for transactions with IPR&D recorded.

V Financial Statement Impact
A) A Potentially Material Impact on Financial Results and Stock Price

1 Most long-lived intangible assets acquired (excluding goodwill and some
trade names as examples) are amortized to the income statement for
financial reporting purposes. (Many internally developed intangible assets
are generally not capitalized onto balance sheet but outflows are
immediately expensed.)
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1 Amortization expense on acquired intangible assets reported as a
component of operating expense.

T Goodwill impairment charges are expensed as SG&A expense.
T Increases in value of intangible assets are:
(&) NOT recognized in the income statement, or

(b) NOT reflected as increases of asset values on the balance sheet.
B) Financial Reporting After a Business Combination

i Determine the total fair value of the purchase price.

@Focus on fair value of acquired companyds ¢
Invested Capital, or MVIC).

(b) Under ASC 805, purchase price excludes deal-related costs, such as
restructuring and transaction costs (these costs are not part of the fair value of
the business and, by themselves, do not represent assets (i.e., future economic
benefits).

(c) Current liabilities added to MVIC of acquired company to arrive at its total asset
base.

I Allocate purchase price to identifiable assets and liabilities rigorously:
(a) Tangible assets and all liabilities

(b) Identifiable intangible assets i finite life (e.g., royalty and license agreements,
contracts, patents, etc.)

(c) Identifiable intangible assets i indefinite life (e.g., Federal Communication
Commi ssion (AFCCO0) Ilicenses, certain trade

(d) Goodwill for the excess

1 Netincome and EPS typically reduced by the stepped up depreciation of
tangible assets and amortization of intangible assets with a defined life
(same as before).

C) Three Fundamental Questions for Intangible Assets in a ASC 805 (FAS 141) Context

1 Unlike most other intangible assets, goodwill is not amortized for financial
reporting purposes but is tested for impairment periodically. This important
difference leads to several important issues.

I What intangible assets should be recognized apart from goodwill?
o Primarily an accounting question

9 How much value should be ascribed to these?
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(a) A valuation question
(b) The economic life of an intangible asset is a valuation question.
1 Over what period and method should the intangible value be amortized?

o0 The amortization (accounting) life is an accounting issue determined by
management and audited/reviewed by the auditor.

D) Example

1 Target Company was acquired for $100 million by a publicly held firm. For
simplicity, assume the buyer did not have any other operations or assets
beyond cash used to make the acquisition.

1 Assume two different allocations of purchase price and note the differing
financial results:

(a) Scenario 11 Allocation with significant amortizable intangibles

(b) Scenario 27 Allocation with reduced value to amortizable intangible and
increased allocation to residual goodwiill

T The following slides present some of the differing financial statement
impacts of the differing allocations between amortizable and non-
amortizable intangibles.

E) Two Different Allocations

COMPARATIVE INCOME STATEMENTS - DIFFERENT INTANGIBLE ASSET ALLOCATIONS

($in 000's)
Significant Significant
Customer Value Goodwill Value
Book Fair Amort Fair Amort
Assets Value Value Period Value  Period
Net Working Capital (Excl. Excess Cash) 5,000 5000 NA 5000 NA
Fixed Assets 10,000 000" 5 " 100007 5
Trade Name - 5,000 Indefinite 5,000 Indefinite
Existing Customer Relationships - 50,000 " 5 20000 4
Assembled Workforce - 3,000  Indefinite 10,000 Indefinite
Goodwill, Excluding Assembled Workforce - 27,000 Indefinite 50,000 Indefinite
Total Purchase Price 100,000 100,000
Calculation of Annual Amortization Expense Calculated Projected Amortization Expense Each Year
Fair Value 1 T T3 T Ty T
Existing Customers - Significant Value 50,000 10,000 10,000 10,000 10,000 10,000
Existing Customers - Low Value 20,000 5000 5000 5000 5,000
Difference 30,000 5000 5000 5000 5000 10,000
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F) Comparative Income Statement Data

COMPARATIVE INCOME STATEMENTS - DIFFERENT INTANGIBLE ASSET ALLOCATIONS

Future Projected Fiscal Years

($in 000s) 1 2 3 4 5 6
EBITDA
Significant Amortizable Intangibles (%) 25,000 27,500 30,250 33,275 36,603 40,263
Significant Allocation to Goodwiill (6)] 25,000 27,500 30,250 33,275 36,603 40,263
Difference 0 0 0 0 0 0
EBIT

Significant Amortizable Intangibles ($) 14,000 16,500 19,250 22,275 25,603 39,263
(%) 14.0% 15.0% 15.9% 16.7% 17.5% 24.4%
Significant Allocation to Goodwiill ($) 19,000 21,500 24,250 27,275 35,603 39,263
(%) 19.0% 19.5% 20.0% 20.5% 24.3% 24.4%

Difference (5,000) (5,000) (5,000) (5,000)  (10,000) -
NET INCOME
Significant Amortizable Intangibles ($) 5,600 7,225 9,013 10,979 13,142 25,521
(%) 5.6% 6.6% 7.4% 8.2% 9.0% 15.8%
Significant Allocation to Goodwill (%) 10,600 12,225 14,013 15,979 23,142 25,521
(%) 10.6% 11.1% 11.6% 12.0% 15.8% 15.8%
Difference (5,000)  (5,000)  (5,000)  (5,000) (10,000) -
Notes:

(%) represents margin as a percentage of revenues
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G) Future Income Statements i Significant Amortizable Intangibles

PROJECTED INCOME STATEMENTS - SIGNIFICANT ALLOCATION TO AMORTIZABLE INTANGIBLE ASSETS
Appraisal Format - Depreciation and Amortization Presented Separately

December 31

Year 1 Year 2 Year 3 Year 4 Year 5 Year 6

Revenue (1) $ 100,000 $ 110,000 $ 121,000 $ 133,100 $ 146,410 $ 161,051
Cost of Goods Sold 50.0% 50,000 55,000 60,500 66,550 73,205 80,526
Gross Profit 50,000 55,000 60,500 66,550 73,205 80,526
SG&A Expenses 25.0% 25,000 27,500 30,250 33,275 36,603 40,263
EBITDA 25,000 27,500 30,250 33,275 36,603 40,263
Deprecation 1,000 1,000 1,000 1,000 1,000 1,000
Amortization 10,000 10,000 10,000 10,000 10,000 o]
Operating Income (EBIT) 14,000 16,500 19,250 22,275 25,603 39,263
Interest Expense, Net [0} 0 0 0 0 0
Income Before Taxes 14,000 16,500 19,250 22,275 25,603 39,263
Tax Expense 8,400 9,275 10,238 11,296 12,461 13,742
Net Income $ 5,600 $ 7,225 $ 9,013 % 10,979 $ 13,142  $ 25,521
Net Income Margin 5.6% 6.6% 7.4% 8.2% 9.0% 15.8%

Notes:
Tax expenses reflects assumption of a stock acquisition. No tax amortization of acquired intangibles.
Tax expense is based on taxable income rather than reported pretax book income.
Firm continues to make capital expenditures, hence, depreciation stable over years of projection.

Calculation of Tax Expense:

EBITDA 25,000 27,500 30,250 33,275 36,603 40,263
Depreciation 1,000 1,000 1,000 1,000 1,000 1,000
Tax Amortization [0] 0 0 0 0 o]
Taxable Income 24,000 26,500 29,250 32,275 35,603 39,263
Tax Expense at 35% 8,400 9,275 10,238 11,296 12,461 13,742

H) Future Income Statements i Low Allocation to Amortizable Intangibles

PROJECTED INCOME STATEMENTS - SIGNIFICANT ALLOCATION TO NON-AMORTIZABLE INTANGIBLE ASSETS
Appraisal Format - Depreciation and Amortization Presented Separately

December 31

Year 1 Year 2 Year 3 Year 4 Year 5 Year 6

Revenue (1) $ 100,000 $ 110,000 $ 121,000 $ 133,100 $ 146,410 $ 161,051
Cost of Goods Sold 50.0% 50,000 55,000 60,500 66,550 73,205 80,526
Gross Profit 50,000 55,000 60,500 66,550 73,205 80,526
SG&A Expenses 25.0% 25,000 27,500 30,250 33,275 36,603 40,263
EBITDA 25,000 27,500 30,250 33,275 36,603 40,263
Deprecation 1,000 1,000 1,000 1,000 1,000 1,000
Amortization 5,000 5,000 5,000 5,000 0 0
Operating Income (EBIT) 19,000 21,500 24,250 27,275 35,603 39,263
Interest Expense, Net 0] 0 0 0 0 0
Income Before Taxes 19,000 21,500 24,250 27,275 35,603 39,263
Tax Expense 8,400 9,275 10,238 11,296 12,461 13,742
Net Income $ 10,600 $ 12,225 $ 14,013 $ 15,979 % 23,142 $ 25,521
Net Income Margin 10.6% 11.1% 11.6% 12.0% 15.8% 15.8%

Notes:
Tax expenses reflects assumption of a stock acquisition. No tax amortization of acquired intangibles.
Tax expense is based on taxable income rather than reported pretax book income.
Firm continues to make capital expenditures, hence, depreciation stable over years of projection.

Calculation of Tax Expense:

EBITDA 25,000 27,500 30,250 33,275 36,603 40,263
Depreciation 1,000 1,000 1,000 1,000 1,000 1,000
Tax Amortization 0 0 0 0 0 [0]
Taxable Income 24,000 26,500 29,250 32,275 35,603 39,263
Tax Expense at 35% 8,400 9,275 10,238 11,296 12,461 13,742
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I) Typical Income Statement Format i Low Allocation to Amortizable Intangibles

PROJECTED INCOME STATEMENTS - SIGNIFICANT ALLOCATION TO NON-AMORTIZABLE INTANGIBLES
Typical Annual Report Format - Depreciation and Amortization Included in SG&A Expense

December 31

Year 1 Year 2 Year 3 Year 4 Year 5 Year 6

Revenue $100,000  $110,000  $121,000  $133,100  $146410  $161,051
Cost of Goods Sold 50,000 55,000 60,500 66,550 73,205 80,526
Gross Profit 50,000 55,000 60,500 66,550 73,205 80,526
SG&A Expenses 31,000 33,500 36,250 39,275 37,603 41,263
Operating Income (EBIT) 19,000 21,500 24,250 21,275 35,603 39,263
Interest Expense, Net 0 0 0 0 0 0
Income Before Taxes 19,000 21,500 24,250 21,275 35,603 39,263
Tax Expense 8,400 9,275 10,238 11,296 12,461 13,742
Net Income $10,600 $12,225 $14,013 $15,979 $23,142 $25,521
Net Income Margin 10.6% 11.1% 11.6% 12.0% 15.8% 15.8%

J) Impact of Different Allocations

T As previously demonstrated, different allocations of purchase price will have
differing impacts on future financial results.

9 Scenario 11 Allocation with significant amortizable intangibles
o0 Higher amortization expense
o Lower risk of impairment
0 Less potential earnings volatility

1 Scenario 21 Allocation with reduced value to amortizable intangibles and
increased allocation to residual goodwill

0 Lower amortization expense

o0 Higher risk of impairment

o0 Greater potential earnings volatility
VI ldentification of Intangible Assets

A) There are many types of intangible assets.

B) A typical acquisition of a business enterprise and allocation of purchase price may
involve half a dozen or more intangibles identified and valued.

C) Certain intangibles dictated by industry:

I Patents/products in pharmaceutical / life sciences industries
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1

FCC licenses in broadcast industry
Core deposits in banking industry
Web site members valued in Internet industry

Production processes and patents valued for manufacturing companies

D) Definitions and Characteristics of an Asset

1

1

1

FASB Concepts Statement No. 6, Elements of Financial Statements,
paragraph 25 defines an asset as follows:

0 Assets are probable future economic benefits obtained or controlled by a
particular entity as a result of past transactions or events.

An asset has three essential characteristics:

(a) It embodies a probable future benefit that involves a capacity, singly or in
combination with other assets, to contribute directly or indirectly to future net
cash inflows.

(b) A particular entity can obtain the benefit and control others' access to it.

(c) The transaction or other event giving rise to the entity's right to or control of the
benefit has already occurred.

To identify an asset, ask yourself the following:

0 Isthere a future economic benefit? If so, to which entity does it belong?
What made it an asset of that entity?

E) Recognition of Acquired Intangible Assets

T Anintangible asset is identifiable (thus, should be recognized separate from

goodwill per ASC 805-20-25) if either:

(a) Contractual-legal, regardless of whether those rights are transferable or
separable from the entity or from other rights and obligations.

(b) Separable, that is, capable of being separated or divided from the acquirer and
sold, transferred, licensed, rented, or exchanged either individually or together
with a related contract, asset, or liability regardless of whether the entity intends
to do so.

Identifiable intangible assets can be measured and recognized.

Section 2.2.3 of the document entitled The Valuation of Customer-Related
Assets prepared by a Working Group of The Appraisal Foundation indicates
". . . the Working Group believes the criteria for recognition is intended to be
broad.”
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F) Reporting Intangible Assets Separate from Goodwill

T Ifit arises from Contractual or Legal Rights
(a) Contractual
- Customer contracts
- Rental contracts
- Other
(b) Legal
- Patents
- Trademarks
- Computer software

T Ifit can be sold, transferred, licensed, rented or exchanged separately (either
individually or in conjunction with other related assets)

o0 Technology
o Customer list
o Databases
o Process know-how
o Not workforce

G) Separability Criterion

T Anintangible asset is separable, if it is:

(a) Capable of being separated or divided from the acquired entity and
(b) Capable of being sold, transferred, licensed, rented, or exchanged

(c) Even if those exchange transactions are infrequent and regardless of whether
the acquiring entity intends to sell, lease or otherwise exchange that asset

H) Intangibles Acquired in a Business Combination

I Which criteria are appropriate for the following intangible assets acquired in a
business combination? Please fill in the blanks.
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Contractual - Separable
Legal

Trademarks / Trade Names

Non-competition Agreements

Customer Lists

Customer Contracts

Non-contractual Customer Relationships

Walk-in customers

Licensing / Royalty Agreements

Lease Agreements

Franchise Agreements

Broadcast Rights

Databases

Workforce (mandated as goodwill)

Employment Contracts

I) Intangibles Acquired in a Business Combination

I Which criteria relate to determination of the following as intangible assets

acquired in a business combination?

Contractual - Separable

Legal
Trademarks / Trade Names Y Y
Non-competition Agreements Y —
Customer Lists — Y
Customer Contracts Y Y
Non-contractual Customer Relationships — Y
Walk-in customers — —
Licensing / Royalty Agreements Y Y
Lease Agreements Y —
Franchise Agreements Y —
Broadcast Rights Y Y
Databases — Y
Workforce (mandated as goodwill) — —
Employment Contracts Y —

J) Key Groupingsi US GAAP

I Intangible assets are presented in five primary groups see ASC 805,

including:
(a) Marketing-related

(b) Customer-related
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(c) Artistic-related
(d) Contract-based

(e) Technology-based
K) Key Groupings i IVSC Guidance Note 4

i Paragraph 3.2 of GN 4 indicates that intangibles may be contractual or non-
contractual.

T GN 4 lists four principal classes of intangibles.
(a) Marketing-related
(b) Customer or supplier-related
(c) Technology-related
(d) Artistic-related

1 US GAAP and IFRS provide more detailed information on types of
intangibles.

 ASC 805 and IFRS 3, Business Combinations, includes the four groups
above plus a fifth grouping T contract-based intangibles.

L) Marketing Related Intangible Assets

I Marketing-related intangible assets are primarily used in the marketing or
promotion of products or services. The non-exhaustive listing includes:

(a) Trademarks, trade names, service marks, collective marks, certification
marks

(b) Trade dress (unique color, shape, or package design)
(c) Newspaper mastheads
(d) Internet domain names
(e) Non-competition agreements
- Source: ASC 805 and IFRS 3 (non-exhaustive list).
- IVSC, GN 4 paragraph 3.3 and ASC 805 (non-exhaustive list).

M) Customer-Related Intangible Assets

T Customer-related intangible assets related directly to the customer including:
(a) Customer lists

(b) Order or production backlog
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(c) Customer contracts and related customer relationships
(d) Noncontractual customer relationships
- Source: ASC 805 and IFRS 3 (non-exhaustive list).
- See also IVSC GN4, paragraph 3.4

N) Artistic-Related Intangible Assets

1 Artistic-related intangible assets are those intangible assets of an artistic
nature reflecting the creativity of the creator. These can include such
items as:

(a) Plays, operas, ballets

(b) Books, magazines, newspapers, other literary works

(c) Musical works such as compositions, song lyrics, advertising jingles
(d) Pictures, photographs

(e) Video and audiovisual material, including motion pictures, music videos,
television programs

- Source: ASC 805 and IFRS 3 (non-exhaustive list).

- IVSC GN 4, paragraph 3.6. provides a similar but abbreviated listing of
artistic-related intangibles.

O) Contract-Based Intangible Assets

I Contract-based intangible assets are established by contracts and include:
(a) Licensing, royalty, standstill agreements
(b) Advertising, construction, management, service or supply contracts
(c) Lease agreements
(d) Construction permits
(e) Franchise agreements
(f) Operating and broadcast rights
(g) Servicing contracts such as mortgage servicing contracts
(h) Employment contracts
(i) Use rights such as drilling, water, air, timber cutting, and route authorities

- Source: ASC 805 and IFRS 3 (non-exhaustive list).
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P) Technology-Based Intangible Assets

1

= =/ =4 =4 =4

Technology-based intangible assets protect or support technology and
include:

Patented technology

Computer software and mask works

Unpatented technology

Databases, including title plants

Trade secrets, such as secret formulas, processes, recipes
0 Source: ASC 805 and IFRS 3 (non-exhaustive list).

o IVSC GN 4, paragraph 3.5. provides a similar listing of technology related
intangibles.

Q) Examples of Assets that are not Recognized Apart from Goodwiill

T A non-exhaustive list of intangible assets subsumed into goodwill includes:

(a) Customer service capability

(b) Unidentifiable walk-in customers

(c) Presence in geographic markets or locations
(d) Non-union status or strong labor relations
(e) Ongoing training or recruiting programs

(f) Outstanding credit ratings

(g) Access to capital markets

(h) Favorable government relations

(i) Assembled workforce

R) Consideration of Complementary Assets

1

Complementary assets may be grouped into a single asset if:
(a) Individual assets are identified as complementary, and

(b) Individual fair values are not reliably measurable, and

(c) Assessed useful lives are similar.

Grouping of assets as complementary may be fairly limited as useful lives
may often differ 1 trademark (indefinite) vs. packaging design (finite).
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1

fiThe ter ms br ameaoftenuskd ds syaomyans fordarademarks
and other marks, are general marketing terms that typically refer to a group
of complementary assets such as a trademark (or service mark) and its
related trade name, formulas, recipes, and technological expertise.0 A SC
805.

S) Customer-Related Intangibles

1

Detailed discussion of the identification of customer-related intangibles is
beyond the scope of this course.

ASC 805/ IFRS 3 provide guidance.

A customer list consists of information about customers such as their name
and contact information. A customer list also may be in the form of a
database that includes other information about the customers such as their
order history and demographic information. A customer list does not
generally arise from contractual or other legal rights. (ASC 805)

ASC 805 and IFRS 3 indicate a customer relationship exists between an
entity and its customer if:

(a) The entity has information about the customer and has regular contact
with the customer, and

(b) The customer has the ability to make direct contact with the entity.
Relationships may arise from contracts (such as supplier contracts
and service contracts).

Customer relationships may arise through means other than contracts, such
as through regular contact by sales or service representatives.

T) Criteria and Types of Customer-Related Intangibles i Example

Not an identifiable intangible asset
according to ASC 805
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U) Types of Customer-Related Intangible Assets

1 Order or production backlog:
0 Arises from contracts or specific sales orders
o Time, volume, price and quality are fixed
0 Meets the contractual-legal criterion for recognition
1 Customer contracts and related customer relationships:
o Time volume, price and quality are stipulated
0 Meets the contractual-legal criterion for recognition
1 Non-contractual customer relationships:
0 Absence of legal rights to protect or control the relationship

o Does it meet the separability criterion? Transactions (acquisition of the
business provide evidence of separability)

V) Types of Customer-Related Intangible Assets

Recurring
Transactional|| Transactional customer
Customer purchase customer relationships

Customers
with long

term Take or pay

lists order based || relationships with contracts

customers || with MSAs switching CEiTEEE

costs

W) Accuracy of Valuation Requires Diligence by the Valuation Professional

Y Understand transaction and its value drivers:
(@) Press releases
(b) Board presentations

(c) Purchase agreement and supporting schedules
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(d) Due diligence reports
(e) Discussions with management
(f) Perceived value per acquiring company®ds man
(g9) Analyst reports
(h) Offering memorandum / related materials
(i) Other
X) Intangibles Specifically Listed

i FASB and IASB listing of identifiable intangible assets (see ASC 805 and

Il FRS 3) can be used as a fichecklistodo whe
statements.
(a) Effectivelycreat es a presumption that any fAchecklis

firm should be separately identified in a purchase price allocation.

(b) Registrants should conduct a rigorous process to identify intangibles and
document why certain intangibles do not exist in a particular transaction.

(c) Maintain sufficient documentation in the event of any auditor and/or SEC
challenges.

Y) Contingencies

T Contingencies are existing conditions, situations, or a set of circumstances
involving uncertainty as to possible gains or losses to an entity that will
ultimately be resolved when one or more future events occur or fail to occur.
(ASC 805)

1  ASC 805 expanded the recognition of contingencies.
I General rules on reporting contingencies follow:
(a) Contractual 1 record at fair value

(b) Noncontractuali | t must be i mo rthatthe ¢coktingency givdsase not 0
to an asset or liability.

I Valuation of contingent purchase price and assets and liabilities is discussed
in detail in BV 302, Special Topics in Valuation of Intangible Assets.

Z) Valuation of Assets the Acquirer Intends Not to Use

 ASC 805 and IFRS 13 provide that an asset should be recorded at its fair
value regardless of how (or whether) the acquirer intends to use it. Valuation
should reflect market participant perspective.

(a) Example 11 Target is acquired and has a trade name that was used previously.
Buyer intends to phase out the name in the near future. Research suggests that

©2018 The Saudi Authority for Accredited Valuers (Tageem) 44



BV 205: Valuation of Intangible Assets Chapter 2 1 Accounting Overview

other strategic buyers would also phase out the trade name. In this case, the
valuation of the trade name with an assumption of discontinued use would seem
appropriate.

(b) Example 21 A drug manufacturer acquires a firm with a broad portfolio of FDA
approved products. One product competes directly with an existing product of the
acquirer. Acquirer does not intend to use this product. Research indicates that
buyer and target are the only firms with products in this category. This would
suggest the product should be valued without the assumption of a phase-out.

AA) Frequently Identified Intangible Assets 1 2012 to 2014

Frequently Identified Intangible Assets

2012 -2014

Count, % of Sample Median % of PC
2014 2013 2012 2014 2013 2012
Developed Technology 40% 49% 44% 9% 14% 14%
Change 9% % -13% 5% % 2%
IPRE&D 7% 11% 14% 6% 15% %
':.-.-JIJ:?J'T_J._H' 30 .39 KL R §o, 20
Customer-related Assers 58% 61% 57% 14% 11% 14%
':.,:uf}i!J'J'A-’i.' -1% 4% -22% 4% 1% 2%
Trademarks and Trade Names 45% 48% 45% 4% 1% 3%
Change -3% 4% -14% 1% % %%

VIl ASC 820 and IFRS 13

A) Introduction

9 Both ASC 820 and IFRS 13, Fair Value Measurement, establishes a
framework for A h o tav @pply fair value concepts; however, it does not
provide further guidance on i w h totffais valueori wh e n . 0

1 Over 60 FASB pronouncements require or allow FV measurement.

1 Many of these deal with financial and assets other than intangible assets
which are the focus of this course. Much of IFRS 13 and ASC 820 relate to
financial assets rather than intangible assets.

9 Prior to ASC 820 / IAS13, there was diversity in practice as to what
represents Afair valwueodo for financi

(a) Is fair value the same as the transaction price?
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(o) Vari ous accounting standards defined Afair
B) ASC 8207 Definition/Concept of Fair Value

T Fair valwue is defined in ASC 820 and | FR
received to sell an asset or paid to transfer a liability in an orderly transaction
bet ween mar ket participants at t he measu|

(a) Fair value is now an exit price (sell-side), which means the price a company
would receive if they were to sell the asset in the marketplace or paid if they were
to transfer the liability.

(b) Fair value was previously thought to be an entry price (buy-side), which is
generally what a company would pay to acquire an asset or would receive to
assume the liability.

(c) The exit price for an asset or liability is conceptually different from its transaction
price (an entry price). While exit and entry price may be identical in many
situations, the transaction price is no longer presumed to represent the fair value
of an asset or liability on its initial recognition.

I Itis essential to view fair value from the point of view of market participants
rather than a specific entity. Market participants are unrelated parties,
knowledgeable of the asset or liability given due diligence, willing and able to
transact for the asset/liability, and may be hypothetical.

 The transaction to sell the asset or transfer the liability is a hypothetical
transaction as of the measurement date and assume an appropriate period
of exposure to the market, such that the transaction is considered orderly.

C) Market Participants

I Market participants are buyers and sellers in the principal or most
advantageous market for the asset or liability.

I Market participants are:
(a) Unrelated (i.e., independent) to the reporting entity

(b) Knowledgeable about factors relevant to the asset or liability and the
transaction

(c) Financial and legal ability to transact
(d) Willing to transact without compulsion
I Market participants may be either strategic or financial buyers.
D) Key Elements of a Transaction

1 Key elements of a transaction:

(a) Transaction between unrelated parties
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(b) Transaction is orderly and not carried out under duress
(c) Does not include transaction costs (not inherent part of an asset)
(d) Price available in principal (or most advantageous) market

T Principal Market i The market with the greatest volume and level of activity
for the asset or liability

1 Most Advantageous Market i The market where the highest selling price for
an asset or the lowest price to transfer a liability

1 Principal and most advantageous market distinction are more relevant for
assets (certain financial assets or liabilities as an example) other than
intangible assets.

E) Highest and Best Use

I Fair value assumes the highest and best use for an asset.

T Highest and Best Use:
(a) Maximizes the value of the asset
(b) Use must be physically possible and legally and financially feasible
(c) Market participant perspective

I Reporting entities to determine if highest and best use for an asset is in-use
orin-exchange( val uati on basi s) regardl ess of m
for the asset. (Market participant perspective)

1 Highest and Best Use is In-Use if:

0 Asset has maximum value in combination with other assets as a group
(installed or configured)

o Typically non-financial assets

1 Example: Land that is used as site for a plant. Operating the plant provides a
higher return than considering the land for resale after demolition of the plant.
Therefore, land is valued on an in-use basis as it is the highest and best use
of the land.

1 Highest and Best Use is In-Exchange if:
0 Asset has maximum value on a stand-alone basis
o0 Typically financial assets

I Assets may be grouped under guidance of ASC 350-30-35-21 through ASC
350-30-35-28.

T Grouping of assets doesnot change pur sual
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F) Exit Price i Overview

T I1AS13/ASC 820 indicates that fair value should be based on an exit price for
an asset rather than an entry price.

1 An exit price is the amount received to sell the asset or paid to transfer a
liability.

1 An entry price is the amount paid to acquire the asset or received to assume
the liability.

1 In the context of intangible asset valuations, the implications of this
requirement are still being evaluated by practitioners.

G) Exit Price i Details

T ASC820-10-35-3 states NnThe transaction t
liability is a hypothetical transaction at the measurement date, considered
from the perspective of a market participant that holds the asset or owes the
liability. Therefore, the objective of a fair value measurement is to determine
the price that would be received to sell the asset or paid to transfer the
liability at the measurement date (an exit price) . 0

T ASC820-10-30-2 i ndi c at e sy, entrices ane gxit pticad ate
different. Entities do not necessarily sell assets at the prices paid to acquire
them. Similarly, entities do not necessarily transfer liabilities at the prices
received to assume them. o

T ASC 820-10-30-3 pr o v i d e sasel, lthe tramsaation price will equal
the exit price and, therefore, represent the fair value of the asset or liability at
initial recognition. In determining whether a transaction price represents the
fair value of the asset or liability at initial recognition, the reporting entity shall
consider factors specific to the transaction and the asset or liability. For
example, a transaction price might not represent the fair value of an asset or
liability at initial recognition if:

(a) The transaction is between related parties.

(b) The transaction occurs under duress or the seller is forced to accept the price in
the transaction. For example, that might be the case if the seller is experiencing
financial difficulty.d

(c) The unit of account represented by the transaction price is different from the
unit of account for the asset or liability measured at fair value. For example, that
might be the case if the asset or liability measured at fair value is only one of the
elements in the transaction, the transaction includes unstated rights and
privileges that should be separately measured, or the transaction price includes
transaction costs.

(d) The market in which the transaction occurs is different from the market in
which the reporting entity would sell the asset or transfer the liability, that is, the
principal or most advantageous market. For example, those markets might be
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different if the reporting entity is a securities dealer that transacts in different
markets, depending on whether the counterparty is a retail customer (retail
market) or another securities dealer (inter-dealer market).

1 The first two recognition factors are of more concern to BV practitioners
focusing on ASC 805 and ASC 350 issues.

Y Factors C and D are more relevant for financial assets.
H) Fair Value Hierarchy

The Afair value hierarchyo prioritizes the inpl
disclosure, but not the valuation techniques themselves (i.e., choose the best approach
first, then the highest priority inputs).

T Levell

0 Quoted prices in active markets for identical assets/liabilities
9 Levelll

0 Observable prices for similar assets/liabilities

o Prices for identical assets/liabilities in an inactive market

o Directly observable inputs for substantially full term of asset/liability

0 Market inputs derived from or corroborated by observable market data
1 Levellll

0 Unobservable inputs based on the report
about the assumptions a market participant will use

0 Many of the value inputs used by valuation professionals in ASC 805 and
350 analyses are Level Il inputs and would require the highest amount of
disclosure. Disclosure increases as model inputs move from Level | to
Level IlI.

1) Use of Multiple Valuation Approaches

 ASC 820 and IFRS 13 weighting of multiple valuation approaches is
permitted and encouraged where appropriate:

9 Techniques that are most representative of fair value
1 Inputs that are most readily observed

T When multiple approaches are used considering the reasonableness of the
range indicated by those results. A fair value measurement is the point
within that range that is most representative of fair value in the circumstances
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T ASC 820 and I FRS 13 indicate fAValwuation
value shall be consistently applied. However, a change in a valuation
technique or its application (for example, a change in its weighting when
multiple valuation techniques are used) is appropriate if the change results in
a measurement that i s equally or more r e|]

VIl Other Issues
A) Acquisition of a Business vs. Acquisition of Assets

1 Purchase accounting will differ depending on whether a business is acquired
or a transaction represents an acquisition of a group of assets that do not
constitute a business.

T Acquisition of business 1 potential residual goodwill
1 Acquisition of assets that do not constitute a business 1 no residual goodwill

1 EITF 98i 3 Determining Whether a Nonmonetary Transactions Involves
Receipt of Productive Assets or of a Business provides guidance.

1 ASC 805 and IFRS 3:
0 Broaden definition of a business and provides additional guidance
0 More transactions will reflect business rather than asset acquisitions

1 FASB is currently considering a revision to the definition of a business to
reduce the number of transactions that qualify as a business combination.

B) Impact of Transaction Structure on Fair Value of Assets

I The fair value of acquired assets and liabilities does not differ based on the
structure of the acquisition T stock or asset acquisition.

I Value of many assets is a function of cash flows expected plus the value of tax
saving benefits from depreciation or amortization (tax amortization benefit or
TAB for many intangibles).

I If an asset is acquired directly or in an asset transaction, the assets receive a
st epped upqualtbmikmalkket gaiueat date of acquisition. Buyer
would receive the full cash flow and tax savings from depreciation/amortization

of the FMV.

T 1 f a buyer acquires the stock of tnhe tar ge
thest ock ( Aosudt)s iadfe tbaarsget and not t he asset ¢
(Ainside basiso). Buyers can el ect a ft ax

obtain a stepped-up basis in the underlying assets (including intangibles). This
tax election is infrequent, as there is potential for payment of taxes if there is a
taxable gain when asset is marked up from its tax basis to FMV.
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T I'n the tax valuation setting,n ghi NsOo0mcat
has been litigated in numerous tax court cases.

I Fair value guidance provides that the value of the asset will not be reduced by
the structure of the transaction. ASC 805, Business Combinations, and ASC
740, Income Taxes, require the recognition of a deferred tax liability in the
opening balance sheet for identified intangibles recorded for book that have no
tax basis or other assets with a greater book basis than tax basis.

T Inthe tax valuation setting, the tax courts have established that the asset is
val ued at FMVnagdi nofibuabtidiedwhenthem@axy be cons
basis is lower than the FMV.

IX Appraisal Issues Task Force (AITF) Areas of Concerni February 6, 2006 Draft,
lllustrative Valuation Issues

A) The Appraisal Issues Task Force (AITF) was formed by valuation professionals to
address fair value matters. An AITF task force listed 25 issues where there is a
divergence in practice including:

Issue 11 Contributory Assets
Issue 21 Control Premium in a DCF Enterprise Valuation
Issue3iT MOverl apping Customer so

Issue 417 Economic Rents for Contributory Asset Charges

Issue 6 1 Asset/Earnings Prioritization Principle

1

1

1

1

i Issue 57 Discounts for Lack of Control or Liquidity

1

M Issue7i Val uati on of l ntangi bl e Asset Usi ng |
1

Issue 8 1 Impact of use of marketplace participant assumptions to measure
the fair value of an asset that the combined entity does not intend to use or
sell

1 Issue 97 Subsequent application of marketplace participant assumptions to
discontinued assets

9 Issue 107 Premiums and discounts

M Issue 1171 Small capitalization premiums

9 Issue 1271 ASC 805-20-S30 conclusions on the use of the residual method

9 Issue 1371 Use of stratified rates of return for different classes of assets when
using the income method

 Issue 147 Non-compete agreements

9 Issue 1571 Active markets
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I Issue 161 Tangible assets
Issue 17 1 Avoided royalty approach
Issue 181 Inventory
Issue 191 Marketplace participant view

Issue 2017 Cost approach to value customer relationships

1

1

1

1

T Issue 2171 Overlapping intangibles
T Issue 221 Unprofitable technology

1 Issue 2371 Customer relationship attrition
1 Issue 2471 Reacquired franchise rights

1

Issue25T1 Gr eenfi el d valuation vs. Nfexcess e a
X SEC Comment Letter Concerns

A) Management discussion and analysis
B) Executive compensation

C) Fair value measurement

D) Intangible assets and goodwill

E) Disclosure controls

F) Segment reporting

G) Non- GAAP measures

H) Revenue recognition

1) Debt, warrants, and equity issues

J) Related party transactions

1 Source: CFO Magazine, The SEC Has a Few Questions for You, May 2010
(analysis of comment letters in calendar year 2009)

Xl FASB Valuation Resource Group
A) Introduction

I The FASB established a Valuation Resource Group (VRG) in June 2007 to
assist in matters involving valuation for financial reporting purposes.

T VRG objective is to solicit the views of its constituents on fair value issues.
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T Members of the Valuation Resource Group include:
(a) Big 4 and non-Big 4 valuation/accounting
(b) Valuation firms
(c) Professional standard setters
(d) Preparers of financial statements
(e) Accounting specialists
(f) Users of financial statements (CFA Institu t e , Moody bs)
(g) Observers (SEC, PCAOB, IASB, AICPA)

B) Areas of Discussion

T November 1, 2010 Discussion Topics
(a) Fair Value Measurement of Contingent Consideration in a Business Combination

(b) Application of the MPEEM and the Greenfield Method in the valuation of
intangible assets

(c) Consideration of discounts and premiums in fair value measurements

(d) A proposed ASU on determining the carrying amount of a reporting unit when
performing step lof the goodwill impairment test

(e) Measurement uncertainty analysis disclosure
T April 12, 2010 Discussion Topics
@FASB/ I ASBb6s Joint Project on Fair Value Meas
(b) Fair value measurement of leased investment properties
(c) Measuring reacquired rights in a business combination

(d) Fair value measurement of accounts receivable, accounts payable, and other
accrued liabilities

1 September 22, 2009 Discussion Topics
(a) Measurement of Core Deposits

(b) Proposed Accounting Standards Update, Improving Disclosures about Fair Value
Measurement

(c)l ASB6s May 2009 Féarvgue Measueemedtr a f t

(d) Fair Value of Debt versus Par Value of Debt when Estimating the Fair Value of
an Entityés Equity
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T February 5, 2009 Discussion Topics
(a) The SEC Study on Mark-to-Market Accounting

(b) Proposed FASB Staff Position (FSP) FAS 157-c, Measuring Liabilities under
Statement No. 157

(c) The AICPA Draft Issues Paper, FASB Statement No. 157 Valuation
Considerations for Interests in Alternative Investments

(d) Goodwill Impairment Considerations
1 September 23, 2008 Discussion Topics

@The |1 ASB Expert Advi sory Paddidclosiwthetfad Paper :
value of financi al instruments in markets t

(b) Fair Value Disclosures

(c) Observable vs. Unobservable Inputs

(d) Fair Value Measurement of Liabilities under FAS 157

(e) Allocation of In-Use Valuation to Individual Unit of Account

(f) Identification and Allocation of Market Participant Synergies

(g) Fair Value of a Noncontrolling Interest and a Previously Held Equity Interest
T May 8, 2008 Discussion Topics

(a) Observable vs. Unobservable Fair Value Measurements in the Current Credit
Environment

(b) Determining Whether a Discount should be Applied for a Restriction on Sale
(c) Employee Benefit Plans
(d) Contingent Liabilities

I February 1, 2008 Discussion Topics

(a) Accounting for assets that the acquirer does not intend to use or intends to use in
a way other than its highest and best use

(b) Overlapping customer relationships

(c) Valuation of intangible assets using "current replacement cost"

(d) Meaning of "legally permissible" in assessing highest and best use

(e) Allocation of portfolio based credit adjustments for hedge effectiveness testing

T November 9, 2007 Discussion Topics
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(a) Deferral of the effective date of FASB Statement No. 157, Fair Value
Measurement

(b) Development of market participant assumptions and use of an entity's own data
(similar to issue discussed at October 1, 2007 meeting)

(c) Unit of valuation and exit markets, whether unit of valuation can be more
disaggregated than the unit of account (similar to issue discussed at October 1,
2007 meeting)

(d) Measurement of liabilities

(e) Applicability of Statement 157 to plan assets of pensions and other
postretirement benefit plans (similar to issue discussed at October 1, 2007
meeting)

() Use of NAV to measure investments in fund of fund or certain investments with
restrictions (similar to issue discussed at October 1, 2007 meeting)

(g) Determining the fair value of a liability with a third-party guarantee

(h) Highest and best use - land example

(i) Definition of significant in determining the level in the fair value hierarchy

(i) Accounting for Transaction Costs in Determining the Fair Value of an Investment
9 October 1, 2007 Discussion Topics

(a) Determining the fair value of an asset in which the entity intends to transform the
asset from its current form into a different form upon sale (such as whether to
value a mortgage loan in the whole loan market vs. the securitization market)

(b) Definition of an active market

(coDetermination of the principal mar ket when
activity occurs in a different market than where the majority of market
participantsé trading occurs

(d) Highest and Best Use: Accounting for an asset that an entity does not intend to
use or intends to use defensively

(e) Determination of market participants (such as assets or entities acquired in an
auction)

(f) Assets and liabilities without markets
(g) Pension plan disclosures

(h)Useof net asset value (ANAVO) to measure cer
private equity
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X1l Developments in Financial Reporting i Treatment of Internally Generated Intangibles

A) Treatment of intangible asset values is inconsistent under current accounting rules i
internally developed vs. acquired intangibles

B) Internally developed intangible asset:

1
1

Expensed if viability uncertain

Costs capitalized if future viability is reasonably certain, but these capitalized
costs may not be the same as a fair value estimate

C) Intangible asset acquired separately (individually):

1

If a single intangible is acquired, it is booked at its acquisition cost and there
is no residual goodwill

D) Intangible asset acquired as part of the acquisition of a business:

1

If an intangible is acquired as a part of a business combination, there may be
residual goodwill

X1l Organizations with Involvement in Fair Value Matters

A) Accounting Standards Bodies

1

International Accounting Standards Board (IASB) i An independent
regulatory body, based in the United Kingdom, that aims to develop a single
set of global accounting standards. Board members come from nine
countries and have a variety of functional backgrounds. The Board is
committed to developing, in the public interest, a single set of high-quality,
understandable, and enforceable global accounting standards that require
transparent and comparable information in general-purpose financial
statements.

Financial Accounting Standards Board (FASB) i A seven-member
independent board consisting of accounting professionals who establish and
communicate standards of financial accounting and reporting in the United
States. FASB standards, known as generally accepted accounting principles
(GAAP), govern the preparation of corporate financial reports and are
recognized as authoritative by the SEC.

B) Other Accounting Bodies

1

Emerging Issues Task Force (EITF) T An organization formed in 1984 by the
FASB to provide assistance with timely financial reporting. The EITF holds
public meetings in order to identify and resolve accounting issues occurring
in the financial world.
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1 IFRS Interpretations Committee (IFRIC) - Interpretive body with mandate to
review on a timely basis widespread accounting issues that have arisen
within the context of current IFRS. Work is aimed at reaching consensus on
the appropriate accounting treatment (IFRIC Interpretations) and providing
authoritative guidance on those issues.

T Valuation Resource Group of the FASB (VRG) i The FASB established the
VRG in June 2007 to assist in matters involving valuation for financial
reporting purposes. VRGO6s objective
on fair value issues.

C) Regulatory Agencies

1 Securities and Exchange Commission (SEC) (United States) (sec.gov) i The
primary federal regulatory agency for the securities industry, whose
responsibility is to promote full disclosure and to protect investors against
fraudulent and manipulative practices in the securities markets. The SEC is
composed of five commissioners appointed by the U.S. President and
approved by the Senate. U.S. GAAP, as established by FASB, is officially
recognized as authoritative by the SEC. However, the SEC retains the
authority to establish accounting standards. The SEC issues authoritative
financial reporting guidance including Staff Accounting Bulletins (SABs).

I Financial Services Authority (FSA) (United Kingdom) (fsa.gov.uk) i The
Financial Services Authority (FSA) is an independent non-governmental
body, given statutory powers by the Financial Services and Markets Act
2000. Objectives are to increase market confidence and financial stability,
protect consumers and reduce financial crime. The FSA regulates most
financial services markets, exchanges and firms. The FSA sets the standards
that must be met and can take action against firms if they fail to meet the
required standards.

D) Other Regulatory Organizations

9 Public Company Accounting Oversight Board (PCAOB) - A non-profit
organization that regulates auditors of publicly traded companies. The
PCAOB was established as a result of the creation of the Sarbanes-Oxley
Act of 2002. The board's aim is to protect investors and other stakeholders of
a public company by ensuring that the auditor of a company's financial
statements has followed a set of strict guidelines.

E) Accounting Professional Organizations

I American Institute of Certified Public Accountants (AICPA) i One of the
nation's leading not-for-profit professional associations, AICPA has some
350,000 members in public accounting, law, education, and government. The
association, which generates nearly half of its revenue from membership
dues, promotes public awareness of CPAs; identifies trends in accounting;
sets certification, licensing, and professional standards; and provides
information and advice to CPAs.
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1 International Federation of Accountants (IFAC) is the global organization for
the accountancy profession. IFAC has 164 members and associates in 124
countries and jurisdictions, representing more than 2.5 million accountants.
The organization, through its independent standard-setting boards,
establishes international standards on ethics, auditing and assurance,
accounting education, and public sector accounting. It also issues guidance
to encourage high quality performance by professional accountants in
business. Founded in 1977, IFAC celebrated its 30th anniversary in 2007.

1 Appraisal Issues Task Force (AITF) i A voluntary group of professional
business appraisers who wish to improve the practice of valuation. The AITF
is designed to help establish and interpret existing rules. Periodic meetings of
the AITF are open to all interested parties.

F) International Valuation Standards Council - Introduction

I The International Valuation Standards Council (IVSC) is an independent
body that sets global standards for valuation. It also promotes the
development of the valuation profession around the world and collaborates
and cooperates with other organisations concerned with standards and
regulation in the financial markets. The IVSC has three main bodies:

(a) an independent Board of Trustees responsible for the strategic direction and
funding of the IVSC and for appointments to the Standards Board and
Professional Board

(b) a Standards Board with autonomy over its agenda and the creation and revision
of valuation standards

(c) a Professional Board to promote the development of the profession around the
world through producing professional and educational material in support of the
standards

G) The Appraisal Foundation i Introduction

I The Appraisal Foundation, a not-for-profit organization dedicated to the
advancement of professional valuation, was established by the appraisal
profession in the United States in 1987. Since its inception, the Foundation
has worked to foster professionalism in appraising by:

(a) establishing, improving, and promoting the Uniform Standards of Professional
Appraisal Practice (USPAP);

(b) establishing educational experience and examination qualification criteria for the
licensing, certification and recertification of real property appraisers;

(c) establishing educational and experience qualification criteria for other valuation
disciplines;

(d) disseminating information on USPAP and the Appraiser Qualification Criteria to
the appraisal profession, state and federal government agencies, users of
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appraisal services, related industries and industry groups, and the general public
and,;

(e) sponsoring appropriate activities relating to standards, qualifications and issues
of importance to appraisers and users of appraisal services.

H) Appraisal Foundation i Appraisal Practices Board (APB)

1

Appraisal Foundation recently formed an Appraisal Practice Board (APB) in
July 2010.

APB is responsible for identifying and issuing opinions on Recognized
Valuation Methods and Techniques, which may apply to all disciplines within
the appraisal profession. The APB will offer voluntary guidance in topic areas
that appraisers and users of appraisal services feel are the most pressing.

APB will use Subject Matter Experts (SMEs), who will be widely recognized
individuals with expertise in the specific topic being considered.

The APB employs a public exposure process and ultimately adopts guidance
that may include more than one recognized method or technique on a specific
topic.

From the APB perspective, compliance with guidance issued will be
voluntary.

The APB reflects the judgment of leading valuation professionals and is
composed of five to seven members who can serve up to eight years.

IVSC and Appraisal Foundation are similar in structure in many ways.

XIV IFRS 31 Business Combinations - Introduction

A) IFRS 3 - IN1 - The revised International Financial Reporting Standard 3 Business
Combinations (IFRS 3) is part of a joint effort by the International Accounting Standards
Board (IASB) and the US Financial Accounting Standards Board (FASB) to improve
financial reporting while promoting the international convergence of accounting
standards.

B) IFRS 3 - 2 This IFRS applies to a transaction or other event that meets the definition of a
business combination. This IFRS does not apply to:

1

the acquisition of an asset or a group of assets that does not constitute a
business. In such cases the acquirer shall identify and recognise the
individual identifiable assets acquired (including those assets that meet the
definition of, and recognition criteria for, intangible assets in IFRS 38
Intangible Assets) and liabilities assumed. The cost of the group shall be
allocated to the individual identifiable assets and liabilities on the basis of
their relative fair values at the date of purchase. Such a transaction or event
does not give rise to goodwill.
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XV IFRS 3 on Contingent Liabilities

A) IFRS 37 Provisions, Contingent Liabilities and Contingent Assets, defines a contingent
liability as:

9 a possible obligation that arises from past events and whose existence will
be confirmed only by the occurrence or non-occurrence of one or more
uncertain future events not wholly within the control of the entity; or

I a present obligation that arises from past events but is not recognised
because:

(a) it is not probable that an outflow of resources embodying economic
benefits will be required to settle the obligation; or

(b) the amount of the obligation cannot be measured with sufficient reliability.

B) The requirements in IFRS 37 do not apply in determining which contingent liabilities to
recognise as of the acquisition date. Instead, the acquirer shall recognise as of the
acquisition date a contingent liability assumed in a business combination if it is a present
obligation that arises from past events and its fair value can be measured reliably.
Therefore, contrary to IFRS 37, the acquirer recognises a contingent liability assumed in
a business combination at the acquisition date even if it is not probable that an outflow of
resources embodying economic benefits will be required to settle the obligation.

XVI IFRS 3 - Appendix A - Defined terms

A) Business - An integrated set of activities and assets that is capable of being conducted
and managed for the purpose of providing a return in the form of dividends, lower costs
or other economic benefits directly to investors or other owners, members or
participants.

B) Business combination - A transaction or other event in which an acquirer obtains control
of one or more businesses. Transactions somet.
6mergers of equal sd& ar e asdhatdeomisused inthislERS. c o mbi nat

C) Contingent consideration - Usually, an obligation of the acquirer to transfer additional
assets or equity interests to the former owners of an acquiree as part of the exchange
for control of the acquiree if specified future events occur or conditions are met.
However, contingent consideration also may give the acquirer the right to the return of
previously transferred consideration if specified conditions are met.

D) Control - The power to govern the financial and operating policies of an entity so as to
obtain benefits from its activities.

E) Fair value - The amount for which an asset could be exchanged, or a liability settled,
bet ween knowl edgeable, willing parties in an a

F) Goodwill - An asset representing the future economic benefits arising from other assets
acquired in a business combination that are not individually identified and separately
recognised.

G) Intangible asset - An identifiable non-monetary asset without physical substance.
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H) Identifiable - An asset is identifiable if it either:

1 is separable, ie capable of being separated or divided from the entity and
sold, transferred, licensed, rented or exchanged, either individually or
together with a related contract, identifiable asset or liability, regardless of
whether the entity intends to do so; or

9 arises from contractual or other legal rights, regardless of whether those
rights are transferable or separable from the entity or from other rights and
obligations.

XVII IFRS 31 Detailed Description of a Business

A) IFRS 3 - B7 - A business consists of inputs and processes applied to those inputs that
have the ability to create outputs. Although businesses usually have outputs, outputs are
not required for an integrated set to qualify as a business. The three elements of a
business are defined as follows:

1 Input: Any economic resource that creates, or has the ability to create,
outputs when one or more processes are applied to it. Examples include
non-current assets (including intangible assets or rights to use non-current
assets), intellectual property, the ability to obtain access to necessary
materials or rights and employees.

1 Process: Any system, standard, protocol, convention or rule that when
applied to an input or inputs, creates or has the ability to create outputs.
Examples include strategic management processes, operational processes
and resource management processes. These processes typically are
documented, but an organised workforce having the necessary skills and
experience following rules and conventions may provide the necessary
processes that are capable of being applied to inputs to create outputs.
(Accounting, billing, payroll and other administrative systems typically are not
processes used to create outputs.)

I Output: The result of inputs and processes applied to those input that provide
or have the ability to provide a return in the form of dividends, lower costs or
other economic benefits directly to investors or other owners, members or
participants.

XVIII IFRS 131 Market Participant Perspective

A) IFRS 13 -IN 9 - .. fair value is a market-based measurement, not an entity-specific
measurement. When measuring fair value, an entity uses the assumptions that
market participants would use when pricing the asset or liability under current market
conditions, including assumptions about ri sk
an asset or to settle or otherwise fulfill a liability is not relevant when measuring fair
val ue. o

XIX IFRS 137 Highest and Best Use

A) 27 A fair value measurement of a non-financial asset takes into account a market
participantés ability to generat ehighestonomi c b
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and best use or by selling it to another market participant that would use the asset in
its highest and best use.

B) 28 The highest and best use of a non-financial asset takes into account the use of

the asset that is physically possible, legally permissible and financially feasible, as
follows:

T A use that is physically possible takes into account the physical
characteristics of the asset that market participants would take into
account when pricing the asset (eg the location or size of a property).

1 A use that is legally permissible takes into account any legal restrictions
on the use of the asset that market participants would take into account
when pricing the asset (eg the zoning regulations applicable to a

property).

1 A use that is financially feasible takes into account whether a use of the
asset that is physically possible and legally permissible generates
adequate income or cash flows (taking into account the costs of
converting the asset to that use) to produce an investment return that
market participants would require from an investment in that asset put to
that use.

XX IFRS 131 Changes in Valuation Technique

A) IFRS 13 - 65 - Valuation techniques used to measure fair value shall be applied
consistently. However, a change in a valuation technique or its application (eg a change
in its weighting when multiple valuation techniques are used or a change in an
adjustment applied to a valuation technique) is appropriate if the change results in a
measurement that is equally or more representative of fair value in the circumstances.
That might be the case if, for example, any of the following events take place:

1
1
1
1
1

new markets develop;

new information becomes available;

information previously used is no longer available;
valuation techniques improve; or

market conditions change.

XXI IFRS 1371 Defined Terms

A) Active market - A market in which transactions for the asset or liability take place with
sufficient frequency and volume to provide pricing information on an ongoing basis.

B) Entry price - The price paid to acquire an asset or received to assume a liability in an
exchange transaction.

C) Exit price - The price that would be received to sell an asset or paid to transfer a liability.
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D)

E)

F)

G)

H)

Expected cash flow - The probability-weighted average (ie mean of the distribution) of
possible future cash flows.

Unit of account - The level at which an asset or a liability is aggregated or disaggregated
in an IFRS for recognition purposes.

Unobservable inputs - Inputs for which market data are not available and that are
developed using the best information available about the assumptions that market
participants would use when pricing the asset or liability.

Observable inputs - Inputs that are developed using market data, such as publicly
available information about actual events or transactions, and that reflect the
assumptions that market participants would use when pricing the asset or liability.

Orderly transaction - A transaction that assumes exposure to the market for a period
before the measurement date to allow for marketing activities that are usual and
customary for transactions involving such assets or liabilities; it is not a forced
transaction (eg a forced liquidation or distress sale).

XXII' IFRS 13 - Valuation premise for non-financial assets

A)

B)

<)

B3 When measuring the fair value of a non-financial asset used in combination with
other assets as a group (as installed or otherwise configured for use) or in combination
with other assets and liabilities (eg a business), the effect of the valuation premise
depends on the circumstances. For example:

the fair value of the asset might be the same whether the asset is used on a
stand-alone basis or in combination with other assets or with other assets and
liabilities. That might be the case if the asset is a business that market
participants would continue to operate. In that case, the transaction would
involve valuing the business in its entirety. The use of the assets as a group in
an ongoing business would generate synergies that would be available to
market participants (ie market participant synergies that, therefore, should affect
the fair value of the asset on either a stand-alone basis or in combination with
other assets or with other assets and liabilities).

an assetbdés use in combination with other
liabilities might be incorporated into the fair value measurement through

adjustments to the value of the asset used on a stand-alone basis. That might

be the case if the asset is a machine and the fair value measurement is

determined using an observed price for a similar machine (not installed or

otherwise configured for use), adjusted for transport and installation costs so

that the fair value measurement reflects the current condition and location of the

machine (installed and configured for use).
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Dban assetds use in combination with other a
liabilities might be incorporated into the fair value measurement through the
market participant assumptions used to measure the fair value of the asset. For
example, if the asset is work in progress inventory that is unique and market
participants would convert the inventory into finished goods, the fair value of the
inventory would assume that market participants have acquired or would acquire
any specialised machinery necessary to convert the inventory into finished
goods.

E)an assetod6s use in combination with other a
liabilities might be incorporated into the valuation technique used to measure the
fair value of the asset. That might be the case when using the multi-period
excess earnings method to measure the fair value of an intangible asset
because that valuation technique specifically takes into account the contribution
of any complementary assets and the associated liabilities in the group in which
such an intangible asset would be used.

F) in more limited situations, when an entity uses an asset within a group of assets,
the entity might measure the asset at an amount that approximates its fair value
when allocating the fair value of the asset group to the individual assets of the
group. That might be the case if the valuation involves real property and the fair
value of improved property (ie an asset group) is allocated to its component
assets (such as land and improvements).

XXII'IFRS 131 Preference for Observable Inputs

A) 67 Valuation techniques used to measure fair value shall maximise the use of relevant
observable inputs and minimise the use of unobservable inputs.

B) IFRS 381 Requirements to Capitalize Development Expenditures

C) An intangible asset arising from development (or from the development phase of an
internal project) shall be recognised if, and only if, an entity can demonstrate all of the
following:

1 the technical feasibility of completing the intangible asset so that it will be
available for use or sale.

1 its intention to complete the intangible asset and use or sell it.
1 its ability to use or sell the intangible asset.

1 how the intangible asset will generate probable future economic benefits.
Among other things, the entity can demonstrate the existence of a market for
the output of the intangible asset or the intangible asset itself or, if it is to be
used internally, the usefulness of the intangible asset.

I the availability of adequate technical, financial and other resources to
complete the development and to use or sell the intangible asset.

9 its ability to measure reliably the expenditure attributable to the intangible
asset during its development.
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I APPENDICES
I Summary PPA Results
I Summary Information from PPA Studies

Il Allocation to Developed Technology i By Industry

Distribution of PC Allocated to Developed Technology

2014 Study
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Il Allocation to Developed Technology i 2012 to 2014

Median PC Allocated to Developed Technology

Annual Comparison Summary: 2012 - 2014
Median Results
Developed Technology, % of PC ‘Goodwill, % of PC
2014 2013 2012 2014 2013 2012
All Industries 10% 15% 14% 50% 45% 43%
Aerospace, Defense & Government 6% 2% NA 47% 29% NA
Consumer, Food & Rerail 6% 8% 8% 46% 30% 40%
Energy 8% 62% 29% 52% 32% 11%
Financial Institurions 3% 11% 15% 36% 32% 33%
Healtheare 13% 19% 25% 46% 36% 40%
Industrials 4% 8% 7% 41% 50% 38%
Infrastructure Services & Materials 8% 4% 8% 43% 34% 29%
Technology 33% 33% 35% 53% 55% 49%
Telecom 4% 49% 30% 92% 33% 62%
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IV Allocation to IPR&D i 2012 to 2014

V Allocation to IPR&D i By Industry
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