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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 the International Valuation 

Standards (“IVS”) published by the International Valuation Standards Council (“IVSC”).  The 

IVSC is an independent organization committed to building the public’s 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 2022, Copyright 

@ 2022 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 Taqeem 

Business Valuation Manual Glossary and the International Glossary of Business Valuation 

Terms (“the International Glossary”).  

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.  

The course material is exemplified by a case study (See the HMS, Inc. case) which has 
exercises after most of the chapters.  The case study is intended to be conducted through group 
study. The class will be divided into groups at the beginning of the first day.  Each case exercise 

https://www.ivsc.org/news/article/ivsc-launches-new-global-standards-for-valuation-profession
https://www.ivsc.org/news/article/ivsc-launches-new-global-standards-for-valuation-profession
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will be completed by the groups individually after discussion.  Each group will have at least one 
laptop computer on which the case study will be completed. 

All students should bring a laptop to class on each day. 

 

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
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Chapter 1. Valuation of Intangible Assets 

Section A. The Basic Valuation Principle with Intangible Assets 

1. When valuing under the cost approach and the summation method, we derive 

a value for the equity.  

A. Intangible assets will only be included if they are identified, valued 

separately and included within the summation method.  

2. When valuing under the market approach or the income approach, we derive a 

value for the equity or the enterprise. If we value the enterprise, we deduct the 

debt, add on non-operating assets and derive the equity value.  

A. The total equity value, less the value of the tangible net assets equals the 

value of all of the intangible assets.   

3. There is another fundamental point to consider in all valuation work. This also 

applies for the valuation of intangible assets:  

A. What are you valuing? 

B. Why are you valuing it? 

C. When are you valuing it (what is the valuation date)? 

D. What is the valuation basis? This will often be linked to the reason why the 

valuation is being undertaken.  

Section B. The importance of intangible assets in today’s global 

economy 

1. Intangible assets are an integral part of business valuation under the income 

and market approaches. We can recognize from BV 201 that the application 

of a market multiple to an income stream gives a value to the enterprise or the 

equity. When the equity value is compared to the net assets as shown by the 

latest balance sheet, the difference may represent, in part, tangible assets 

that are over-stated or under-stated. Typical adjustments are to the values of 

real estate. The remaining difference represents the implied value of the 

intangible assets within that business. 
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2. As business valuers we compare the difference between the capitalized 

earnings and the adjusted net asset value as described above. We review 

that relationship as part of the process of making our valuation judgements.  

3. The S&P 500 market capitalization is now made up very largely of intangible 

assets. There has been a dramatic change since 1975 as shown on the 

screen.  

4. An intangible asset is described by IFRS as an “identifiable non-monetary 

asset without physical substance”. 

5. International Valuation Standards 20221 describe intangible assets:  

“An intangible asset is a non-monetary asset that manifests itself by its 

economic properties.  It does not have physical substance but grants rights 

and/or economic benefits to its owner.” 

6. This is also the definition used in the Taqeem Business Valuation Manual 

Glossary. 

Section C. Main Valuation Methods 

1. This manual covers various valuation methods under the cost approach, the 

market approach and the income approach. Most of the methods currently in 

use are income approach methods. The main methods in current use are:  

A. Excess earnings method, also known as the Multi-Period Excess 

Earnings Method; 

B. The With-and-Without Method or Premium Profit Method; 

C. The Relief from Royalty Method; 

D. Replacement Cost Method 

2. The Excess Earnings method, also known as the Multi-Period Excess 

Earnings method, is an income approach method. It is used for the valuation 

of the central, most important intangible asset within a business. The Taqeem 

Business Valuation Manual Glossary describes the method:  

 
1 IVS 2022, chapter 210, 20.1 
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“a Method which values an Intangible Asset as the present value of the 

cash flows attributable to the subject Intangible Asset after excluding the 

proportion of the cash flows which are attributable to other Assets required 

to generate the cash flows (“Contributory Assets”). Also known as the 

excess earnings method. This is one of the five income approach methods 

advocated by IVS for the valuation of intangible Assets.” 

3. The With-and-Without method or Premium Profit method is also an income 

approach method. The Taqeem Glossary describes this method:  

“Projections are prepared for two scenarios: in one the business uses the 

relevant intangible asset; in the other the business does not use the 

relevant intangible asset. This is sometimes known as the “Premium Profit 

Method” and is normally used for the valuation of non-competition 

agreements. This is one of the five income approach methods advocated 

by IVS for the valuation of intangible Assets.” 

4. The Relief from Royalty Method is an income approach method but it uses 

information from the market and is considered by some also to be a market 

approach method. It is described in the Taqeem Glossary:  

“A method that estimates the value of an Intangible Asset by reference to 

the present value of the hypothetical royalty payments that are avoided by 

owning the asset as compared with licensing it from a third party. Also 

known as royalty savings method.  is estimated by considering the 

hypothetical royalty payments that are saved through ownership of the 

asset. This is one of the five income approach methods advocated by IVS 

for the valuation of intangible Assets.”  

5. The Replacement Cost Method is a method under the cost approach. It can 

be used when considering intangible assets such as purchased software and 

the assembled workforce. The Taqeem Glossary describes this method: 

“A Method under the Cost Approach that estimates the value of an asset 

by calculating the cost, as of the Valuation Date, to recreate the 

functionality or utility of a similar asset. See also Cost Approach.” 

Section D. Historical Developments 

1. Economies throughout the World follow a pattern of development: the earliest 

forms of economic activity are largely focused on agriculture, with a high level 

of self-sufficiency.  
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2. This then evolves to more specialist agricultural production with higher levels 

of exchange of agricultural and other products. Specialist manufacture then 

develops; this has historically begun close to the basic natural resources of 

coal, iron ore and limestone.  

3. As economies evolve the numbers engaged in all forms of agriculture will tend 

to reduce and larger numbers will be employed in manufacturing. Greater 

automation in manufacturing processes then reduces the numbers employed 

in that sector and there is then growth in the services sector. This evolution is 

illustrated in the following chart showing the changes to the USA workforce 

from 1800 to 2010:  

 

4. The 2016 labor statistics for the USA showed that only 1.5% of the workforce 

was engaged in agriculture and 80.3% were engaged in the services sector.  

5. Intangible assets have been of importance from the earliest periods of 

economic development. Before the legal protection of patents, new 

production processes, such as silk production and Chinese porcelain 

manufacture, were protected by a policy of secrecy: the people with the 

knowledge did not disclose the raw materials and production processes 

involved. This remains an important part of asset protection to this day.  
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6. Legal protections were developed at a relatively early stage: 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.2 

7. The US Constitution states: “Congress shall have power . . . To promote the 

progress of science and useful arts, by securing for limited times to authors 

and inventors the exclusive right to their respective writings and discoveries.” 

8. With legal protections, disputes over intangible assets also emerged at a very 

early stage. Innovations in the UK, such as improvements to the earliest 

steam engines by having a separate condenser, had the benefit of patent 

protection.  

9. James Watt and Matthew Boulton succeeded in forcing the payment of 

royalties from those who copied these inventions. These were early examples 

of the economic rights linked to intangible assets.  

10. Throughout the World, as the economic values of intangibles have increased, 

litigation associated with intangible assets has also become far more 

common. Issues such as infringements of patents, trading styles and names, 

have been subject to major Court battles in many jurisdictions throughout the 

World.  

Section E. Evidence from Financial Statements  

1. As modern economies have evolved, the difference between the tangible net 

assets on balance sheets of corporations and the values of those 

corporations on the markets has widened. The following chart compares the 

market capitalizations of companies (the number of shares in issue times the 

price of that stock) with the net tangible assets on their latest balance sheets. 

The data relates to the main USA Stocks:  

 
2 1. World Intellectual Property Organization website. 
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2. This is the background to the increasing emphasis on the valuation of 

intangible assets in financial reporting. Mark Olson, Chairman of the Public 

Company Accounting Oversight Board in the USA (“PCAOB”) stated the 

following on 7 June 2007:  

“For financial statements to be useful to investors, they must be both 

relevant and reliable. They must be relevant in the sense that they give 

investors the type of information they need in order to decide whether to 

buy, sell, or hold a company’s securities. They must be reliable in the 

sense that the numbers reported both reflect a company’s underlying 

economic results and are accurate. Auditors play an essential role in 

assuring that financial statements are both relevant and reliable.” 

3. A comparison of the book value of net assets and market capitalizations of 

certain well-known companies at December 31, 2017 was as follows:  
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Name Sector Capitalization Net Assets   

  $ billion $ billion Multiple 

Tencent – China Internet 489.7 36.8 13.3 

Lenovo – China Computers 6.8 4.2 1.6 

Luis Vuitton -France Luxury goods 147.9 36.3 4.1 

Apple – USA  Computers etc. 860.9 134.0 6.4 

Daimler – Germany Automotive 90.9 74.1 1.2 

HSBC – UK Banking  207.0 198.7 1.0 

Glaxo - UK Pharmaceuticals 87.5 6.5 13.5 

Coca Cola Soft drinks 195.5 22.2 8.8 

4. The above analysis shows that higher proportions of intangible assets can be 

found in various industry sectors, with internet software and services, 

pharmaceuticals and branded soft drinks all having relatively high multiples.  

5. The banking sector tends to have very low multiples:  

A. if the market has concerns over the recovery of some of the bank assets or 

the adequacy of profits the multiples may well be less than 1.0: in that 

situation, the market does not consider that the net assets are worth the 

amount at which they are stated on the balance sheet.  

B. There is a relatively high correlation between the multiples of banks and 

their returns on capital.  

(1) If the returns on capital are less than the return required by the market, 

the banks concerned will have market capitalizations below the net 

asset values on the balance sheets.   
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Section F. The Weighted Average Return on Assets (WARA) 

1. In BV 202 the weighted average cost of capital of an enterprise was allocated 

over the various assets making up the enterprise. Lower costs of capital were 

applied to various types of fixed assets and also to working capital. This then 

meant that a far higher required return on capital was applied to the intangible 

component of the valuation.  

2. The Weighted Average Return on Assets (WARA) is described as follows in 

the Taqeem Business Valuation Manual Glossary:  

“The weighted average, at market value, of the cost of financing each of 

the tangible and intangible fixed Assets and the working capital. 

Conceptually the WARA should equal the WACC. As discount rates for 

many Assets are known, reconciliation of the WARA for all asset 

categories to the WACC is a means of confirming the reasonableness of 

asset-specific discount rates.” 

3. This is consistent with the returns which the market will tend to give to the 

various classes of assets: the following is a quotation which addresses this 

point:  

“Wealth and growth in today's economy are driven primarily by intangible 

(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 deployment of intangibles, along 

with other types of assets.”3 

4. The weighted average return on assets reflects not just the cost of funding 

different types of assets on the balance sheet: it also reflects the economic 

realities as stated above.  

Section G. The Different Nature of Many Intangibles 

1. Physical and financial assets can generally have only one use: if a piece of 

plant or a truck is being used for one production process or delivery it cannot 

be used at the same time for some other purpose. These are sometimes 

described as rival assets as different uses compete for the asset in question. 

 
3 Intangibles Management, Measurement and Reporting, Baruch Lev Brookings Institution Press, 
Washington D.C.  2001, p. 9. 
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2. Many intangible assets can be used for multiple purposes at the same time. 

They are therefore often described as non-rival assets. It is very often in the 

nature of the intangible asset that it can be replicated at very low cost. Such 

assets have very large costs of original creation; these are sunk costs. 

However, the cost of replication can be very low. The fixed costs are therefore 

very high, but the incremental marginal costs are likely to be low: 

A. A new pharmaceutical compound will cost a very significant amount to 

develop and to test before it is permitted for use as a drug for medical 

purposes. However the actual production costs of the drug, once the 

above expenditure has been sunk, is likely to be a very small proportion of 

the sales value.  

B. It is likely to be labor-intensive to create and to maintain new computer 

software; however once produced it can be replicated and sold at a very 

low marginal cost. 

C. Very large costs can be incurred in building a brand and maintaining the 

value within the brand by constant advertising. However there is no limit to 

the quantity of branded products which can then be produced and sold at 

a premium price reflecting the value of that brand.     

Section H.  Reasons for Valuing Intangibles 

1. There are many reasons for valuing intangible assets. Some of the occasions 

when valuation is required are detailed below:  

A. Litigation 

(1) Infringement of patent, copyright or trademark 

(2) Stockholder disputes 

(3) Marital dissolution 

(4) Insolvency 

B. Transactions: 

(1) Advising on market value 

(2) Financing 

(3) Transaction support 
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C. Compliance 

(1) Financial Reporting 

(2) Taxation 

(3) Estate and gift taxes (US) 

(4) Transfer pricing in international groups 

Section I. Litigation 

1. It is inevitable that litigation varies from territory to territory: different 

jurisdictions will have different rules relating to the calculation of damages; it 

is also the case that different rules will apply to the allocation of values within 

a family dissolution and in the event of insolvency.  

2. However, valuers can use the same general tools and skills as used for other 

valuation purposes when assisting the Court in the calculations which are 

required. This manual deals with the various valuation methods which have 

general application for intangible assets. We recognize that there will be 

variations which may be applied by different jurisdictions. We show how the 

Courts in some jurisdictions have dealt with some of the valuation challenges.  

3. 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.   

A. Celebrity divorces in particular may have significant intellectual property. 

4. A USA study by PwC found that there had been  a close correlation between 

the number of new patents granted and the litigation relating to patents. The 

study showed that in the year to 30 September 2017 350,000 patents had 

been granted. The number of case filings for patent infringements was some 

226,000.4 The most common measure of loss was the reasonable royalties 

that should have been paid to the patent holder.  

 
4 PwC: 2018 Patent Litigation Study 
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Section J. Transactions 

1. The licensing of the rights to an intangible asset provides the owner of that 

asset with the ability to expand the use of the intangible and maximize returns 

in a manner that the owner may not otherwise be able to achieve.   

2. Through licensing, the owner grants certain of his/her rights to another in 

return for compensation which may be monetary or otherwise (e.g. the right to 

use the licensee’s technology).   

3. The starting process to the licensing negotiations may involve consideration of 

that intangible asset’s value, since an alternative to licensing is the sale of the 

intangible asset. The licensing negotiations will be informed by an 

understanding of the value of the underlying asset.  

4. As noted earlier, intangible assets make up a large component of the value of 

many businesses.   

5. 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. In the past the focus of many 

banks has been on the traditional sources of security for borrowings, such as 

real estate and trade receivables.  

6. Intangible assets, such as trademarks, broadcasting rights, licenses, or other 

transferable intangible assets, are increasingly being specifically pledged as 

collateral for borrowing. 

7. 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. 

8. 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.   

9. In transactions 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. 
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Section K. Compliance 

1. For financial reporting, fair value accounting requires the valuation of 

intangible assets acquired as part of a business acquisition. The value is 

required at the date of acquisition, but also at other times to test for possible 

impairment of the value of the asset or to establish an amortization amount.  

2. Many of the tools which we use for the valuation of intangible assets have 

been developed for financial reporting purposes. Those tools aim to reflect 

economic realities; they therefore have wider application than just financial 

reporting.   

3. 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 (US GAAP) and other accounting standards.   

4. IFRS 3, Business Combinations and ASC 805, Business Combinations 

address allocation of all assets purchased (including goodwill and other 

intangible assets) in business combinations. 

5. IAS 36, Impairment of Assets and ASC 350, Intangibles–Goodwill and Other, 

relate to impairment of goodwill and other indefinite life intangible assets. 

6. ASC 360, Property, Plant & Equipment, relates to impairment testing of long-

lived assets (both tangible and intangible) with definite lives. 

7. IAS 38, Intangible Assets, provides guidance on the recognition and 

assessment of intangible assets. 

8. Transfers between related parties are scrutinized by international taxing 

authorities as these transfers could potentially result in the inappropriate 

transfer of taxable income and tax liabilities from one (high) tax jurisdiction to 

another (lower) tax jurisdiction. Some international groups have achieved a 

notoriety for the way in which they aim to move profits to low tax jurisdictions 

by charging royalties for the use of intangible assets located in the lower tax 

country.  

9. The valuation of the transferred asset and the determination of appropriate 

intercompany charges can be crucial in supporting the reasonableness of 

those transactions with taxing authorities. 

10. International transfer pricing rules vary. 
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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 

Local Country Rules –Many countries (including those that follow the OECD 

framework) have issued transfer pricing regulations with country-specific 

requirements. 

11. The valuation of trade-related property or real estate can cause problems in 

certain tax jurisdictions: some tax authorities maintain that the intangible 

values involved are closely related to the real estate from which the business 

operates. If there are different tax rates for the transfer of real estate and 

other property, this can be a major tax issue. The Taqeem Business Valuation 

Glossary defines trade related property:  

“Any type of real property designed for a specific type of business where 

the property value reflects the trading potential for that business.” 

Section L. International Valuation Standards 2022 

1. Section 210 Intangible Assets 

The International Valuation Standards Council issued International Valuation 

Standards 2022, which are to be applied with effect from January 31, 2022.  

In addition to general standards covering all valuations, the IVS include 

Section 210 Intangible Assets. 

 

Contents of Chapter 210 include: 
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o Overview 10 
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o Bases of Value  30 

o Valuation Approaches and Methods  40 

o Market Approach 50 

o Income Approach 60 

o Cost Approach 70 

o Special Considerations for Intangible Assets  80 
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o Intangible Asset Economic Lives 100 

o Tax Amortization Benefit (TAB)  110 

2. This manual is consistent with IVS 2022; we will make reference to Chapter 

210 of IVS 2022 when considering the detailed work in intangibles valuation. 

The definitions in the Taqeem Business Valuation Manual Glossary relating to 

methods of valuation for intangible assets are consistent with IVS 2022.  

Section M. Protection of Intangible Assets 

1. Not all intangible assets are protected by law, e.g. trade secrets. We have 

already referred to the protection of secrecy and to additional protections 

provided in law.  

2. The four forms of protection relating to intangible assets are: 

A. Patent 

B. Trademark 

C. Copyright 

D. Trade secret 

3. Patent  
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A. A patent is a legal process which defines 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 

is the grant of a property right by the Government to the inventor. It 

normally contains at least one claim and a full description of the invention. 

The protection given by a patent is limited in time (generally 15 to 20 years 

from filing or grant). It is also limited to the country or countries concerned. 

In order to obtain international protection it is necessary for the patent to be 

registered in the different countries.  

B. 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.5  

C. A patent may protect:  

(1) Composition of matter (for example, pharmaceuticals) 

(2) Apparatus 

(3) Method of Use 

(4) Manufacturing process 

(5) Formulation 

B. Two of the largest patent claims in the USA related to pharmaceuticals.  

4. Copyright 

A. This is a form of protection provided to the authors of “original works of 

authorship” including literary, dramatic, musical, artistic, and certain other 

intellectual works, both published and unpublished. 

B. Copyright legislation 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. Full copyright protection exists whether the work is registered with 

the government or not.  

 
5 World Intellectual Property Organization (WIPO) Patent Scope Glossary 
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C. 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.  

D. Copyright protection can cover various forms of media. Examples of such 

protection are:  

1) Literary works 

2) Musical works 

3) Dramatic works 

4) Pantomimes and choreographic works 

5) Pictorial, Graphic and sculptural works 

6) Motion Pictures, videos and other audiovisual works 

7) Sound recordings 

8) Architectural works 

5. Trademarks 

A. Trademarks protect words, names, symbols, sounds, or colors (or 

combination thereof) that distinguish goods and services from those 

manufactured or sold by others and to indicate the source of the goods. 

Trademarks, unlike patents, can generally be renewed forever as long as 

they are being used in commerce. These are sometimes described as 

symbolic intangible assets.  

B. A brand shares some characteristics of a trademark, though a brand is 

more of a marketing concept versus the more strictly legal concept of a 

trademark. A brand is an aggregation of assets which includes, but is not 

limited to, a trademark. It is a bundle of products or services intended to 

meet a particular set of buyers’ needs.  

6. Trade Secrets 
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A. Trade secrets were amongst the earliest forms of protection and they 

remain of importance. Coca Cola make much of the fact that their 

formulation is a secret not known to other manufacturers of soft drinks. 

Trade secrets have been defined as: “any information not generally known 

in the trade. It may be an unpatented invention, a formula, pattern, 

machine, process, customer list…..or even news.”6  

B. Some trade secrets may be patentable inventions that have not been 

patented in order to avoid making the invention public and then subject to a 

statutory life. Also some technology changes so quickly that it may be 

obsolete before any patent is ultimately granted.  

Section N. End of Chapter Review Questions 

1. A patent may protect which of the following: 

A. A formulation 

B. A literary work 

C. A copyright 

D. Working capital 

2. Which of the following industry sectors are more likely to see a high Market 

capitalization/Book Value multiple? 

A. Computer manufacturing 

B. Banking 

C. Pharmaceuticals 

D. Beverages 

3. The weighted average return on assets requires a rate of return to be applied 

to which of the following balance sheet accounts: 

A. Long-term debt 

B. Land 

 
6 E.I. duPont de Nemours & Co v. United States 288 F2d 904 (Ct Cl 1969). 
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C. Equity 

D. Additional paid-in-capital 

4. The Dangote Group’s “Transformational Projects” advertising campaign which 

covers businesses, industries, and communities is an example of: 

A. A trade name 

B. A copyright 

C. A trademark 

D. Branding 

 

5. All of the following assets are legally protected under most jurisdictions, except 

for: 

A. Patents 

B. Literary works 

C. Customer lists 

D. Software 

Answers: 1-A; 2-C; 3-B; 4-D; 5-C 
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Chapter 2. Overview of Valuation of Intangibles 

Section A. Groups of Intangible Assets 

1. IVS 2022 states that most intangibles are in one of the following categories:  

A. Marketing Related – used in marketing or promoting products or services: 

(1) Trademarks 

(2) Tradenames 

(3) Service marks 

(4) Unique trade design 

(5) Internet domain names 

B. Customer Related 

(1) Customer lists, such as names and addresses and other contact 

details of customers 

(2) Backlog 

(3) Customer contracts, being the contracts in place with customers at the 

valuation date 

(4) Contractual customer relationships, being the value of the ongoing 

relationship including existing and future contracts 

(5) Non-contractual customer relationships 

C. Artistic-Related relating to rights to benefits from artistic works: 

(1) Plays 

(2) Books 

(3) Films 

(4) Music 

(5) Non-contractual copyright protection 
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D. Contract Related representing the rights that arise from contractual 

agreements: 

(1) Licensing and royalty agreements 

(2) Service or supply contracts e.g. management, construction or 

advertising contracts 

(3) Lease agreements 

(4) Construction permits 

(5) Franchise agreements 

(6) Employment contracts 

(7) Non-competition agreements 

(8) Natural resource rights e.g. drilling, water, air, mineral, timber-cutting 

(9) Servicing contracts, e.g. mortgage servicing contracts 

E. Technology based arising from contractual or non-contractual rights of use: 

(1) Patented technology 

(2) Unpatented technology 

(3) In-process research and development (IPRD) 

(4) Databases 

(5) Formulae 

(6) Designs 

(7) Software 

(8) Processes 

(9) Recipes 

F. Goodwill.  

(1) Goodwill is for some people the collective term for many intangibles. 

However it is now considered to be the residual balance after the 

specific intangible assets have been identified.  
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(2) For some purposes goodwill may need to be further divided into 

transferable goodwill (that which can be transferred to third parties) 

and non-transferable or “personal” goodwill. 

(3) For financial reporting purposes, there are various types of intangibles 

which are effectively included in goodwill: 

(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 

(j) Cost or revenue synergies in combining two organizations 

(k) Hidden and unrecognized over-payment. 

(4) Some of these examples can be measured but do not meet the control 

criteria for recognition, such as assembled workforce. Others would 

prove difficult to value: so much of the development of intangibles’ 

valuation has been derived from the requirements of financial 

statement presentation.  

2. IVS 2022 also recognizes that certain intangible assets, such as brands, may 

represent a combination of the above categories.  

3. A survey undertaken of 500 USA firms gave an analysis of the types of 

intangible assets recognized: 
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Section B. Valuation Bases, Approaches and Methods 

1. The valuer must undertake his valuation of intangible assets under the 

appropriate valuation basis.  

A. If valuing for tax purposes the valuer must be aware of any requirements in 

the relevant tax legislation relating to the way that intangibles should be 

valued. 

B. If the assignment relates to litigation, the valuer must be aware of the way 

in which damages are assessed within the relevant jurisdiction.  

2. The three valuation approaches of market, income and cost are applicable to 

the valuation of intangible assets. We address these in turn. 
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Section C. The Market Approach 

1. IVS 2022 states that valuers should only apply the market approach to value 

intangible assets if both of the following criteria are met: 

A. Information is available on arm’s length transactions involving identical or 

similar intangible assets on or near the valuation date, and 

B. Sufficient information is available to allow the valuer to adjust for all 

significant differences between the intangible asset being valued and 

those intangible assets which have been bought and sold in the market. 

2. The adjustments referred to above will generally be qualitative rather than 

quantitative. 

3. Due to the nature of intangible assets market evidence is usually in respect of 

assets that are similar but not identical.  

4. With some very rare exceptions, nearly all valuations of intangible assets 

under the market approach use the guideline transactions method.  

5. Examples of intangible assets which are often valued under the market 

approach and guideline transaction method are:  

A. Internet domain names  

B. Broadcast spectrum  

C. Taxi medallions 

D. Government licenses / quotas 

6. Example:  

A. you are asked to value a portfolio of internet domain names. In undertaking 

your research you identify that there were 330 million domain names 

registered in 2017. The most common domain suffix by far is .com. 

B. There are top level domains which may be generic such as .com and .org; 

alternatively they may be country codes, such as .sa, .eg (Egypt) and .ye 

(Yemen). Some of these country codes are considered by some to be 

attractive such as .me for Montenegro. Some countries have second level 

domains, such as .co.uk.  
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C. Some domain names are sold by the Registrars who are responsible for 

the maintenance of the top-level domains. Other names are sold in the 

secondary markets. There are other domain names which are acquired 

through a process known as drop-catching: attractive domain names are 

acquired if the owner fails to maintain the registration with the relevant 

Registrar. 

D. There are many active investors engaged as market participants  

E. There are various on-line auction sites including GoDaddy.com, Sedo.com 

and Tucows.com. There is a website DNPric.es which provides lists of 

domain name sales, with analysis over different top level domains.  

F. You are able to identify guideline transactions using these data sources. 

You are able to establish prices for domain names using the same top 

level domains as in the portfolio. However you then need to apply 

judgement to determine where in the range of the published prices the 

various domain names in the portfolio are likely to be priced.  

G. If the domain names have been acquired relatively recently, the cost 

approach may provide some support for these judgements.   

Section D. The Income Approach 

1. Under the income approach, the value of an intangible asset is determined by 

reference to the present value of income, cash flows or cost savings 

attributable to the intangible asset over its economic life. 

2. There is a central challenge under the income approach when valuing 

intangible assets: the income or cost saving relating to the intangible asset is 

only rarely recorded separately. It is therefore necessary to use a method 

under the income approach that separates the economic income or cost 

savings associated with the intangible asset in question.  

3. The income approach is the most common approach used for the valuation of 

intangible assets. Examples of assets valued under the income approach are:  

A. Technology 

B. Customer-related intangibles such as backlog, contracts and relationships 

C. Trade names, trading styles and brands 



BV 205: Valuation of Intangible Assets Chapter 2 – Overview of Valuation of Intangibles 

 

©2021 The Saudi Authority for Accredited Valuers (TAQEEM) 20211202 25 

 

D. Operating licenses such as franchise agreements, gaming licenses, 

broadcast spectrum;  

E. Non-competition agreements.  

4. As noted above, the central challenge under the income approach is to divide 

income or cost streams between that proportion which can be reasonably 

attributed to the intangible asset and the balance.  

5. There are various methods under the income approach which address this 

central challenge:  

A. there are direct methods. These quantify the extra income generation or 

costs saved through ownership of the intangible asset; and 

B. there are indirect methods. With these the value relating to the intangible 

asset is the residual after the value attributable to the other assets has 

been quantified and deducted. 

6. The main indirect method is:   

A. Excess earnings method, sometimes called the multi-period excess 

earnings method, abbreviated to either “MPEEM” or “MEEM”. 

7. The direct methods include:  

A. Relief from royalty method 

B. Premium profit method or with-and-without method 

C. Greenfield method 

D. Distributor method 

E. Net cost savings method 

8. Example – The Non-Competition Agreement  

A. In the divorce courts of some of the states in the USA there is a 

requirement to separate enterprise goodwill and personal goodwill when 

allocating the assets between the parties.  
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B. In a recent Florida case7, the valuer for one of the parties used the “with-

and-without” method in order to compute the value of the non-competion 

agreement.  

C. The “with-and-without” method as used in that case required the valuer to 

calculate: 

(1) The cash flows with a non-compete agreement in place; and 

(2) The cash flows without a non-compete agreement in place.  

D. the difference in cash flows was the cash flows relating to the non-compete 

agreement. He determined that 91% of the goodwill in the business 

related to the husband. This was accepted by the Court.  

E. A non-competition agreement is a very common feature of corporate 

transactions:  

(1) with such an agreement the main people involved in the management 

of the business agree not to compete with the business being sold for a 

defined period after sale. 

(2) With many smaller businesses there will be a risk of the goodwill being 

personal in nature. The non-competition agreement is then very 

important to protect the business value.  

9. Example – The Breach of a Trademark 

A. In the UK case of Jack Wills Limited and House of Fraser, there was a 

claim brought by a clothing brand against a large retailer, House of Fraser. 

It was claimed that House of Fraser had copied the trademark or trading 

style of Jack Wills Limited. This was a pheasant, wearing a top hat and 

known as “Mr Wills”.   

 

 
7 Cooksey and Cooksey 
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B. The court compared the two trading styles and determined that they were 

sufficiently similar to represent an infringement.  

C. Valuers determined the value of the sales made by House of Fraser which 

had included the similar trademark. The gross and net profits made on the 

goods were determined.  

D. The damages were then computed by one expert by reference to the relief 

from royalty method. This involved determining what royalty House of 

Fraser would have had to pay Jack Wills Limited on the sales values if they 

had been granted a right to use the trademark.  

E. The Judge compared the result from the relief from royalty method with the 

net profits made on the goods: this resulted in 41% of the profits being 

attributed to Jack Wills Limited and 59% retained by House of Fraser. 

F. The case was therefore based on two of the main measures that are 

commonly used for calculating damages:  

(1) firstly the profits made from wrongly using the trademark; 

(2) secondly the reasonably royalties that would be paid to use the 

trademark.  

Section E. The Cost Approach 

1. Under the cost approach, the value of an intangible asset is determined based 

on the replacement cost of a similar asset.  

2. The cost approach is only used in relatively narrow circumstances when 

valuing intangible assets. Examples of intangible assets valued using the cost 

approach are:  

A. Acquired third party software 

B. Internally developed and internally used non-marketable software 

3. The Assembled Workforce 

A. The Assembled Workforce is also known as the Workforce in Place. It is an 

intangible asset but one that is included within the residual goodwill value. 

It is not recognized as a separate asset for financial reporting purposes as 

there is insufficient control for it to meet the definition of an Asset.  
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4. The Taqeem Glossary states the following regarding the Assembled 

Workforce:  

“The team of employees who work in a Business. This is a concept that is 

used when calculating Contributory Asset Charges in the valuation of 

Intangible Assets. The Workforce in Place is an Intangible Asset but one 

which is not recognized for financial reporting purposes.” 

5. There are two main methods under the cost approach, namely reproduction 

cost and replacement cost.  

A. The reproduction cost method is rarely of relevance for intangible assets 

6.  the replacement cost method is therefore nearly always used. The 

replacement cost assumes that no one would pay more for an asset than the 

cost that would be incurred to replace the asset with a substitute of 

comparable utility and functionality8  

7. Example – Acquired Software 

A. A specialist energy consultancy business has purchased specialist 

software from a third party provider very recently. The software is 

considered to have an effective useful life of 7 years before requiring 

replacement.  

B. This intangible asset would be valued under the cost approach at the 

amount paid for its acquisition.  

1) The indirect costs for modifications or making the software available 

and useable would be included in these costs.  

2) The software is amortized over its anticipated life of 7 years, with no 

residual value.  

3) Economic obsolescence is the decline in value due to external factors 

other than the property itself. Examples are poor industry economics, 

new legislation, reduced demand or increased competition.  

(a) An impairment charge for economic obsolescence would be 

deducted if it existed. In this case the software purchase was very 

recent and this was not therefore a concern.   

 
8 IVS 2022, 210.70.6 
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8. Example – The Assembled Workforce or Workforce-in-Place 

A. The concept underpinning the assembled workforce is to assume that the 

existing team of employees had to be assembled as if the business had 

lost all of its employees.  

B. This therefore means that the technique used is to recognize the current 

costs in recreating the employee team.  

C. The main costs of assembling such a workforce are:  

1) Recruitment costs 

2) Training costs 

3) Lost productivity at the start of employment 

D.  It is normal to divide the workforce into various categories; this is because 

the various costs will be different. The costs involved in the recruitment of 

the chief executive officer would normally be rather greater than the costs 

of recruiting administrative support employees.  

E. In the following example of Dammam Catering Equipment the workforce 

has been divided into four categories. However the division should be 

made specific to each relevant business. The average employment costs 

are all costs of employment including total compensation, any payroll taxes 

and benefits.  

1) You have been supplied with the estimated recruitment costs for each 

grade of employee and you have verified the data. You have been able 

to check the figures for the average employment costs. You have seen 

the build up of the training costs for each grade.  

2) The estimation of the time lost due to reduced productivity is difficult to 

check to internal or external data. The starting point is to establish how 

the percentages were determined by the Company. You can do a 

reasonableness check and challenge the various assumptions upon 

which they were based. The figures below relate to the estimated lost 

productivity.   
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Section F. Discount Rates and Rates of Return 

1. The selection of a discount rate for an intangible asset generally requires 

significant professional judgement. This is because it can be difficult to find 

comparable discount rates as used in actual transactions.  

2. There is a hierarchy of risk for many intangible assets. The cash flows relating 

to an order or production backlog can be estimated relatively accurately. They 

are also likely in the relatively near future.  

A. Such an asset is far less risky than customer relationships: the reality 

and timing of additional cash flows relating to customer relationships 

are far less certain.  

3. The valuer should consider discount rates by reference to the following points 

of reference:  

A. The relevant risk-free rate 

B. The cost of borrowing 

C. The cost of equity in the relevant business segment 

D. The weighted average cost of capital 

E. The weighted average return on assets 

Average Total 

Number of Recruitment Training Lost Employment Replacement

People Costs Costs productivity Cost cost

Senior management 3 80,000 40,000 30% 880,000 1,152,000

Customer service 12 25,000 10,000 20% 325,000 1,200,000

Administration 6 20,000 2,000 10% 275,000 297,000

Other support 3 18,000 3,000 5% 267,000 103,050

Total before tax 24 2,752,050

Assembled Workforce
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4. The last source is likely to be very relevant for the discount rates for many 

intangibles: the costs of capital (and expected returns) on both tangible fixed 

assets and working capital are relatively low: they can be funded in part with 

relatively low-cost debt. The residual cost of capital can then be allocated 

over the various intangibles in accordance with their risk profile.  

5. The following table gives information on appropriate discount rates:  

 

Asset Category Typical Components  Rates of Return on asset 

Working capital  Cash, accounts receivable, 

inventory, and accounts 

payable and accruals 

Lower end of returns of all 

asset classes, e.g. after-tax 

rate based on bank lending 

prime rate adjusted for risk, 

with a high proportion of 

working capital assets 

financed by debt and the rest 

by equity 

Fixed assets  Includes land, land 

improvements, buildings, 

machinery, furniture, fixtures 

and equipment, leasehold 

improvements. Typically 

these assets require 

replenishment or 

replacement to sustain their 

productive capacity 

Financing costs say for vendor 

financing or bank debt used for 

specific assets. Special 

purpose fixed assets would 

typically require higher rates 

with a smaller proportion of 

fixed assets financed by lower 

cost debt (the remainder by 

equity). 

Intangible assets Marketing, customer, artistic, 

contract and technology-

based intangibles and 

goodwill 

Based on relative risk of 

intangible asset typically 

higher equity (not debt) rates 

of return due to riskier and less 

liquid nature of intangible 

assets.  

Section G. Asset Lives 

1. The determination of asset lives of some intangibles is relatively simple: if 

there is a license to use an intangible asset for a period of 5 years and there 

are no relevant external factors, no judgement is involved.  

2. In the case of the purchased software example above, management had 

estimated a useful life of 7 years with no residual value. That judgment can be 

discussed with management.  
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A. If they have entered into a maintenance contract with the supplier for 

a 7-year period, that provides strong evidence.  

B. It is then necessary to consider the probability of the existing 

software becoming obsolete within that 7-year period. The decision 

then has to be made as to whether the provision for that intangible 

should be straight line or at a reducing rate.  

C. That review for obsolescence needs to be undertaken on a regular 

basis.  

3. For customer relationships there should be data on the average amount of 

time for which a customer remains a purchaser of the goods or services 

provided. The reduction in the initial customer group is known as attrition. The 

asset can therefore be reduced in value in accordance with that data.  

A. Attrition is defined in the Taqeem Business Valuation Glossary as the 

annual percentage rate of loss (or churn) of an existing Asset such 

as a customer relationship Intangible Asset. 

4. A brand may have an indeterminate life, with no evidence of value reduction 

from year to year. This may depend on the amount of expenditure such as 

advertising in maintaining the value of that brand. However, many brands are 

determined to have a finite life, albeit a relatively long one.  

Section H. Taxation 

1. Taxation can appear to be especially complex in relation to intangible assets. 

There are two separate considerations: 

A. For assets valued by reference to increased income or reduced costs, the 

increase in profit represented by the intangible asset will be likely to be 

subject to taxation. This is the case in most tax jurisdictions. Due to the 

method of measurement of increased profits (and cash flows) there is a 

need to account for the taxation cost by some means in deriving the value 

of the intangible.  

B. As an entirely separate consideration, if an intangible asset is acquired, 

there is a tax deduction available in many tax jurisdictions for the 

amortization of that asset. This therefore creates an adjustment known as 

the Tax Amortization Benefit, or “TAB”.  
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2. This second concept can be difficult to grasp: the thought process is as 

follows:  

A. In the market place for intangible assets, the facility to obtain a tax 

deduction for the amortization of the intangible asset would increase its 

value when compared to an asset for which there was no tax deduction 

available. 

B. If the market or cost approach has been applied, then the data source 

already effectively includes the tax-deductible quality of the asset. 

C. If the intangible asset has been valued under the income approach, this 

does not include the value of the tax deductibility. A special adjustment 

may therefore be required, and this is the TAB. 

Section I. Contributory Assets 

1. As mentioned earlier, the most common approach used for the valuation of 

intangible assets is the income approach. Many of the methods under the 

income approach require the cash flows relating to the intangible assets to be 

isolated from broader cash flow streams. The cash flows relating to the 

intangible assets will not generally be directly observable from the accounting 

information. The Taqeem Glossary describes Contributory Assets:  

“assets (e.g. working capital, machinery and equipment, trademarks, 

assembled workforce) that are used in conjunction with the subject 

Intangible Asset in the realization of prospective cash flows associated 

with the Intangible Asset being valued.” 

2. The Appraisal Foundation has been recognized by the USA Congress as a 

source of valuation standards. Its best practice monograph notes: 

“Contributory assets are defined as assets that are used in conjunction with 

the subject intangible asset in the realization of prospective cash flows 

associated with the subject intangible asset. Assets that do not contribute to 

the prospective cash flows associated with the subject intangible asset are 

not contributory assets. For example, a certain amount of real property (land 

and buildings) may be necessary to support the cash flow attributable to a 

subject intangible asset. Alternatively, land held by an entity for investment (a 

non-operating asset) would not be appropriate to include as a contributory 

asset if the land is not necessary for, or expected to contribute to, the 

generation of the prospective cash flows of the subject intangible asset.” 
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3. It is therefore necessary to allocate in some way the cash flows over the 

different assets which play a part in their generation.  

4. The assets, other than the relevant intangible asset being considered, are 

known as the contributory assets. Each of these contributory assets has a 

cost of capital which has to be serviced. This is known as a Contributory 

Asset Charge or “CAC”. This is mainly referable to MPEEM. 

5. The cash flows have to be allocated over the various contributory assets 

including other intangible assets. The cash flows, once isolated by removing 

the CAC, then help to determine the value of the intangible in question, if 

applying MPEEM.  

6. The typical types of assets that give rise to CACs include working capital, fixed 

assets and other intangible assets, such as trademarks and assembled 

workforce.  

Section J. The Assembled Workforce or Workforce-in-Place 

1. The methodology which has developed for valuing intangible assets has 

included the concept of the assembled workforce or workforce in place. We 

made the point earlier that the Workforce in Place is an intangible which is 

normally valued using the cost approach in respect of recruitment, training 

and lost productivity costs.  

2. This is recognized as an intangible asset, but it is not one which can be 

recognized as an asset for financial reporting purposes. This is because the 

entity in question does not control the asset: members of the employee team 

can leave the employment at any time.  

3. Although it cannot be recognized for accounting purposes (in financial 

statements), it is recognized as existing for economic purposes: as a question 

of fact those costs were incurred in creating the employee team over the 

years.  

4. When a business is acquired, one of the assets which is acquired is the team 

of people employed in the business. If they were not there it would cost 

money to recruit and train them. This is the economic reality.  

5. This concept therefore means that it is an asset which requires a contributory 

asset charge, despite the fact that it does not appear in financial statements. 
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Section K. How to Identify Intangible Assets 

1. Since the asset is intangible it may not be listed on the balance sheet unless it 

was acquired in a prior transaction.  The valuer needs to recognize the 

asset’s existence before valuing it.  The following processes will help to 

identify intangible assets: 

A. If the valuation is being conducted as part of a purchase price allocation for 

financial reporting purposes, the purchase agreement will likely include a 

section which details a list of intangible assets that the buyer sees in the 

target company.  This list is not definitive; some of the listed assets may 

not truly exist, or the list may exclude intangibles that do exist. 

B. Management is the best source for identification.  In the management 

interview, the valuer should explain the categories of intangible assets. 

C. Research financial statements of companies in the same sector for value 

drivers or intangibles and compare that data to the subject business. 

Section L. Documentation for Identifying Intangible Assets 

1. If the purpose of the valuation is financial reporting, review the purchase 

agreement. That review should be documented. Also document whether or 

not the transaction took place in a competitive bid environment. 

2. A description of each asset being valued by the class or grouping of intangible 

asset and why the asset was included. 

3. A list of intangible assets that were considered but excluded along with a 

description as to why they were excluded. 

4. If the valuation is performed for the purpose of an impairment analysis (or any 

repeat assignment) document the extent to which the valuer relied on 

previous identification processes and the extent to which a new process was 

undertaken. 

5. Documentation on the principal market for the intangible and the assumptions 

a market participant would make in acquiring the asset. 
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Section M. Documentation for the Selection of Valuation Methods 

1. Regardless of the purpose of the valuation, full records should be kept which 

document the research, analysis, observations, and decisions that are made 

throughout the valuation process. 

A. If the valuation was performed for litigation, documentation will be required 

at deposition or trial to support the valuer’s opinion. 

B. If the valuation was performed for financial reporting purposes, the 

documentation will be required by the audit team who review and critique 

the report, as well as for subsequent assignments (impairment studies, 

etc.). 

2. Types of documentation 

A. The following should be included in the valuer’s work files: 

(1) The rationale for selecting the methods used to value each intangible 

asset as well as the rationale for excluding other methods. 

(2) If multiple methods are used, document how the reconciliation was 

determined – that is, the weighting of methods and reasons for an 

emphasis on one method over another. 

(3) The following chapters will provide detail on documentation 

requirements for each step in the process and each of the individual 

valuation methodologies. 
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Section N. End of Chapter Review Questions 

1. Which of the following is an example of a marketing-related intangible asset? 

A. Copyright 

B. Customer list 

C. Patent 

D. Internet domain name 

2. When valuing intangible assets for the purpose of a purchase price allocation 

for financial reporting, a good source to help identify intangible assets is: 

A. The purchase agreement 

B. The notes to the financial statements 

C. The audit team 

D. The employment agreement 

3. From low risk to high risk, which of the following is an appropriate ordering of 

asset risk: 

A. Current assets, notes payable, working capital 

B. Current liabilities, long term debt, equity 

C. Working capital, fixed assets, intangible assets 

D. Land, inventory, software 

4. The valuation of an assembled workforce includes an assessment of 

replacement costs in which of the following areas: 

A. Training Manual 

B. Lost productivity 

C. Human resource department 

D. Legal procedures 
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5. For financial reporting purposes, the goodwill account would include which of 

the following assets: 

A. Tradename 

B. Assembled workforce 

C. Order or production backlog 

D. In-process research and development 

Answers: 1-D; 2-A; 3-C; 4-B; 5-B 
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Section O. Case Study – HMS Industries, Inc. PART 1. 

1. Background Information 

A. Your company was retained to provide an opinion of Market Value for the 

invested capital, equity, and the intangible assets of HMS Industries, Inc., 

a calcined petroleum coke producer in Saudi Arabia.  HMS is being sued 

by Amal Tahan, a former shareholder of HMS.  Mr. Tahan was fired from 

HMS “with cause” on December 31, 2019.  Since he owned a 10% interest 

in HMS, the company was obligated to buy out his shares upon dismissal.   

B. HMS paid Mr. Tahan SAR 25,000 upon his departure.  Management’s 

position is that since the book value of the Company was negative as of 

December 31,2019, they were not obligated to pay him anything but 

offered SAR 25,000 to avoid litigation.  Mr. Tahan refused this offer, 

claiming that the Market Value of his 10.0% interest was many times 

higher than management’s offer. 

C. Mr. Tahan filed a claim in The Board of Grievances Court for his rightful 

share of the Market Value of HMS, contending that his dismissal was 

without cause and the remaining shareholders’ intention was to steal his 

10.0% interest.  As part of that claim, expert witness testimony is required 

so that the Board of Grievances Court can render a decision as Mr. 

Tahan’s claim. 

D. The valuation team at your firm has completed a report which opined that 

the Market Value of the invested capital of HMS as of December 31, 2019 

was SAR 850,000,000.  You did not participate in that appraisal – it was 

completed by another partner.  That report also opined that the Market 

Value of the equity of HMS as of December 31, 2019 was SAR 

440,000,000, rounded.  Your firm’s calculation of Mr. Tahan’s net interest 

is shown as follows: 
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E. Mr. Tahan’s attorneys reviewed the valuation report and noted the extreme 

difference between the two sides in the case with HMS Management at a 

value of SAR 25,000 and Mr. Tahan at SAR 33,000,000.   

F. The attorneys also noticed that your firm’s opined equity value was all 

intangible value.  That is, the net book value of equity as of December 31, 

2019 was negative SAR 23.2 million and the opined Market Value is SAR 

440 million, meaning that the attorneys would have to defend the position 

that there is nearly SAR 465 million of intangible value in HMS.  This made 

them uncomfortable since they thought the Court might find it difficult to 

believe that over 100% of the opined value is comprised of intangible, or 

“blue sky” value.   

G. The valuation partner who completed the valuation has come to you since 

you specialize in the valuation of intangible assets while he is responsible 

for equity or invested capital assignments.  He has asked you to accept 

the testifying responsibility in the case since cross examination will most 

likely focus on intangible value. 

H. In a meeting with the attorneys, they informed you that the Court is usually 

more comfortable with companies that have a large base of tangible value 

(net book value of property, plant and equipment and working capital after 

the deduction of debt) before they award a high value.  The fact that no 

such value exists in HMS since the company is so leveraged presents the 

risk that Mr. Tahan might lose the case. 

HMS Industries

Summary
Currency in SAR (000)

Market Value of Equity 438,471               

Add:  Senior Unit Debt 411,529               

Market Value of Invested Capital 850,000               

 

 

Market Value of Equity, rounded 440,000.0            

Market Value of Mr. Tahan's interest @ 10.0% 44,000.0              

 

Discount for lack of control 5.0% (2,200.0)               

Market Value, minority, marketable 41,800.0              

Discount for lack of marketability 20.0% (8,360.0)               

Market Value, minority, non-marketable 33,440.0              

Market Value of Amal Tahan's 10% interest, rounded 33,000.0              
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I. During the meeting, the attorneys ask you to identify the company’s value 

drivers that can support your high equity value of SAR 440,000,000.  You 

respond by saying that although HMS has ample intangible assets, the 

process of identifying and valuing those assets was beyond the scope of 

the original valuation assignment, which, incidentally, you were not 

involved in. 

J. The following day the attorneys called and requested that a second 

valuation report be prepared which identifies and values HMS’s intangible 

assets.  They anticipate that their adversaries will inquire about this 

intangible value. The attorneys want to be prepared to respond.  

Consequently, your firm issued a new engagement letter to Mr. Tahan.  

You are now the lead expert in the case. 

2. Other Company Facts 

A. HMS generates 90.0% of its total volume from the production and sale of 

CPC.  The other 10.0% of volume is derived from a mechanical 

engineering consulting business in which its consultants help companies 

in the design and flow of their production plants.  The consulting business 

is driven by the industry reputations of the consultants. 

B. Management estimates that going forward it expects its operating profit 

margin from the CPC customers to be about 11.5%.  The consulting 

customers should be somewhat more profitable since they do not entail a 

capital-intensive production line. 

C. HMS had three shareholders before December 31 2019: 

o Ibrahim Antoun  50.0% 

o Al Maalouf  40.0% 

o Amal Tahan  10.0% 

D. Mr. Antoun and Mr. Maalouf are petroleum and mechanical engineers who 

actively run the business.  Mr. Tahan is the grandson of one of the 

company’s founders.  The Tahan family provided much of the financial 

backing of HMS at its inception in 1955.  Since that time though the family 

has sold off much of its original shareholdings, leaving Mr. Tahan with a 

10.0% stake as of the valuation date.   
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E. All three shareholders are employees of the company and are each paid 

SAR 500,000 per year in salary.  Despite this, Mr. Tahan is a passive 

shareholder who spends most of each year living in London, England.  It is 

estimated the Mr. Tahan’s net worth is approximately SAR 7.5 billion. 

F. The three shareholders are party to a Shareholders’ Agreement that was 

signed on December 31, 2004.  Key terms of that Agreement are as 

follows: 

(1) If a shareholder leaves the company due to illness, incapacity, or 

retirement, HMS is required to purchase his shares at Market Value as 

determined by a Taqeem-licensed appraiser. 

(2) If a shareholder voluntarily wishes to sell his shares to a third party, the 

remaining HMS shareholders have a right of first refusal at the agreed 

upon sale terms.  If they do not exercise their right of first refusal, the 

departing shareholder is free to sell his shares to the third party. 

(3) If a shareholder is dismissed from the company’s employ for good 

cause, his shares will be purchased by the company at a rate equal to 

the prior fiscal year end’s accounting net book value multiplied by the 

shareholder’s percentage equity interest. 

(4) There is a non-compete clause in the Shareholders’ Agreement which 

states that if any of the three shareholders leave the company for any 

reason, they cannot participate in the CPC industry anywhere in the 

eastern hemisphere. 

G.   HMS management doubts that there is any scenario under which Mr. 

Tahan’s competition would be possible.  The barriers to entry in the CPC 

industry are enormous due to capital intensity, environmental restrictions, 

and the fact that virtually all refiners who market their green CPC already 

have relationships with existing market participants.  Hence, they were not 

concerned about him entering the business.  However, in his interview, Mr. 

Tahan vowed to ruin his former partners.  He indicated that if the lawsuit 

failed, he would use his considerable financial resources to either 

purchase a competing CPC producer or, failing that, to open a company 

from scratch regardless of the cost or the barriers to entry.   
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H.  Your analysis of the potential to compete revealed that if Mr. Tahan 

purchased a competing company, it would not affect HMS since any 

acquired company already has a position in the market.  However, if he 

started a new company, it would affect HMS as follows: 

(1) It would take two years for Mr. Tahan to open a competing, functioning 

company in KSA. 

(2) The potential that Mr. Tahan would actually open a functioning, 

competing CPC company was judged to be approximately 15.0%. 

(3) The 15.0% likelihood was then broken down into three equally possible 

scenarios, a pessimistic, moderate and optimistic outcome (from the 

perspective of HMS). 

(4) Under the pessimistic scenario, Mr. Tahan’s competing company 

would lower HMS’s revenue by 15%.  Under the moderate scenario, 

revenues would be lowered by 10.0%, and the optimistic scenario, by 

5.0%. 

3.  Industry Background 

A. Calcined petroleum coke (CPC) is a raw ingredient in aluminum, steel and 

titanium smelting.  It is a by-product of the oil refining process.  CPC has 

no value to oil refiners other than the sale to CPC producers.  Oil refiners 

collect raw or “green” CPC and sell it to companies like HMS which refine 

it into CPC.  The product is then sold to aluminum, steel and titanium 

smelters who use it to make anodes used in the smelting process. 

B. There are different sub-categories of CPC, including shot coke, needle 

coke, sponge coke, and honeycomb coke which are used in making 

different types of anodes for different types of metals. 

C. There are about 20 producers of CPC around the world, excluding oil 

companies that refine their own by-product.  These include: 

▪ Oxbow 

▪ Rain CII Carbon 

▪ Shandong KeYu Energy 

▪ Aluminum Bahrain 

▪ PetroCoque 

▪ Lainxing New Materials Technology 
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▪ Zhenhua Carbon Technology 

▪ GOA Carbon 

▪ Sinoway 

▪ Atha Group 

▪ NingXia Wanboda Carbons and Graphites 

▪ Asbury Carbons 

▪ Carbograf 

▪ Cocan Graphite 

D. These companies’ plants are usually located at or near an oil refiner from 

which they receive raw materials. 

E. The metal smelting industry also has relatively few participants.  Both CPC 

production and metal smelting are large, capital intensive and 

environmentally unfriendly manufacturing processes which have 

significant barriers to entry. 

F. The valuation work file from your firm’s original report included the following 

industry article which provides an overview of the product and factors 

which drive demand: 

 

Calcined Petroleum Coke Industry Overview 
Grandview Research 

The global calcined petcoke market is expected to witness significant growth at a 

CAGR of over 3% over the forecast period owing to the growing demand from the 

steel industry as an additive in the electrodes or as a carburizer. In addition, the use 

of anode grade petcoke and needle coke during the production of steel and in 

graphite electrodes, respectively is projected to drive the market growth. 

The key factors driving the market growth include rising demand for petroleum 

coke in the steel industry; development in the cement and power generation 

industries; growth in the supply of heavy oils globally and favorable government 

initiatives regarding the sustainable and green environment. 

Increasing construction spending coupled with the rising demand for pre-

engineered buildings (PEB), especially in the emerging economies of Asia Pacific, 

including China, India, Japan, and Thailand among others is the key driving factor 

for the global calcined petcoke market. Economic development coupled with 
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population expansion across these economies is likely to further contribute toward 

the global market development over the forecast period. 

Major industry participants are developing novel manufacturing processes for 

intermediate grade needle coke in order to enhance the properties and make it 

suitable for several applications. Technological innovations are aimed at refining 

processes and expanding application areas of calcined petcoke. 

The increasing imports and exports across the globe are likely to impact demand 

for the product over the forecast period. Growing steel production in developing 

economies of the Middle East & Africa and the Asia Pacific is expected to influence 

the need for CPC. Furthermore, rapid urbanization and industrialization in the 

developing economies of China and India are expected to drive market growth. 

However, the ban on coal mining is likely to hamper the supply, thereby creating a 

supply shortage in the industry as crude oil distillates and residues are the major 

sources for calcined petcoke derived from the petroleum industry. The fluctuating 

prices of crude oil have a similar impact on the prices of petcoke which has led 

manufacturers to incur unexpected losses at times. 

The calcined petcoke market can be segmented on the basis of technology into 

anode grade and needle grade. Anode grade calcined petcoke, also called Raw 

Petcoke (RPC) or Green Petroleum Coke (GPC), is a low-quality product with a 

high content of carbon. It is projected to accounts for around 20% of the market 

share and is used as a carburizing agent to balance the carbon content during the 

process of steel manufacturing. 

Needle Petroleum Coke or needle petcoke is a premium grade calcined product as 

compared to anode grade. It contains needle-like crystals and is used in the 

manufacturing of electrodes, which are used in the steel industry, owing to its 

electrical conductivity and physical properties. Needle coke is used indirectly in the 

production of steel; it is employed in manufacturing graphite electrodes, which are 

used in electric arc and induction furnaces. 

The market is further segmented on the basis of end-use into carburizing & 

recarburizing and electric arc & induction furnaces. Calcined Petcoke (CPC) is used 

in carburizing and recarburizing to balance the carbon content during the 

manufacturing of steel. Anode grade is used in this application as it is a relatively 

lower grade of coke with high carbon content. 

The application of the product in electric arc and induction furnaces is estimated to 

account for over 80% to 85% of the market share. Although CPC is not used directly 

in the steel industry; the electrodes used in the manufacturing of electric and 
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induction furnaces are manufactured using needle coke. These furnaces are widely 

used in steel manufacturing for smelting applications. 

The calcined petcoke industry has witnessed huge imbalance in demand and supply 

in recent years, which has further led to a sharp rise in the prices. This factor has 

severely impacted the whole supply chain of the product, ranging from the raw 

material suppliers to the steel manufacturers. The industry has witnessed several 

environmental restrictions, which led to the shutdown of major electrode facilities 

in China. 

The calcined petcoke market is characterized by the presence of a large number of 

players including Oxbow Corporation, Atha Group, Rain Industries Limited, 

HPCL-Mittal Energy Limited (HMEL), Essar Oil Ltd., Henze International LLC, 

BP, Chevron Corporation, and ArcelorMittal operating in key areas. 

The major players operating in the industry are oil & gas manufacturers such as BP, 

Chevron Corporation, and Indian Oil Corporation Ltd. These players are integrated 

across the three stages of the value chain, i.e., from manufacturing raw materials to 

supply/distribution of the calcined petcoke to the end-use industry players. 

4.  Assignment 1. 

A. The historical financial statements and projected financial statements used 

in the valuation of HMS are shown in the excel file “HMS.Case.Student”. 

(1) Review the historical and prospective financial statements and make 

note of any issues, questions, or problems that may affect your 

valuation of the intangible assets. 

(2) Create a list of questions and a document request for HMS 

management that will initiate the valuation process. 
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Chapter 3. The Income Approach 

Section A. Introduction 

1. The market approach is difficult to apply to many intangible assets. It is 

therefore used for only a small range of specific intangibles for which there 

are liquid observable markets.   

2. The cost approach is appropriate for certain intangibles. An obvious example 

is the assembled workforce. There is always a concern with the use of the 

cost approach for intangible assets as it is not determined by the cash flows 

which are generated by the intangible assets.  

3. Due to the limitations in the application of both the market approach and the 

cost approach, the income approach is most commonly used in the valuation 

of intangible assets.  

4. The theory of the income approach is that the value of an asset, such as an 

intangible asset, is measured by the present value of the net economic 

income or cash flows to be received over the life of the asset.   

5. There are various methods under the income approach:  

A. The Excess Earnings Method 

B. The Relief from Royalty Method 

C. The With-and-Without Method 

D. The Premium Profit Method 

E. The Greenfield Method 

F. The Distributor Method 

G. The Direct Cost Savings Method 

6. In the following chapters the various methods under the income approach are 

explained. Examples are used to illustrate the application of the various 

methods in practice.  

7. With all these methods there is a single, challenging objective: they all seek, in 

different ways, to separate the elements of a cash flow stream which can be 

related to the specific intangible asset being valued. 
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8. This separation of cash flows into the contributions made by the various assets 

which help to generate those cash flows is, understandably, complex.  

9. In order to achieve the objective, many of these methods rely on preparing 

cash flow projections. The cash flows relating to the intangible assets are then 

discounted back to net present value. We therefore consider some of the 

issues which arise when dealing with such projections.  

Section B. Return of and Return on Contributory Assets 

1. The first issue to address is that there will likely be various intangible assets 

within an entity. However, usually these intangible assets are not included in 

the financial statements. There will be other contributory assets such as 

tangible fixed assets and working capital.  

A. This is because the intangible assets were created internally. An example 

is customer relationships.  

B. It is possible that the intangible asset was purchased.  

(1) The book value will be the historic cost less amortization. 

(2)  It may no longer be included in the financial statements if it has been 

fully amortized in previous years.  

2. In consequence there may or may not be an amortization charge in respect of 

such intangible assets.  

3. Under some of the methods within the income approach it is necessary to 

consider charges for contributory assets. This is done so that we can 

calculate the cash flow of the specific intangible asset that we are valuing.  

A. A contributory asset charge represents an economic charge for the use of 

that contributory asset. Such contributory charges consider two separate 

concepts:  

(1) The return of the value of an asset:  

(a) For tangible and intangible assets on the balance sheet at market 

value, this is normally recognized by depreciation or amortization as 

the asset is consumed. It can be thought of as a recoupment of the 

original investment. We refer to these as Type 1 intangible assets 

below. 
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(b) For intangible assets not on the balance sheet there may be 

expenditure in the operating costs that we can consider as 

equivalent to a return of the asset. This is because the expenditure 

will retain the value of intangible assets. Quite often the expenditure 

will increase the value of the intangible assets. Examples are 

marketing costs to build customer relationships or components of 

brands. We refer to these as Type 2 intangible assets below.  

(c) The third category of intangible asset relates to intangible assets 

that are not on the balance sheet and for which there are no related 

expenditures in operating costs. An example is a non-compete 

agreement. We refer to these as Type 3 intangible assets below 

 For these Type 3 intangible assets it is necessary to calculate a 

suitable charge for the return of the asset. We explain this 

further below. 

B. Working capital is a very common contributory asset. Working capital does 

not decline in value with the passage of time or through use. There is 

therefore no return of the working capital to include in a contributory asset 

charge.  

(1) The return on the value of an asset – this is the after tax return 

required by investors for the capital which is represented by the asset. 

The required return on the asset may be similar to an interest charge 

for low-risk assets such as working capital.  

(a) It is likely to be a far higher return for high-risk assets such as 

intangible assets. The return on the asset must reflect the 

appropriate return consistent with the risk associated with that 

asset.  

4. As examples:  

A. Economic income at the EBIT or NOPAT level include a return of the Type 

1 intangible assets which are on the balance sheet and are depreciated or 

amortized. These levels of economic income also include the expenditure 

relating to maintaining of increasing the value of the Type 2 intangible 

assets.  

(1) However, these levels of economic income do not include a return of 

the assets for the Type 3 intangible assets. For these there are no 

depreciation or amortization charges.  
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(a) For customer-related intangible assets, and other Type 2 intangible 

assets, there are likely to be marketing costs that can be 

considered as similar to a return of the assets. 

(b) The idea is that these marketing costs relate to the maintenance of 

existing intangible assets and to the creation of new intangible 

assets. There is therefore a charge already made in the form of 

expenses that can be considered to be equivalent to a return of the 

assets.  

(2) For the Type 3 intangible assets a charge needs to be computed. 

(a) This can be done by rearranging the formula for an annuity, as 

shown below:  

𝑟𝑒𝑡𝑢𝑟𝑛 𝒐𝒏 𝑎𝑛𝑑 𝑟𝑒𝑡𝑢𝑟𝑛 𝒐𝒇(%) =
𝑘

1 −
1

(1 + 𝑘)𝑛

 

k = cost of capital of the relevant intangible asset; 

n = number of years’ life of the intangible asset. 

(b) As an example, an intangible asset not on the balance sheet with a 

value of SAR 1 has a useful life estimated at 20 years. The cost of 

capital for the intangible asset is 14%. The above formula gives a 

contributory asset charge of SAR 0.15099 or 15.1%. Over the 20 

year life of the intangible asset the return of the asset is SR 1. The 

total charge over a period of 20 years is SAR 3.02 (this is 0.15099 x 

20). The total return on the asset over that life is therefore SR 2.02. 

(a) This can be done in Excel by using the PMT function. If we continue 

the above example, the function is input as =PMT(14%,20,1,0). The 

output is a negative of 0.151, representing the contributory asset 

charge for that intangible asset of SR 1. 

(3) The NOPAT adjusted for the return of the Type 3 intangible assets 

then represents in total a return on all of the assets to which it relates. 

(a) This is because a full return of charge for the contributory assets 

has been deducted in arriving at the adjusted NOPAT 

B. Profits at the NOPAT level which have then been adjusted to:  
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(1) include all relevant amortization and  

(2) provide a return on the various assets other than the asset being 

valued. 

C. A return of the assets and a return on the assets have been factored in. 

The residual profits /cash flows then relate to the intangible asset being 

valued. 

Section C. Cash Flow and other Economic Income Projections  

1. IVS 2022 states the following regarding the scope of work that is required: 

“When a valuation assignment involves reliance on information supplied by a 

party other than the valuer, consideration should be given as to whether the 

information is credible or that the information may otherwise by relied upon 

without adversely affecting the credibility of the valuation opinion.” 9 

2. In Chapter 105, dealing with the three valuation approaches, IVS 2022 

considers the work which a valuer must do in respect of Projected Financial 

Information or PFI:  “a valuer must perform analysis to evaluate the PFI, the 

assumptions underlying the PFI and their appropriateness for the valuation 

purpose.”10  

3. The critical questions in applying the income approach to the valuation of an 

intangible asset is understanding: 

A. What are the economic benefits or cash flows that can be expected? 

B. How long will the economic benefits continue? 

C. What is the risk associated with receiving the anticipated benefits?   

Section D. The Challenge of Different Projections 

1. There are various possible forms of cash flow: 

A. Contractual cash flows; 

B. Single most likely cash flows; 

C. Probability-weighted cash flows; 

 
9 IVS 2022, 102.20.4 
10 IVS 2022, 105.50.12-19 
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D. Multiple scenario cash flows.  

 

2. Example 

A. An entity has contractual cash flows of SAR 400,000. These are the cash 

flows which derive from fulfilling the contracts in place at the start of the 

projection period. They reflect the lowest figures in a range of prospects 

for the entity.  

B. The entity has prepared a range of cash flows which reflect the lower 

expectation, the median expectation and the upper expectation of the 

reasonably foreseeable cash flows. These figures are:  

(1) Lower expectation SAR 500,000 

(2) Median expectation SAR 800,000 

(3) Upper expectation SAR 900,000 

C. It is considered best practice to use the probability weighted cash flows 

rather than the most likely cash flows. The alternatives and the 

calculations are shown in the following table:  

 

  

Weighted

Possible cash flows Probability Cash Flows

400,000 5% 20,000

500,000 15% 75,000

800,000 60% 480,000

900,000 20% 180,000

Probability weighted 755,000

Most likely 800,000

Contractual 400,000

Expected present value of cash flows
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D. There is more certainty with the contractual cash flows of SAR 400,000, 

but they do not represent the most likely outcome or the probability 

weighted outcome. This may be the result of future expected revenues 

from anticipated contracts, though these revenues have not yet been 

contracted.   

E. The most likely cash flows are SAR 800,000. However, that figure does not 

make any allowance for the fact that there is more downside risk than 

upside potential.  

F. The probability weighted cash flows of SAR 755,000 take into account all 

the possible outcomes which have been projected. It is therefore 

considered best professional practice to use this figure when computing 

valuations under the income approach. 

G. As the probability weighted cash flows take into account a range of 

different outcomes, the strict technical position is that if all possible 

outcomes have been factored into the cash flows.  

(1) In theory this means that there is no residual risk.  

(2) Therefore the risk free rate should be used as the discount rate used to 

calculate the present value the probability weighted cash flows.  

H. There are the following objections to this theoretical position:  

(1) The projections do not reflect all possible outcomes, but only the 

outcomes which the preparers of the projections have considered; 

(2) The probabilities which have been applied to the various outcomes are 

very subjective.  

I. The use of the probability weighted cash flows does justify the use of a 

lower discount rate than would be applied to the most likely cash flows. A 

far lower discount rate would normally be applied to the contractual cash 

flows due to the even lower risks involved.  

Section E. Terminal Values 

1. There are some intangible assets which have indefinite lives. One such 

example is a trademark which can remain a very valuable asset for an 

indefinite period.  

A. The term indefinite does not mean the same as infinite.  
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(1) The useful life of an intangible asset is indefinite if that life extends 

beyond the foreseeable horizon.  

(2) This means that there is no foreseeable limit on the period of time over 

which it is expected to contribute to the cash flows of the reporting 

entity.  

2. If it is necessary to include a terminal value in a DCF under the income 

approach, there are three possible methods: 

A. To use the Gordon Growth model, normally applying the same discount 

rate as used in the discrete projection period;  

B. To use the market approach, deriving a sales value for the asset; 

C. To use the salvage (liquidation) value.  

3. The market approach is very frequently not available for intangible assets and 

can therefore only rarely be used.  

4. An intangible asset normally has no residual, salvage value beyond its normal 

use (economic life).  

5. Therefore, under the income approach for assets with indefinite lives the 

Gordon Growth model is nearly always used in a DCF calculation. 

Section F. Documentation Requirements for the Income Approach 

1. Documentation of the Discount Rate Selection 

A. The rationale for the income model that was applied 

B. Support for the risk-free rate 

C. Source/support for the equity risk premium used 

D. Support for the beta 

E. Support for the size premium and specific risk premium 

F. Support for the cost of debt (and tax rate if applied) 

G. Support for the capital structure assumed 

2. Documentation of the Growth Rate 
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A. Support for the rate chosen 

B. Support for the rate used in the terminal year calculation 

(1) Inflation rate 

(2) Real vs. organic growth 

(3) Population growth 

C. Support for the number of years in the discrete forecast.  Do the number of 

years in the discrete period reach a stabilization point for the operations? 

3. Documentation of Prospective Financial Information (PFI) 

A. Prospective Financial Information is defined in the Taqeem Glossary as  

“forecasts of financial performance used to estimate future cash flows in a 

discounted cash flow analysis.” 

B. Many income approach methods are based in part on PFI provided by 

management.  BV 202 addressed issues regarding the legitimacy of 

management’s PFI. The valuer must decide what to do if the PFI is 

considered to be inaccurate (either too pessimistic or too optimistic. As 

reminders the choices are:  

(1) discuss revisions with management,  

(2) the valuer revises the PFI,  

(3) adjust the discount rate, or  

(4) resign the job. 

C. Tests Performed on PFI 

(1) The valuer should perform the following tasks on management’s PFI: 

(a) Review for mathematical and logical accuracy 

(b) Analyze the PFIs for individual assets against the PFI for the entire 

business.  Is there an inconsistency between the collective PFIs for 

individual assets and the PFI for the entire company? 

(c) Ask how frequently PFI is prepared by management.  Is this the first 

time management has done projections? 
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(d) If management has completed PFIs in the past, the valuer should 

evaluate prior years’ PFIs against the ensuing actual performance 

of the company.  How accurate have prior attempts at preparing PFI 

been and how will that affect the current analysis? Is there evidence 

of too much optimism or pessimism in past projections? 

(e) The valuer should compare the PFI against the recent historical 

trends.  Does the continuation of the trend (or reversal of it) comply 

with the economic, industry, and company environment? 

D. Documentation of PFI  

(1) The following documents and notes should be kept in the valuer’s work 

files: 

(a) Names and positions of individuals who prepared the PFI 

(b) The analytical process used by management to prepare the PFI 

(c) Documentation of the PFI’s key underlying assumptions: 

 Sales volumes 

 Sales mix 

 Sales prices 

 Credit taken by customers 

 Incidence of non-payment by customers 

 Expense structure 

 Profit margin 

 Comparison of growth and margins to market participants 

(2) Analysis of economic, industry, and company evidence that contradicts 

the assumptions used to develop the PFI.  Why was this evidence 

ignored or de-emphasized? 
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Section G. Internal Rate of Return (IRR) 

1. The internal rate of return is addressed in the review questions that follow.  

2. The internal rate of return is described in the Taqeem Glossary as:  

“The discount rate which equates the present value of expected net  cash 

flows to the initial investment (cost).” 

3. In business the aim is for the internal rate of return to be greater than the cost 

of capital.  

Section H. End of Chapter Review Questions 

1. All of the following are forms of the income approach used to value intangible 

assets, except: 

A. The Greenfield Method 

B. The Distributor Method 

C. The Excess Earnings Method 

D. The Replacement Cost Method 

2. A company has recently bought a business at a reasonable purchase price. If 

the company’s management  then prepares PFI that grossly overstates sales 

and profits relative to the purchase price, the transaction internal rate of 

return, relative to the WACC and WARA will be: 

A. Higher than the WACC and WARA 

B. Lower than the WACC and WARA 

C. Above the WARA but below the WACC 

D. Above the WACC but below the WARA 

3. Depreciation can be thought of as: 

A. The value of an asset after deducting a sinking fund for replacement 

B. The value of an asset before deducting a sinking fund for replacement 

C. Return on an asset 
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D. Return of an asset 

4. The factor(s) that need to be quantified when using the income approach to 

value an asset are: 

A. The amount, duration, and risk of the cash flows 

B. The size of the asset relative to the other assets in the company 

C. The historical relevance of the cash flows to the company’s operations 

D. The volatility, consistency, and comparability of the cash flows 

5. Management provided the valuer with an understated PFI prior to a purchase 

price allocation assignment.  All else remaining equal, the result of a 

transaction internal rate of return calculation would result in an internal rate of 

return that is: 

A. Understated 

B. Overstated 

C. Neither understated nor overstated 

D. Equal to the buyer’s internal rate of return 

Answers: 1-D; 2-A; 3-D; 4-A; 5-A 
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Section I.  Case Study – HMS Industries, Inc. PART 2. 

1. After communicating with HMS management and reviewing their 

documentation, you determined that the Company has the following 

identifiable intangible assets: 

A. Tradename 

B. Software 

C. Customer relationships 

2. In addition, you will need to appraise the company’s assembled workforce 

(which is not a separable identified asset but is a component of goodwill). 

There will likely be leftover value which will also be labeled “goodwill.” 

3. You consulted the original appraisal report conducted by your partner and see 

that HMS’s weighted average cost of capital (WACC) was calculated as 

follows (see excel file, “Assumptions” tab): 

 

 

4. Assignment 2. 

A. What significance does the WACC from the original valuation have in the 

new intangible asset assignment? 

B. Given the information shown in the “Assumptions” tab and the “Beta and 

Cap Str Data” tab, are you comfortable with the WACC that your partner’s 

valuation team derived?  List any changes that you would have made. 

Weighted Average Cost of Capital

Risk-Free Rate  2.5%

Business Risk Index   1.10                        

Market Risk Premium  5.5%

Size Risk Premium  2.2%

Country Risk Premium 2.0%

Unlevered Cost of Equity 12.8%

% Debt Capital  20.0%

% Equity Capital 80.0%

Tax Rate  2.0%

Levered Cost of Equity 14.2%

Pre-tax Cost of Debt  5.5%

Estimated Weighted Average Cost of Capital 12.5%
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C. Given the following information, complete the rate of return data for the 

tangible assets (working capital and PP&E): 

(1) The bank prime rate was 4.0% 

(2) Corporate BBB- debt rates (approximate credit rating for HMS) were 

4.75%. 

(3) If you feel a risk premium is needed, add one in the yellow-shaded 

cells provided. 

D. Assume for the purposes of the case study that you accept the legitimacy 

of the WACC.  Fill in the rates of return information for the individual 

assets shown on the “Assumptions” tab.  You will need to insert data in the 

yellow-shaded cells only.  Do not enter data into the blue shaded cells or 

any unshaded cells. 
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Chapter 4. The Relief from Royalty Method 

Section A. Introduction 

1. The relief from royalty method is a method under the income approach. 

However, in some of its applications it uses data from the markets in order to 

determine the royalty rate which should be applied. It is therefore sometimes 

described as a hybrid of the income and market methods.  

2. The relief from royalty method involves a valuation of the asset based on the 

incremental after-tax cash flows accruing to the owner. This is because the 

owner does not have to pay a royalty to someone else for the use of the 

asset. The relief from royalty method values intangible assets by the cost 

savings which they represent. The valuation considers what the cost would be 

if the business did not own the patented technology or the trademark or 

trading style. 

3. It is a method which is suited to the valuation of intangible assets which are 

owned but which could alternatively be used on license.  

4. An alternative way of thinking of this is to consider the revenue which the 

business would receive if it received royalties for the patent, rather than using 

it itself.  This is described by IVS 2022: 

A.  “Conceptually the method may also be viewed as a discounted cash flow 

method applied to the cash flow that the owner of the intangible asset 

could receive through licensing the intangible asset to third parties.” 11 

5. It is most common for royalties to be based on sales values of the relevant 

product lines. However, the royalties are sometimes computed by reference 

to the number of units sold. Another alternative is to compute the royalties 

based on the gross margin achieved on the sales.   

6. The relief from royalty method is a very common method and is considered to 

be an elegant means of quantifying the value of certain intangibles. It is used 

most commonly for the valuation of either technology assets, trademarks or 

trading styles. 

 
11 IVS 2022, 210.60.18 
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7. We have referred to the numbers of legal actions brought relating to the 

protection of technology, brands or trademarks. The relief from royalty method 

is very commonly featured as a means of calculating losses suffered as a 

result of unapproved use of such intangibles. 

8. The relief from royalty method appears to be commonly used in litigation as 

the concepts are simple. They can be readily understood by those who are 

not specialists in business valuation.  

9. The relief from royalty method in litigation does not directly address features 

such as the possible increase in overall sales as a result of infringing the 

patent, trademark or trading style.  

A. It is therefore relatively common to use the relief from royalty method 

together with an assessment of the profits that have come from infringing 

the patent.  

(1) In the case of Jack Wills Limited and House of Fraser the results from 

the two sets of calculations were compared.  

Section B. The Relief from Royalty Method 

1. IVS 2022 recognizes two forms of calculation in the selection of a royalty rate 

for an intangible valuation: 

A. The use of market royalty rates for similar or comparable transactions. This 

method assumes that there exist comparable intangible assets that are 

regularly licensed; or 

B. The split of profits which would be agreed between the parties for the rights 

to use the intangible asset if there were a royalty agreement in place.  

2. The above two are both methods under the income approach; as noted above 

some consider that the use of market data for royalty rates means that this 

method is a hybrid of the income approach and the market approach.  

3. There is another method which is sometimes used, but which is not addressed 

within IVS 2022: this is the use of rules of thumb, most commonly the 

Goldscheider 25% rule. These rules of thumb are considered below.  

4. We consider these various methods below.  
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Section C. Market Royalty Rates 

1. The application of this method is shown in the example of Abha Electronics 

Limited (AEL). AEL has developed a patented method which it uses in the 

production of one of its specialist sales lines. The patent has four years to 

run, at the end of which the patent expires.  

A. The task is to value the patent owned by AEL. 

2. The valuation is done using the relief from royalty method: the royalty rate in 

the market for similar types of patent is 5% of sales value. The rate of 

corporation tax is 20%, so the royalty rate after tax is 4%.  

3. We have been provided with the anticipated sales of those products which 

benefit from the patented process. The calculations are therefore:  

 

 

4. A mid-year discounting convention has been used as the product sales take 

place throughout the year.  

5. The alternative hypotheses on which this valuation is based are:  

A. If AEL did not own the patent, it would pay royalties to a third party at a rate 

of 5% of sales revenue; or 

B. If AEL did not manufacture the products in question, it would charge a third 

party manufacturer a royalty of 5% of their relevant sales revenues for the 

use by the third party of the patent.  

'000 '000 '000 '000

Year Total 1 2 3 4

Patented product sales 10,600 11,200 9,200 8,900

Royalty rate after tax 4% 4% 4% 4%

Royalties 424 448 368 356

Discount rate 11% 11% 11% 11%

Discount factor mid year 0.949 0.855 0.770 0.694

Present value of royalties 1,316 402 383 283 247
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6. There are the following sources of market royalty rates:  

A. Royalty Source – www.royaltysource.com 

B. RoyaltyStat – www.royaltystat.com – full documents, good search 

capability 

C. Licensing Executives Society surveys 

D. Licensing Economic Review (Smith & Parr) – www.ausinc.com 

E. Financial Valuation Group – www.fvginternational.com 

F. PLX Systems – www.pl-x.com 

G. Consor Intellectual Asset Management (Wes Anson) – www.consor.com 

H. IPRA, Inc. – Intellectual Property Research Associates – 

www.ipresearch.com 

I. ktMINE – www.ktmine.com 

J. Licensing Royalty Rates 2008 Edition, Gregory Battersby, Charles 

Grimes 

K. Lexis Nexis – SEC Filings 

L. Markables – www.markables.net 

Section D. Types of Royalty Agreements 

1. The source for the market royalty method is the market place; the actual 

royalties which are charged on an arm’s-length basis in similar circumstances 

are used to determine the relevant royalty rate.  

2. As with so much in business valuation, there are challenges with the market 

data as no two intangible assets are identical.  

3. It is therefore important to recognize that there are many variations of royalty 

agreements. Some of the variations are given below.  

A. Most royalty agreements are based on sales revenue; however sales in 

units are sometimes used. Another variant is percentage of gross profit.  

(1) The concept that payments should be made on either monetary or 

volume turnover is a very simple one.  
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(2) The licensor can undertake a relatively easy and low-cost check of the 

financial data; the licensee does not have to provide the licensor with 

confidential information relating to its costs structure and profit 

margins. 

(3) There can still be disputes: a common one relates to any losses 

relating to uncollectible receivables: is this a problem for the licensee 

who made a poor credit control decision, or should these losses be 

reasonably deducted from the sales achieved? 

B. Some royalty agreements require an up-front payment to be made;  

C. It is quite common for regular quarterly payments of the same amount to 

be made, with adjustments then being made on an annual basis by 

reference to actual sales achieved in the relevant period; 

D. There are different cost-sharing arrangements between licensor and 

licensee: IVS 2022 describes this: 

(1) “A royalty rate that is “gross” would consider all responsibilities and 

expenses associated with ownership of a licensed asset to reside with 

the licensor, while a royalty that is “net” would consider some or all 

responsibilities and expenses associated with the licensed asset to 

reside with the licensee.”12 

E.  In the example of AEL above, the royalty rate of 5% before tax is gross. If 

it had been a net royalty rate deductions for direct expenses of the 

intangible asset would have been needed.  

(1) This can be relevant if the market-based relief from royalty method is 

used to value a trademark: the direct costs relating to trademark 

maintenance are costs such as marketing and advertising expenses. 

(2) We examine this in the UK case of Jack Wills Limited and House of 

Fraser below.  

F. Royalty agreements will usually relate to a specified territory: as an 

example, an owner of a brand in Singapore may grant a license for its use 

in the Arabic speaking countries.  

 
12 IVS 2022, 210.60.19 (d) 
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G. The agreements may also be exclusive (so that the licensee has the sole 

rights to a certain geographic area or market). Alternatively there may be 

no exclusivity clause.  

H. The licensor may require a minimum annual payment under the 

agreement. This then provides protection if the licensee does not take 

reasonable steps to develop reasonable revenues under the agreement.  

(1) If the licensee is only interested in stopping the use of the intangible 

asset by a competitor, this can be a means of the licensor protecting its 

position.  

I. There may be a maximum annual payment to provide an incentive to the 

licensee to achieve the highest possible sales.  

J. There may be royalty rates which reduce as certain sales levels are 

achieved. This is also a means of providing an incentive to the licensee to 

achieve the highest possible sales.  

4. It is obviously of considerable importance for the valuer to establish the nature 

of the royalty agreement which is being used as a comparable transaction in 

determining the royalty rate.  

Section E. The Georgia-Pacific Factors 

1. The 1970 USA case of Georgia-Pacific v United States Plywood Corp. was a 

case which was used as a precedent for many years in USA patent litigation. 

It set out 15 factors of possible relevance to be considered by the Court in 

determining the royalty rate which should be applied in any patent dispute.  

2. This case now has reducing influence in the USA. It still provides a useful 

framework for considering the relief from royalty method. This is whether 

dealing with patents or other intangible assets.  

3. The 15 factors are summarized below: 

A. The Georgia-Pacific Factors:   

(1) Royalties received which prove an established royalty; 

(a) If the holder of the patent is already receiving royalties for its use by 

a third party that is very relevant evidence;  

(2) The rates paid by the licensee for the use of other comparable patents; 
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(a) This again can be potentially very comparable evidence;  

(3) The nature and scope of the license:  

(a) Is it exclusive or nonexclusive? 

 A premium rate is normally expected for an exclusive 

arrangement; 

(b) Is it restricted or unrestricted in terms of territory or market 

segments? 

(4) The licensor’s established policy on patents: 

(a) Does the licensor seek to use the patent solely for itself so as to 

have a monopoly? 

(b) Does the licensor grant licenses but only under special condtions? 

(5) The commercial relationship between the licensor and licensee: 

(a) Are they competitors in the same territory and industry? 

 Typically, a licensor would charge a premium when granting a 

license to a competitor; 

(b) Alternatively are they respectively inventor and promotor? 

(6) The indirect impact of the use of the patent right:  

(a) The effect of selling the patent rights to the licensee in promoting 

the sales of other products of the licensee; 

(b) The existing value of the patent to the licensor as a generator of 

sales of non-patented items; 

(7) The duration of the patent and the term of the license;  

(a) We have stated some of the possible variations in terms above. 

(8) The established profitability of the product made under the patent, its 

commercial success and current popularity. This is a point made by 

IVS 2022:  
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(a)  “For example, a manufacturer of consumer products would not 

license a tradename at a royalty rate that leads to the manufacturer 

realising a lower profit selling branded products compared with 

selling generic products.”13 

(9) The utility and advantages of the patent over former technology;  

(a) If the patent represents a very material change from former 

technology with significant cost savings or other benefits, that 

indicates a relatively high royalty rate; 

(10) The nature of the patented invention, its character and the benefits to 

those who have used the invention; 

(11) The extent to which the infringer has made use of the invention and 

any evidence which provides the value of that use;  

(12) The proportion of the profit or sales price that is customary in relevant 

businesses that relates to the patent or similar patents; 

(13) The proportion of the realizable profit that should be credited to the 

invention as distinguished from non-patented elements; 

(14) The opinions given by qualified experts; 

(15) The amount that would have been agreed between licensor and 

licensee if both had been reasonably and voluntarily trying to reach an 

agreement. 

4. One commentator has grouped the above 15 factors:  

A. Factors 1 and 2 relate to license agreements in place. These should be 

reviewed as potentially providing close, relevant evidence.  

B. Factors 3, 4, 5 and 7 relate to the policies of the licensor and terms of the 

agreement.  

C. Factors 9 and 10 relate to the technology and its impact on the royalty 

rate.  

D. Factors 6, 8, 11, 12, 13 and 14 relate to profitability and other financial 

metrics.  

 
13 IVS 2022, 210.60.21 (a) 
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E. Factor 15 relates to the hypothetical negotiation: it reminds us that in 

assessing the royalty rate the assumption must be made. We must 

assume that both parties are prepared to negotiate and to reach an 

answer which is financially feasible for both parties.  

(1) Factor 15 is the final factor which includes in essence the impact of the 

first 14 factors.  

5. Factors 1 and 2 are especially relevant:  

A. If the asset is already being licensed to third parties by the licensor, this is 

very direct evidence of value;  

B. If the licensee is paying certain royalties for the use of similar assets, this 

is also good evidence.  

6. The Georgia-Pacific factors are therefore very useful as a checklist of points 

that should be considered when trying to decide upon a royalty rate.  

7. A Court made the following comment, when dismissing the use of a 25% rule 

of thumb method which is addressed below:  

A. “This court’s rejection of the 25 percent rule of thumb is not intended to 

limit the application of any of the Georgia-Pacific factors. In particular, 

factors 1 and 2—looking at royalties paid or received in licenses for the 

patent in suit or in comparable licenses—and factor 12—looking at the 

portion of profit that may be customarily allowed in the particular business 

for the use of the invention or similar inventions—remain valid and 

important factors in the determination of a reasonable royalty rate. 

However, evidence purporting to apply to these, and any other factors, 

must be tied to the relevant facts and circumstances of the particular case 

at issue and the hypothetical negotiations that would have taken place in 

light of those facts and circumstances at the relevant time.” 

8. For the valuation expert engaged in royalty litigation it is very important to work 

closely with the legal team and also with the technical experts. The valuer 

needs to acquire an understanding of technical aspects of the patent and the 

alternatives to the patented process. 
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Section F. Jack Wills Limited and House of Fraser: Royalty Rates 

1. As a reminder, the above UK case related to the House of Fraser using a logo 

which was very similar to the trading style of Jack Wills Limited, and which 

was called “Mr. Wills”. The Judge found that the two logos were sufficiently 

similar that House of Fraser had infringed the trademark of Jack Wills Limited.  

 

2. The case was settled using the relief from royalty method.  

3.  One of the valuation experts chose a comparable royalty rate of 3% before 

tax. This was based on the royalties which House of Fraser paid for the use of 

other third-party brands. Although this was a UK case, and Georgia-Pacific 

was not cited, the valuation expert was using Factor 2 above as the main 

source of evidence.  

4. However, he then stated: “3% would be a wrong comparator because the 

correct comparator would be closer to a bare trademark license.” He then 

stated that a better comparator would be a royalty rate of 1.5%. 

5. The written decision does not provide details as to the differences considered 

to exist between the normal royalties paid by House of Fraser and a bare 

trademark license. However, we can assume that with the other license 

agreements the licensor was incurring costs in marketing and advertising and 

providing some other forms of support. This is referred to by IVS 2022 as the 

difference between “gross” and “net” above.  

6. The Judge agreed with the conclusions reached by the expert that a bare 

trademark license at a rate of 1.5% was the appropriate royalty rate to apply.   
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Section G. Income Approach – The Split of Profits 

1. The next method for determining the royalty rate is based on a split of profits 

which would be paid by a licensee for the rights to use the subject intangible 

asset.  

2. This is also a very useful check if using the market royalty rate method as the 

main method: as noted above, no licensee would normally pay a royalty 

which resulted in reduced profits (or no profits) compared to other business 

activities.  

3. This method therefore requires an allocation of revenues and costs over the 

sales which use the patent, trademark or brand.  

4. This was also looked at closely in the case of Jack Wills Limited and House of 

Fraser: there were lengthy arguments as to which overheads should be 

attributed and the method of allocation of the costs over the various sales 

lines.  

5. In these discussions the Judge noted that there had been no increase in either 

the level of sales or the margins made by House of Fraser through the use of 

the “Mr. Wills” logo. This is therefore addressing the same point as raised in 

several of the Georgia-Pacific factors.  

6. As noted above, the Judge accepted the royalty rate of 1.5% as this equated 

to 41% of the profits on the relevant product sales being awarded to Jack 

Wills Limited, with 59% of the profits being retained by House of Fraser.  

Section H. The Income Approach – The Analytical Method 

1. The analytical method considers the additional profits above the normal profits 

resulting from the use of the patent, trademark or brand.  

2. This can be best explained with the example of AEL:  
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3.   The concept here is that the use of the patent creates savings in the AEL 

product costs. There is an alternative means of manufacture, but it is more 

labor-intensive and costly. 

4.  As this is a continuation of the example of Abha Electronics Limited, it was 

tempting to make the figures equal to the pre-tax royalty rate of 5%. This has 

not been done as much of the data in the valuation of intangibles contains 

inconsistencies. The use of judgement is an essential component of the 

valuation of intangible assets. The above table gives an upper limit to the 

royalty rate. 

Section I. Rules of Thumb 

1. Robert Goldscheider is attributed with the “25 percent rule”. This states that a 

licensor and licensee would negotiate a royalty ranging from 25% to 33% of 

the licensee’s expected profits from the patented technology. 

2. Another rule of thumb is a similar rule, devised in Germany and known as the 

Knoppe rule of thumb, devised in 1970.  

3. In the 2011 USA case of Uniloc v Microsoft, the Court rejected the use of 25% 

as a standard percentage to apply. Each case had to be determined on its 

own facts. Use of the 25% Rule was described in that case as a 

“fundamentally flawed tool for determining a baseline royalty rate in a 

hypothetical negotiation”. 

'000 '000 '000 '000

Year 1 2 3 4

Patented product sales 10,600 11,200 9,200 8,900

Profits using patent 2,120 2,240 1,840 1,780

Profits not using patent 1,166 1,232 1,012 979

Patent profits 954 1,008 828 801

Percentage of sales 9.0% 9.0% 9.0% 9.0%

Therefore maximum

   pre-tax royalty rate 9.0% 9.0% 9.0% 9.0%
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4. The following comment was also made in not accepting the 25% rule: “It is of 

no moment that the 25 percent rule of thumb is offered merely as a starting 

point to which the Georgia-Pacific factors are then applied to bring the rate up 

or down. Beginning from a fundamentally flawed premise and adjusting it 

based on legitimate considerations specific to the facts of the case 

nevertheless results in a fundamentally flawed conclusion.” 

Section J.  Examples of Relief from Royalty Calculations 

1. In the example below we look at the calculations for the valuation of a trade 

name “Tuff Tables” using the relief from royalty method. Some observations:  

A. Several different sources have been used in order to determine that a 

reasonable royalty rate is 5%. 

B. Market participants would almost certainly want to continue to use the 

trade name due its value in the specialised world of health care furniture 

manufacture in which Tuff Tables is engaged. Therefore, a perpetuity 

value has been calculated. 

(1) The discount rate is 14%. The rate of growth is 3%. This means that k - 

g = 11%. 

C. There are some sales which do not use the trademark. These have 

therefore been deducted. 

D. There are costs of maintaining the value in the trade name in the form of 

marketing expenses. These have been deducted as maintenance costs. 

E. A tax charge has been made. A tax amortization benefit has also been 

added. These two points are both addressed later in the course.  

 



BV 205: Valuation of Intangible Assets Chapter 4 – The Relief from Royalty Method 

 

©2021 The Saudi Authority for Accredited Valuers (TAQEEM) 20211202 74 

 

 

  



BV 205: Valuation of Intangible Assets Chapter 4 – The Relief from Royalty Method 

 

©2021 The Saudi Authority for Accredited Valuers (TAQEEM) 20211202 75 

 

2. Tuff Tables also uses some internally developed technology for a small part of 

its sales. The royalty rate for similar technology is 1%. The products have a 

finite life of 5 years. The calculations follow: 

 

 

Section K. Documentation for the RFR Method 

1. The following documents should be maintained in the valuer’s work file: 

A. The databases and other sources used to search for royalty rates 

B. The data collected in those searches and the process used for analyzing 

that data 

C. The rationale for including and excluding licensing data 

D. Support for the rate chosen from the array of data 

E. A sanity check to affirm the reasonableness of the rates chosen and the 

outcome (e.g., profit split analysis) 
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Section L. End of Chapter Review Questions 

1. An intangible asset valuation methodology that combines aspects of both the 

income and market approaches is called: 

A. The With-and-Without Method 

B. The Greenfield Method 

C. The Relief from Royalty Method 

D. The Distributor Method 

2. Most market royalty rates fall with which of the following ranges? 

A. 1.0% to 10.0% 

B. 5.0% to 10.0% 

C. 10.0% to 20.0% 

D. 1.0% to 2.0% 

3. Which of the following factors would provide the best evidence in establishing 

a royalty rate? 

A. The licensor’s established policy on similar intangible assets 

B. The opinions of qualified experts 

C. The utility and advantages the asset has over similar technology 

D. The royalty payments made by the licensee for the use of similar assets 

4. A good sanity check to the RFR method is to isolate the profits from the related 

trademark or technology and negotiate a split between the licensee and 

licensor in a range of: 

A. 5.0% to 10% 

B. 25.0% to 33.0% 

C. 1.0% to 5.0% 

D. 50% each 
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5. The valuer usually finds market royalty rates by which of the following? 

A. Searching through the filings of publicly-owned companies 

B. Researching computer databases which package royalty data 

C. Obtaining the rates used by the buyer charged on other assets 

D. Obtaining the rates used by the seller charged on other assets 

 

Answers: 1-C; 2-A; 3-D; 4-B; 5-B 
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Section M. Case Study – HMS Industries, Inc.  PART 3. 

1. Management indicated that HMS has been operating two CPC plants in Saudi 

Arabia for 65 years and has been using the HMS trade name since the 

company’s inception.  The name has been registered with the Saudi Ministry 

of Commerce and Investment and has also been registered in India, China, 

Russia, and the United States. 

2. CPC is somewhat of a commodity product.  Customers tend to purchase 

based on price.  If a favorable price can be negotiated, a long-term supply 

contract is preferred by many customers.  Since transportation from the CPC 

plant to the smelting operation is expensive, customers tend to purchase CPC 

from the supplier who is in closest proximity since transportation and 

insurance costs are less.  Although there are relatively few suppliers of CPC 

in the world, there are also relatively few users of it.  Both industries are 

capital intensive and environmentally challenging. 

3. Assignment 3. 

A. Review the information supplied under the tab “Royalty Rates – Trade 

Name” and select an appropriate royalty rate for HMS Industries. 

B. Go to the excel file tab labeled “Trade Name” and enter data into the yellow 

shaded cells. 

C. After entering the data, a value for the HMS trade name will automatically 

be completed.  Review the information and be sure you are comfortable 

with the valuation. 
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Chapter 5. The With-and-Without Method 

Section A. Introduction  

1. This is described by IVS 2022: 

“The with-and-without method indicates the value of an intangible asset by 

comparing two scenarios: one in which the business uses the subject 

intangible asset and one in which the business does not use the subject 

intangible asset (but all other factors are kept constant).”14 

2. The method is frequently used in the valuation of non-competition agreements. 

It may also be appropriate in the valuation of other intangible assets in certain 

circumstances. It is also known as the differential valuation method.  

3. There are two alternative methods under the with-and-without method: 

A. Calculating the value of the business under each scenario, with the 

difference being the value of the intangible asset;  

B. Calculating the differential cash flows for a set number of future periods. 

The net present value then represents the value of the intangible.  

4. If the valuation is of a covenant not to compete, there are a series of issues 

which need to be addressed: 

A. It may be assumed that the losses only extend for as long as the covenant 

is in place. Alternatively, it may be assumed that the absence of a 

covenant not to compete has a long-term impact on the value of the 

business. 

(1) As an example, a seller of a company may enter into a covenant not to 

compete for two years. If that covenant not to compete is not in place 

he will be able to retain some 20% of the customer base, representing 

the most profitable customers. If so, this may have a lasting impact on 

the value of the business beyond the two year period. 

(2) Although this is the theoretical position, in practice the effects of a 

covenant not to compete are nearly always calculated without the 

inclusion of a terminal value.  

 
14 IVS 2022, 210.60.22 
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B. The cash flows need to be prepared with care. As an example a loss of 

sales will be likely to have an effect on the working capital needs of the 

business.  

C. In any with-and-without calculation the difference between the two 

scenarios may need to be weighted for probability: as an example, in a 

business sale the seller may decide not to compete with the business 

whether or not a covenant not to compete is in place. 

(1) Ahmet has developed a successful restaurant business over many 

years. He is now aged 60 and would like to retire. He sells the 

business for an amount which enables him to retire and live in comfort. 

He has no wish to remain in the restaurant business. The buyer 

requires a covenant not to compete in any event, but there is very low 

probability that it is necessary.  

5. It is important to recognize that the differences in value between the two 

scenarios should be reflected only in the different cash flow projections. The 

discount rate should remain constant under the two scenarios.  

Section B. Example of Method 

1. In this example it is considered that if there is no covenant to compete in 

place, the person concerned will be able take customers representing 20% of 

the turnover from the business. As the customers selected are the more 

profitable ones, the gross profit made by the business will reduce overall from 

40% to 38%.  

2. In response to this the business will see a reduction in its working capital in 

year 1: - the levels of inventories and receivables less payables will fall as a 

result of the reduced turnover.  

3. The business will also scale back its capital expenditure plans; the general 

administrative costs will also be reduced from year 2.  

4. The values of the enterprise on the two assumptions are as follows: 
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'000 '000 '000

Year Total 1 2 3

Sales 10,000 10,400 10,712

Cost of sales (6,000) (6,240) (6,427)

Gross profit 4,000 4,160 4,285

S,G and A expenditure (2,200) (2,220) (2,280)

EBITDA 1,800 1,940 2,005

Depreciation (800) (890) (940)

EBIT 1,000 1,050 1,065

Taxation at 24% (240) (252) (256)

NOPAT 760 798 809

Depreciation 800 890 940

Capital expenditure (780) (970) (968)

Working capital increase (137) (115) (90)

Enterprise cash flows 643 603 691

Terminal growth rate 

Discount rate 11% 11% 11%

Discount factor 0.949 0.855 0.770

NPV 1,658 610 516 532

With Covenant Not to Compete
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5. In this situation the value of the covenant not to compete is the difference in 

the two valuations. This is SAR 1,658,000 less SAR 917,000, which is SAR 

741,000.  

A. It has been assumed that the covenant not to compete has not had a 

continuing impact on the value of the business. It is assumed that by 

the end of year 3 the business should have been able to restore its 

position.  

  

'000 '000 '000

Year Total 1 2 3

Sales 8,000 8,320 8,570

Cost of sales (4,960) (5,158) (5,313)

Gross profit 3,040 3,162 3,256

S,G and A expenditure (2,200) (1,790) (1,844)

EBITDA 840 1,372 1,412

Depreciation (800) (780) (760)

EBIT 40 592 652

Taxation at 24% (10) (142) (157)

NOPAT 30 450 496

Depreciation 800 780 760

Capital expenditure (780) (970) (783)

Working capital increase 439 (92) (72)

Enterprise cash flows 489 168 401

Terminal growth rate 

Discount rate 11% 11% 11%

Discount factor 0.949 0.855 0.770

Terminal value 

NPV 917 465 143 309

Without Covenant Not to Compete
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Section C. End of Chapter Review Questions 

1. One intangible asset that is often valued using the with and without method is: 

A. Broadcast rights 

B. Non-compete agreements 

C. In-process research & development 

D. Copyrights 

2. ABC was appraised at a Market Value of SAR 100,000,000.  The valuer’s 

analysis indicated that the value of ABC is partially dependent on the 

existence of an intangible asset; if that asset were not in place, ABC’s value 

would drop to SAR 95,000,000.  The value of the indicated asset would 

therefore be: 

A. SAR 5,000,000 

B. SAR 95,000,000 

C. SAR 0 

D. The value cannot be determined from the facts given 

3. The life of a non-compete agreement is: 

A. The length of the non-compete term of the contract 

B. The length of the non-compete term of the contract, plus five years 

C. Dependent on the amount of time that subsequent competition would 

affect the subject company 

D. Dependent on the amount of time that subsequent non-competition would 

affect the subject company 
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4. A common application of the With-and-Without Method involves valuing the 

subject business with the subject intangible asset in place and then without 

the subject asset in place.  Which of the following would be an alternative to 

this analysis under the With-and-Without Method? 

A. Replicate what it would cost to reproduce the asset from scratch 

B. Assess a cross-charge between the subject asset and all other assets 

C. Look for market evidence of a royalty rate 

D. Calculate the differential cash flows for a set number of future periods.   

Answers: 1-B; 2-A; 3-C; 4-D 
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Section D. Case Study – HMS Industries, Inc.  Part 4. 

1. Assignment 4. 

A. See the excel file “Non-Competition Agr” for the model to value HMS’s non-

competition agreement.  Given the information provided in the case 

exposition at the end of Chapter 2, enter the data requested in the yellow 

cells. 
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Chapter 6. Other Income Approach Methods  

Section A. The Premium Profits Method 

1. The premium profits method is sometimes called the incremental income 

model. It is an alternative means of computing the value of an intangible 

asset. 

2. The relief from royalty method considers the impact of an intangible by 

estimating the royalty cost if the business did not own the intangible. The 

premium profits method also considers the profitability of the business as if 

the intangible asset was not owned. It does this by considering the impact on 

the margin. It is therefore a method which can be very useful in the valuation 

of certain types of brands.  

3. Example 

A. A business manufactures and markets branded fashion handbags. It has a 

strong trademark and the handbags have distinctive purple linings.  

B. The business makes an operating margin of 15% on these products. It is 

aware from a study of other businesses that the operating margin for 

unbranded products is only 10%.  

C. The business spends 1% of sales each year on advertising and other 

marketing costs. It estimates that 50% of its marketing costs relate to the 

promotion of the trademark and brand to end customers.  

D. The workings for the first three years of additional value in the trademark 

and brand are:  
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Section B. The Greenfield Method or Build Out Method  

1. The Greenfield method is almost the opposite of MPEEM. With MPEEM the 

valuation starts with the whole of the cash flows of the relevant business 

segment. The contributory asset charges then reduce those cash flows. The 

balance is the return on the primary income generating asset. 

2. It is described in the Taqeem Glossary:  

“A method used to estimate the value of certain Intangible Assets (e.g., 

franchise agreements or broadcast spectrum) based on the discounted cash 

flows of a hypothetical start-up business. The Greenfield Method assumes 

that the subject asset is the only asset of the business at the Valuation Date 

and that investments are made during the start-up period to purchase, build or 

rent the other assets required to assemble the business. This is one of the 

five income approach methods advocated by IVS for the valuation of 

intangible Assets.” 

3. The Greenfield method begins with the assumption that the business has only 

one asset, namely the intangible asset which is to be valued. All other assets 

which are required are then bought, built or rented.  

4. The main steps in the method are:  

Year 1 2 3

'000 '000 '000

Brand Sales 11,500 12,190 12,678

Brand margin 15.0% 1,725 1,829 1,902

Unbranded margin 10.0% 1,150 1,219 1,268

Less: extra  marketing costs 0.5% (58) (61) (63)

Increased margin 4.5% 518 549 570

Taxation at 24% (124) (132) (137)

Net increased margin 393 417 434

Discount rate -mid year 10.5% 10.5% 10.5%

Discount factor 0.951 0.861 0.779

Present value of first 3 years 374 359 338
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A. Prepare projections of income, costs, capital expenditure and working 

capital on the assumption that the intangible asset to be valued is the only 

asset owned by the business; 

B. The projections should include an appropriate allowance for the time 

needed to build the business up to the required levels; 

C. Estimate the timing and amount of the expenditure related to the purchase, 

construction or rental of the other assets;  

D. Conduct a conventional DCF analysis in order to determine the present 

value of the relevant intangible asset.  

Section C.  The Distributor Method 

1. This is a variation of MPEEM; it is sometimes used to value customer-related 

intangible assets. It looks like an MPEEM. However it includes market inputs 

such as distributor profit margins. 

2. It is defined in the Taqeem Glossary:  

“A variation of the Multi-Period Excess Earnings Method that relies upon 

market-based distributor data or other market inputs to value customer 

relationship Intangible Assets. Sometimes referred to as the disaggregated 

method. The margins made by businesses which act solely as distributors can 

be used to determine the proportion of profits which relate to customer-related 

intangibles. This is one of the five income approach methods advocated by 

IVS for the valuation of intangible Assets.” 

3. The basic concept is a simple one: a business is considered to relate to 

several stages of activity: the final stage is that of distributor. This involves 

only the distribution of products to customers.  

4. The part of the business which deals with customer relationships such as 

marketing and brand promotion is therefore treated as a separate profit unit. 

The profits which this business unit is deemed to make are identified by the 

profits normally made by other businesses which are involved only in 

distribution. This then enables the excess earnings which relate to customer 

relationships to be identified.  

5. MPEEM is normally only used for the primary or most significant intangible 

asset. If the primary asset is not customer relationships, the distributor 

method is an alternative means of valuing those relationships. 
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6. The Distributor Method is used when a brand or technology is the primary 

income generating asset. It is most often used for consumer product 

companies. 

7. The steps involved are:  

A. Projections should be prepared of the revenues associated with the 

existing customers.  

(1) This will include any anticipated growth in sales to those customers. 

(2)  However it is also important to adjust those revenues so as to allow for 

the anticipated loss of customers over time.  

(a) New customers added in the future that replace the lost customers 

do not count in the valuation of customer relationships at a 

particular point in time.  

B. Apply the profit margins which are made by distributor businesses in the 

same or a similar sector to the relevant business. 

C. Make appropriate adjustments relating to the returns required for the 

contributory assets, with the returns reflecting the degree of risk, as with 

MPEEM. The normal contributory assets for a distributor business are 

certain fixed assets, working capital and assembled workforce. Other 

assets such as technology and trademarks are not required.  

Section D. Direct Cost Savings Method 

1. This is a very simple method under the income approach; it is a variant on the 

relief from royalty method.  

2. Under this method the cost savings which are attributable to an intangible 

asset are quantified and the net present value of these savings is computed.  

3. Example 

A. Some specialist software has been developed by a business which creates 

an efficiency in material usage: various different shapes are cut from 

standard size plywood sheets. The software provides the optimum layout 

of the shapes, thereby maximizing the number of shapes which can be cut 

from each sheet and minimizing waste. Competitors do not possess this 

software.  
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B. The introduction of the software reduced material usage by 6%. The 

material costs of sales are SAR 5 million. 

C. The savings before tax are therefore SAR 300,000 per year. The tax rate is 

24% and the after tax cost saving is SAR 228,000 per year.  

D. The discount rate is 11% and the growth in the business is forecast at 3% 

a year. The software is expected to be effective for three years by which 

time it is expected that commercial software will be available to 

competitors at low cost.  

E. The calculations of the value of the software are:  

 

 

  

Year Total 1 2 3

SR '000 SR '000 SR '000

Plywood sheet material usage 5,000 5,150 5,305

Saving at 6% 300 309 318

Taxation at 24% (72) (74) (76)

Saving after tax 228 235 242

Cost of capital 11% 11% 11%

Discount factor (mid year) 0.949 0.855 0.770

Net present value 604 216 201 186
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Section E. End of Chapter Review Questions 

1. The Greenfield Method makes which of the following assumptions? 

A. The subject asset is one of the assets in the business which generates 

cash flows. 

B. The subject asset has value but no relevant cash flows. 

C. All assets other than the subject asset must be bought, built or rented in 

the analysis.  

D. The subject asset is short-lived and therefore must be valued using a 

discrete finite model. 

2. Which of the following valuation methods are based on valuing an asset’s 

avoidance of additional overhead? 

A. The Cost Method and the Profit Split Method 

B. The Direct Cost Savings Method and the Relief from Royalty Method 

C. The Excess Earnings Method and the Risk Avoidance Method 

D. The Greenfield Method and the With-and-Without Method 

3. The Distributor Method is a form of which of the following methods? 

A. The Multi-period Excess Earnings Method 

B. The Relief from Royalty Method 

C. The Market Approach 

D. The Cost Approach 

Answers: 1-C; 2-B; 3-A 
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Chapter 7. The Cost Approach 

Section A. Introduction 

1. When valuing intangible assets using the cost approach, the replacement cost 

method is virtually always used.  

A. The replacement cost method involves the cost of a similar asset or an 

asset providing similar utility.  

(1) This can be contrasted with the reproduction cost method which 

involves the cost of an exact replica of the asset in question.  

(2) The third method under the cost approach is the summation method. 

This is used in order to determine the value of a collection of assets. 

These assets may have been valued using the market, income or cost 

approaches.  

B. The replacement cost method assumes that a market participant would 

pay no more than the cost of a comparable substitute asset.  

2. The cost approach is commonly used for the following types of intangible 

assets:  

A. Assembled workforce, also known as workforce-in-place 

B. Databases 

C. Operating manuals 

D. Patient records 

E. Software developed and used for internal purposes 

F. Acquired third party software 

G. Engineering drawings 

H. Packaging Designs 
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3. IVS 2022 makes a cautionary observation about the use of the cost approach: 

it should not be used in inappropriate circumstances such as when the 

income or market approaches provide a better measure of value.15  

4. One of the reasons for this caution is that the cost approach is not based on 

the economic benefit derived from ownership of the asset.  

Section B. Application in Practice 

1. The following is an example of the cost approach applied to the valuation of 

some internally developed software which does not have a recognizable 

revenue stream: 

 

2. There are two main points to make on the above calculations:  

A. The overhead and profit rate is an additional cost equivalent to the stated 

percentages of the labor costs. The labor costs therefore need to be 

multiplied by 225%, 220%, etc in order to derive the total cost of the labor 

and the overhead/profit.  

B. There is an inclusion of an allowance for an internal profit. This is a 

concept borrowed from real estate in which valuation under the cost 

approach normally includes a developer’s profit. 

(1) The implication is that any third party who developed the asset would 

charge a profit uplift, rather than solely charging the input costs. On the 

economic principle of one price, internally developed software should 

also include such a profit uplift.  

 
15 IVS 2022, 210.70.4 

Overhead Total 

Hours Rate Cost and profit Cost 

Management specification 230 80 18,400 125% 41,400

IT project management 420 44 18,480 120% 40,656

Computer operations testing 210 25 5,250 90% 9,975

Systems Analysis 1,375 34 46,750 110% 98,175

Programming and testing 3,350 32 107,200 110% 225,120

Documentation 180 32 5,760 110% 12,096

Totals 5,765 201,840 427,422

Direct Labor
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(2) There is no settled practice in this area: many valuers do not include 

developer’s profit in the valuation of intangibles under the cost 

approach. 

(3) IVS 2022 states that it may be appropriate to include an assumed profit 

mark up on costs.16 

3. There is a related question of what is known as the “opportunity cost”. The 

concept is that a market participant would pay a premium in order to have an 

asset immediately available, when compared to the opportunities that would 

be lost during the period of building or developing the intangible asset.  

A. Again, there is no settled practice as to whether or not there should be an 

uplift under the cost approach to address the question of the opportunities 

lost due to delay before the asset is available for use.  

B. IVS 2022 states: “opportunity costs may also be included, which reflect 

costs associated with not having the subject intangible asset in place for 

some period of time during its creation.”17 

4. The challenge with the cost approach is of potential overstatement. 

A. In the above example the economic value of the software does not 

increase if the project was badly managed. We will assume that the 

programming and testing required more hours due to an inadequate 

management specification. The total under the cost approach would 

increase. The economic value of the software would not have increased.   

Section C. The Assembled Workforce 

2. As noted earlier, the assembled workforce is an intangible asset but is not 

recognized in financial statements as a separate asset. It is therefore a 

component of goodwill.  

3. We include an example below which addresses some of the issues which can 

arise in this type of calculation. 

 
16 IVS 2022 210.70.7 (c) 
17 IVS 2022 210.70.7 (d) 
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4. The underlying concept is that there are significant costs in assembling a 

workforce: these costs are normally incurred over a number of years and are 

included as expenses in the income statement. However, the economic reality 

is that these costs reflect the asset of the assembled workforce.  

5. This asset does not meet the requirements for recognition as an asset in 

financial statements. The simple truth is that there are significant costs 

involved in the development of an employee team. 

6. There are some other specific points:  

A. If it is anticipated that it will be necessary to reduce the workforce, the 

asset should only be related to that part of the workforce which is to be 

retained;  

B. If the workforce is in excess of requirements but there are no plans for 

reduction of the workforce, the excess proportion of the workforce does 

not represent an asset. 

C. The calculations are as follows:  

 

 

 

Hiring Training Lost Number of

cost Cost Productivity Total Employees Total 

Management 10,000 10,000 10,417 30,417 10 304,167

Sales representatives 5,000 5,000 5,250 15,250 75 1,143,750

Product design 5,000 5,000 3,500 13,500 5 67,500

Administrative 1,000 500 1,333 2,833 30 85,000

Semi-skilled 500 500 1,333 2,333 75 175,000

Unskilled 250 250 625 1,125 113 127,125

Total 1,902,542

Employment Starting Months to full

Costs Productivity Productivity

Management 125,000 50% 3

Sales representatives 70,000 50% 5

Product design 60,000 50% 4

Administrative 40,000 75% 2

Semi-skilled 40,000 75% 2

Unskilled 30,000 75% 1

Replacement cost per employee
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 The calculations relating to the productivity loss need to be treated with some care: a 

period of productivity loss will normally show improving productivity throughout the 

period.  

A. If the productivity loss is stated at 40% and the period of productivity loss 

is  6 months, this will normally mean that productivity will be expected to 

start at 60% and to build steadily to 100% over 6 months.  

B. In those circumstances the productivity loss is considered to average 20% 

for 6 months.  

C. In other cases more detailed information will be provided as is the case 

with the example below:  



BV 205: Valuation of Intangible Assets Chapter 7 – The Cost Approach 

 

©2021 The Saudi Authority for Accredited Valuers (TAQEEM) 20211202 97 

 

 

 

7. The important point to remember is that the level of productivity loss must be 

discussed with management. It is then possible to understand the basis of 

their estimates.  

  

Lost productivity: Month % effective Loss

Management 1 50% 5,208

2 70% 3,125

3 80% 2,083

4 100% 0

10,417

Sales representatives 1 50% 2,917

2 70% 1,750

3 90% 583

4 100% 0

5,250

Product design 1 60% 2,000

2 80% 1,000

3 90% 500

4 100% 0

3,500

Administrative 1 75% 833

2 85% 500

3 100% 0

4 100% 0

1,333

Semi-skilled 1 75% 833

2 85% 500

3 100% 0

4 100% 0

1,333

Unskilled 1 75% 625

2 100% 0

3 100% 0

4 100% 0

625
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Section D. End of Chapter Review Questions 

1. When the cost approach is used to value intangible assets, which of the 

following methodologies is usually applied? 

A. Summation Method 

B. Reproduction Cost Method 

C. Depreciated Replacement Cost Method 

D. Replacement Cost Method 

2. All the following assets are typically valued using a Cost Approach Method, 

except: 

A. Order backlog 

B. Patient records 

C. Databases 

D. Packaging designs 

3. Which of the following is an argument for including a developer’s profit in a 

cost approach model? 

A. A third-party developer would include an allowance for his own profit in the 

cost of such an item. 

B. The cost analysis should only include direct input prices. 

C. Not counting a developer’s profit would constitute double-dipping. 

D. Profit margins on intangible assets are too speculative. 

4. When valuing the subject company’s assembled workforce, the valuer 

determined that two of the top executives are paid but do not work in the 

company.  How should these executives be handled in the valuation? 

A. Their compensations should be excluded but an allowance for training and 

hiring costs should be included. 

B. The two positions should be excluded from the analysis. 
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C. The two positions should be included in each step of the valuation but 

discounted at a higher rate of return. 

D. The two positions should be included, but in the lowest category of 

employment. 

5. Which of the following would constitute an opportunity cost? 

A. A company forgoes on an opportunity to purchase one asset because 

another similar asset is available at less expensive price. 

B. A company is told that it would take a year to develop a software program 

and responds by saying it would pay a premium to have the program 

available imminently. 

C. Labor costs are decreased because there is an opportunity for the 

employees to work on a higher yielding project. 

D. Obsolescence costs are omitted because the client can purchase a newer 

version of the asset. 

Answers: 1-D; 2-A; 3-A; 4-B; 5-B 
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Section B. Case Study – HMS, Inc.  PART 5 

1. HMS management informed you that they have a proprietary software system 

that was developed in-house that links client demand with plant production as 

well as with the oil refining process at the supplier level.  Management 

believes that their software system is unique, improves HMS’s profitability, 

and that competition in the industry does not have similar software.  HMS 

provided the following information on what it would cost to create a software 

system with the same utility today: 

A. Eight software engineers working for three years at the following 

compensation and benefit levels (SAR): 

(1) Engineer #1 – 500,000 – 25,000 

(2) Engineer #2 – 450,000 – 25,000 

(3) Engineer #3 – 350,000 – 20,000 

(4) Engineer #4 – 325,000 – 20,000 

(5) Engineer #5 – 325,000 – 20,000 

(6) Engineer #6 – 300,000 – 20,000 

(7) Engineer #7 – 300,000 – 20,000 

(8) Engineer #8 – 250,000 – 20,000 

2. In addition, two outside consultants would be needed for one year, at 

compensation levels of SAR 750,000 and SAR 500,000. 

3. The analysts would need to invest in hardware and software at an amount of 

SAR 1,000,000. 

4. Given trends in industry software, management believes that the software has 

minimal obsolescence, estimated at 10.0%. 

5. Since the existent software was put into production about one year ago and 

management believes that the software would provide the benefits described 

above for about 10 years, they estimate that it has a 10.0% effective 

depreciation. 
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6. Assignment 5 

A. Go to the excel file “software” tab and fill in the yellow-shaded cells to 

complete the software valuation.  Use the information above to complete 

the spreadsheet. 

7. Assembled Workforce Valuation 

A. Review the excel file, tab “Workforce Analysis”.  The assembled workforce 

is not a separate identifiable intangible asset for the purposes of financial 

reporting, but it must be valued separately in order to include a return on 

the workforce in the contributory asset calculation. 

B. In the HMS case, it was valued but included in goodwill at the end. 

C. The model used here in the HMS case is an expanded version of the 

model discussed in the outline, which will be explained further in the case 

review. 
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Chapter 8. Excess Earnings Methods 

Section A. Introduction 

1. The excess earnings methods have several variants, including:  

A. The use of several periods of cash flows, known as the Multi-period excess 

earnings method, and shortened to MPEEM or MEEM; 

B. The single period excess earnings method; and 

C. The capitalized excess earnings or formula method.  

2. Intangible assets normally have a life exceeding one year. They are also likely 

to have cash flow patterns of some complexity. This means that the multi-

period excess earnings method is the most flexible. It is therefore the most 

common of the excess earnings methods. 

3. MPEEM is considered intellectually the purest form of valuing intangible 

assets. It should only be used for the most important intangible asset. 

A. It should not be used for the valuation of more than one intangible asset 

sharing the same revenue/cash flow.  

B. It may be possible to split the revenues and cash flows between different 

activities in a business.  

(1) It is then possible to use MPEEM for one asset in respect of each of 

the streams of revenues and cash flows.    

4. The MPEEM is most suited to those intangible assets which play a central role 

in the success of the business. It is commonly used for the following assets:  

A. Customer relationship assets 

B. Technological assets 

C. Brands 

D. Copyrights if central to the business model 

E. Contractual assets 
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5. Most going concern businesses would be expected to have at least one asset 

which is a primary income generating asset and for which the MPEEM was 

suitable. 

6. MPEEM cannot be used multiple times for valuing different intangible assets 

using the same cash flows. It is therefore important to identify at an early 

stage which is the primary intangible asset which is to be valued using 

MPEEM. 

A. It is therefore used for the valuation of the primary or main intangible asset 

which is the primary income generating asset.  

B. Other methods are then used for valuing intangibles other than the primary 

creator of the excess cash flows.  

7. This view is supported by a working group in the USA dealing with contributory 

assets: “The Working Group strongly believes that the use of simultaneous 

application of the MPEEM with either single or multiple cross charges to 

multiple intangible assets that share the same revenue / cash flow is not best 

practice and should be avoided.” 

8. This is confirmed by IVS 2022:  

“The excess earnings method should be applied only to a single intangible 

asset for any given stream of revenue and income (generally the primary or 

most important intangible asset)”18. 

9. These are the stages in applying the MPEEM: 

A. Project the relevant future revenues for the part of the business which uses 

the intangible asset which is to be valued. This is normally done for the 

number of periods related to the economic useful life of the asset. 

B. Project the related direct and indirect costs relating to those revenues. This 

is done for the same period as detailed above.  

C. Exclude those costs which relate to the creation of new intangible assets. 

Examples of such costs are:  

(1) Marketing costs which relate to gaining new customers should be 

excluded if valuing existing customer relationships; 

 
18 IVS 2022 210.60.17 
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(2) Marketing costs which relate to supporting existing customers should 

be retained as a form of maintenance cost. This is a form of return of 

the asset;   

(3) Research and development expenditure relating to new projects should 

be excluded if valuing the existing technology owned by the company. 

D. This therefore means that the cash flows used for the MPEEM may exceed 

the total enterprise cash flows.  

(1) This may appear to be an unexpected outcome. However the costs 

being added back are those costs related to the creation of intangible 

assets in the future. This is the conceptual basis for this position.  

E. The conventional method of computing the free cash flows to the firm in 

respect of the relevant business segment is commonly used in the 

MPEEM. This therefore means that a very similar technique as that used 

for the discounted cash flow method under the income approach is used.  

F. List out those contributory assets that are needed to achieve the projected 

profits and cash flows.  

G. Compute the appropriate rate of return on each of the contributory assets. 

The use of the weighted average return on assets technique is a very 

useful means of doing this.  

H. In each of the discrete projection periods compute the contributory asset 

charge or CAC for each of the contributory assets. Also include this in the 

terminal value calculation if appropriate.  

I. Once the CAC has been deducted, what is left is the cash flows in each 

period which relate to the intangible asset in question.  

J. Having decided upon the discount rate, compute the net present value of 

the cash flows.  

K.  Depending on the purpose of the valuation, add the value of the Tax 

Amortization Benefit if appropriate.  

10. Due to the need to compute the cost of capital if using the weighted average 

return on assets or WARA, a valuation of the enterprise is required.  
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Section B. Example of Order or Production Backlog 

1. We will use an example of the valuation of Order or Production Backlog using 

MPEEM. For the purpose of illustration, we are assuming that there is no 

other primary asset which should be valued using MPEEM.  

2. This work is in the context of litigation. There is a need to demonstrate to the 

Court why there is value above the level of the tangible net assets.  

3. We are using order backlog in respect of a construction company. Other 

intangible assets are relatively modest in size. The order backlog is therefore 

the intangible asset with the likely highest value.  

A. Jeddah Building Supplies has outstanding sales orders of SAR 52.3 million 

of which SAR 26.5 million are to be completed in year 1 and the balance 

of SAR 25.8 million in year 2.  

B. The direct costs are 68% of sales; the S, G & A costs excluding 

depreciation are 17% of sales revenue, with the EBITDA therefore 

amounting to 15% of sales. These costs include marketing expenses 

which are 3% of sales. The depreciation is 7% of sales. 

C. The Contributory Asset Charge is to be calculated based on the following 

assets which contribute to the generation of the cash flows:  

(2) Tangible fixed assets 

(3) Working capital  

(4) Software 

(5) Assembled workforce  

D. The customer relationships were not considered to be a contributory asset 

in respect of the order backlog.  

(1) The customer relationships intangible asset is the value of profits to be 

made from future orders from existing customers. The order backlog 

relates to orders that have already been acquired.  

(a) This means that the order backlog is not part of the customer 

relationships intangible asset;  
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(b) It also means that the relationships are not a contributory asset in 

respect of the order backlog.  

4. In considering the value of the order or production backlog (or simply “order 

backlog”), we may have contemplated the following methods:  

A. Our first thought might be to consider the value of the backlog as the 

potential gross profits which would be generated as the work is 

undertaken.  

(1) As the overheads would be incurred in any event, we may consider 

that they should not be deducted in computing the values involved.  

B. However, there is a limit to the levels of activity which any company is able 

to manage with its administrative support. It would normally be argued that 

fulfilling the order backlog required the application of the management and 

support functions of the company.  

(1) This is not a clear cut argument: many businesses can manage some 

modest increase in activity levels without incurring additional 

administrative costs.  

(2) In this case, JBS has an order backlog which is 53% of its budgeted 

sales revenues in year 1 and just over 50% of its sales revenues in 

year 2. In this circumstance these revenues need to share the SG&A 

costs. 

C. We may therefore consider that EBITDA is an appropriate level to consider 

the value. The EBITDA is after allowing for the various administrative 

costs of the business.  

(1) However this then means that there is no depreciation charge for the 

plant which is used in completing the order backlog. As the software is 

not an asset in the financial statements, there is also no inclusion of a 

amortisation charge for that asset. There is also no amortisation 

charge for the assembled workforce. 

D. We may decide on EBIT as being the right level to consider the value. We 

have now allowed for the administrative costs and the deprection charge 

(return of) on the plant.  
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(1) However, although there is a depreciation charge for the plant, there is 

no return of the asset in respect of the software, the working capital or 

the assembled workforce. We will consider these in turn.  

E. The software was internally created. It is not an accounting asset. There is 

therefore no accounting amortisation charge to be the return of the asset.  

(1) They have an internal IT team who maintain the existing software. 

They are also working on improvements and the development of a 

replacement group of programs. These costs are therefore a form of 

return of the asset for the software.  

(2) We therefore only have to consider the return on the software. 

(a) If there was no development of a new computer system taking 

place, it would be necessary to consider a charge for the software. 

As an example, if the software had an anticipated life of 5 years, a 

cost of capital of 11% and a value of SAR 100,000, the contributory 

asset charge would be represented by the following formula. This 

formula is a rearrangement of the annuity formula:  

0.11

1 −
1

(1.11)5

= 0.271 = 27.1% 

(b) The total return over 5 years for the software would be SAR 

135,500 (100,000 x 0.271 x 5). This would comprise a return of the 

cost of SAR 100,000 and a return on the cost of SAR 35,500.  

(c) The contributory asset charge in respect of the software in that 

circumstance would be SAR 27,100 a year. This would represent a 

return of the asset and a return on the asset.  

F. The working capital is not a wasting asset. Its value does not decline with 

the passage of time. It is constantly being restated with new transactions 

and balances. We do not need to include a return of the working capital. 

We do need a return on the working capital. 

(1) This is confirmed by IVS 2022:  
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“If the contributory asset is not wasting in nature, like working capital, 

only a fair return on the asset is required.”19 

G. The operating costs will include those costs relating to replacing the 

assembled workforce with the normal recruitments and departures. 

Recruitment costs, training costs and reduced productivity will occur as 

costs whenever a new employee joins. This is a form of return of the asset 

in the expenditures being incurred each year.  

5. There is a need to make a deduction for the returns on those assets which are 

used in completing the order backlog.  

6. The calculations using MPEEM are rather more complex to reflect those 

returns and some other factors. They are shown below.  

  

7. We will go through the various stages in the calculations: 

 
19 IVS 2022, 210.60.15  

The Order Backlog Total Year 1 Year 2

'000 '000 '000

Sales 26,500 25,800

Cost of sales (18,020) (17,544)

Gross profit 8,480 8,256

Marketing costs (795) (774)

Other expenses (3,710) (3,612)

EBITDA 3,975 3,870

Depreciation (1,855) (1,809)

EBIT 2,120 2,061

Add: back marketing costs 795 774

Contributory Asset Charge (1,343) (1,255)

Pre-tax additional cash flows 1,572 1,581

Discount rate 11% 11%

Discount factor 0.949 0.855

Present value of cash flows 2,844 1,492 1,352
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A. The expectation in this case is that the order backlog will generate gross 

profits at the same rate as the whole of Jeddah Building Supplies (“JBS”) 

as shown in its projections. This rate is 32% of sales.  

(1) This is not a necessary assumption: it may be that the order backlog 

includes more favorable or less favorable contracts than those 

normally undertaken by JBS; 

B. The marketing costs and other expenses in SG&A costs are allocated 

between the order backlog and other contracts by reference to the 

respective sales’ values.  

C. By using EBIT as a starting point, we are including an allowance for the 

depreciation of the plant.  

(1) As noted above, in this case we do not need to include further costs for 

the return of the other contributory assets.  

D. The assumption is that the order backlog will use the same proportion of 

fixed assets as are used by other contracts undertaken by JBS.  

(1) Again, this is not a necessary assumption. It may be that the order 

backlog requires specialist plant or is unusually capital intensive.  

E. We also assume that the order backlog will use the same proportion of the 

computer software and the assembled workforce as used by other 

contracts.  

F. In this case the order backlog is a significant component of the anticipated 

activity in the next two years: it is 53.0% of sales in year 1 and 50.1% of 

sales in year 2. These percentages are therefore applied in some of the 

workings.  

G. One of the fundamental points of using MPEEM is that we are seeking to 

isolate the cash flows which relate to the asset in question. The order 

backlog represents orders which have already been placed with JBS.  

1) The marketing costs which gained those orders have already been 

spent.  

2) By definition the marketing costs being currently incurred by JBS play 

no role in the cash flows relating to the order backlog.  



BV 205: Valuation of Intangible Assets Chapter 8 – Excess Earnings Methods 

 

©2021 The Saudi Authority for Accredited Valuers (TAQEEM) 20211202 110 

 

3) The marketing costs are therefore added back in determining the value 

of the order backlog.  

H. We next need to consider the rest of the contributory asset charge or CAC. 

This represents the returns on the contributory assets. These are returns 

required by the capital which is tied up in the contributory assets. The 

contributory assets are used in carrying out the order backlog contracts 

and in generating the relevant cash flows.  

(2) All capital invested in operating assets requires a return.  

I. In order to consider the CAC we first need to look at the weighted average 

cost of capital and the weighted average return on assets. We consider 

this below.  

8. The expectation is that the contributions from each of the contributory assets 

should be computed for each of the separate periods. This is a quote from a 

USA working group on contributory assets:  

A. “Valuation specialists should consider the contributions to cash flow of the 

various contributory assets and charges for these assets should be 

estimated for each year in the projection period, rather than, for instance, 

automatically fixing such levels to amounts estimated at the valuation 

date.” 

Section C. The WACC 

1. The weighted average cost of capital (“WACC”) was covered in BV 202. That 

course also briefly addressed the weighted average return on assets or 

WARA.  

2. As a reminder, the weighted average cost of capital or WACC comprises the 

cost of equity and the cost of debt.  

A. The cost of equity can be calculated in a number of ways.  

(1) Common methods are the capital asset pricing model (CAPM) or the 

build up method.  

B. The cost of debt represents the cost at which the relevant company can 

borrow funds.  

(1) For public companies this can be determined by looking at the returns 

that the market requires on its debt if this is priced in the markets. 
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(2)  For private companies this represents the rates charged by banks and 

other lenders on the various forms of borrowing used by the company 

at its optimum level of leverage. 

(a) This borrowing may be in the form of long term bank funding;  

(b) It may be secured on the trade receivables and be constantly rolled 

over;  

(c) It may be asset-based financing, with the financing being related to 

individual items of plant and equipment.  

(3) The total cost can be checked against the figures in the financial 

statements: the interest expense in the income statement can be 

divided by the average of the opening and closing balances of total 

interest-bearing debt. This then gives a measure of the effective 

interest cost in that year. This can be a useful check for 

reasonableness.  

(4) The figures provided for interest will be the pre-tax costs of borrowing.  

C. In order to make a comparison of the cost of equity and the cost of debt, it 

is necessary in most jurisdictions to adjust the cost of debt by multiplying 

the interest rate by (1 – tax rate). This is on the basis that there is 

generally a tax deduction for interest expense but there is no such tax 

deduction for returns on equity.  

(1) If the interest expense is 490 and the rate of taxation is 22%, the cost 

of interest after tax is 490 x (1 – 22%) which equates to 490 x 0.78 

which equals 382.  

(2) If the rate of interest before tax is 4.1%, the rate of interest after tax is 

4.1% x 0.78 which is 3.2%.  

3. The weighted average cost of capital is the cost of equity and the net cost of 

debt; both the cost of equity and the cost of debt are multiplied by the 

proportion of the capital employed which they represent.  

A. These proportions must be expressed at market values, not at book 

values.  

4. Example 
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A. JBS has a cost of equity of 18.48% and a cost of debt, after adjusting for 

taxation, of 3.2%.  

B. The equity represents 20,000 / 31,940 = 62.6% of the capital employed. 

C. The debt represents 11,940 / 31,940 = 37.4% of the capital employed.  

D. The WACC is therefore (18.48% x .626) + (3.20% x .374) = 12.77%. 

5. In some jurisdictions there may be preference stock included as part of the 

capital employed. If the preference stock receives a fixed dividend this is not 

part of equity for financial reporting and valuation purposes. However, it 

needs to be included in the WACC.  

A. The dividend is not deductible for tax purposes and therefore the 

percentage dividend is the cost of capital for the preference stock. The 

weightings then need to include the proportion of the preference shares in 

relation to capital employed. The preference shares also need to be 

included at market value.  

6. The calculation of the WACC therefore requires a valuation of the components 

of the capital employed. This needs to be done before MPEEM can be 

applied.  

Section D. The Weighted Average Return on Assets 

1. Once the WACC has been computed, we have the return required on the 

capital employed in a business.  

2. That capital will be employed in the form of tangible fixed assets and working 

capital (inventories and receivables less trade and other payables).  

3. It will also be employed in the form of the intangible assets which are used by 

the company. It is likely that these intangible assets will largely not be 

recognized in the financial statements. However, they exist in economic 

terms.  

4. The WARA for JBS, excluding the backlog, is shown below:  
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5. Different rates of return have been applied to the different assets on the 

balance sheet.  

6. The current assets and current liabilities are shown net, as it is only the net 

balance which has to be funded: the funding of the current assets by the 

current liabilities has no related interest cost as the payables represent free 

financing. 

7. The different assets are given different costs of capital – equivalent to the 

estimated return that an investor requires to fund the assets.  

8. Both working capital and tangible fixed assets can be funded to a large part 

with debt financing, but some equity financing is typically needed. If there are 

different components of debt on the balance sheet the differing rates can be 

applied.  

A. It is relatively standard for working capital to be given the lowest cost of 

capital: a short-term borrowing rate is sometimes used for working capital 

and a mortgage or asset-backed lending rate used for tangible fixed 

assets.  

'000 '000 % '000

Residual goodwill 6,700 20.00% 1,340.02

Customer relationships 1,600 12.77% 204.29

Software 100 16.00% 16.00

Assembled workforce 140 12.77% 17.88

Fixed assets 20,000 11.96% 2,391.17

Current assets 13,000

3,400 3.20% 108.83

Current liabilities (9,600)

(excl current part of LTD)

Capital employed 31,940 12.77% 4,078.20

Equity 20,000 18.48% 3,696.00

Debt 11,940 3.20% 382.20

Enterprise value 31,940 12.77% 4,078.20

Weighted average return on Assets
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B. Both working capital and tangible fixed assets will normally have allocated 

rates which are below the WACC.  

9. There are occasions when the business model includes negative working 

capital. This situation has to be distinguished from those in which the 

normalized working capital is positive but is being artificially reduced by a long 

delay in the settlement of payables.  

A. A business model may have a sustainable quality of negative working 

capital. This can happen with certain retail activities, such as non-

discretionary retail (food and drink, toiletry products, etc).   

B. It is conceptually correct to include a negative contributory asset charge for 

those businesses.  

C. The existence of negative working capital enhances the value of the 

underlying business and the related intangible assets.  

10. Some intangibles are normally given a cost of capital which equates to or 

exceeds the WACC.  

A. In this example the assembled workforce and the customer relationships 

have both been given a cost of capital equal to the WACC at 12.77%. 

11. Some intangible assets are considered riskier than others. The cost of capital 

for these higher risk intangibles is greater than the WACC. In the case of JBS 

the software has been given a cost of capital of 16%.  

12. The expectation is that the goodwill has a cost of capital which is significantly 

higher than the other identified intangibles. Goodwill represents the intangible 

asset which has not been separately identified for these calculations.  

A. In this case the residual goodwill includes within it the value of the order 

backlog. This has not yet been valued and is excluded from the WARA 

workings above   

B. Goodwill may represent some or all of the following:  

(1) Synergy benefits 

(2) Assemblage value 

(3) Walk-in customers (for a retail or restaurant business) 

(4) Reputation 
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(5) Excess valuation (i.e., transaction overpayment) 

13. The required return on the goodwill is the balancing figure in these 

calculations. The rate of return on the goodwill is the figure which makes the 

WARA in aggregate the same as the WACC. This is not best practice. We 

consider this further below. 

14. For the purposes of the calculation the various returns on the balance sheet 

components are determined.  

A. In this example these returns aggregate to 2,738.18. 

B. The returns on the equity and the debt aggregate to 4,078.20. 

C. The difference, 1,340.02, represents the required return on the goodwill of 

6,700.  

D. The return required on the goodwill and the order backlog is therefore 

1,340.02/6,700, which is 20.0%.  

E. This far higher return requirement for the goodwill normally represents an 

asset of uncertain composition and existence.  

Section E. The Contributory Asset Charge (Return On) 

1. The calculations relating to the return on the contributory assets are given 

below:  

 

2. The return on the contributory assets is deducted in order to derive the cash 

flows that relate to the order backlog asset.  As a reminder the figures were 

as follows:  

Whole 

Company

SAR % of whole SAR % Sales

Software 16.00 53.0% 8.48 0.03%

Assembled workforce 17.88 53.0% 9.47 0.04%

Fixed assets 2,391.17 53.0% 1,267.32 4.78%

Working capital 108.83 53.0% 57.68 0.22%

Total 2,533.88 1,342.96 5.07%

Order backlog
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3. The final stage is shown above: the cost of capital applied to the order backlog 

is 11%. This is below the WACC as the order backlog is a lower risk 

intangible asset.  

4. The mid-year discounting convention is used. The discounting factors are 

therefore 

1

1.110.5
 𝑎𝑛𝑑 

1

1.111.5
 

Section F. The Goodwill 

1. We now know that 2,844 of the unallocated goodwill relates to the order 

backlog.  

A. We did not know the value of the order backlog until we had calculated the 

returns on the contributory assets. We therefore had to prepare the WARA 

without separating the value of the order backlog.  

2. If we attribute a cost of capital of 11% to this intangible, the implied return on 

the residual goodwill increases to 26.94% 

3. The above is a simplification. It is considered best practice to attribute a 

required return to the goodwill independently. The WARA should then be 

compared with the WACC. If there is a significant difference, the figures 

should be reviewed and the calculations checked.  

A. As an example, if the goodwill was considered to have a cost of capital of 

25%, the total of the WARA calculations would be 12.54% compared to a 

WACC of 12.77%. This is shown in the calculations below: 

EBIT 2,120 2,061

Add: back marketing costs 795 774

Contributory Asset Charge (1,343) (1,255)

Pre-tax additional cash flows 1,572 1,581

Discount rate 11% 11%

Discount factor 0.949 0.855

Present value of cash flows 2,844 1,492 1,352

JBS Order Backlog Cash Flows
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(1) The valuer should review his calculations. The valuer may decide to 

reduce the costs of capital for some of the other intangible assets. 

Alternatively, the costs of capital for the fixed assets and the working 

capital may be recalculated.  

(2) In this case the cost of capital for the fixed assets has been based on 

the following:  

(a) The working capital was given a cost of capital equal to the debt of 

3.2%;  

(b) The balance of the debt was allocated to funding the fixed assets. 

The balance of the fixed assets was then given a cost of capital 

equal to the cost of equity;  

(c) This gives the fixed assets a cost of capital that is more than the 

cost of capital of the order backlog. It is only slightly below the 

WACC. 

(d) This may indicate that the equity and debt mix in the company is 

not the optimum.  

Goodwill 6,700 25.00% 1,675.00

Customer relationships 1,600 12.77% 204.29

Software 100 16.00% 16.00

Assembled workforce 140 12.77% 17.88

0 0.00%

0 0.00%

Fixed assets 20,000 11.96% 2,391.17

Current assets 13,000 0.00%

0 3,400 3.20% 108.83

Current liabilities (9,600)

(excl current part of LTD)

Capital employed 31,940 13.82% 4,413.18

Equity 20,000 18.48% 3,696.00

Debt 11,940 3.20% 382.20

Enterprise value 31,940 12.77% 4,078.20

Goodwill assessed at 25% cost of captal 
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4. When the WACC and WARA are not easily reconciled, the valuation specialist 

will need to review the assumptions in the PFI to determine if they reflect 

company or market participant assumptions or other assumptions embedded 

in the projections.  

A. The valuer should also consider if the proportions of equity and debt in the 

company reflect an optimum structure. 

5. Additional procedures could include the performance of sensitivity analyses, 

the rechecking of inputs to both the PFI and to WACC calculations, and the 

undertaking of a search for qualitative factors that would support the 

existence of either over-payments or bargain purchase conditions.  

Section G. The Contributory Asset Charge – The Return On the Assets 

1. The information below is a summary of the thinking relating to the return on the 

assets. This return comprises part of the contributory asset charge.  

2. As we have already discussed, MPEEM requires the relevant cash flows to be 

divided between all the assets, tangible and intangible. This is based on the 

principle that all the assets require a return on the capital which is invested in 

them.  

A. It is not enough to include a depreciation charge for the plant; there is also 

a need to include a return on the capital which it represents. The 

techniques used to estimate the CAC for fixed assets, other than land, 

assume that fixed assets deteriorate in value and as a result need to 

incorporate both a return of and a return on the asset.  

B. The same applies to the other assets, even if they are not represented on 

the balance sheet: 

(1) For example, as a value has been ascribed to the computer software, 

we need to consider a return of the asset and a return on the asset.  

(a) The return of the software is reflected in revenue expenditure.  

(2) We have addressed the return of the assembled workforce. 

(a) This is also reflected in continuing revenue expenditure in respect 

of new joiners each year.   

C. We now need to consider the returns on the fixed assets, the computer 

software, the working capital and the assembled workforce.  
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(1) We are interested in the proportion of the returns that should be 

attributed to the order backlog.  

(2) The assembled workforce is part of the goodwill on the balance sheet 

of the business. We do not consider the return on the remaining 

goodwill balance. IVS 2022 states the following:  

“Assembled workforce, as it is quantifiable, is typically the only element of 

goodwill for which a CAC should be taken. Accordingly, valuers must 

ensure they have a strong basis for applying CACs for any elements of 

goodwill other than assembled workforce.”20 

3. We therefore need to identify the assets which contribute to the delivery of the 

cash flows which come from the order backlog. The following assets have 

been identified as necessary: 

A. Tangible fixed assets  

B. Working capital 

C. Assembled workforce 

D. Computer software 

4. The returns on these assets come only in part from the order backlog: the 

projections for years 1 and 2 indicate that the sales from the backlog will be 

53% of total sales in year 1 and 50.1% in year 2.  

5. The contributory asset charge or CAC for year 1 is computed as:  

 

 
20 IVS 2022, 210.60.13 

Whole 

Company

SAR % of whole SAR % Sales

Software 16.00 53.0% 8.48 0.03%

Assembled workforce 17.88 53.0% 9.47 0.04%

Fixed assets 2,391.17 53.0% 1,267.32 4.78%

Working capital 108.83 53.0% 57.68 0.22%

Total 2,533.88 1,342.96 5.07%

Order backlog

Contributory Assets for Customer Backlog (year 1):
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6. We therefore conclude that an amount equal to 5.07% of the sales of the order 

backlog in year 1 will represent the returns required on the above contributory 

assets. For year 2 the figures are slightly different, and the CAC is 4.54% of 

order backlog sales in year 2.  

7. The CAC is deducted for each of the years. The result is the cash flows which 

relate to the order backlog.  

8. As noted above, goodwill is not normally included as a contributory asset: this 

is discouraged by International Valuation Standards. It is generally accepted 

that there is a higher burden of evidence to include goodwill as a contributory 

asset under MPEEM. 

Section H. Finalization 

1. The final stage in this example is to discount these cash flows back to net 

present value.  

A. The discount rate has been determined above at 11%. This is slightly 

below the WACC; the order backlog is the most certain of the intangible 

assets in terms of the likely cash flows which may be generated. This is 

the justification for the discount rate being lower than that of other 

intangible assets.  

B. As the revenues will arise throughout years 1 and 2, the mid-year 

discounting convention is used. The resulting discounting formulas are:  

1

1.110.5
   and   

1

1.111.5
 

2. The result of the above calculations is that the order backlog asset has a 

calculated value of SAR 2,916,000. 

Section I. Taxation 

1. The above example has largely ignored taxation and the Tax Amortization 

Benefit has also not been included. These will be covered separately later on 

this BV 205 course.  
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Section J. Customer Relationships 

1. Customer relationships are very often the primary income generating asset in 

a business.  

2. If they are not the primary asset they will almost invariably feature as a 

contributory asset in a MPEEM calculation.  

3. The customer relationships to be valued are those in existence at the valuation 

date. This asset does not include the value of future customers. However, it 

does include the prospect of the sale of future products to existing customers.  

4. To any purchaser of the business, the acquired customers represent the 

expected ongoing and continued business relationship, and thus future 

revenues, with that base of customers.  

1. The following comments have been made about customer relationship assets:  

A. “Acquiring new customers is the most difficult and expensive customer 

management process. Companies must communicate their value 

propositions to new customers in the segments targeted by their customer 

selection processes.” 

B.  “Companies recognize that it is far less expensive to retain customers than 

to continually add new ones to replace those who defect. Loyal customers 

value the quality and service of the company's products and are often 

willing to pay somewhat higher prices for the value provided. They are less 

likely to search for alternatives, thereby significantly raising the discounts 

that a potential competitor must offer to attract customers' attention.” 

Section K. Documentation for the Contributory Asset Charge 

1. Identification of the contributory assets and explanation as to why any assets 

were excluded. 

A. As explained above, in the case of JBS the customer relationships were 

not considered to be a contributory asset in respect of the order backlog.  

(1) The customer relationships intangible asset is the value of profits to be 

made from future orders from existing customers.  

(2) The order backlog relates to orders that have been won.  



BV 205: Valuation of Intangible Assets Chapter 8 – Excess Earnings Methods 

 

©2021 The Saudi Authority for Accredited Valuers (TAQEEM) 20211202 122 

 

2. For each contributory asset a justification of the return of the asset. For each 

contributory assets the source for the return on the asset. 

3. Assumptions and analysis of all assets not specifically valued in the 

assignment or valued by other experts, including working capital, property, 

plant and equipment and assembled workforce. 

4. If an asset was valued using the relief from royalty method, explanation of the 

rate selected, its source, etc. (to the extent that this documentation is not 

included in the RFR support information). 

5. Information of the charge over the life of the asset’s charge to the extent it is 

different from the life of the asset. 

A. If a  patent has five years to run but is considered to have an economic life 

of only 3 years, this should be explained.  

Section L. Documentation of Customer Relationship Valuation 

1. Support and rationale for the customer attrition rate 

1. Efforts expended to obtain detailed historical information on customers 

2. Source of data used in the attrition analysis 

3. Quantitative and qualitative support for the attrition rate chosen 

4. Extent of the valuer’s independent analysis on the attrition rate and extent of 

the valuer’s reliance on the data provided by management 
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Section M. End of Chapter Review Questions 

1. The MPEEM should be used in which of the following situations? 

A. When valuing any income producing intangible asset 

B. When valuing an intangible asset which plays a central role in the success 

of the business 

C. When valuing any tangible or intangible asset 

D. When valuing two intangible assets that require a cross-charge against 

each other 

2. A contributory asset charge should be taken on which of the following asset 

groups when using the MPEEM? 

A. Net working capital and property, plant & equipment 

B. All intangible assets, including the asset being appraised 

C. All intangible assets, excluding the asset being appraised 

D. All tangible and intangible assets which are used as part of generating the 

cash flows.  

3. Acme, Inc. has average earnings before interest and tax (EBIT) profit margin 

of 11.5%.  The valuer notices the following expenses (as a percentage of 

sales) in Acme’s income statement. 

Cost of sales  52.0% 

Salaries  18.0% 

Rent     6.5% 

Auto     3.0% 

Marketing    1.5% 

Other     7.5%  

Management indicated that the auto and marketing expenses are paid to 

sales personnel whose time is devoted to gaining new clients for the 

company.  Salaries are paid to administrative employees while all plant 

employee costs are included in cost of sales.  The appropriate EBIT 

margin that should be used in the MPEEM for the purpose of valuing a 

customer list is:  
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A. 13.0% 

B. 11.5% 

C. 22.5% 

D. 16.0% 

4. Which of the following choices best reflects how the tax amortization benefit 

(TAB) should be handled in a company residing in Saudi Arabia? 

A. The TAB should be calculated and added to the value of the intangible 

asset since Saudi Arabia now adheres to IFRS. 

B. The TAB should be calculated but not added to the value of the intangible 

asset since the company cannot amortize the asset. 

C. The TAB can be ignored since there is no amortization allowed under 

Saudi tax law. 

D. The TAB should be calculated and added to the value since it is likely that 

the Saudi government will enact corporate taxation and amortization of 

intangible assets during the life of the asset. 

5. The projected cash flows in an MPEEM should be extended for what period of 

time? 

A. Into perpetuity since MPEEM assets are, by definition, perpetual assets 

B. For as many years as the asset can be amortized under the tax laws of 

the local jurisdiction 

C. To the point that the present value of the cash flow becomes immaterial to 

the value of the asset 

D. For as long as the longest-lived asset included in the contributory asset 

charge 

Answers: 1-B; 2-D; 3-D; 4-C; 5-C 
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Section N. Case Study – HMS Industries, Inc.  PART 6 

1. Assignment 6 

A. Part 1.  CAC Analysis 

(1) Consult the excel file “CAC” tab to calculate HMS’s contributory asset 

charge.  Fill in the cells for the cash returns and the corresponding 

revenue levels for each asset.  The CAC will then be calculated 

automatically. 

(a) What does the CAC represent? 

(b) How would a higher or lower CAC affect the value of an asset being 

valued through an MPEEM? 

B. Part 2.  Customer Attrition Analysis 

(1) HMS provided customer sales volumes for the past five years for most 

of the Company’s business.  This data is shown in the excel file 

“Revenues by Customer” tab.  Based on the information, enter the 

appropriate data in the 2019 column in the tab “Attrition Estimate’ 

which will allow you to estimate an attrition factor for the customer list 

valuation to follow.  Also, answer the following questions: 

(a) Why, for this calculation, were you not asked to enter data for 2016 

through 2018? 

(b) What are the shortcomings of this attrition calculations? 

C. Part 3. Customer Relationship Valuation 

(1) Complete the analysis in the “Cust Rel Valuation” tab by filling in the 

yellow-shaded cells.  The information needed has been provided 

throughout the case exposition in the prior chapters.  Also, answer the 

following questions: 

(a) Discuss some of the factors that could cause the EBIT margin in 

the customer list valuation to differ from the company’s overall 

operating margin. 

(b) Look at the formulas for cells C29 and C30 (these cells account for 

the attrition estimate to future customer list profits).  Discuss why 

the cells are calculated as they are. 
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Chapter 9. The Market Approach 

Section A. Introduction 

1. The market approach can be difficult to use in respect of intangible assets: due 

to the absence of an observable market for the sale of many types of 

intangible assets, the market approach is restricted to a few specific asset 

classes:  

A. Internet domain names 

B. Carbon emission rights  

C. Government licenses 

D. Taxi medallions 

E. Franchise Rights 

F. Air flight routes and airport landing rights 

G. Broadcast spectrum 

2. IVS 2022 states that valuers should only apply the market approach to value 

intangible assets if both of the following criteria are met:  

A. “information is available on arm’s length transactions involving identical or 

similar intangible assets on or near the valuation date, and 

B. sufficient information is available to allow the valuer to adjust for all 

significant differences between the subject intangible asset and those 

involved in the transactions.” 21 

3. Where there is evidence available, it is very likely that adjustments will be 

needed to reflect differences between the subject asset and those assets 

involved in market transactions.  

A. These adjustments may be quantitative and qualitative.  

B. If significant qualitative adjustments are required, this may indicate that 

another valuation approach would be more appropriate for the valuation.  

 
21 IVS 2022, 210.50.3 
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4. In addition to the above asset categories, there is market evidence available 

regarding royalty rates; these are a source of evidence when using the relief 

from royalty method under the income approach.   

5. There is evidence that some intangibles in the above list are considered to 

have indefinite lives. 

1. Much like the valuation of a business enterprise, the valuation of an intangible 

asset using the Market Approach requires the assessment of a broad range of 

factors such as: 

A. Profit Level 

B. Remaining economic life 

C. Risk Level 

(1) New technologies and barriers to entry 

(2) Industry 

(3) Market share 

D. Legal protection (very difficult to value non-legally protected IP through a 

market approach). 

E. Growth Level 

F. Transaction Activity within the Industry, if ascertainable. 

Section B. Analysis of Market Participants 

1. Although a market approach may not be used in the valuation of the identified 

intangible assets, the valuation should include an analysis of market 

participants.  The support for many variables used in the intangible valuations 

may be based on market participant data, including: 

A. Capital structure 

B. Beta 

C. Tax rate 

D. Growth rates 
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2. See the HMS case study, excel tab “Beta and Cap Str Data” for an example of 

a market participant analysis. 

3. Difference between the terms “guideline public company” (GPC) and “market 

participant” (MP) 

A. Both terms are used in the market approach 

B. Generally speaking, all GPCs are market participants, but not all market 

participants are GPCs. 

C. A GPC’s operating metrics or transaction(s) are analyzed to develop 

market multiples to apply to a subject company.  Consequently, its 

operations must be proximate to the subject company. 

D. The term market participant is defined in the accounting literature (and is 

relevant to financial reporting assignements). An MP may operate in the 

same industry but due to a number of factors (too large, too diverse, etc.) 

the MP may not be appropriate as a GPC.  Since the MP is a likely buyer 

of the subject, its operating metrics such as capital structure, tax rate, risk 

factors, etc. all may be relevant as benchmarks for the subject company 

analysis. 

(1) IFRS 13 defines the market participant as buyers and sellers in the 

principal (or most advantageous) market for the asset or liability being 

valued.  The valuer assesses the assumptions that a market participant 

would use in such a market transaction.  Market participants have the 

following characteristics: 

(a) An entity that is independent of the subject company and other 

market participants; 

(b) Is knowledgeable and uses all available information; 

(c) Is able to enter into the transaction; 

(d) Is willing to enter the transaction 
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Section C. Exercise 

1. In the European Union there are concerns that there may be an over-supply of 

sugar grown from sugar beet. The Governments of the Union have issued 

beet quotas to those farms which have habitually grown sugar beet over the 

previous 10 years. If any farm grows a tonnage in excess of the quota, the 

excess sugar beet is bought at a minimal price. The quotas are transferable 

and are not limited to different regions in each country. 

2. Sugar beet is processed at a series of processing plants: growing sugar beet 

is only economic within 20 miles of such plants due to the high haulage costs.  

3. These quotas are transferable and there is a market price for such quotas of 

€50 per metric ton.  

4. A local processing plant has closed recently. The next plant is 60 miles from 

the farm. You are requested to value a quota for 500 metric tons as held by 

the farm. 

Section D. Documentation of GPC Analyses 

1.  A written description of the subject company’s operations and industry 

classification (if possible), and how that information was used to search for 

guideline companies or market participants. 

2. The criteria used to select GPCs or market participants. 

3. A list of all companies considered for analysis, an explanation why companies 

were excluded and why others were included in the analysis. 

4. A work file which details the analyses of the GPCs or transactions and how 

multiples or other data were derived. 

5. Rationale for a market participant premium, if applied. 
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Section E. End of Chapter Review Questions 

1. All of the following are assets that are commonly valued using a market 

approach, except: 

A. Internet domain names 

B. Carbon emission rights  

C. Government licenses 

D. Software 

2. The Market Approach is seldom applied in the valuation of intangible assets 

since: 

A. Data on the sale of individual intangible assets is difficult to gather since 

such transactions are rare and when consummated are not recorded in 

the public realm. 

B. Transactions of intangible assets are almost never completed on a Market 

Value basis. 

C. The relevant income and cost approaches that are used allow for a higher 

level of precision. 

D. There is no uniformity in the multiples seen in the market for intangible 

assets. 

3. A market participant is defined under IFRS as: 

A. Any company that can be analysed as a guideline public company for the 

subject business 

B. Public companies operating in the same jurisdiction as the subject 

company 

C. Buyers and sellers in the principal market for the asset or liability being 

valued. 

D. Any company with the financial wherewithal to acquire other companies. 

Answers: 1-D; 2-A; 3-C 
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Chapter 10. Selection of Methods 

Section A. Selection of Valuation Methods 

1. In previous courses, Porter’s Five Forces and the three response strategies 

have been covered. Many of the concepts from Porter’s Five Forces are of 

relevance when analyzing the likely values of intangible assets.  

2.  Product differentiation:   

B. Highly differentiated products could suggest  high value in trademarks and 

reduced value in customer relationships.  

C. Less differentiated products suggest greater marketing efforts required.   

D. Less differentiated products often result in well developed internal systems. 

Orders may be processed, deliveries made and invoices raised very 

quickly. Such systems will often try and automate each of these processes 

to reduce costs. This may indicate a significant value to internal 

technology such as software.  

E. Less differentiated products could also suggest higher attrition. If there is 

little or no differentiation in the products or services, price leadership is the 

most likely strategy. With price leadership, customer loyalties are focused 

solely on price. If the product is a commodity product there may be little 

value in customer relationships.  

F. This could suggest potentially lower enterprise value with less value overall 

in intangibles including customers and goodwill. 

3. Switching costs: switching costs can relate to many different factors. If they 

relate to onerous contract cancellation terms, this may suggest more value in 

customer relationships. 

4. Life cycle stage – For an early stage technology company, more value may be 

in technology.  The company brand and/or customer intangible assets may 

increase in value over time.  

5. Purchase Order vs. Long-Term Contract Based – Are long-term contracts 

driven by customer-focused efforts or an underlying technology? 
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6. Customer loss – What is the relative importance of the mix of factors that 

impact customer loss rates?  Is the loss rate low due to strong technical 

advantages?  If so, this could suggest greater value in technology. 

7. Depth of knowledge – Greater knowledge of specific customers suggests 

potential for greater customer value. 

 

Section B. Examples of Selection of Methods 

1. Example 1 

A. The Buyer Company acquires the Target Pharmaceutical Company. One 

of the assets acquired is a patented drug formulation which is sold 

throughout the world. This asset has a significant impact on: 

(1) Units sold – Patent increases units sold 

(2) Price per unit – Patent increases price per unit 

B. Based on the facts presented, the valuation professional determined that a 

Multi-Period Excess Earnings Method (MPEEM) within the Income 

Approach would be most appropriate. 

C. The intangible has a significant impact on the financial performance of the 

operations including historical and future revenues, expenses and the 

level of income. 

D. The patent is the main intangible in the Target. Other assets within the 

Target would be contributory assets. The cash flows relating to the 

patented drug would be reduced by contributory asset charges relating to 

those other assets.  

2. Example 2 

A. The Buyer Company acquires the Target Company. One of the assets 

acquired is a recognized trade name. The trade name results in lowered 

advertising expenses. 

B. With the trade name, the Buyer avoids the cost of licensing that asset.  

C. Market data is available on royalty charges to license similar trade names. 

D. This asset may have an impact on: 
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(1) Units sold – Sales of some of the product lines could increase. 

However, there is no indication of increased sales through use of the 

trade name.  

(2) Price per unit – The trade name may enable higher prices to be 

charged. However, there is no evidence of such a price premium. 

(3) Reduce costs – The trade name may reduce marketing or other 

expenditures (extent of warranty, etc.) necessary to sell the product or 

service. For this trade name, reduced costs is the perceived financial 

impact. 

E. Based on facts presented, the valuation professional determined that the 

Relief from Royalty Method within the Income Approach would be most 

appropriate. 

F. The intangible asset provides name recognition for the entity.  Presumably, 

this would result in marketing cost savings due to recognition of the trade 

name. The marketing cost savings can be estimated as a royalty rate 

expressed as a percentage of revenues. 

3. Example 3 

A. The Buyer Company acquires the Target Company.  The Target operates 

a large wealth management firm.  A covenant not to compete agreement 

is acquired.   

B. Given the unique characteristics of this asset, the valuation professional 

determined that it is not possible to identify information on a meaningfully 

comparable asset in the market for this non-compete agreement.  

C. This asset impacts: 

1) Units sold – Customer relationships could be lost if competition is 

allowed. 

2) Price per unit – Competition might result in price reductions to avoid 

customer losses. 

3) Reduce costs – Competition might result in increased marketing or 

other expenditures necessary to sell and/or deliver the services. 
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D. The benefit to the Buyer Company of the non-compete agreement can be 

estimated based on the comparative cash flows that the business can 

generate with the agreement in place compared to the value of cash 

flows if an agreement was not in place. 

E. Based on the facts presented, the valuation professional determined that 

comparative ("with and without") discounted cash flow analyses within the 

Income Approach would be most appropriate. 

F. This type of asset can best be valued based on the difference between 

the value of two alternative scenarios – one with the asset and one 

without the asset. 

G. This requires estimates of the losses that might arise if there was no 

covenant to compete in place.  

4. Example 4 

A. The Buyer Company acquires the Target Company. The Target has 

developed disaster recovery software. One of the assets acquired is its 

patented technology.   

B. A technological alternative is not available to a buyer. 

C. Assets of this nature rarely change hands on the open market; and when 

they do, no public market data is available. 

D. The expected impact of the asset on financial performance is: 

1) Units sold – Increases units sold due to comparative advantage. 

2) Price per unit – Increases price per unit due to comparative advantage. 

3) Reduce costs – Reduces marketing, extent of warranty, and possibly 

other costs relative to competing products. 

E. Investment risk, profits from commercialization, and earnings growth 

potential are key elements that must be considered in valuing the 

technology. 

F. Based on the facts presented, the valuation professional determined that 

a Multi-Period Excess Earnings Method within the Income Approach 

would be most appropriate. 
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G. The asset has a key impact on the financial performance of the entity 

including historical and future revenue, expense and income levels. 

H. The other assets are contributory assets. 

5. Example 5 

A. The Buyer Company acquires the Target Company. The Target operates 

a chain of budget motels. One of the assets acquired is the assembled 

workforce.   

B. Assets of this nature never change hands on the open market.  

C. The expected impact of this asset on financial performance is: 

1) Units sold – Not viewed as differentiator, hence, no impact on volume. 

2) Price per unit – Not viewed as a differentiator, hence, no impact on 

price. 

3) Reduce costs – No significant impact on continuing operating costs.  

The only cost would be the cost to replace the existing workforce and 

to train the new employees. 

D. Income and/or cash flows cannot be directly attributed to assets of this 

nature. 

E. The current costs necessary to create a similar asset (in this case, the 

costs to recruit and train a replacement workforce) can be estimated. 

F. Based on the facts presented, the valuation professional determined that 

a Replacement Cost Method within the Cost Approach would be most 

appropriate. 

Section B. The Assembled Workforce 

1. For financial reporting the treatment of the assembled workforce intangible 

asset differs from other intangibles. Per IAS 38 and ASC 805, an assembled 

workforce is not separable from goodwill. This is because the entity does not 

have sufficient control of the workforce who are free to leave employment at 

any time.  

2. In financial reporting, the assembled workforce (workforce in place) is valued 

only to develop a contributory asset charge in the application of the MPEEM. 
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3. In commercial reality the assembled workforce is an intangible asset. As a 

question of fact it is highly unlikely that the entire workforce would decide to 

leave the day after a valuation date.  

Section C. Exercise 

1. You act for a facilities management business, Central Managers Limited 

(CML). Its main role is to win contracts with national retailing outlet chains for 

the maintenance of their equipment. It acts for chains such as McDonalds, 

Kentucky Fried Chicken and similar outlets.  

2. The retail businesses require certainty that any breakdown in their equipment 

such as automatic doors, chillers, air-conditioning equipment and cooking 

equipment will be resolved very quickly. CML employs a large number of 

subcontractors who provide the repair services and who are incentivized 

according to the speed of their response.  

3. CML has been very successful. It has developed very sophisticated systems 

for recording the time between notification and repair. These systems result in 

a contact with the subcontractors as soon as a breakdown is reported. The 

outlet is kept informed of timings of arrival of the subcontractor.  

4. They also provide the retail chains with detailed data on the pattern of repair 

work undertaken. This data demonstrates that the down-time is reduced, with 

more rapid repairs than the competitors of CML are able to achieve.  

5. Due to these sophisticated systems, CML has been growing more quickly than 

its competitors. It also makes an extra margin of 3.5% at the operating profit 

level when compared to competitors.  

6. CML now plans to begin a new activity of communicating failure rates to the 

main providers of the relevant equipment.  

A. the intention is to provide detailed data to the equipment 

manufacturer.  

B.  This data will inform the equipment manufacturers of the causes of 

failure of their equipment and the regularity of failure. 

(1) As an example, an element within cooking equipment may have a high 

probability of failing after 30,000 hours use. 
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C. Such data will then enable those manufacturers to focus their efforts 

on improving reliability by identifying the weaker points in their 

equipment. 

D. It may also mean that the replacement of certain parts can take place 

before they fail.   

7. The entry into the new market will require new software which is able to deal 

with large volumes of data, which can be analyzed. As an example, if there is 

a correlation between high humidity and certain types of equipment failure, 

data analytics will be able to identify this correlation. The manufacturers can 

then focus on improving this aspect. 

8. CML plans to transfer the software which it has been developing internally into 

a new subsidiary undertaking. The software is currently at a very early 

development stage.   

9. You are required to consider the following:  

A. How would you value the existing unique systems operated by CML? 

B. What approach and method would you use for the valuation of the 

software for the new project? 

Section D. Brands 

1. Brands are an especially complex intangible asset; as noted earlier, a brand is 

more of a marketing concept compared with the more strictly legal concept of 

a trademark.  

2. A brand is an aggregation of assets which includes, but is not limited to, a 

trademark. It is a bundle of products or services intended to meet a particular 

set of buyers’ needs. 

As a brand is a bundle of assets, there are various methods of valuing the 

intangible assets. These include MPEEM, royalty relief, premium profit and cost 

build up.
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Chapter 11.  Remaining Useful Lives 

Section A. Introduction 

1. As with tangible fixed assets, it is necessary to consider the economic life of 

each intangible asset. This is especially relevant if the valuation has been 

done under the income approach.  

2. IVS 2022 states the following with regard to economic life: “This may be a 

finite period limited by legal, technological, functional or economic factors; 

other assets may have an indefinite life.” 22 

3. The economic life assessment requires judgement and care:  

A. If a patent comes to an end in five years’ time that is strong evidence of its 

useful economic life. However, if there is evidence that a more effective 

replacement for the patented product will likely be available in the market 

in 3 years’ time, it will be appropriate to reduce the economic life to that 

three-year period.  

Section B. Obsolescence 

1. In order to consider asset lives, we will firstly look at different forms of 

obsolescence.  

A. Physical obsolescence is the physical wearing out of an asset such as 

most tangible fixed assets:  

(1) This is rarely applicable to intangible assets due to their nature.  

B. Functional obsolescence is the inability of an asset to carry out the function 

for which it was originally intended.  

C. Technological obsolescence is closely linked to this and is the result of 

technical advances which result in the asset becoming obsolete, although 

otherwise functional.  

 
22 IVS 2022, 210.100.1 



BV 205: Valuation of Intangible Assets Chapter 11 – Remaining Useful Lives 

 

©2021 The Saudi Authority for Accredited Valuers (TAQEEM) 20211202 139 

 

B. Economic obsolescence is the impact of external factors, other than 

technology, which means that the asset is obsolete. Using the example of 

plant, a machine has a capacity of producing 100 aircraft component 

products a day. However, due to weak demand in the World economy, 

there is only an economic need for 40 products a day.   

2. We will continue the example of the plant which can produce 100 aircraft 

component products a day but there is only a market for 40 products. There 

would be a need to reduce the value of the plant and also any intangible 

assets which related to that business unit by 60% if those market conditions 

were likely to continue beyond the short-term.  

3. IVS 2022 states the following: “Legal, technological, functional and economic 

factors must be considered individually and together in making an 

assessment of the economic life.” 23 

Section C. Depreciation / amortization 

1. The charging of depreciation or amortization is an accounting concept; it is the 

classic means of recognizing the various forms of obsolescence. As an 

example, a patent had a value when first registered of SAR 1,200,000 and an 

anticipated life of 8 years. The length of the patent is 10 years. After 6 years 

the amortization of the patent is: 

1,200,000 𝑥 
6

8
= 900,000. 

2. In consequence the net book value of the patent is SAR 300,000.  

3. The above method is what is known as the straight-line method. The aim with 

the valuation of an intangible asset is to reflect the pattern of the use of the 

economic benefits within the intangible asset. If there is no ready means of 

doing this, then straight line amortization should be used.  

4. If there is no accounting amortization (as the intangible asset is not recognized 

on the balance sheet) decisions have to be made as to the return of the asset. 

This is of general importance. It is especially important for the contributory 

asset charge.  

 
23 IVS 2022, 210.100.2 
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A. In the example of JBS, the software had an expected life of 5 years. An 

amortization charge of 20% of the value of the software was not included 

in the contributory asset charge.  

(1) The reason was that the internal IT team were developing replacement 

software. The costs of this development work were included as SG&A 

expenditure in the income statement.  

(2) As a result, a new asset was being created to replace the old asset.  

(3) This meant that no amortization charge of the old asset was required.  

B. There was a similar thought process with the assembled workforce:  

(1) This asset will reduce over time with normal employee departures.  

(2) However, the costs of recruiting and training the new employees was in 

the income statement each year.  

(3) Therefore the amortization of the original asset was broadly balanced 

by the costs relating to a new asset that was being created.  

C. The customer relationships were not a contributory asset in respect of JBS. 

Normally we can follow the same thinking when we consider this asset life 

for the purposes of return of calculations. 

(1) The loss of customer relationships occurs over time. This is called 

“attrition” and is covered below.  

(2) In many cases the business will be acquiring new customer 

relationships. It will incur the marketing and other costs linked to 

gaining these new customers.  

(3) If new customers are being gained at a similar rate to the loss of 

existing customers, there is no need for an amortization charge for 

customer relationships.  

D. If there is no expenditure incurred in the formation of new intangible assets 

then there is no charge which can be treated as equivalent to an 

amortization charge.  

(1) In that circumstance there is a need to use the PMT function in Excel 

or the re-arranged annuity formula.  
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(2) This then gives a figure for the return of the asset and also the return 

on the asset. 

(3) An example is a non-compete agreement of three years’ duration. 

There is no expenditure through the income statement relating to the 

formation of replacement asset of similar value. The cost of capital is 

16%.  

(4) Using the PMT function in excel the factor is 0.445. If the non-compete 

agreement has a starting value of SAR 200,000, the annual charge is 

SAR 89,052.  

(5) Although we referred to straight line depreciation above, the 

calculations behind the three annual charges of SAR 89,052 are:  

 

(6) The return on the asset is calculated by reference to the opening 

balance each year. The return reduces each year due to the 

amortization. This then means that the amortization charge increases.  

Section D. The Cost Approach 

1. Certain of the assets under the cost approach are considered by some valuers 

to have indefinite lives.  

2. The normal expectation for the assembled workforce is that there would be 

amortization of that asset in line with expected rates of staff turnover.  

A. As noted above, this asset is normally being constantly replaced as a result 

of staff turnover.  

on of

Opening value 200,000

Interest at 16% 32,000

Amortization (57,052) 57,052

End of year 1 142,948

Interest at 16% 22,872

Amortization (66,180) 66,180

End of year 2 76,769

Interest at 16% 12,283

Amortization (76,769) 76,769

End of year 3 0 67,155 200,000

Returns 3 year non-compete 
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B. There are arguably aspects of the assembled workforce which represent 

the combined knowledge base of the employee team. If this is the case, it 

can be argued that this is retained despite the turnover of employees in 

any event.  

3. Under the cost approach, depreciated replacement cost is a method which is 

regularly used for long-life assets. The steps in the method are:  

A. The current cost of replacement of the asset as at the date of the valuation 

is calculated; 

B. The percentage of useful life since the asset was acquired is determined. 

The replacement cost is reduced by the percentage of the useful life of the 

asset since actual acquisition.  

C. This is a method which is commonly used for specialist real estate when 

the market and income approaches are inadequate. However, it can be 

used for other assets.  

D. This can be illustrated with an example:  

(1) some internal use software has been used within the business for 5 

years.  

(2) The current replacement cost of the software is SAR 3,200,000.  

(3) It is considered that the software will be technologically obsolete in a 

further three years.  

(4) The depreciated replacement cost is therefore 3/8 of SAR 3,200,000, 

which is SAR 1,200,000. 

Section E. Attrition 

1. Attrition is a term which is used to refer to the gradual loss of an asset or 

assets. It is defined in the Taqeem Glossary:  

2. “The annual percentage rate of loss (or churn) of an existing Asset such as a 

customer relationship Intangible Asset.” 

3. Attrition is a term which is used with special reference to customer relationship 

intangibles. The valuation of the customer relationships relates to those 

customers of the business at the date of the valuation: the recruitment of new 

customers in the future is not part of the valuation of that asset.  
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4. A classic example of customer relationships which could be subject to attrition 

analysis is a set of magazine subscribers.  

5. As the customer relationship assets only reflect those customers of the 

business at the valuation point, there will almost always be a gradual loss or 

attrition of those customers. The cash flows from those customers will 

gradually reduce. This is sometimes referred to as the decay in those cash 

flows. 

6. The nature of the decay in the cash flows is likely to be complex: there would 

be expected to be an increase in sales values to remaining customers, if only 

as a result of inflation. The sales made by those customers who form part of 

the customer relationship may increase in respect of retained customers but 

reduce in respect of customer attrition.   

7. Attrition is a forward-looking concept but it is very often based on historical 

observations. This is understandable as the past experience will often be the 

best source of evidence in this area.  

8. It is necessary to decide what signals the loss of a customer: if the nature of 

sales is such that most active customers purchase on a monthly basis, then a 

customer may be considered to be lost after no activity for a relatively short 

period of 3 to 6 months. However, if purchases are rather less frequent, a 

period of inactivity of one year or more may be needed to identify the attrition.  

9. There are various ways to measure attrition of customer relationships:  

A. It is possible to stratify customer relationships in various ways, such as 

value of sales or length of relationship. Based on past data, there may be 

different rates of attrition for different sizes of customers or based on 

length of relationship. It is often considered that relatively new 

relationships are likely to have a higher rate of attrition than long-lasting 

customers.  

B. The customers can be treated as a single group and past patterns of loss 

of customers can be assumed to continue in the future.  

C. The loss of customers can either be done by reference to the number of 

customers or to the loss of turnover. This can apply if there are a large 

number of customers, with no very large customer accounts.  
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10. With a large number of customers of similar size, the neutral expectation 

would be that the decay in cash flows would be gradual: the typical shape is 

indicated below: this assumes a loss of customers of 10% a year, but with the 

remaining customers’ sales increasing at a rate of 3% a year, due to 

background inflation.   

 

11. It is considered best practice to produce a model for the anticipated attrition 

of customer relationships. The historical data should then be put into that 

model to ensure that it is a reasonable approximation of the average historic 

rates of attrition.  

Section F. Contractual Customer Relationships 

1. The useful life of an intangible asset that arises from contractual rights such as 

a customer contract should reflect the contract life plus potential future 

renewal(s). Renewals should be included if: 

A. Past experience suggests contracts will be renewed 

B. Contract renewal/extension comes without substantial cost 

C. Contract renewal/extension is accomplished without material modification 

Section G. Documentation of Assessment of Lives of Intangible Assets 

1. The support relied on for the economic life of each intangible asset, including 

those with indefinite lives 
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2. Documentation of all market participant assumptions used 

3. Support for the selection of a truncation point (the point at which a model is cut 

off due to materiality (for example, a customer list DCF may be cut off at a 

given year since the present value of the cash flows become immaterial)). 

4. Definition of materiality 

5. If an indefinite life is used, support for the metrics used in the terminal year 

calculation such as growth and discount rate 
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Section H. End of Chapter Review Questions 

1. The life of a patent is usually defined by which of the following obsolescence 

factors: 

A. Technological 

B. Economic 

C. Legal 

D. Functional 

2. An old man holds on to his iPhone 6.0 since he does not feel like transferring 

his contacts to a new phone.  Despite his preference, his iPhone still suffers 

from which kind of obsolescence? 

A. Economic 

B. Functional 

C. Technological 

D. Governmental 

3. Orion Company owns a patent on a video technology that was worth SAR 

20,000,000 when it was registered five years ago.  The patent was protected 

under Saudi law for 20 years.  Management estimated the life of the patent at 

10 years when it was registered.  The book value of the patent today under 

straight line accounting is: 

A. 10,000,000 

B. 20,000,000 

C. 15,000,000 

D. 5,000,000 

4. Umbru Company supplies construction materials to contractors in eastern KSA 

under three-year supply agreements.  The Company’s core group of 10 

contractors have renewed contracts every year for the past twenty years.  The 

market for Umbru’s products has been stable during this time period but 

management expects a 15% price increase in the following year.  How should 

the valuer assess the life of these contracts? 
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A. Assume that the contract lives are indefinite since they’ve been renewed 

in the past. 

B. Assume a three-year life since the terms of the new contracts will see a 

material change. 

C. Assume an average life of six years since half of the customers will likely 

go to another vendor while half will remain with Umbru indefinitely. 

D. Ignore the contract value and place all the customers into a typical 

customer list valuation model.   

5. A customer list generates a normalized cash flow of SAR 100,000 as of the 

valuation date.  The customer list growth rate is 3.0% and the attrition rate is 

10.0%.  Assuming that attrition occurs mid-year, what would be the projected 

cash flows in Year 1 of the forecast? 

A. 103,000 

B. 97,850 

C. 92,700 

D. 90,000 

Answers: 1-C; 2-C; 3-A; 4-B; 5-B 
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Chapter 12. Taxation and TAB 

Section A. Introduction 

1. WACC and WARA are the commonly used source for the discount rates to be 

applied to intangible assets.  

2. The discount rates which derive from WACC and WARA are after-tax 

discount rates. Therefore, under the income approach, the future cash flows 

which are being discounted to net present value should be cash flows after an 

appropriate tax charge has been made.  

3. According to the OECD, the average rate of corporation tax in use is 24%. In 

this manual we have used various rates for illustrative purposes, ranging from 

20% to 24%.  

4. In many tax jurisdictions, intangible assets can be amortized for tax purposes. 

The tax-deduction in respect of this amortization reduces the taxes payable 

by the business on its profits.  

5. Depending on the purpose of the valuation and valuation approach used, it 

may be appropriate to calculate the net present value of the tax savings from 

amortization and to add this to the value of the asset.  

Section B. Tax on Profits 

1. The various methods under the income approach have required the 

capitalization of future cash flows. These future cash flows may represent 

increased revenues or reduced costs.  

2. Regardless of the nature of the cash flows, the use of an after-tax discount 

rate means that those cash flows need to be reduced by a tax charge.  

3. Under the market approach this issue does not arise as the valuation of the 

relevant intangible asset is based on pricing in the market.  

4. For the royalty rates which are obtained from the market, these are generally 

expressed on a pre-tax basis. Therefore, the relief from royalty method under 

the income approach requires the change in profits to be adjusted for 

corporation tax.  
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5. Under the cost approach, there is rather more complexity involved: for the 

assembled workforce and internally generated software, the costs which they 

represent would ordinarily be tax-deductible. It is therefore appropriate to 

consider the cost as being the net cost to the entity, after the tax deduction 

has been made.  

Section C. Tax Amortization Benefit (TAB) 

1. The Tax Amortization Benefit (TAB) is explained as follows in the Taqeem 

Glossary: 

“The present value of income tax savings resulting from the tax deduction 

generated by the amortization of an Intangible Asset.”  

2. There are two contrasting means of considering the value of any intangible 

asset:  

A. If it is acquired as a separate asset it is very likely that there will be a tax 

deduction available for the amortization of that intangible asset. Therefore, 

an intangible acquired for SAR 100,000 may have a cost of only SAR 

80,000 after taxation if the rate of tax on corporate profits is 20%.  

B. If the intangible asset is acquired as part of a business combination, there 

is no tax deduction for most such intangible assets in that circumstance. 

(1)  The transaction which has taken place is that one corporation has 

acquired the common stock of another corporation.  

3. In economic theory there is one price in the efficient marketplace for any asset; 

this is known as the law of one price. Therefore, there is a need to equate the 

price of the asset as valued within a corporate takeover with the value of the 

asset purchased on a standalone basis.  

4. This can be viewed in an alternative way: the value of an asset valued using 

the Income Approach includes two elements: 

A. Cash flows generated by the asset 

B. Cash flow increase due to tax shield from amortization of the value of the 

asset.  Depreciation or amortization of the tax basis of an asset reduces 

the taxable income of the asset and thus reduces the tax expense. 
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1. The economic value of an intangible asset acquired in a separate transaction 

is therefore higher than an identical intangible asset acquired as part of a 

business combination. This is because there is no tax deduction in respect of 

the amortization of the intangible asset acquired in a business combination. 

2. As the tax shield is not received immediately but over the life of the intangible 

asset under the relevant country’s tax code, there is a need to apply a 

discount factor in order to state the net present value of the TAB. There is no 

consistency of treatment with regard to the discount rates. Here are some 

alternatives:  

3. The most common discount rates are either the WACC or the discount rate 

relating to the specific asset.  

8. Below we have shown some typical calculations relating to the calculation of 

the net present value of the TAB: 
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Section D. Documentation for the TAB 

1. Documentation on the tax rates/laws of the local jurisdiction 

2. The rationale for the tax rate used 

3. The rationale for the amortizable period 

4. The rationale for the discount rate used 
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Section E. End of Chapter Review Questions 

1. Android Company books a patent to its balance sheet worth 100,000.  Android 

is allowed to amortize identified intangible assets on its corporate tax returns 

over a 10-year period.  Android’s tax rate is 20.0% and its WACC is 12.0%.  

The TAB is equal to: 

A. 20,000 

B. 41,925 

C. 11,300 

D. 8,385 

2. When considering the discount rate to use in a tax amortization benefit 

calculation, general practice varies. Which of the following rates are 

commonly used? 

A. The transaction internal rate of return  

B. Either the company’s WACC or the specific asset’s discount rate 

C. Either the company’s WACC or its WARA 

D. Either the country’s risk-free rate or a developed economy’s risk-free rate 

3. A subject company is projecting operating losses for the first four years of a 

ten-year Projected Financial Information model.  All else being equal, how will 

these losses affect the value of a TAB? 

A. Increase 

B. Decrease 

C. No change 

D. Not enough information 

 

Answers: 1-C; 2-B; 3-B 
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Section F. Case Study – HMS Industries, Inc.  - Part 7 

1. WARA Calculation 

A. Enter the appropriate information in the yellow-shaded cells in the “WARA” 

tab in the excel file.  Answer the following questions: 

(1) Does your WARA differ materially from the WACC?  (that is, by more 

than 0.40% or 0.50%)? 

(2) Why should these two rates be similar and what could be some of the 

reasons why they differ? 

 

2. Tax Amortization Factor Explanation 

A. Since there is no Saudi government corporate tax on domestic 

corporations owned by Saudi citizens (excluding the Zakat), the tax 

amortization factor has not been discussed at length in the HMS case 

study.  However, there was a 2.0% tax put into the HMS assumptions to 

exhibit how the TAB would work in companies that operate in taxable 

jurisdictions.   

B. If the assignment is a company in a taxable jurisdiction, the analyst needs 

to assess what the corporate tax would be (including all government levels 

of tax) and to assess what the regulations are in that country for a tax 

shield, if any.  The tax shield would be the ability of the company to deduct 

some or all of the booked intangible assets on the company’s tax returns.  

As discussed, this can be quite complicated since the rules in some 

jurisdictions (e.g. the United States) allow for different conventions in 

amortizing an asset on the financial statement versus the tax return. 

C. For example, consult the “Cust Rel Valuation” tab in the excel file.  The 

customer list was valued at SAR 52,579,200.  For demonstration 

purposes, this case assumed that under Saudi tax law, HMS could book 

the customer list at that amount and amortize it for tax purposes on a 

straight-line basis over 15 years. 
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D. Given an assumed tax rate of 2.0%, this would mean therefore that HMS 

has an annual tax deduction of SAR 3,505,267 (i.e., SAR 52.579 million 

divided by 15) and a tax savings of SAR 70,105 (3,505,267 x 2.0%) for 15 

years.  Therefore, the tax amortization benefit equals the present value of 

an annuity of SAR 70,505 over 15 years discounted to present value at a 

12.6% discount rate. 

E. This equates to the tax amortization factor of 1.01x, which is shown in the 

valuations of the trade name, software, non-compete agreement, 

assembled workforce, and customer list. 
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Chapter 13. Financial Reporting 

Section A. Introduction 

1. Many of the methods used for valuing intangible assets have been developed 

for financial reporting purposes. One of the main reasons for these 

developments has been the need for purchase price allocation or PPA when a 

business is acquired.  

2. There is a profound and wide-ranging difference in the recognition of intangible 

assets:  

A. Intangible assets that are bought in purchase transactions are recognised 

as assets. Examples are purchased software, domain names, air landing 

rights and other assets conventionally valued under the market approach. 

B. Intangible assets that are acquired as part of a corporate transaction must 

be identified:  

(1) We will use an example: a company buys the common stock of a target 

company for SAR 20 million.  

(a) The net assets on the balance sheet are stated at SAR 12 million. 

(b) This is SAR 8 million less than the consideration paid. 

(c) The SAR 8 million must be allocated. 

(d) The various assets acquired must be valued. Here is an example:  

 

'000 '000

Increase property value 2,000

Increase inventory 210

Internal technology 800

Customer relationships 3,300

Order backlog 630

Assembled workforce 370

Other goodwill 690

Total goodwill 1,060

8,000

Purchase Price Allocation
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3. In the above example a real estate valuer has revalued the property occupied 

by the target company. The cost of that property to the purchaser group is 

therefore the SAR 2 million more than the net book value of the property.  

4. A business valuer has valued the inventory. He has followed the guidance in 

International Valuation Standards.24 

A. This means that the cost of the inventory to the purchaser group includes 

an element of profit. The inventory held by the purchaser is recorded at 

cost and does not include any element of profit.  

5. A business valuer has also valued the technology, the customer relationships, 

the order backlog and the assembled workforce.  

A. These assets, apart from the assembled workforce, are shown on the 

consolidated balance sheet of the group. The values of these assets are 

the costs to the group of acquiring those assets.  

B. The purchaser also owns similar intangible assets. The intangible assets 

owned by the purchaser have been developed internally over several 

years.  

(1) None of the assets owned by the purchaser are shown on the 

consolidated balance sheet of the group.  

C. The assembled workforce is valued by the business valuer. It is not 

separately shown on the balance sheet of the group. It is part of the 

residual figure for goodwill.  

Section B. Accounting Standards  

1. The major accounting standards of relevance are: 

A.  IFRS 13 (highly converged with ASC 820 in USA) dealing with valuation 

generally, and 

B. IFRS 3 dealing with business combinations. The USA equivalent of IFRS 3 

is ASC 805. These two statements are also highly converged. 

 
24 IVS 2022, 230 inventory. This is a new chapter in IVS 2022 
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2. There are then other standards which have relevance to the valuation of 

Intangible Assets 

A. IAS 38, Intangible Assets, (ASC 360 property plant and equipment) 

B. IAS 36, Impairment of Assets (one standard for finite and indefinite lived 

intangibles) (in USA ASC 360) 

C. IAS 37, Provisions, Contingent Liabilities and Contingent Assets (USA 

ASC 450) 

D. IAS 12, Income Taxes (USA ASC 740) 

E. IFRS 2, Share-based Payments (USA ASC 718) 

Section C. Asset Recognition 

1. An asset is defined in the Taqeem Glossary and in IFRS as: “A resource 

controlled by the entity as a result of past events and from which future 

economic benefits are expected to flow to the entity”.  

2. 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.  

3. The first question to address is therefore whether some right or benefit is an 

asset. We will consider again the sugar beet quota:  

A. It meets the first test: in the right circumstances and locations growing 

sugar beet is profitable but only up to the level of the quota. The sale of 

sugar beet can generate future net cash inflows. 

B. The quota is held by the farming company and no one else can use that 

quota without the consent of the farming company. 

C. The quota system was put in place some years ago and it is an event 

which has already occurred.  
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4. For intangible assets there are two stages: 

A.  The first stage is to decide if the intangible right is an asset as defined.  

B. It is then necessary to decide whether it is an asset that can be recognized 

in financial statements.  

2. For an intangible asset to be recognized in the financial statements it must be 

either:  

A. separable, or  

B. it arises from contractual or other legal rights regardless of whether or not 

it is separable.  

5. An intangible asset is separable if it is capable of being separated or divided 

from the entity. 

A. If it can be separated, it can be:  

(1) sold, transferred, licensed, rented or exchanged,  

(2) either individually or together with a related contract, identifiable asset 

or liability,  

(3) regardless of whether the entity intends to do so. 

6. An intangible asset 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. 

7. In the example of the sugar beet quota it is both separable – it can be sold as 

a separate asset – and it arises from legal rights. There are rules within the 

European Union dealing with sugar beet quotas.   

8.  The following table deals with the two qualities of “separable” and 

“contractual”:  
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9. IFRS 3 provides a list of examples of intangible assets which have contractual 

or other rights:  

A. Contract-Based Intangible Assets 

(1) 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 

 



BV 205: Valuation of Intangible Assets Chapter 13 – Financial Reporting 

 

©2021 The Saudi Authority for Accredited Valuers (TAQEEM) 20211202 160 

 

 

Section D. Brands 

1. It will be noted that one of the most important drivers of value, namely a brand, 

is not included on these lists.  

A. This because the terms brand and brand names are often used as words 

for trademarks and other trading styles. But they are more than this:  

B. they 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. 

2. We will consider the Coca Cola brand. It is combination of the well-known way 

in which the name is presented. It is also the shape of the bottle. In addition to 

this it is the recipe used in the drink. It reflects a name recognition developed 

by marketing campaigns over many years.  

 

Section E. Customer Relationships 

1. Customer relationships can represent a problematic intangible asset. It is 

necessary to decide if a set of circumstances amounts to customer 

relationships.  

2. 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 supply contracts and 

service contracts).  
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3. Customer relationships may arise through means other than contracts, such as 

through regular contact by sales or service representatives.  

4. As an example, a particular branch of McDonalds serves the south-eastern 

side of a town. There are certain regular customers: one of them is Abdulaziz. 

Various staff members know him by his first name.  

A. We have to consider if this is a customer relationship. 

(1) Members of the entity’s staff know the first name of the customer and 

there is regular contact. However, the restaurant does not have 

sufficient information, such as contact details, in order to describe this 

as a customer relationship.  

Section F. Purchase Price Allocation 

1. Business valuers are very commonly required to allocate the value in a 

purchase transaction over various intangible assets.  

2. In the example that follows, Riyadh Private Equity has acquired the entire 

stock of Target Limited at an enterprise valuation of SAR 43.5 million. The 

weighted average cost of capital is 14.0%. 

3. There have been no adjustments needed to the amounts at which the working 

capital and tangible fixed assets have been stated in the financial statements. 

These are SAR 5,169,000 and SAR 6,840,000 respectively.  

4. This means that there are intangible assets which have been collectively 

included in the overall valuation of the enterprise at SAR 31,491,000. The 

intangibles represent just over 72% of the enterprise value. 

5. The valuers attribute values to the various intangible assets and the resulting 

figures are:  
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6. The figures for goodwill, excluding the value of the assembled workforce, are 

the balancing figures and are highlighted.  

A. The SAR 7,461,000 value is the remainder after the various intangible 

assets have been identified and valued. The return on that residual asset 

is SAR 1,731,000. This is also the residual return required to deliver an 

overall return of 14%. 

7. The return of 23.2% on the goodwill is also the balancing figure. It is 
731

7,461
  

A. It will normally be expected that the required return on the goodwill will be 

higher than the return on the other assets, with the possible exception of 

“In process research and development (IPRD)”.  

B. IPRD is the identified intangible asset which will normally have the highest 

required returns, due to the deep uncertainties. These returns may 

occasionally be slightly higher than the returns required on the goodwill.  

8. We have previously made the point that the required return on the goodwill 

should be separately assessed.  

A. The weighted average return on assets or WARA may be materially 

different from the WACC 

(1) The WACC is derived from the purchase transaction. 

B. Any large difference should be investigated. 

(1) This is by looking again at the returns used for each of the assets.   

Initial After-tax Total Return 

Allocation Analyzed Return Return analyzed

'000 '000 '000 %

Net working capital 5,169 5,169 4.00% 207 0.48%

Fixed assets 6,840 6,840 8.00% 547 1.26%

Unidentified intangible assets 31,491

Trade name 12,000 14.00% 1,680 3.86%

Existing customer relationships 10,200 16.00% 1,632 3.75%

Internal technology 270  16.00% 43 0.10%

Assembled workforce (AWF) 1,560 16.00% 250 0.57%

Goodwill excluding AWF 7,461 23.20% 1,731 3.98%

Total enterprise value 43,500 43,500 6,090 14.00%
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9. International Financial Reporting Standards do not permit the recognition of 

the assembled workforce as an asset: the figure which appears for the 

goodwill in the financial statements will therefore be SAR 9,021,000.  

10. In conducting the above analysis there are the following additional points to 

make:  

A. The weighted average return on assets or WARA will normally be adjusted 

from actual working capital to normalized working capital. If such an 

adjustment is needed this would be likely to be reflected in the price: the 

purchaser would need to inject additional working capital.  

B. Excess working capital will normally be reflected in cash balances. If there 

is excess working capital whether in cash or otherwise, and the 

normalized working capital is at a lower level, the excess will represent a 

non-operating asset.  

11. The following text indicates that regulators in some jurisdictions will seek 

detailed information on intangible assets:  

Discount Rate Estimates Reconciliation – SEC Perspective 

SEC Comment Letter Excerpt (EnergySolutions 2007) 

“In order to better assess the reasonableness of your purchase price allocations, 
please provide us with a rate of return reconciliation for each acquisition. This 
reconciliation should identity the weighted average cost of capital (WACC) used to 
determine the enterprise value of Envirocare and Duratek as well as the WACC 
used to determine the fair value of each asset and liability acquired.”  

Section G. Reconciliation of Rates 

1. A reconciliation of the WACC and the WARA was discussed in earlier 

chapters.  Since the two rates reflect risk from two sides of the same balance 

sheet the point was made that there should not be a material difference in the 

rates. 

2. If the valuation is being performed for a purchase price allocation for financial 

reporting, an additional check can be made. The valuer can also calculate the 

internal rate of return from the transaction.  Theoretically, this rate should 

approximate the WACC and the WARA. 
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3. For example, we will assume the same facts as the HMS case discussed 

throughout the course. We will now assume that HMS was purchased by 

another company for SAR 850 million (instead of having been valued at SAR 

850 million as in the case study).  An IRR would have been calculated as is 

shown below. 

 

4. In the above example, the valuer would have obtained the sales and invested 

capital cash flow projections from the purchase agreement or management.  

This PFI would have been the projection that the acquirer used to set the 

purchase price. 

5. Given the PFI and the purchase price, the valuer would have used Excel to 

determine that a 12.6% internal rate of return sets the forecasted cash flows 

equal to a net present value of SAR 850 million.  This rate would be also be 

compared to the WACC and the WARA. 

6. Factors that can account for variances in the WACC, WARA, and IRR 

A. The rates of return set for some or all of the intangible assets are too high 

or too low. 

HMS Industries

Intangible Asset Valuation    

Transaction IRR
Currency in SAR (000)

      

BASE CASE  2020 2021 2022 2023 2024 2025 Perpetuity

REVENUE  418,108          476,232          508,252          540,882          574,107          606,605          630,869          

OPERATING INCOME  51,209            62,386            69,472            73,990            81,254            87,877            91,476            

TAXES 1,024             1,248             1,389             1,480             1,625             1,758             1,830             

NOPAT 50,185            61,138            68,083            72,510            79,629            86,119            89,647            

PLUS (MINUS):

Dep. & Amort. 20,795            20,590            20,531            20,238            20,154            20,442            10,000            

Net Working Capital Additions (21,203)          (3,509)            (6,972)            (7,508)            (7,277)            (7,120)            (135)               

Capx (8,000)            (8,000)            (8,000)            (6,000)            (6,000)            (6,000)            (10,000)          

INVESTED CAPITAL CASH FLOW 41,777            70,219            73,642            79,240            86,506            93,441            89,512            

As % of Rev. 10.0% 14.7% 14.5% 14.7% 15.1% 15.4% 14.2%

PRO-RATA ADJUSTMENT FACTOR 100.00% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0%

PRO-RATA AFTER-TAX CASH FLOW 41,776.8         70,219.3         73,641.6         79,240.2         86,505.9         93,441.5         89,511.5         

 Capitalization Rate 8.6%

Transaction IRR 12.6%   Perpetuity Value 1,045,235.0

Time Remaining in 1st Period 1.0000

Years to Discount 0.5000 1.5000 2.5000 3.5000 4.5000 5.5000 5.5000

PV FACTOR 0.9425 0.8373 0.7439 0.6609 0.5871 0.5216 0.5216

PV CASH FLOW 39,376.4         58,797.4         54,780.6         52,366.1         50,786.9         48,735.7         545,156.9       

Sum of Interim Period Present Value 304,843.1       

Present Value of Terminal Value 545,156.9       

Transaction Invested Capital Purchase Price 850,000.0        
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B. The valuer missed identifying certain intangible assets resulting in too 

much value being left in goodwill. 

C. The acquirer either underpaid for the subject company (bargain purchase) 

or overpaid. 

D. The factors used in the development of the WACC differ from market 

reality 

Section H. Documentation for the Reconciliation Analysis 

1. Detail on the source for the PFI used in the transaction IRR 

2. Support for the WACC derivation 

3. Support for each rate of return for each tangible and intangible asset 

4. An analysis of goodwill as a percentage of the purchase price including 

comparisons to industry data, if available 

5. Notes on conversations with management and/or auditors regarding the 

potential that the purchase price was not at Market Value 
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Section I. End of Chapter Review Questions 

1. The two accounting pronouncements relevant to intangible valuation practice 

for financial reporting in Saudi Arabia are: 

A. IFRS 13 and ASC 820 

B. IAS 36 and IAS 37 

C. IFRS 3 and IFRS 13 

D. ASC 805 and ASC 820 

2. To be recognized in a company’s balance sheet, an asset must be separable 

from the company or: 

A. Accessible by the company at its will 

B. Arise from a contractual or legal right  

C. Saleable under the terms of Market Value 

D. Provide cash flows to the company 

3. Factors that can account for variances in the WACC, WARA, and IRR include 

which of the following: 

A. The related transaction was a bargain purchase 

B. The related transaction was at Market Value 

C. The factors used in the WACC development were at market value instead 

of book value 

D. The rate of return on goodwill was set at more than 3.0% above the next 

highest intangible rate of return 
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4. East Pacific Company was purchased for SAR 55,000,000.  An analysis of 

East Pacific’s books indicate that the Company had only 100,000 in net 

working capital at the transaction date when, using industry norms, it should 

have had 1,000,000 in net working capital.  Under this circumstance, the 

valuation analysis would allocate a purchase price equal to: 

A. 55,900,000 

B. 55,000,000 

C. 54,100,000 

D. 55,100,000 

5. A customer relationship potentially exists under which of the following 

circumstances? 

A. The entity has information about the customer and has regular contact 

with the customer 

B. The customer does not have the ability to make direct contact with the 

entity 

C. The customer has purchased goods or services from the entity in at least 

three of the last ten years 

D. The entity has made repeated sales calls on the company over the prior 

five years 

Answers: 1-C; 2-B; 3-A; 4-C; 5-A 
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Section J. Case Study – HMS Industries, Inc. – Part 8 

1. Conclusion 

A. Review the valuation summary, the WARA calculations, and the individual 

appraisals of the intangible assets. 

(1) Are there any problems with the analysis that should be discussed 

prior to handing the report over to the attorneys? 

(2) Are you prepared to testify to the findings in Court? 

(3) Assume you were opposing counsel in this case.  How would you 

critique these two valuations? 
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Chapter 14. Further Study 

Section A. The Saudi Authority for Intellectual Property  

1. The Saudi Authority for Intellectual Property (“SAIP”) is concerned with 

organizing, supporting, sponsoring, protecting and promoting intellectual 

property in the Kingdom in accordance with global best practice.  

2. As part of this role, SAIP has organized two courses dealing with Intellectual 

Property. 

3. The Primer on Intellectual Property (DL-001) covers the fundamental aspects 

of intellectual property (IP): copyright and related rights, trademarks, patents, 

geographical indications, and industrial designs. It also covers contemporary 

issues impacting the IP field such as: new plant varieties, unfair competition, 

enforcement of IP rights and emerging issues in IP. 

4. The content and methodology of all “General Primer” courses are structured 

to complement self-directed learning. As such, participants are able to review 

course material at their own pace. 

5. Curriculum 

6. The DL-001 course comprises twelve modules designed to facilitate the 

sequential expansion and assimilation of general IP concepts: 

(1) Module 1: Introduction 

(2) Module 2: Overview of IP 

(3) Module 3: Copyright 

(4) Module 4: Related Rights 

(5) Module 5: Trademarks 

(6) Module 6: Geographical Indications 

(7) Module 7: Industrial Designs 

(8) Module 8: Patents 

(9) Module 9: New Plant Varieties 
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(10) Module 10: Unfair Competition 

(11) Module 11: Enforcement of IP Rights 

(12) Module 12: Emerging Issues in IP – IP and Development 

7. There is a further course, DL 101- General Course on Intellectual Property. 

This course builds on the concepts presented in DL-001 – Intellectual 

Property Primer. It provides a more in-depth view of the fundamentals of IP 

law, and is considered as indispensable to pursue more advanced courses of 

study on specific areas of IP law. 

8. Curriculum 

9. The DL-101 course is comprised of the following modules and final exam: 

A. Guide to Studying the Course 

(1) Module 1: Introduction to IP 

(2) Module 2: Copyright 

(3) Module 3: Related Rights 

(4) Module 4: Trademarks 

(5) Module 5: Geographical Indications 

(6) Module 6: Industrial Design 

(7) Module 7: Patents 

(8) Module 8: Unfair Competition 

(9) Module 9: WIPO Treaties 

(10) Module 10: Protection of New Varieties of Plants 

(11) Module 11: Introduction to Traditional Knowledge, Traditional Cultural 

Expressions and Genetic Resources 

(12) Module 12: IP and Development 

(13) Module 13: Summary and Discussion on Intellectual Property Rights 


