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OIIPEAEIEHUE 3ATPAT HA YYACTBYIOIIIUE AKTUBbI
B OLHEHKE HEMATEPUWAJIbHBIX AKTHUBOB

Theory and practice suggest several approaches and methods for thethe valuation of intangible assets. In
absence of comparable asset prices, the appraiser may apply a methodology of the income approach to value
intangible asset. However, the methodology requires several subjective assumptions and produces questionable
results. The author considers peculiarities of the application of the income approach, in particular, multi-period
excess earning method in the valuation of such intangible assets.

VALUATION, INTANGIBLE ASSETS, IMPAIRMENT OF ASSETS, FIXED ASSETS, GOODWILL, DISCOUNT
RATE

B Teopuu u NpakTHKe M3BECTHBI Pa3IMYHbIEe MOAXOAbl U METOABI OLIEHKU HeMaTepualbHbIX aKTUBOB. [1pu
OTCYTCTBUM OOBEKTOB-aHAJIOIOB, OLEHIIMK MOXKET MCI0Jb30BaTh METOJOJOTUIO TOXOJHOIO MOAX0Ja B OLIEHKE
HeMaTepuaJIbHBIX aKTUBOB, TP KOTOPO MPUHUMAETCS MHOXECTBO CYOBEKTUBHBIX MPEATOIOXEHUM, a pe3yib-
TaT OOBIYHO BBI3BIBAET MHOXKECTBO BOMPOCOB. B MaHHON cTaThe paccMaTpuBalOTCsl OCOOEHHOCTU MPUMEHEHMUS
JIOXOTHOTO TIONXOZa, MOCTPOCHUS] MONEIW IO METOMY MHOTOIEePHOIHBIX M30BITOYHBIX JOXOJA0B M BapUaHTHI
pacyera JOXOMHOCTel Ha MaTepuajbHble M HeMaTepHaJbHblE YYaCTBYIOIIME aKTUBBI TIPU OLIEHKE HeMmaTepuaib-

HbIX aKTHBOB.

OLEHKA BM3HECA, OLLEHKA HMA, OLHEHKA AKTHUBOB, OCHOBHbIE CPEJCTBA, I'YABUJIJ, CTABKA

AU CKOHTHUPOBAHUAL.

In the area of multiple assets and businesses,
there are three traditional approaches to the
determination of the fair value of intangible
assets: the income approach, the cost approach
and the market (comparative) approach.

Obviously, the most reliable estimate of
fair value gives the current market price of an
intangible asset in an active market. If there is
no active market for an intangible asset, the fair
value may be measured on the basis of recent
transactions with similar assets.

In absence of such information, the
companies that are regularly engaged in the
acquisition and sale of unique intangible assets
commonly use alternative methods of estimating
the fair value of intangible assets, such as
discounting of estimated future net cash flows.
Within the income approach, there are several
methods to value intangible assets [the brief
summary of all three approaches and methods
are presented in 1, p. 6]. Relief from royalty
method is the simplest and most often applicable
to trademarks. For its application it is necessary

to forecast revenues or operating profits of the
business, and to find a reasonable royalty rate for
the asset. However, the use of relief from royalty
method is complicated by several facts. The first
difficulty is the lack of, or a wide range of
royalty rates, for discussions of different rates see
e. g [2, pp. 2—3]. The second factor is the
presence of several identified intangible assets,
together generating the cash flow, which requires
the valuation of the combined intangible asset,
followed by a breakdown into several intangible
assets, or developing an alternative methodology.

If there are several intangible assets, it may be
needed to stratify them into those that can be
valued by a comparable approach, or the relief
from royalty method, and the asset or a group of
assets, together generating income, which are the
most specific to the business and which will be
valued by the method of excessive earnings. As
described above, this method is used mainly in
the valuation of well-established relationships with
customers, as well as manufacturing technology.
We will consider the method in detail.
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The method of excess earnings is one of the
methods of the income approach. To apply this
method, you must select a group of assets that
includes this intangible asset and other current
and non-current assets, and generates revenue in
the future. The valuation of this asset is
conducted by the allocation of returns attributable
to other current and non-current assets of the
total revenues or flows of the group of assets, and
subsequent discounting of residual returns
attributable to the intangible asset. We will call
these required returns of assets involved
contributory asset charges of other (contributing)
assets.

Therefore, for the correct application of the
method, you must define the contributing assets
of the group and their profitability and return on
them.

The most common assets are working capital
items (cash, receivables, inventories, net of
accounts payable and provisions), fixed assets
(land, buildings, machinery, equipment, etc.) and
some intangible assets (trademarks, technology,
software, qualified staff).

In determining these participating assets, we
should note that they cannot (or are not supposed
to) generate revenue on their own, and their
presence is necessary for the operation of the
business and the use of the intangible asset. For
example, an excessive land plot or non-operating
fixed assets should not be counted as assets
involved in the calculation of the required yield.

We should note that the use of an intangible
asset as the contributory asset is not directly
related to the possibility of its recognition as an
intangible asset in the financial statements. For
example, a qualified personnel does not meet the
criteria for the recognition of intangible assets in
the financial statements in IFRS, but is involved
in the flows of the assets, e. g. in a ‘technology’
intangible asset. Therefore, to value the
technology by excess earnings method it is
necessary to estimate the value of qualified
personnel participating as an asset and to
determine its required return. Note that in
practice, some of such participating assets may
not be valued under the assumption that their
values are not significant, or their effect will be
not significant. In this case, intangible asset
valued under excess earnings method will have
‘conditional’ fair value, which may be slightly
higher than its fair value.
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It should be noted that the method of excess
earnings has several drawbacks, among which are
many subjective factors, the use of which may
produce a result that is different from the fair
value of the asset, as well as the assumption that
all residual income relate to the intangible asset
valued (and, therefore, the value of the asset
may be overstated).

This method involves accounting for returns
on different assets, but does not take into account
the synergy of these assets and other effects that
are not directly associated with the intangible
asset. These non-identified assets may be needed
to be presented separately, or they should be
included in goodwill, e. g. [see 3, pp. 2—3]:

— established systems, processes and procedures;

— access to capital;

— policies in the management of expenses;

— systems of quality control, etc.

These factors are not valued separately and
are not recognised on the balance sheet as assets,
therefore, in case they could have significant
impact on the company, you need to be cautious
in applying the method of excess earnings for the
identified assets, such as customer relationships.
Let us discuss these participating assets and their
costs in detail.

Contributory costs of working capital. It is
obvious that working capital is one of the major
participating assets because its components are
directly related to the ability of the business to
generate cash flow. Traditionally, working capital
includes minimum cash at a level necessary to
support operations, inventories and accounts
receivable less accounts payable. Therefore, net
working capital is used, which does not include
excess cash and debt financing.

The value of the net working capital used
needs to be normalised from two perspectives:

— at the date of the analysis — to include only
those components and in the amounts that are
required for functioning of an intangible asset
valued,

— later in the forecast — in case that at the date
of the analysis, the value of the working capital
was not optimal for the business (it is then
normalised based on history, approved policies,
comparable companies, etc.).

This forecast of the optimal level can be
achieved in different ways: through the turnover
rates for components (accounts receivable,
inventories, accounts payable) in days, or the
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ratio of the total net working capital value as a
percentage of the revenue. The optimal values
can be taken based on historical ratios (for
example, for the previous 3-5 years), ratios for
similar companies, industry average data.

The value of working capital can be positive
or negative, if appropriate for business models,
such as in the case of significant prepayments (in
construction industry). It is obvious that the
assumption of a negative working capital or
working capital lower than the current level will
have a positive impact on the forecast flow and
increase the value of an intangible asset being
valued; the higher required return on working
capital, the greater the positive effect on the
value.

Therefore, normalisation implies a forecast of
optimal levels for an asset or business, not only
disregarding non-recurring items or transaction.
In case of a significant difference between
working capital of the company and a target
industry average or average historical level, it is
necessary to analyse the possibility of such a
transition and normalisation. The ability to reach
optimal values of net working capital may be
achievable in some, perhaps, medium-term
period.

Return on working capital is generally the
lowest yield compared with other assets (fixed
assets, other intangible assets). To determine the
yield, different sources of information may be
used. The most common approach is to use the
company's short-term borrowing rates. It is also
possible to use the average yield on all short-
term loans, or rate of the latest loan, the closest
to the date of the analysis. In absence of short-
term loans, the company can use the available
market information, including Bulletin of
Banking Statistics (issued by the Central Bank of
Russia), rates on short-term (30—90 days)
government bonds. In case of different risks of
components of working capital it is possible to
analyse the components separately: for example,
to make adjustment (additional premium) to the
required rate of return for dubious receivables.
However, in our view, it is more reasonable, in
practice, to write off such receivable and to
apply an average rate of return to the total
adjusted amount of working capital.

According to the comments of the working
group of Appraisal foundation [see 4, p. 4 and
5], an exclusive use of borrowing rate is

incorrect, because in most cases working capital
is financed not only by debt; it may require a
determination of the weighted average cost of
capital (debt and equity). In our opinion, this
approach introduces additional complexity and is
unlikely to lead to a significant increase in the
quality of the estimates in case of not significant
differences between the cost of equity and debt,
and the assumption that the greater part of the
working capital may still be financed by
borrowings. In case of significant balances of
working capital, an additional analysis of sources
of finance should be done, which again may
require (e. g. in construction industry) the use of
cost of debt, not weighted cost.

When calculating the required costs of
working capital, average working capital for the
period or balance at the end of the period should
be taken into account. Changes in the value of
working capital itself affect the flow (free cash
flow to shareholders, investors), so accounted for
separately.

Contributory costs of fixed assets. Fixed
assets also play a significant role in ensuring the
future flows from the use of the intangible asset
valued. Property, plant and equipment, in this
case, include land, buildings, machinery,
equipment, construction in progress and
equipment for installation, plus assets under
finance lease, prepayments for property and
equipment, investment property, despite the fact
that there is no clear guidance in the standards
of reporting and valuation of these assets.

Since most of the groups of fixed assets are
subject to depreciation (physical, moral,
economic), the forecast may need to include
expenses for their replenishment through capital
investments. The value of fixed assets should also
be normalised — for example, by projecting to
achieve the necessary fixed asset base and
production capacity within the forecast period. A
particular company may have an excess or lack
of fixed assets, which will be taken into account
in the forecast of capital expenditures and flows
from use of assets. When analysing them we
need to keep track of changes in the value of the
assets to analyse the impact of the turnover or
assets, and to compare them with historical data
of the company or peers.

In the analysis, in addition to the separation
of operating and non-operating assets, it may be
needed to separate the value of land. Firstly, such
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asset as land is not subject to obsolescence and
therefore not depreciated, therefore its separation
may increase the quality of the projection of
depreciation and the value of assets. Secondly, the
land is significantly less risky and less profitable
asset: for example, based on our experience in
valuation of several real estate properties, the level
of capitalisation rates for office real estate can
reach 8—12 %, whereas the capitalisation rate on
commercial or agriculture land plots, obtained by
the extraction method could be 2—5 %.

To determine the return on fixed assets, a
variety of approaches and sources of information
can also be used as was a case with working
capital costs: the rate of medium- or long-term
borrowings of the company, the borrowing rate
for a particular asset if it can be determined,
weighted average cost of capital is also often used.
A number of companies, including international
and Russian companies, use the so-called mini-
WACC approach, i. e. weighted average cost of
capital conditionally applying ratio of debt to
equity of 60/40, assuming this ratio to be optimal
for financing fixed assets. Another possible
approach is the use of interest rates on long-term
loans with a premium for the risk of investments
in fixed assets.

The forecast of the required rate of return on
fixed assets as participating assets, according to
the analysis of Appraisal foundation, can be
produced by different methods.

Contributory costs of intangibles. Intangible
assets, as well as working capital and fixed assets,
may be involved in the generation of estimated
future cash flows of the intangible asset valued.
In addition to intangible assets recognised in the
financial statements, such as trademarks,
software and other non-identified intangible
assets that do not meet the criteria for the
recognition in the financial statements may also
participate in producing cash flows. In
particular, this applies to the qualified personnel.
Goodwill cannot be treated as an asset involved,
since it is a residual asset and its inclusion in the
assets involved would lead to a paradox —
reducing the value of other identifiable assets at
the expense of high returns on goodwill. This is
also one of the drawbacks of the approach.

An international consulting company Emst &
Young analysed more than 700 transactions of
business acquisitions in 2009 to review the
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intangible assets recognised as a result of
transactions. As a result, they found the following
distribution of the value of the acquired
businesses: 30 % was attributable to the property,
plant and equipment, financial and other current
and non-current assets, 23 % — to the value of
intangible assets, 47 % — was recognised as
goodwill [see 6, p. 1]. Currently, goodwill is not
normally depreciated and therefore tested for
impairment at the end of reporting periods.
However, in accordance with new discussions, it
may be depreciated in certain cases, e.g.
amortized on a straight-line basis over the useful
life of the primary asset of the acquired entity, not
to exceed 10 years for certain private companies
statements [see 7, p. 3 and 12, 13].

In case of significant amount of goodwill and
understanding that goodwill includes some
intangible assets that do not meet the criteria for
recognition, or cannot be reliably measured, it is
nevertheless useful to separate them from
goodwill, including them as contributory assets
or presenting sensitivity analysis of the final
value of the intangible asset valued to the value
of such intangible asset. If, however, a reliable
valuation of the asset involved is impossible,
another method to determine expenses for the
participation of the asset may be considered —
e. g. a distribution of the flow on such asset and
therefore reducing the value of the intangible
asset valued. There are a lot of research papers
on the analysis of goodwill and intangibles,
however, the analysis is sometimes too
theoretical with overcomplicated models difficult
to apply and to prove statistical data [e. g. see 8].

For example, when the participating asset
was valued by the relief from royalty method, the
forecast flows for an estimated intangible asset
can simply include royalty payments.

A case when the company does not assume
long-term use of the intangible asset involved
may be considered separately. For example, the
company plans to stop using the trademark of
the acquired company and extrapolate its
trademark on the acquired assets. In the case of
such a change, it is necessary to use the
purchaser’s trademark, as it is supposed to be
used. With this new trademark, the business and
assets can be even stronger than previously, and
this will lead to increased flows and ensure a
greater rate of return, for example, through the
royalty rate.
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To predict the flows in such a case, it is
necessary not only to project the yield of the
asset, but also the compensation for the asset,
e. g. marketing, advertising and other expenses,
depending on the asset, other costs and
expenses.

In the case where the participating asset is
valued by the relief from royalty method, royalty
rates may be used as the rate of return, and the
analyst may pay attention to the type of royalty
rates (gross or net rate) and include marketing
expenses when needed.

The biggest problem might be in case of
several intangible assets to be valued by the
method of excess return, for example,
production technology and customer
relationships. It is obvious that, in this case,
circular references for returns on assets at each
other will arise. Despite the fact that these
calculations may be implemented in practice, it
is advisable to avoid such situations and try to
separate flows and models, i. e. build models
independently of each other, or to evaluate any
of these assets using other methods (relief from
royalty, the cost approach, etc), leaving only one
asset to be valued by the method of excess
earnings.

The rate of return on intangible assets is
generally higher than the rate on working capital
and fixed assets as intangible assets are more
risky and more specific to the business, i. e. less
liquid assets. Since intangible assets are often
financed from one’s own funds or a combination
of equity and debt, in most cases it is advisable
to use the cost of equity and weighted average
cost of capital with a premium for the risk.
There are also other approaches to determine
rates to be used in the models [e. g. see 9],
however, in most cases they are of theoretical
nature and do not produce significantly higher
precision level.

Changes in value of the contributory assets.
As shown above, the costs of assets involved —
working capital, fixed assets, intangible assets
can vary significantly among themselves. During
the forecast period, you can observe changes in
the value of assets as a result of two factors:

o Firstly, assets are subject to depreciation
and amortisation, at different rates and with
different levels of reimbursement, which can

affect the combination of the assets involved,
and hence the overall costs of the assets
involved,;

e Secondly, the required rate of return itself
may also change over time, such as with floating
weighted average cost of capital rate.

To check the reasonableness of costs of
intangible assets (as well as of other assets), their
trend can be analysed. In case of a mature
business, costs could be fairly stable. In case of a
start-up business, a gradual reduction in the
costs of assets involved, as the business matures,
is probable.

Final checks and conclusions. In the
allocation of the purchase price and checking the
reliability of the results obtained, a comparison
of WACC, WARA and IRR could be done. In
this case, IRR is the most general concept that
reflects the expected internal rate of return on
investment but usually neglected. The
comparison of WACC and WARA is done to
compare weighted average cost of capital (from
the liabilities side of the balance sheet) with the
weighted average return on assets (assets side of
the balance sheet) [for details see 10, p. 12, for

the analysis of WACC rates and the
determination of WACC for financial reporting
see 11].

Therefore, in case the transaction was done
under non-market conditions, there is no need
to perform this analysis. If the difference is not
significant, no investigations are required.
However, a significant difference between
WACC and WARA, as a result of the analysis,
can show that there are some non-identified
intangible assets, costs of the assets or fair value
of the assets identified are not reasonable and
need reconsideration and recalculation, including
the analysis of the goodwill impairment.

As discussed in the article, the methodology
of the income approach for the valuation of
intangible assets could be applied in some cases,
but the results will be very sensitive to values of
other assets and contributory costs. If it is still
necessary to value the intangibles, one must bear
in mind that this valuation and a split of the
group of assets’ value among different assets is a
theoretical exercise, and due consideration
should be given by the appraiser not to overstate
the value of the intangible assets.
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