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Identifying and valuing intangibles under IFRS 3

| ntroduction

The revised version of International Financial Reporting Standard: |FRS 3 Business
Combinations, published by the International Accounting Standards Board (IASB) in

January 2008, has drawn renewed attention to a complex and developing area of financial
reporting. Accounting for business combinations continues to require an extensive analysisto
detect, recognise and measure at fair value the acquired tangible and intangible assets and
liabilities. Thisisa particular challenge in the case of intangible assets. Intangible assets are by
nature less detectible than tangible items. Many are not recognised in the acquiree’s pre-
combination financial statements. Determining their fair value usually involves estimation
techniques as quoted prices arerarely available.

Where an 'intangible resource' is not recognised as an intangible asset, it is subsumed into
goodwill. Some acquirers might be motivated to report fewer intangibles, and higher goodwill,
because most intangible assets must be amortised whereas goodwill is measured under an
impairment only approach. However, a high goodwill figure can create the impression that the
acquirer has overpaid. It also raises questions as to whether IFRS 3 has been applied correctly.
Acquirers can expect reported amounts of intangible assets and goodwill to be closely
scrutinised by investors, analysts and regulators.

Accounting for intangible assets in a business combination is therefore a sensitive area of
financial reporting. Fortunately, the member firms within Grant Thornton International Ltd
(Grant Thornton International) - one of the world's leading organisations of independently
owned and managed accounting and consulting firms - have extensive experience in addressing
theseissues. Grant Thornton International, through its IFRS team, develops general guidance
that supports its member firms’ commitment to high quality, consistent application of IFRS and
is therefore pleased to share this combined knowledge and experience by publishing this guide
Intangible Assets in a Business Combination. The guide reflects the collective efforts of Grant
Thornton International’s IFRS team and member firm IFRS experts and valuation specialists.

It includes practical guidance on the detection of intangible assets in a business combination and
also discusses the most common methods used in practice to estimate their fair value. It
provides examples of intangible assets commonly found in business combinations and explains
how they might be valued. An overview of IFRS 3 summarises the main aspects of accounting
for business combinations and draws out a number of practical pointsto consider.
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The guideis organised as follows:

Section A explains the general procedures necessary to detect intangible assets in abusiness
combination. It outlines some of the strategies that are commonly used to find acquired
technologies, trademarks and other resources that may meet the definition of identifiable
intangible assets in a business combination.

Section B explains fundamentals of fair value measurement as well as common methods to
estimate the fair value of intangible assets. Key inputs for each method are identified and
various examples further illustrate the issue.

Section C explains the qualities of intangible assets that are frequently found in practice and
common methods used to estimate their fair value. Factors that will usually impact on fair value
measurement are also discussed.

Appendix: IFRS 3 Business Combinations (January 2008) outlines the requirements of the

revised standard and also points out practical considerations to take account of in accounting for
business combinations.

© 2008 Grant Thornton International Ltd. All rights reserved.
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A. Detecting intangible assets

Recognition and fair value measurement of all of the acquiree’s identifiable assets and liabilities
at the acquisition date are amongst the key elements of the acquisition method required by

IFRS 3 Business Combinations (January 2008) (IFRS 3). The method impliesthat al assets and
liabilities are known to the acquirer. In practice however, detecting or ‘finding' identifiable
intangible assets in particular may be a complex matter which requires intensive research into
the acquired business.

How does the acquirer determine which intangible assets need to be recognised separately from
goodwill? This Section provides insights into how to go about this. The general requirements
for identifiability and the definition of an intangible asset are explained. The Section also
discusses how identifiable intangible assets are detected in practice, complemented by alist of
intangible assets that should be considered in business combinations.

1. General requirements

Economically, many intangible 'resources, 'value drivers' or ‘advantages are essential parts of a
business. However, in accounting for business combinations these have to be analysed from two
different perspectivesin order to determine what should be recognised separately from goodwill:
the resource must meet the definition of an intangible asset and it must be ‘identifiable'.

1.1 Definition of an intangible asset

The acquirer must first assess which resources meet the definition of an asset in accordance with
the Framework for the Preparation and Presentation of Financial Satements (the Framework)
at the acquisition date. The Framework defines an asset as follows:

'An asset is 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' (Framework, paragraph 49 (a)).

In addition, an intangible asset other than goodwill is defined as "[a]n identifiable non-monetary
asset without physical substance" (IFRS 3.A). Thefirst step to detect intangible assetsin a
business combination is to find future economic benefits that are controlled by the entity at the
date of acquisition as aresult of the business combination. Potential intangible assets could take
the form of additional income (or cost savings) and should therefore be capable of directly or
indirectly increasing future cash flows.

© 2008 Grant Thornton International Ltd. All rights reserved.
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Detecting the relevant identifiable assets is not affected by specific exemptionsin IFRS 3 or
other standards. For example, it does not matter whether or not an intangible asset was
recognised in the acquiree’s financia statements prior to the combination (IFRS 3.13). In fact,
the acquired entity may have been subject to specific restrictions in International Accounting
Standard: 1AS 38 Intangible Assets that prohibit the recognition of internally generated
intangible assets (IAS 38.51-53). These restrictions do not apply to business combination
accounting - in effect, all resources of the acquired business are regarded as externally
purchased.

To recognise an internally generated or separately purchased intangible asset, the potential future
economic benefits expected from its use have to be ‘probable’ (see IAS 38.21). However, if an
intangible asset is acquired in a business combination the probability recognition criterion in

IAS 38.21 is always considered to be satisfied as uncertainties regarding future economic
benefits are reflected in the asset's fair value (IAS 38.33).

Finding future economic benefits that may meet the definition of an asset is not impacted by the
buyer’s intentions concerning the future use (or non-use) of an asset. In estimating the fair value
of an asset, the acquirer needs to assume the perspective of atypical market participant.
Consideration of buyer'sintention or acquirer-specific conditions does not therefore affect the
existence or detection of an identifiable intangible asset (this also appliesto its measurement; see
Section B 1.5 for further discussion).

1.2 Identifiability

The acquirer must also assess whether the intangible asset in question is'identifiable’. Only
identifiable assets are recognised and accounted for independently from goodwill. Identifiability
might seem to be self-evident: an acquirer would not reach this stage in the assessment without
first having identified something to assess. However, identifiable has a specific meaning in this
context. Anintangible asset isidentifiable if it:

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

(b) 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." (IFRS 3.B33 and IAS 38.12).

Intangible assets that arise from contractual or other legal rights are relatively straightforward to
detect. Asthereisthird party-originated evidence of their existence (the contract or the legal
right), they meet the contractual-legal criterion for identifiability. The contractual-legal criterion
does not however apply to contracts or legal rights that are pending or otherwise contingent at
the date of acquisition.

If the contractual-legal criterion is not met, the intangible asset must be separable in order to be
identifiable. Broadly, an asset is considered separable if it is capable of being sold or otherwise
transferred without selling the entity in its entirety. Where separation is possible only as part of
alarger transaction, judgement is required to determine whether the items under review
constitute the acquired businessitself or a part of it. For example, the content of a database used
by a provider of business intelligence may not be separable from the business itself — there
would be no business remaining if the database content was sold to athird party. By contrast,
where the content database is a by-product of the business activity and may be licensed out to a
third party on non-exclusive terms, then this may indicate its separability.

© 2008 Grant Thornton International Ltd. All rights reserved.
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Thisis ahypothetical assessment. It is not affected by whether the acquirer actually intends to
transfer the intangible asset in question (although such an intention would of course demonstrate
separability). Evidence of exchange transactions for the type of asset under review or asimilar
type may be used to exemplify the separability of the asset, "even if those transactions are
infrequent and regardless of whether the acquirer isinvolved in them" (IFRS 3.B33). A full
analysis of the intangible asset and its commercial environment is therefore necessary to
determine whether separation from the acquired businessis feasible without underlying
contractual or legal rights.

2. Strategies to detect identifiable intangible assets

Detecting intangible assets can be a complex and challenging matter. Strategiesto detect
identifiable intangible assets vary depending on the facts and circumstances of the business
combination and usually require afull review of the transaction. It isimportant to understand
the business of the acquiree, what intangible resources it depends on and how these may
tranglate into identifiable intangible assets. 1t should be possible to explain the acquired business
in terms of the resources it uses to generate profits and how these are reflected in the acquiree’s
assets and liabilities. In other words ask the question: what has been paid for?

Do the identified intangibles explain what has been paid for?

o Does the purchase price alocation take into account all relevant data? Examplesinclude
the purchase agreement, due diligence reports and current information, both public and
internal.

e Hasthe business model been reviewed?

o Hasthe purchase agreement been reviewed for intangible assets that are specifically

mentioned, such as a non-compete agreement or other intangible resources that are of
importance?

o Werethe acquired entity’s official documents and contractual arrangements reviewed for
patents, trademarks and similar rights of use, access or protection that may represent
€coNnomic resources?

e |sit possibleto explain the business model of the acquiree in terms of the detected assets?

2.1 Business model review

A thorough review of the acquiree's business is the most important step in detecting intangible
assets in a business combination. Understanding the business rationale for the combination, the
acquiree's business resources and how the acquired business generates revenues provides the
most useful insights into its intangible assets.

Review of financial information

A review of historical and prospective financial information is often a good starting point to
understand the relative importance of non-current tangible assets as well as working capital

(ie cash and cash equivalents, inventories and work in progress, trade receivables and payables).
These assets are usually readily observable as they are included on the acquiree’s balance sheet.

© 2008 Grant Thornton International Ltd. All rights reserved.
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Intangibl e assets are often not included either in internal financial information used in the
acquired business or in its published financial statements (if any). However, financial
information is likely to provide important indirect indicators. For example, high marketing-
related expenditure may be an indicator of the relative importance of trademarks and similar
marketing-related intangible assets. I the entity incurs significant expenditure on research and
development, it islikely to generate technol ogy-based intangible assets. Therelative
significance of expenses that are related to customer care may point to significant customer
relationship intangible assets.

Characteristics of the acquired business
The review of financial information should be accompanied by afull commercial analysis of the
acquired business:

e The product portfolio may provide further useful insights into the existence and
characteristics of technology-based intangible assets. If current or new products are based
on what is sometimes referred to as ‘core technology' or a common ‘product platform’, then
further analysis should assess the role of the underlying technology.

o Therelative importance of branding or other marketing strategies needs to be assessed to
determine the existence of marketing-related intangible assets such as trademarks, brands,
logos or similar assets.

e Ananalysis of the customer base is usually carried out to determine whether identifiable
customer relationship intangible assets exist. Whether the customers are known to the
business, their behaviour and loyalty may all be considered in detecting arelated intangible
asset.

¢ Where a business depends on specific rights of use, such as access to licence agreements or
rare supplies of raw material, then this may indicate supplier-related contractual intangible
assets. Examples are long-term energy or metal supply arrangements. Permits to operate or
service specific assets such as a hydroelectric power plant, a TV station or simply a property
under alease contract are also examples of specific rights of use (amongst many other
examples).

¢ If businesslocations are crucial, for example if the acquired businessis aretailer, then this
may aso indicate value. However, in cases other than operating lease contracts, thisis
generally not an identifiable intangible asset, but a measurement element of the underlying
property.

e Theacquiree’sworkforce is also often considered a key asset of the business under review.
The existence of awell-trained and organised team saves the acquirer having to hire and
train the people necessary to run the business and thus represents future economic benefits.
Nevertheless, recognition of the assembled workforce is specifically prohibited under
IFRS 3.B37 and IAS 38.15. The workforce may however affect the fair value measurement
of other intangible assets (see Section B 4.4).

e Industry-specific intangible assets may be identified by assessing the relevance of assets
typically found in a specific economic environment. For example, customer 'core deposits
may be atypical example for an intangible asset commonly found in financial institutions.
Other industries may rely on copyrighted material, such as pictures or photographs or similar
‘artistic intangibles.

© 2008 Grant Thornton International Ltd. All rights reserved.
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Management’s judgement

The business model review should be complemented by management’s judgement. The
acquirer’s management usually has post-combination objectives and may aready have identified
the acquiree’s resources — both tangible and intangible — in developing its post-combination
strategy. This may not directly 'trandate’ into the general requirements for identifiable intangible
assets under |FRS 3, but nevertheless draws out key elements of the acquired business that
represent value for the acquirer. It may aso be helpful to take into account the acquiree’s
management as it has experience with the business model and existing key inputs that may be
‘trandatable’ into identifiable intangibl e assets.

2.2 Other important sources

The purchase agreement that effects the business combination is usually a very important source
in finding potentia identifiable intangible assets. The agreement and its accompanying annexes
and disclosure documents will usualy refer to specific trademarks, patents and other intangible
assets that are established by contractual or other legal rights. Legal, accounting and commercial
due diligence reports (if available) are also likely to contain important references.

Where to look for intangible assets

The detection of identifiable intangible assets depends on the context of the acquisition. Useful
sources to detect identifiable intangible assets in the context of a business combination are for

example:

¢ purchase contract and due diligence reports
e website materials
e pressreleases and investor relation circulars.

Both parties to a business combination may have also expressed their views on potential
intangible assetsin external documents that relate to the combination. It may therefore also be
necessary to review website material and press releases of both the acquirer and the acquiree.
These tend to point out unigque characteristics of the business under review, which in turn may
trandate into identifiable intangible assets. Where records are not readily available from the
acquired business, it may also be helpful to contact the relevant authorities to ensure the
completeness of potential intangible assets that are legally protected through aregistration (such
as trademarks or patents).

The acquiree may have reported various intangible assets in its pre-combination financial
statements. Thisis clearly auseful indicator of identifiable intangible assets but further analysis
will berequired. Typically, intangible assets recorded by the acquiree will be purchased assets
that meet the contractual-legal criterion. However, some items recorded by the acquiree may not
qualify for recognition in accordance with IFRS. Some GAAPs require or allow for example the
recognition of start-up costs — these do not meet the definition of an asset under IFRS. Goodwill
previously recognised by the acquiree should aso not be taken into consideration. Conversely,
some assets that have been fully depreciated by the acquiree may still bein use and meet the
definition of identifiable intangible assets.

© 2008 Grant Thornton International Ltd. All rights reserved.
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2.3 Determining which identifiable intangible assets require measurement

A complete review of the acquired business's intangible assets is necessary to enable proper
implementation of IFRS 3. However, not every identifiable intangible asset needs to be
measured and recognised individualy:

e some assets are grouped with other assets on the basis of the specific requirementsin IFRS 3
and IAS 38

e similar identifiable assets may also be combined for practical reasons or to avoid double-
counting

e some identifiable intangible assets may be considered immaterial.

Groups of intangible assets

Generally, all identifiable intangible assets that are acquired in a business combination are
measured independently. Nevertheless, intangible assets that do not meet the contractual-legal
criterion for identifiability but are otherwise separable from the acquired entity may sometimes
only be separable as a group with (an)other tangible or intangible asset(s). This situation may
cause problems in measuring the individual fair value of the intangible asset reliably. In these
circumstances, the group of assets may be treated as a single asset for accounting purposes,
including fair value measurement (I1AS 38.36).

Example: Interdependencies of core technology and customer relationship assets

In a business combination, both a customer relationship intangible asset and core technology
are detected as identifiable intangible assets. The core technology is used to generate income
from ongoing customer relationships. The customer relationship, on the other hand, cannot be
used to generate any income that does not relate to the core technol ogy.

In this scenario a detailed assessment is required to determine whether these resources need to
be combined for accounting (and measurement) purposes or whether they are two separable
assets.

A similar principle appliesto certain groups of complementary assets that comprise abrand. In
accordance with IAS 38.37 the acquirer combines atrademark or a service mark and other
related intangible assets into a single identifiable intangible asset if the individual fair values of
the complementary assets are not measurable reliably on an individual basis. 1FRS also permits
acombined approach for groups of complementary intangible assets comprising a brand even if
fair values of individual intangible assets in the group of complementary assets are reliably
measurable provided the useful lives are smilar (IAS 38.37).

© 2008 Grant Thornton International Ltd. All rights reserved.
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Example: Complementary assets comprising a brand

The cutting edge "XY' core technology is considered an identifiable intangible asset in a
business combination. All of the acquiree’s products are based on 'XY' and the technology is
also advertised to customers under the XY brand using a website that is accessible under

domain name is also registered. It isexpected that when the XY technology is withdrawn from
the market, then the trademark and the domain name will both be of little or no value. The
remaining useful life of the three different intangible assets is expected to be similar. Given
this fact pattern, the acquirer concludes that neither the trademark nor the domain name would
be reliably measurable without taking into account the core technology they relateto. The
core technology, the trademark and the domain name are therefore considered a single
identifiable intangible asset.

Other combinations of assets with similar economic characteristics

Although IFRS refers to combining intangible assets only in limited circumstances (as described
above), judgement is required in practice to determine the appropriate level of aggregation. This
is sometimes referred to as the 'unit of account' issue. In the absence of specific guidance on unit
of account issues, it may be appropriate to extend the approach set out for brands to groups of
similar assets in general.

Materiality considerations will often justify treating large groups of similar assets (eg customer
relationship assets) on a portfolio basis. However, in determining whether separate identifiable

intangible assets may be similar enough to be measured on a combined basis consideration Depending on

; . the facts and
should be given to: circumstances,
e genera characteristics of the intangible assets under review gr’:f?rfatl’oele o
e related services and products combine similar
e functionality and/or design and other shared features of the intangible assets et o
e sSimilar legal or regulatory conditions that affect the intangible assets 23{)222?; stnd
e geographical regions or markets accounting.

e the economic lives of the assets.

These factors may result in reporting different intangible assets on a combined basis (or even
combinations of intangible and tangible assets). Material, identifiable intangible assets should
not however be combined with goodwill. If similar intangible assets are combined for
measurement purposes they should in our view also be accounted for subsequently on the same
combined basis. The acquirer entity should not measure the intangible assets on a combined
basis and then disaggregate them for subsequent amortisation purposes.

© 2008 Grant Thornton International Ltd. All rights reserved.
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Examples

A number of different patents which all relate to the same technology are identified in a
business combination. It is concluded that the patents contribute to the same income stream.
The patents also have similar remaining useful lives and are therefore considered as a portfolio.
As aresult, the entity then measures, recognises and subsequently accounts for the underlying
core technology rather than a number of different intangible assets.

TARGET isactive in the North American market as well as in the European market.
TARGET’s customers in North America are independent from its customers in Europe.
TARGET aso provides different productsto its different groups of customers. Given these
circumstances, and providing that the asset definition and the identifiability criteriaare met, it is
decided that TARGET has two customer bases that should be accounted for as separate
identifiable intangible assets.

Materiality considerations

It is not necessary to measure the fair value of specific intangible assetsif they are demonstrably
immaterial. Both qualitative and quantitative factors should be considered in evaluating
materiality. Indicators of materiality (or immateriality) might include:

e Thefunction of the identifiable intangible asset in the business model — can the business
model be explained without the intangible asset?

e Will the acquired entity 'maintain’ the subject asset — ie will it incur significant expenditure
necessary to protect its value, and will it monitor relevant rights?

e Theremaining useful life of the intangible asset. Extended remaining useful lives may result
in future economic benefits that are not available in the short term and which are therefore
not immediately perceptible. Future economic benefits of the intangible asset under review
may nevertheless be material.

Example

An entity acquires a patent in a business combination. The patent meets the definition of an
asset and also the contractual legal-criterion for identifiability. However, the patent protects
outdated technology that is almost irrelevant for products and servicesin the relevant markets at
the date of acquisition and furthermore patent protection will expire in less than two years from
the date of acquisition. It is therefore concluded that the patent’s fair value isimmaterial.

3. Common identifiable intangible assets

These steps describe general approaches for detecting identifiable intangible assets in a business
combination. Practitioners also often ask for a'checklist' of the intangible asset types most
commonly identified in business combinations. Any such checklist should be treated with a
degree of caution. Best practice isto maintain awide focus in the detection phase so that
relevant identifiable intangible assets are not overlooked. The intangibles to be identified vary in
each case and depend greatly on the industry of the acquired business and the circumstances of
the business combination.

© 2008 Grant Thornton International Ltd. All rights reserved.
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Degspite the limitations of any checklist, alist of common examples can help to focus the analysis
and provide an indication of possible end results. Accordingly, Section C of this publication
discusses a number of intangible asset types that are commonly detected in business
combinations, including customer relationships, trademarks or non-compete agreements (and
common measurement methods used to estimate their fair values).

lllustrative examples within IFRS 3

The Illustrative Examples accompanying IFRS 3 also include a number of examples of resource
types that commonly meet the definition of intangible assets in business combinations, along
with some further explanations. These are summarised as follows:

Examples of items that meet the definition of an intangible asset
(Extract from IFRS 3.IE16-44)

# ~ Item is usually identifiable by satisfying the contractual-legal criterion
* ~ |tem is usually considered separable

Marketing-related intangible assets Contract-based intangible assets

Advertising, construction, management, service
or supply contracts #

Trademarks, trade names, service marks, collective
marks and certification marks #

Internet domain names # Licensing, royalty and standstill agreements #

Trade dress (unique colour, shape or package design) # Lease agreements #

Newspaper mastheads #

Construction permits #

Non-competition agreements #

Franchise agreements #

Customer-related intangible assets

Operating and broadcasting rights #

Customer lists *

Use rights such as drilling, water, air, mineral,
timber-cutting and route authorities #

Order or production backlog #

Servicing contracts such as mortgage servicing
contracts #

Customer contracts and the related customer
relationships #

Non-contractual customer relationships *

Employment contracts that are beneficial
contracts from the perspective of the employer
because the pricing of those contracts is below
their current market value #

Artistic-related intangible assets

Technology-based intangible assets

Plays, operas and ballets #

Patented technology #

Books, magazines, newspapers and other literary
works #

Computer software and mask works #

Musical works such as compositions, song lyrics and
advertising jingles #

Unpatented technology *

Pictures and photographs #

Databases *

Video and audiovisual material, including films, music
videos and television programmes #

Trade secrets such as secret formulas,
processes or recipes #

© 2008 Grant Thornton International Ltd. All rights reserved.
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Economic benefits that usually do not constitute identifiable intangible assets

Other resources are commonly found in business combinations but do not meet the definition of
an identifiable intangible asset. As such, they may affect the value of other assets, liabilities and
contingent liabilities or they are simply included in goodwill. Normally, they would however
not be recognised as identifiable intangibl e assets:

Item Reason why not considered as an identifiable intangible asset

Previously recognised Previously recognised goodwill does not arise from contractual or other legal rights.

goodwill It is also not capable of otherwise being separated or divided from the entity in a
hypothetical transaction.

Assembled workforce The assembled workforce is not considered identifiable (IFRS 3.B37). IAS 38 also

points out that there is usually insufficient control over the economic benefits that
may result from the assembled workforce (IAS 38.15).

Synergies Synergies are usually not identifiable as they do not depend on contractual or other
legal rights and they are usually not capable of being separated from the acquired
entity.

Market share, market A robust position in the market may enhance the actual value of identifiable

potential, monopoly marketing-related or technology-driven intangible assets. However, the acquiree’s

situations or similar 'strategic ~ market share or market condition is itself not an identifiable intangible asset as this
values' economic condition does not describe a controllable potential future economic
benefit.

High credit rating or going Value is sometimes attributed to a high credit rating or other indicators of the

concern sustained ability of the acquiree to operate as a going concern and these factors

may affect the cost of the combination. However, these values do not normally
meet the criteria for identifiability and are not controllable future economic benefits.

While these items are usually not recognised separately from goodwill under IFRS, they may
still be important or even essential to the acquired business. As discussed in Section B, some of
these items (the assembled workforce for example - Section B 3.2 and B 4.4) may need to be
valued in order to determine the values of other assets that do need to be recognised.

© 2008 Grant Thornton International Ltd. All rights reserved.
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B. Measuring intangible assets

IFRS 3 requires that most identifiable assets and liabilities acquired in a business combination
are recorded by the acquirer at fair value. However, IFRS 3 (and other IASB Standards)
provides only limited guidance on how fair value should be determined. Different estimation
techniques have therefore emerged in practice. Their underlying concepts, the actual

methodol ogies and the key inputs required to apply them are discussed in the following Section.

1. General approaches to fair value
IFRS 3 definesfair value as:

"The amount for which an asset could be exchanged, or a liability settled, between knowledgeable, willing
parties in an arm’s length transaction” (IFRS 3.A).

The fair value concept is therefore based on what is sometimes described as a hypothetical 'exit'
transaction — the exchange or settlement of the asset or liability in question at a specified date.
Fair value is the amount that would be paid or received in this hypothetical transaction. It also
followsthat fair value is an estimate — not an absolute or definitive amount.

Specific valuation models and techniques have emerged for estimating fair values, or for
providing inputs into such estimates. These models and techniques can be grouped into three
broad approaches. The selection of the appropriate approach, technique or combination of
techniques depends both on the nature of the asset in question and the availability and reliability
of theinformation available to apply the technique.

The three broad approaches are summarised below.

1.1 Market approach

The market approach provides an indication of the fair value by comparing the asset under
review to similar assets that were bought and sold in recent market transactions. A fair value
estimate is generally derived from the transaction price for an asset or anumber of similar assets
for which observable market datais available.
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Intangible assets are typically transferred only as part of selling abusiness or in alicensing
agreement. Observable market datais therefore limited. The information that is available may
relate to ssimilar (but different) assets and therefore require complex modifications to reflect the
characteristics of the subject asset. Even if aquoted market priceisavailable, it is not always
the most appropriate measure of fair value — the quoted price could be affected by alack of
liquidity in the market or other distortional factors and therefore not be representative of the
price at which atypical market participant would actually transact. The market approach (or
sales comparison approach, asit is sometimes referred to) is therefore less frequently used in
practice to estimate the fair value of an intangible asset in a business combination.

1.2 Cost approach

The cost approach seeks to estimate fair value by quantifying the amount of money that would
be required to repurchase or reproduce the asset under review. The cost approach also takesinto
account physical deterioration (usually not afactor with intangible assets) and use as well as
technological and economic obsolescence if relevant.

Conceptually, cost-based approaches are aless robust basis for afair value estimate than the
market or income approach (see below). Moreover, the cost of replacing or reproducing an
intangible asset may be particularly difficult to measure if the asset is unique. Cost-based
measures may also ignore future economic benefits of owning the asset that would influence the
price that awilling buyer would pay. For all these reasons the cost approach isless widely
accepted than market and income approaches.

1.3 Income approach

Va uation methods following the income approach estimate the price an asset could be sold for
in an arm’s length transaction on the basis of the asset's expected future income stream. This
involves estimating the present value of future economic benefits attributabl e to the owner of an
asset and incorporating as much observable market data into the valuation as possible. All
methods that follow this approach therefore rely heavily on projected financia information (PFI)
and use discount rates.

Traditional cash flow analysis and expected cash flow analysis

It should be noted that two different mathematical concepts exist under the income approach:

e The'traditional cash flow analysis or 'traditional approach’ is based on one single scenario
of forecast cash flows and all risks attaching to both the cash flows, the business and the
individual asset are reflected in the discount rate (see also |AS 36 Impairment of Assets
paragraph A4).

Under the 'expected cash flow approach' risk-equivalent variationsin forecast cash flows are

estimated in different forecast scenarios and the discount rate used therefore does not reflect
any risks that result from variationsin cash flows (see dso IAS 36.A7).

While the 'expected cash flow approach’ has substantial conceptual advantages, the 'traditional
approach' is virtually always used in practice. The remainder of this guide will therefore focus
on the traditional approach. Nevertheless, it isimportant to note the difference in order to avoid
double counting of risk caused by mixing up the two approaches.
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In practice, income approach-based methods are the most commonly applied for the fair value
measurement of intangible assets acquired in a business combination. These methods may
appear hypothetical in that they aim to reconstruct the measurement process atypical market
participant would implement. The key advantage of the income approach, however, isthat it
involves fair value measurement by direct reference to the asset’s expected future economic
benefits.

1.4 Which approach to use?

Thereisno 'right' or universally accepted approach to determine the fair value of intangible
assets. Fair value measurement always requires professional judgement to develop assumptions
and estimates and depends on the actual facts and circumstances of the transaction. Different
estimates of fair value may be both justifiable and reasonable. Consequently, two different
parties valuing the same intangible asset are not likely to arrive at the same result. Asmuch as
fair value measurement should anticipate the value a third party would attribute to the subject
asset, there is always a'grey area of uncertainty (or, put another way, arange of prices at which
hypothetical market transactions might take place). Nevertheless, there are certain minimum
conceptual characteristics every fair value estimate should reflect. These are discussed in the
following paragraphs.

1.5 'Cornerstones’ of fair value measurement in business combinations

A few conceptual qualities of fair value hold true for every measurement of intangible assetsin a
business combination. In addition, IFRS 3 sets out afew specia regquirements for specific
intangible assets acquired in a business combination. All of these aspects have to be taken into
account when estimating the fair value of intangible assets in business combinations.

Considering some of the conceptual characteristics of fair value and specific
requirements of IFRS 3:

o Areall assets, liabilities and contingent liabilities measured consistently as at the date of
acquisition?
¢ Does the measurement of fair value utilise as much observable market data as possible?

o Does the valuation assume the position of atypical market participant and omits synergies
and intentions that are specific to the actual acquirer?

¢ Does the valuation avoid 'blends' between different approachesto fair value?
e Does acquisition date fair value measurement incorporate all specific measurement
requirements of IFRS 3?

Date of valuation

A fair value measure is an attempt to estimate the price market participants would pay on a
specific date. In abusiness combination thisisthe acquisition date (IFRS 3.18). The acquisition
date is the date on which the acquirer obtains control over the acquiree (IFRS 3.A).

In practice, the fair value estimates are of course made some time after the acquisition date.
However, the estimate should take account only of information that existed at the date of
acquisition. In this sense, the use of hindsight is not permissible — market participants are able to
price an asset only on the basis of information that exists at the time they set the price.
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The reguirement to use acquisition date fair values should be distinguished from the (up to one
year from acquisition date) measurement period that is permitted under IFRS 3.45 to finalise the
accounting procedures. This period alows the acquirer to collect information about conditions
at the acquisition date and also to complete the valuation process making use of that information.

Example

An entity detects intangible assets A and B in a business combination that relate to important
new product development projects of the acquiree. The business combination was effected
shortly before year end and due to the limited time available to finalise the fair value
measurement of the intangible assets, provisional amounts are reported in the financial
statements of the combined entity. Provisional fair values of CU1,000 for both assets were
estimated based on various assumptions about the readiness of the new product designs. In
particular it was assumed that product testing was compl eted before the acquisition date and
that both products would be ready to market within 12 months.

After the financial statements have been authorised and published, the entity continuesto
investigate the status of the two product developments at the acquisition date in order to
finalise the business combination accounting within the 12-month window permitted by
IFRS 3.

Intangible asset A

On further investigation, it is found that the product testing for product A was not complete at
the date of acquisition. Hence, time to market would have been more reasonably estimated at
24 months as at the date of acquisition. Thiswould have resulted in an acquisition date fair
value of CU750. Asthisinformation relatesto conditions at the date of acquisition and was
obtainable at that date, the acquisition date fair values are adjusted to incorporate the revised
fair value estimate of CU750.

Intangible asset B

With product B, the acquirer's investigations confirm that product testing had been completed
at the acquisition date, with positive results. However, after the date of acquisition new
technical problems emerge with the commercial production of product B. This delays the
expected time to market by afurther 12 months. In this case, the new information obtained
relates to events after the date of acquisition and did not exist at that date. All else being equal,
theinitial fair value estimate for product B is not changed in accounting for the business
combination (although it may be necessary to record an impairment loss in the post-
combination financial statements).

Maximum use of observable market inputs

As noted above (and also as acknowledged in IAS 38), active market quotes are rarely available
for intangible assets. Accordingly, fair value needs to be estimated on the basis of the best
information available (IAS 38.40). This estimate should reflect recent market transactions and
practices in the industry of the acquired entity (IAS 38.41). Any technique used to determine
fair value should therefore take into account as much observable market data as possible to
achieve the most reliable estimate of fair value. Observable market data might for example
include earnings multiples or discount rates implied by recent transactionsin similar assets.
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Valuation from the perspective of the typical market participant (ignoring buyer's intention)

Fair value should be determined from the perspective of a hypothetical buyer who is referred to
as 'the typical market participant’. Thisis necessary to meet the fair value definition and
estimate the "amount for which an asset could be exchanged ... between knowledgeable, willing
partiesin an arm’s length transaction” (IFRS 3.A). Assuming the perspective of the typical
market participant requires a stand-alone, independent valuation of each intangible asset (or
appropriately grouped combination of assets when the previously-discussed criteria for grouping
are met: see Section A 2.3).

The market participant assumed in fair value measurement should:

e beathird party that isindependent of the combined business — for example a competitor in
the same industry or sometimes even afinancia investor

¢ have reasonable understanding about the subject asset, based on all available information
that is readily available or available through due diligence efforts that are usual and
customary

e beable and willing to transact for the subject asset without being compelled to do so.

The focus on market participants in general also means that specific intentions of the acquirer
(sometimes referred to as 'buyer’s intention’) do not affect fair value measurement (IFRS 3.B43).
The intention to stop using an asset does not mean that the fair value of this asset isinsignificant
— other willing buyers may be prepared to pay for the asset in question.

Example: Buyer’s intention not to be reflected in fair value

A frequent scenario occurs in connection with trademarks or similar marketing-related
intangible assets. These are sometimes discontinued as a result of the post-acquisition strategy
of the combined entities. The acquirer must value these from the third-party perspective of a
typical market participant, and therefore should not take into account the anticipated
discontinuation of the subject asset — other willing buyers may want access to the asset under
review and may stand ready to purchaseit. When the asset is then phased out in the aftermath
of the combination, impairment testing in accordance with IAS 36 I mpairment of Assets will
result in an impairment loss that is sometimes recognised almost immediately after the
recognition of the intangible asset.

For similar reasons, synergies or other benefits that are available only to the specific acquirer
should also be excluded from fair value measurement. Depending on the actual circumstances it
may often be concluded that anticipated synergies may also be realised by another typical market
participant. Typical examplesinclude cost savings from an expanded customer base or similar
economies of scale. However, a careful analysis of the underlying assumptionsis necessary to
ensure that buyer-specific intentions or synergies are excluded from fair value measurements of
identifiable intangible assets. These buyer-specific benefits are generally an element of
goodwill.
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Income taxes (including tax amortisation benefits or TABS)

Typical market participants are usually subject to income taxation. Accordingly, economic
benefits generated by the utilisation of the asset in question are normally taxable and related
expenditures are normally tax deductible. The tax consequences of acquiring an asset will of
course affect the amount a typical market participant would pay for that asset. Some valuation
methods directly incorporate the impact of tax on fair value, while others may provide a pre-tax
value or reflect a buyer-specific tax position. Whether special attention is required to ensure
inclusion of tax effectsin the fair value estimate therefore depends on the data on which the
estimate is based:

¢ Inamarket approach the underlying datais usually considered to reflect income tax effects
and additional adjustments are usually not considered necessary to incorporate tax effects
into the estimate.

¢ Estimates based on the income approach are developed by considering the income stream
generated by the intangible asset under review, reduced by any related expenses. An entity
therefore needs to consider both the cost and benefits (if any) if the asset was recognised for
tax purposes.

e Fair value estimates using the cost approach may or may not require specific consideration
of income taxes. This mainly depends on whether the underlying data already reflects the
effects of income taxation. If a cost approach-based estimate is derived from cost data
observable in the market place, then it may be appropriate to conclude that all relevant tax
effects are already reflected in the estimate. However, specia consideration may be
necessary in other circumstances.

The impact on fair value of tax amortisation benefits (TABS) requires specific attention.
Intangible assets that are acquired in a separate purchase are usually recognised in the
purchaser's tax balance sheet and/or tax return. Accordingly, they are tax amortisable. The tax
amortisation reduces the income taxes payable as aresult of obtaining and using the asset. Fair
value estimates should reflect the tax benefits atypical market participant would be able to
obtain due to tax amortisation if the asset was purchased separately, even if it is actually
acquired in the context of a business combination. A TAB should therefore be added if typical
market participants would obtain tax amortisation, if this affects the amount they would be
willing to pay and if the valuation technique applied does not already take thisinto account.

Different methods to calculate TABS have been developed in practice and there is no universal
consensus on exactly how they should be estimated in the context of fair value measurement.
Each method generally calculates and discounts the hypothetical income tax savings that would
arise asaresult of tax amortisation of the subject asset.
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Example: Calculation of TABs

On 1 January 2008, Entity A measures the fair value of an intangible asset using an income
capitalisation method. The present value of future cash flows attributable to the asset, which
have already been reduced by an income tax charge, have been determined at CU5,500. This
estimate reflects an average income tax rate of 30% and an asset-specific discount factor

of 12%. The asset’s economic lifeis 3 years. In accordance with the applicable tax laws for
typical market participants, the intangible asset would be amortised for income tax purposes
over aperiod of 5years. A very straightforward way to measure TABs on the basis of these
assumptions isillustrated as follows:

Present value of future net cash flows less income taxes: CU 5,500

Amortisation 2008 2009 2010 2011 2012 Total

(1) Hypothetical tax amortisation 1,100 1,100 1,100 1,100 1,100 5,500
expense

(2) Assumed tax benefit at 30%
tax rate [(1) x 30%] 330 330 330 330 330

(3) Discount factor at 12% 0.893 0.797 0.712 0.636 0.567

(4) Annual amortisation benefit 205 263 235 210 187 1,190
[(2) x (3)]

Indicative fair value including TABs 6,690

Without further refinement, the TAB element of the estimate would be determined at CU1,190
and on the basis of the post-tax discounted cash flow measure of the intangible asset, fair value
would equal CU5,500 + CU1,190 = CU6,690. This approach, however, would not take into
account the circularities of the TABs on the tax amortisation amount itself — CU6,690 would
not result in a hypothetical tax amortisation expense of CU1,100 per year as the calculation
above suggests. Further iterations are therefore often used to refine the calculation of the
TAB. Inasecond iteration, the 'indicative fair value' of CU6,690 would be used to re-
calculate the TAB, followed by further repetitions until the total tax amortisation expense
equal s post-tax net present value of the intangible asset plusits TAB. In this example, the
TAB’sequilibriumisfound after the 7th iteration at CU1,519. Fair value istherefore
determined at CU7,019 = CU5,500 + CU1,519.

Iteration _Post-tax Indicative fair value Hy_pothetical tax

discounted ) - amortisation expense / TAB

(including TAB)

cash flows year
1 5,500 5,500 1,100 1,190
2 5,500 6,690 1,338 1,446
3 5,500 6,946 1,389 1,503
4 5,500 7,003 1,401 1,514
5 5,500 7,014 1,403 1,518
6 5,500 7,018 1,404 1,519
7 5,500 7,019 1,404 1,519

In practice, these iterations may be processed more efficiently with an electronic spreadsheet.
Alternatively, an annuity formulawill produce similar results:

TABs = Post-tax discounted cash flows/1-((tax rate x annuity factor)/tax amortisation period))

Typically, the annuity factor would assume an ordinary annuity
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Regardless of the measurement method used, the TAB element of the fair value estimate should
reflect the following characteristics that would be reasonable to expect for atypical market
participant:

¢ whether the particular asset istax deductible or not

e the period over which the subject asset may be amortised

¢ the mode of amortisation for the asset (eg straight line or other)

e theaverageincome tax rate.

Amortisation periods
Section 197 of the US Internal Revenue Code for example mandates a 15-year straight-line

amortisation for any intangible asset, regardless of whether it will actually be used over a shorter
or longer period of time. In practice, a 15-year amortisation period is therefore often assumed

when atypical market participant’s expectations of the TABs s estimated, even when its
economic lifeis considered to be indefinite. Other approaches, however, are acceptable to the
extent that they are consistent with the overall characteristics of the business combination and
the related market.

To ensure consistency, the tax rate used to calculate the TABs is often equal to the assumed
income tax rate used for other valuation procedures within the same purchase price allocation.
The asset’s economic life may also be different from its tax amortisation period as established in
law.

Blended approaches to fair value measurement

Thefair value of an intangible asset can be estimated using one or more of the approaches
explained above. It issometimes preferable to use multiple techniquesin order to narrow down
the range of fair values and to serve as a sense check. For example, a cost-based estimate of a
readily replaceable intangible asset may provide an upper limit for fair value, as a market
participant will not pay more than cost to replace or reproduce the asset. However, thereisno
strong conceptual basisto 'blend' different measures, unless typical market participants would
use a blended technique in pricing the asset in question.
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Example
The acquirer in a business combination determines the fair value of an intangible asset using
two approaches:

Income appr oach CU 1,000,000
Cost approach CU 1,200,000
M ean aver age CU 1,100,000

Question: At which amount should the acquirer record the intangible asset?

Answer: The acquirer should not record the mean average or asimilar blend. The acquirer
should rather determine the measure that takes into account as much observable market data as
possible. Thiswill often be the value arrived at under an income approach, but sometimes a
cost approach may aso bejustifiable.

Specific IFRS 3 requirements

IFRS 3 sets out specific measurement requirements that deviate from normal for afew types of
assets and liabilities. These exceptionsinclude specific requirements on reacquired rights and
acquired assets that are immediately classified as held for sale. Further details are included in
the Appendix to this publication.

2. Market approach methods

Market approach methods have limited practical application in estimating fair values of
intangible assets. Intangible assets tend not to be homogeneous and are traded on active markets
only rarely (eg some emissions trading certificates). Market approach methods are nonethel ess
discussed briefly below, mainly for the sake of completeness.

2.1 Key inputs

Key inputsinto market approach methods are very fact specific. Market data (quoted market
prices and observed transaction prices) used in fair value measurement should however aways
be assessed from two perspectives. Firstly, prices are more relevant and persuasive if observed
on aliquid and transparent market. Data derived from a market that does not exhibit these
qualities may not reflect assumptions that willing and knowledgeabl e parties would consider in
an arm’s length transaction. Secondly, to be useful the price should relate to assets that are
either identical to the asset in question, or sufficiently similar to enable a meaningful comparison
to be made. The effect on fair value of differences between the items traded in the reference
market and the intangible asset in question may be very significant and should be capabl e of
reasonabl e estimation.

© 2008 Grant Thornton International Ltd. All rights reserved.



Identifying and valuing intangibles under IFRS 3 25

Exceptions to the rule: Where market data may be available

Active markets for intangible assets are very uncommon. Some possible exceptions are however
pointed out in the standard:

e taxi licences

¢ fishing licences

e production quotas

are mentioned among the rare exceptions where an active market may exist in some
jurisdictions (IAS 38.78).

Liquid and transparent markets

Market datais most persuasive when derived from a market with areasonable level of liquidity
and transparency. Liquidity exists where markets are regularly accessed and used by awide
range of willing buyers and sellers to transact items that are similar to the intangible asset under
review. Inlessliquid markets, the observed transaction prices might be less representative of the
price atypica market participant would be willing to pay. Transparency isrequired to assure
that market prices are observable by other market participants.

Compatibility of market data

The vaidity of the market approach depends upon the availability of sufficiently comparable
transactions. Market data may be compatible with the intangible asset where the asset is very
similar in nature and isused in asimilar way. Factorsto consider include whether it has the
same functionalities and is used in asimilar region or market. Where market datais available
for similar (but not identical) assets, an assessment of its suitability as a basis for estimating fair
valueisrequired. The key question iswhether the available data provides the best available
evidence (or inputs) asto the price typical market participants would pay for the asset in
question.

2.2 Sales comparisons method

Fair value measurement under the sales comparison method requires information on sales
transactions for similar assets. Differences between the asset under review and assets for which
transaction price datais available need to be quantified and incorporated into the fair value
estimate.

The fair value of the asset in question is assessed in a benchmarking-type exercise by estimating
itsfair value relative to observed transaction prices of similar intangible assets. The sales
comparison method may therefore require similar procedures as the ones described under the
replacement cost method (see 3.3 of this Section) or the relief-from-royalty method (see 4.2 of
this Section). Adjustments for income taxes are usually not necessary as the transaction prices
should reflect all the factors taken into account by market participants in setting those prices.
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2.3 Methods using market multiples

Methods using market multiples may sometimes be more appropriate than the sales comparison
method, especially where market prices can be demonstrated to correlate closely to financia
metrics relating to the asset. Examples of such correlations might include:

e priceto cash flow
e priceto earnings
e priceto revenue.

In some cases market prices might correlate with non-financial metrics aswell or instead.

A non-financial metric is often industry-specific and should normally be used only if widely
applied in pricing assets in that industry. Judgement is necessary to assess the extent to which a
typical market participant would take the non-financial or financial metric into consideration in
making a pricing decision.

3. Cost approach methods

The most commonly used cost approach methods are the reproduction cost method and the
replacement cost method. In practice, methods that are based on the cost approach are less
frequently accepted than income approach methods because cost measures are considered less
representative of future economic benefits (and hence fair value) than anticipated income
streams.

Nevertheless, some assets are commonly measured at cost to replace or reproduce, especialy
where these can be duplicated (at least in theory) by atypical market participant. Cost approach
methods are al so sometimes considered in addition to fair value measurement under the income
or the market approach as a means of validating the other estimate — historical or current cost to
replace or reproduce is often seen as an upper limit for fair value, as no prudent market
participant would pay more than it would cost to create a comparable asset.

3.1 Key inputs
Cost approach methods try to approximate acquisition date fair value by determining current
cost.

Factors commonly considered in applying the cost approach

e Prices payable for known comparable or alternative assets with similar characteristics and
functionalities that may be available for purchasing and their cost (especially under the

replacement cost method)
Historical cost to generate or acquire the asset and price indices for the relevant industry
of the subject intangible asset

Functional deterioration

Economic obsolescence

Opportunity costs ing the 'time out of the market' if the acquirer were to
reproduce or replace the asset under review)

Effects from income taxation (including TABS) where these are not already reflected in
the cost data used for the fair value estimate.
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In many cases, an external estimate of the current cost to replace or reproduce an intangible asset
will not be readily available. Fair value estimates using cost approach methods therefore often
rely on past costs incurred by the acquiree. Thisraises an important question: are costs incurred
by the acquiree in developing the asset consistent with what atypical market participant would
pay for the asset? In practice, this may require professional judgement in areas such as:

o Early stage development costs — would market participants consider the same early stage
devel opment costs given the conditions at the date of acquisition?

e Overhead costs— would another party incur the same cost and thus reflect that in its estimate
of fair value?

e Sunk costs and ineffective expenditures — would the typical market participant incorporate
the risk of unnecessary expendituresin an objective assessment of fair value assuming a
reproduction of the asset?

The state of obsolescence or impairment of the asset subsequent to its development is another
input used in the cost approach. Often an asset may be operationally functional but has lost
value due to new products or services that are more efficient or operationally superior. The
software industry, for example, has many examples of product obsolescence and impairment —
for example, historical cost incurred to develop tailor-made software may have been higher due
to specific original features in the software that are no longer required at the acquisition date.
Physical deterioration however is usually not taken into account when estimating the fair value
of intangible assets.

3.2 Reproduction cost method

This method reguires an estimate of the cost incurred to reproduce the intangible asset in its
acquisition date condition. It can be useful as an estimate of fair value for an intangible asset
that has been purposely developed by the acquired entity itself (for example in-house devel oped
software).

The reproduction cost method estimates al the costs a typical market participant would incur to
generate an exact replica of the intangible asset in the specific context of the acquired business.
Thiswould typically include directly attributable cost (wages, cost of material and so on) as well
asthe 'cost of being out of the market' — representing the additional cost incurred or income lost
during the time until the asset under review isready for itsintended use. Depending on the
significance of the time it would take to reproduce, it may be appropriate to discount these
additional elements of cost.

Reproduction cost does not take into account actual market demand for the asset. Hence, the
reproduction cost estimate does not take into consideration whether athird party would actually
want the exact replica of the asset, but only whether different characteristics are still required as
at the date of acquisition.
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Reproduction cost is of courseitself an estimate. For practical purposes, the actual cost incurred
by the acquiree is likely to be the best starting point for making this estimate. However, some
intangible assets are created by the actions of the acquiree over time but not as part of a discrete
development project. Customer relationships are for example created and enhanced continually
through ongoing interactions with customers. The costs incurred in developing such assets are
usually not monitored separately. In the absence of information on actual costs incurred and any
other reliable basis to estimate reproduction cost, alternative fair value estimation methods
should be given priority.

Example: Internally generated software

Internally generated software has been detected in the course of a business combination at the
candy manufacturing business TARGET'. The software, which was tailor-made for TARGET
afew years prior to the combination, supports TARGET’s quality control in its gummy bear
factory. The software monitors the weight and size of the gummy bears as well as whether
they are blue, yellow or red.

No comparable software solution has been identified on the market and the reproduction cost
method has been determined as the most appropriate way to estimateits fair value. An
analysis of the original development plan shows the hours actually spent when the software
was developed afew years ago:

Module Description Hours Cost of module

(CUs)
A Platform Serves as a basis for all other modules 250 25,000
B Measurement Monitors weight and size of output and 180 18,000

module determines waste of production

C Blue-detection Detects blue gummy bears 50 5,000
D Yellow-detection Detects yellow gummy bears 40 4,000
E Red-detection Detects red gummy bears 40 4,000
Historical cost of software 56,000

Except for the 'blue-detection’ module, an analysis of the acquired business shows that the
software would be needed in its current form to further support quality controls of TARGET.
The acquiree, however, ceased to make blue gummy bears afew years ago in areaction to
sow sales. Asat the acquisition date, the candy industry is virtually dominated by yellow or

red gummy bears.
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Example: Internally generated software (continued)

A further analysis shows that current programming costs have increased to 150 CU/hour
(original hourly cost was CU100) and due to new debugging tools available, the platform
would probably take only 220 hours to reconstruct. Further obsolescence or technical
depreciation was not identified. However, it is estimated that the time required to reproduce
the software would cause a quality loss that would create waste in excess to current levels
amounting to CU8,000. Based on these conditions at the acquisition date, cost of reproduction
is estimated as follows:

Module Description Hours Cost of module
(CUs)
A Platform Serves as a basis for all other modules 220 33,000
B Measurement Monitors weight and size of output and 180 27,000
module determines waste of production

D Yellow-detection Detects yellow gummy bears 40 6,000
E Red-detection Detects red gummy bears 40 6,000
Excess waste until quality control software - 8,000

is available
Estimate of acquisition date fair value 80,000

TABs are not specifically considered in this example. All cost-based inputs into the estimation
are considered to reflect all income tax effects a typical market participant would take into
consideration in estimating the reproduction cost of the software.

The reproduction cost method is al'so widely used to measure the acquiree’s assembled
workforce. While the workforce may not be recognised as an intangible asset in principle

(IAS 38.15, see also Section A 3), it isan important input to measure other intangible assets
under the income approach. Hence, fair value of the assembled workforce is commonly
estimated in business combinations to establish a 'contributory asset charge', a concept that is
discussed more fully in the context of income approach methods in 4.4 of this Section. Some of
the aspects to take into account in determining the cost to (theoretically) duplicate the current
workforce are:

e recruiting cost (cost of hiring, relocation etc)
e training cost
o timeto achievefull productivity or the degree of lost productivity.

The fair value of an assembled workforce is usualy determined by reference to specific groups
of employees that are for example distinguished on the basis of their skills, level of management
and geographic location. The following example gives abasic idea of how to apply the
reproduction cost method to an assembled workforce.

© 2008 Grant Thornton International Ltd. All rights reserved.



Identifying and valuing intangibles under IFRS 3

Example: Assembled workforce (part I)

TARGET’s customer relationship intangible asset is measured using an income approach.
One of the key inputsis the cost otherwise incurred by a typical market participant in the
absence of TARGET’s assembled workforce. To determine the acquisition date fair value
of the assembled workforce the workforce is analysed as follows:

Group Number of Average annual Average recruiting Training cost  Time to full

employees compensation cost (CU /person) productivity
(CU / person) (CU / person) (months)
i 0,

Senior 5 200,000 100% of 20,000 6

management annual salary

Product 10 130,000 50,000 ‘flat fee’ 5,000 10

developers

Marketing 25 100,000 None 5,000 3

personnel

Administration 15 70,000 None 5,000 1

Other support 5 50,000 None 4,000 -

staff

TARGET assumes that 50% of productivity islost during theinitial period of employment.

Based on these assumptions, the cost of the assembled senior management could be
estimated at CU1,350,000 — cost to train (20,000), cost to recruit (200,000) and assumed
lost productivity of 50% during theinitial 6 month period, which equates to cost of 25% of
the average annual compensation (6/12 x 50% x 200,000), calculated for 5 employees.

In other words, reproduction cost for TARGET’s assembled workforce would take into
account the cost to recruit and train as well as lost productivity during the initial phase of
employment. The cost to reproduce TARGET’s assembled workforce as awhole, based
on these assumptions and this basic measurement method is estimated as follows:

Group Average  Training Lost produc- Average annual Number of Cost to
recruiting cost tivity compensation employees reproduce
cost (CU/ (CU/ person) (CU / person) (CU total /
(CU / person) person) group)
Senior 200,000 20,000  25% 200,000 5 1,350,000
management
Product 50,000 5000  42% 130,000 10 1,096,000
developers
Marketing o
personnel - 5,000 13% 100,000 25 450,000
Administration - 5,000 4% 70,000 15 117,000
Other support - 4,000 : 50,000 5 20,000
staff
Total cost to reproduce assembled workforce 3,033,000
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Part 11 of the exampleillustrates how TABswould usually be incorporated into a cost approach-
based estimate of an assembled workforce’s fair value, when thisis considered necessary.

Example: Assembled workforce (part Il —tax effects)

The data used to estimate the total cost to reproduce the assembled workforce is not considered
to reflect income tax considerations that a typical market participant would take into account.
Theinitial cost measure is therefore reduced by average income taxes of 35% and TABs are
added.

To establish TABS, it is assumed that in a separate acquisition, the intangible asset would
usually be amortised for tax purposes over a 15 year period. It isaso expected that the income
tax rate remains steady and the appropriate discount rate is determined at 17.0% (see 4.1 of
this Section for a discussion of asset-specific discount rates).

CUs
Total cost to reproduce assembled workforce 3,033,000
before taxes
Income tax (35%) (1,061,550)
Tax amortisation benefit 234,945
Indicative value of workforce 2,206,395

The calculation of TABsin this example may be illustrated as follows:

Amortisation Period (years) 15 1 2 3 14 15
Amortisation per year 131.43 131.43 131.43 131.43 131.43
Tax Rate 35% 35% 35% 35% 35%
Tax Benefit per year 46 46 46 => year 46 46
Discount rate 17% 17% 17% 4-13 17% 17%
Discount factor 0.855 0.731 0.624 0.111 0.095
Present value of TABs per year 37.7 32.2 27.6 49 4.2
TAB 234.9

3.3 Replacement cost method

Replacement cost represents what it would cost today to acquire a substitute asset of comparable
utility. The replacement cost method is especially useful for purchased intangibles such as off-
the-shelf software and similar licences. In such cases, an observable market priceis available for
a substitute asset even if that price does not meet the conditions to be considered a quoted price
in an active market. The method is similar to the sales comparison method discussed above in
that it is based on actual transaction prices for sufficiently similar assets. |f areplacement cost is
obtained for a comparable but not identical asset, adjustments may be required for factors such
as differences in technology, capacity, functionality and age.
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Example: Business software

A business software application is identified in the course of a business combination. The
software, version 4.0 was acquired by the target business 3 years prior to the combination and
is used widely for managerial accounting and financial reporting of the business. It has been
updated regularly.

The software manufacturer has ceased to sell version 4.0, but currently offers version 5.5,
which incorporates all updates of previous software versions. An analysis of the two different
versions shows that the new version is mainly faster and more user friendly, but otherwise has
the same features and functionality. A cost analysis compares version 4.0 to a replacement
with version 5.5 as follows:

Cost element Version 4.0 Version 5.5

(CV) (CY)
Cost to acquire the licence 90,000 105,000
Installation 7,000 10,000
Update A 3,000 -
Update B 5,000 -
Total 105,000 115,000

In this scenario, cost to replace version 4.0 would range somewhere between CU105,000 and
CU115,000. Professional judgement is required to determine to what extent version 4.0 is less

valuable than version 5.5, given its reduced speed and user friendliness. On the other hand, the
historical cost of CU105,000 would need to be assessed for any changes due to inflation, etc to

estimate the acquisition date fair value of this intangible software asset.

Income tax effects are considered to be appropriately reflected in the valuation since the cost
approach estimate is broadly based on market observations.

4. Income approach methods

Fair value estimates using the income approach provide a value based on the cash flows an
individual intangible asset is expected to generate. These income streams are discounted and
also usually adjusted for the effects of taxation. The key inputs used in these methods are
described in the next sub-section. Subsequent sub-sections will explain the income approach
methods most commonly used in practice:

o therdief-from-royalty method (4.2 of this Section)
e the comparative income differential method (4.3 of this Section)
o the multi-period earnings excess method (4.4 of this Section).

4.1 Key inputs

Income approach methods estimate the fair value of an intangible asset by reference to the
capitalised value of income, cash flows or cost savings that could hypothetically be earned,
achieved or otherwise obtained by typical market participants. These methods therefore depend
on prospective financial information (PFI) that represents the benefits expected from a specific
asset. Estimating the appropriate discount rate and income taxes also require special
consideration.
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Assessing key inputs of income approach methods:

Isthe PFI underlying the valuation unbiased and consistent with the assumptions that
market participants would make?

Do the PFI income streams incorporate expected income tax payments?

Does the resulting fair value estimate appropriately reflect the economic life of the
intangible asset?

If aweighted average cost of capital (WACC) is used to discount the cash flows, does it
reflect a capital structure and required return on equity that is usual for the industry rather
than parameters that are specific to the acquired business?

Do asset-specific discount rates reasonably reflect the risk profile of the intangible asset?
Does the asset's fair value reflect tax amortisation benefits that would be available to
market participants?

Prospective financial information (PFI)*

The financial estimates on which income approach methods are based are referred to hereafter as
PFI. Preparing and reviewing suitable PFl is a complex matter and depends on the facts and
circumstances of the intangible asset in question as well as the business and the industry it
belongsto. Intheory, the PFl used in the measurement process should be based on the
expectations of market participants, which implies the need to make assumptions about other
participants assumptions. In practice, however, the budget and forecasts of the acquiree at the
acquisition date are likely to be the best source (or starting point) for the exercise, unlessthey are
demonstrably out of line with estimates that market participants would use to price the asset.
The same principle appliesto PFI that the acquirer may have applied in the course of the due
diligence process. Other characteristics to look out for are:

e The PFl should normally represent an unbiased estimate for future development at the date
of acquisition, based on the best information available at the date of acquisition and
consistent with recent experience. The estimate should take reasonable consideration of
industry-specific outlooks as well as information relating specifically to the intangible asset.

e Thedata underlying the valuation should generally set out detailed expectations for a
specific budget forecast period as well as reasonable assumptions for financial developments
which are anticipated beyond the planning horizon.

e The PFl should include detailed projections of key figures of operating performance (for
example projections of sales aswell as gross, operating and net results after tax) and post-tax
cash flow projections of the acquired entity that exclude financing costs. Estimates about
the level of working capital, capital employed and capital expenditure are also necessary.
More details may be needed due to the actual characteristics of the particular intangible
asset.

! This guide focuses on the so-called traditional cash flow approach as opposed to the expected cash
flow approach (see Section B 1.3).
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Fair value is determined from the perspective of atypical market participant. Enhancements of
the business that are generally available to market participants may therefore be reflected in the
PFI. Effects of specific post-combination strategies of the acquirer that atypical market
participant would not take into consideration should however be eliminated from the PFI.
Examples of specific benefits or expenditures are:

e cost savings due to synergies that would not be available to another market participant

e unusualy high overhead costs that are specific to the combined entity

e income tax considerations that create either a benefit or a disadvantage for the combined
entity and that are specific to the buyer's circumstances — these effects would instead usually
be reflected in accounting for deferred taxes.

PFI will usually be provided for a period of at least three to five years, followed by projections
for subsequent periods. The growth rate used in the projections is often steady or declining and
does not exceed the usual growth rate for the products, industries, countries or markets relevant
to the business under review. Exceptional growth rates may nevertheless be appropriate if the
acquired business is for example active in high growth sectors (sometimes for example found in
high tech industries).

Economic life

The valuation should not assume income streams for a period longer than the asset's economic
life (the period over which it will generate income). The fair value of an asset measured under
the income approach increases with its economic life, making this an important input.

Mismatch of economic life assumed for fair value estimates and amortisation rules of
IAS 38 Intangible Assets

Intangible assets that are based on legal or contractual rights usually have alimited life, which
may or may not be extended. A typical market participant would take into account the

likelihood of any potential extensions in determining acquisition date fair value of the asset.

This may create a mismatch with the useful life that is used to subsequently amortise that
intangible asset. To determine the amortisation period of an intangible asset, IAS 38 requires an
estimate of its useful life. The standard however also mandates that the "useful life that arises
from contractual or other legal rights shall not exceed the period of the contractual or other legal

rights' (IAS 38.94). The possibility of arenewal of the right may only be reflected in the asset’s
useful lifeif the renewal is possible without significant cost. If the renewal is contingent upon
the consent of athird party, evidence that the third party will give its consent is required to
support an amortisation period that exceeds the asset’s legdl life (IAS 38.96).

This mismatch will not arise with areacquired right recognised as an intangible asset in a
business combination. The useful life of such an asset is limited to the remaining contractual

period excluding potential renewal periods (IAS 38.94). Similarly, the value of the reacquired
right is measured on the basis of the remaining contractual term excluding potential renewal
periods (IFRS 3.29). Thisisan exception to the normal fair value measurement requirements for
assets acquired in a business combination under |FRS 3 (see Section C 4.1).
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The economic life of most intangible assetsisfinite and is normally reasonably estimable. In
some circumstances, however, alimit to the period over which the asset is expected to generate
economic benefits for the entity may not be foreseeable. The intangible asset is then considered
to have an 'indefinite’ useful life.

In practice, indefinite useful lives are not the norm. A full assessment of economic
characteristics of the intangible asset is generally required to demonstrate the limits of an asset's
economic life (or the lack thereof). Indicators of the upper limit of an asset’s economic life will
sometimes result from legal constraints. Patents, for example, usually provide exclusive use of a
technology for alimited period (in many countries 20 years from patent registration), after which
patent protection islost and income streams may erode rapidly. On the other hand, legal
protection for intangible assets such as trademarks may often be extended without significant
legal or economic constraints. A typical market participant would therefore factor in the
possibility of extending the legal life for further periods when pricing the intangible asset, so that
its economic life may be substantially longer than that its ‘current legal life. This may
specifically apply to trademarks that represent a company brand — economically, these intangible
assets often exist for aslong as the underlying business.

Some of the aspects to take into account when estimating the economic life of an intangible asset
can be summarised as follows:

e legd, regulatory and contractual provisions that may limit the life or enable renewal and
extension

o lifecyclesof related products or marketing strategies

e expected use and typical patterns of depreciation in the value of similar assets

e expected technical, commercia or other types of obsolescence

e expected actions by competitors or potential competitors

e economic life of other assets used in conjunction with the intangibl e asset to generate
income.

Again, the perspective of the typical market participant should be assumed when ng an

intangible asset’s economic life. Characteristics that are specific to the actual buyer — such as
the intention to discontinue the asset under review — are therefore disregarded in this assessment.
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Weighted Average Cost of Capital (WACC)

Income approach methods generally require discount rates to estimate fair value. Asastarting
point for estimating asset-specific discount rates (which are discussed further below), the
industry average Weighted Average Cost of Capital (WACC) isusually used in practice. The
basic concept of the WACC is that a business will finance its assets with a combination of debt
and equity and that a required minimum return can be established for each source of capital. The
average of these considerations would typically be the rate of return atypical market participant
would expect on an investment in the industry. The actual calculation of the WACC may be
illustrated as follows:

¢ Theweight factors (debt (D) and equity (E) as afraction of the overall funding of the
business (D+E)) usualy reflect financing structures that are typical for the industry of the
business under review. The entity’s actual or anticipated financing structure may give an
indication for this input, but does not necessarily prescribe the weight factors.

e Theincometax rate (T.) used in the WACC should reflect the income tax rate that is
applicable to interest payments on debt by a hypothetical entity that is active in the same
industry as the subject business. This rate normally corresponds to the income tax rates used
in the PFI.

e Thereturnrequired for debt (rqent) should reflect the interest rates typically available to
similar businesses as the one under review. Thisinput factor usually can be determined on
the basis of readily observable market data by reference to returns required for debt issued
by businesses with similar credit risk profiles.

e Thereturnrequired by atypical market participant (requity) 1S usually determined on the
basis of the Capital Asset Pricing Model (CAPM). The CAPM takes account of two factors:
the return on an investment that is virtually risk-free (such as certain government bonds) and
the market risk premium that would be required by an investor in the acquired business.

e Additional risk premiums (or ARP), to the extent not captured within requiy, are sometimes
added to reflect risk that istypical for businesses similar to the one under review. Examples
are mark-ups for fairly young companies, very competitive industries and dynamic markets
to reflect the risk that they are more likely to become financially distressed.

¢ Another possible modification isasmall business premium (SP). The small business
premium takes into account the tendency for smaller businesses to typically be subject to
higher capital costs than medium-sized and large businesses.

All of the WACC’s underlying assumptions should be reasonable and supported by market data
asfar as possible. Some elements of the WACC are therefore based on the results of detailed
market research. Other elements, such as business premiums and additional risk premiums
generally rely more on professional judgement (which, in turn, is sometimes backed by
research).

Depending on the complexity of the acquired business, it may be necessary to determine
individual WACC figures for distinct parts of the entity — referred to as 'business units,
'divisions' or (in IFRS terms) ‘operating segments or 'cash generating units. Thisis commonly
seen in practice where the acquired businessis active in different geographic areasor in
industries with different exposuresto risk. In such a scenario, the starting point for determining
the specific discount rate to be used in measuring intangible assets under the income
capitalisation approach should of course be the WACC of the distinct part of the acquired e