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ABSTRACT

This paper provides a survey of recent developments in the reporting of intangible assets. It finds that
rather than the wholesale restructuring of the accounting model that was proposed years ago, the trend has
been to address gaps in reporting with new forms of reporting. New forms of reporting appear better suited
to capture the type of information that users of intangibles data seek.

Financial reporting standards continue to change both at the national and the international level with
the result that they are better able to capture some types of intangibles data. Even so, some areas such as
human capital remain difficult to reflect in traditional financial statements. Users interested in human
capital information are much better served by reports that are tailored to their needs, and by reporting
techniques that take into account the specificities of human capital.

On the policy front, companies are receiving considerable encouragement to provide more
information on the intangible drivers of corporate performance than ever before. In Europe, part of the
impetus has been the Accounts Modernisation Directive, which requires an “enhanced director’s report”
that can include a discussion of human capital to the extent that directors feel that it is important for a full
understanding of the business and its performance.

There appears to be a trend to report beyond the limits of what traditional accounting standards
require, and include a broader set of important value drivers. The question has moved from whether this
information is important and whether it needs to be reported, to how to best report it.

A number of standard setters now provide guidance on how to better report on important performance
drivers, including intangibles and human capital. Much of this new reporting is expected to appear in
management’s discussion and analysis (MD&A) or its equivalent, and is expected to be subject to board-
level review.

Future developments can be expected in a number of areas including the further enhancement of
reporting techniques, development and agreement upon a conceptual framework for intangibles reporting,
and eventually the development of reporting taxonomies for XBRL (Extensible Business Reporting
Language), which should allow for easier, more uniform, and cost-efficient reporting.
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RESUME

La présente étude s’attache aux évolutions récemment observées dans la diffusion d’informations sur
les actifs incorporels. Selon les conclusions de cette étude, plutét que de procéder a la restructuration
globale du mod¢le comptable proposée il y a plusieurs années, la tendance a plutot consisté a combler les
lacunes en matiére de publication d’informations a 1’aide de nouvelles formes de diffusion. Ces nouvelles
formes apparaissent en effet mieux adaptées pour appréhender le genre de renseignements que recherchent
les utilisateurs de données relatives aux actifs incorporels.

Les normes de publication d’informations financiéres continuent & évoluer, au plan national comme
international et de ce fait, elles sont aujourd’hui mieux a méme de saisir certaines catégories de données
incorporelles. Cela étant, méme dans ces conditions, il reste difficile de refléter dans les états financiers
traditionnels certains domaines tels que le capital humain par exemple. Les utilisateurs intéressés par des
informations sur le capital humain trouvent davantage ce qu’ils recherchent dans des rapports congus en
fonction de leurs besoins et a 1’aide techniques de publication d’informations prenant en compte les
spécificités du capital humain.

Sur le front de I’action publique, les entreprises sont trés fortement encouragées a fournir davantage
d’informations sur les moteurs incorporels de leur performance qu’elles ne 1’ont jamais fait auparavant.
En Europe, une partie de I’impulsion a été donnée par la Directive sur la modernisation des directives
comptables, qui rend obligatoire la publication d’un rapport plus étoffé du conseil d’administration, lequel
peut comprendre un passage consacré au capital humain si les administrateurs 1’estiment important pour la
bonne compréhension de I’entreprise et de ses performances.

Il semble que la tendance soit a la publication de rapports allant au-dela de ce que les normes
comptables traditionnelles imposent et a la prise en compte d’un ensemble plus large d’éléments notables
créateurs de valeur. La question n’est plus de savoir si une information est importante et s’il convient de la
publier, mais bien de savoir quelle est la meilleure maniere de la diffuser.

Un certain nombre d’organismes normatifs fournissent aujourd’hui des orientations sur la maniére de
rendre compte au mieux des moteurs de performance importants, en particulier des actifs incorporels et du
capital humain. Une grande partie de ces informations nouvelles vont sans doute figurer dans les rapports
de gestion ou leur équivalent, et devraient étre examinées au niveau des conseils d’administration.

D’autres évolutions sont a attendre dans un certain nombre de domaines, notamment la poursuite de
I’amélioration des techniques de publication d’informations financiéres, la mise au point et I’adoption d’un
cadre conceptuel pour la publication d’informations sur les éléments incorporels, enfin, 1’élaboration de
taxonomies de diffusion d’informations en format XBRL (eXtensible Business Reporting Language), qui
devrait faciliter la publication d’informations, en améliorer 1’harmonisation et la rendre plus rationnelle en
termes de colts.
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RECENT DEVELOPMENTS IN INTELLECTUAL CAPITAL REPORTING AND THEIR
POLICY IMPLICATIONS

1) Introduction

This paper provides an overview of some of the recent developments in intellectual capital reporting
with special consideration given to the role of human capital. The topics of intangibles, human capital and
intellectual capital have formed the basis of considerable debate for a number of years. Part of the interest
is because of the emerging perception that intellectual capital is the fundamental driver of corporate
performance in a modern economy. Formerly, physical capital was viewed as the primary source of the
wealth created by enterprises. Then, towards the later part of the 20™ century, it became apparent that
companies such as Microsoft, Google, or Genentech, companies of the “new economy,” could generate
enormous wealth with scant investment in physical assets. They were generating wealth with intangible
assets. When these “dematerialised” companies shot to the top of the lists of stock market capitalisation,
they not only toppled their manufacturing competitors, but also turned past notions of what constitutes an
asset and how value is created on its head.

The challenge to improve intangibles reporting is often presented as a necessity arising from of the
emergence of the “new economy”. In the new economy, companies compete based on knowledge and
technology. Some observers question whether the new economy is really so new. They argue that there
was an important knowledge component in the “old economy”, although concepts of knowledge
management did not yet exist.! Even if knowledge always played an important role, changes in the
economy make them more important today. Knowledge, technology and innovation as factors of
production, and the growing importance of the service sector all make the interest in intangibles more
acute.

The macro-economic effects of intangibles have also captured the attention of policy makers. Some
countries invest more in intangible assets than others do, and seem to enjoy higher levels of growth. This
has led other countries to encourage investment in intangible assets in order to enhance their
competitiveness. There are also concerns regarding the efficiency of capital markets; the absence of
information on a key corporate performance driver should result in information risk and less than optimal
decision-making. If key assets are not understood or underreported then efficiency, it is argued, will be
hurt.

Human intangibles or human capital has been shown to have a disproportionately large impact on
company performance compared to other intangible resources.” Some studies even suggest that human
capital is the key determinant of value. This view is echoed by executives who claim that a company’s
greatest assets are its employees. Human capital also stands out for the difficulty in measuring how humans
create value, and in developing conceptual models for how people contribute to financial capital.

Upton, W. (2001), Special Report, Business and Financial Reporting, Challenges from the New Economy.

Tamkin, Penny (2005), Measuring the Contribution of Skills to Business Performance, Institute for
Employment Studies.
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There is also a broad consensus among business leaders, the markets, academics and regulators on
their importance. Human resource intangibles are arguably the most important among the broader category
of intangibles since they are the unique sources of all knowledge, creativity and innovation. At the same
time, human intangibles are, conceptually, some of the most difficult to fit into the value chain. They are
also among the most difficult to report on—at least according to the criteria established by traditional
accounting. The result is that economic decision-making is made difficult because of problems in
measuring intangibles and human capital, and in understanding cause and effect relationships. Intangibles
reporting has received considerable attention in order to encourage better intangibles management by
companies, better accountability for these key resources and more efficient investment decisions both
within firms and within the capital markets.

A large number of studies document the benefits of transparency and the costs of poor information,
and many studies demonstrate a link between information on intangible assets and investment decisions.’
Problems associated with incomplete or inadequate data on intangibles can be divided into three principal
areas: 1) inefficiencies in corporate operations; 2) corporate governance, and; 3) distorted investment in the
capital markets.

On the company level, there are indications that investments in intangibles do not receive the same
attention from managers as investments in fixed assets and that internal investment decisions investment
can be distorted as a result. This is reflected by the well-worn phrase “you manage what you measure”.
The fact that some important factors of production (principally human capital but also brands, R&D, and
patents) do not appear in the accounts may mean that the management and the stewardship of these factors
do not receive the attention they require. While it would be inaccurate to portray the human resource
department of enterprises as a simple cost management function (most companies recognise the importance
of human resources and try to manage them proactively to best effect) the traditional treatment of human
resources as costs has impeded the advancement of a mentality that human resources are assets and that
expenditures on them have the characteristics of investment.

There is also evidence that a focus on short-term profits may have a negative effect on the investment
decisions taken by managers. A study by Graham, Harvey and Rajgopal shows that managers often delay
or forgo investment in sound projects (projects in which there was a positive net present value) in order to
“manage” quarterly earnings and meet market expectations.* This behaviour occurs for both tangible and
intangible investments. It could, however, be postulated that intangible investments, and human resource
investments, in particular, may be prone to being viewed as discretionary since they are traditionally
viewed as costs.

Corporate governance is another area where reporting could be having an impact. Boards of directors
are accustomed to receiving financial statements and reports on traditional assets, but not on intangible
asset. Certainly, the directors of companies with high levels of intangibles in their business model, such as
consumer goods companies, are more likely to be aware of the value of brands and reputation. They will
also be more aware of risks associated with these important assets. There is, however, legitimate concern
regarding whether directors are paying sufficient attention to intangible assets.” Better information on
intangibles may thus promise better stewardship at the board level and better accountability for what really
counts in the enterprise.

For a summary of some of the key studies, see the Study On The Measurement Of Intangible Assets And
Associated Reporting Practices (2003), Prepared For The Commission Of The European Communities
Enterprise Directorate General.

Graham, Harvey and Rajgopal (2005), The Economic Implications of Corporate Financial Reporting.

Frederick, W. (1998), from interview conducted with Mary Keegan, Partner, PriceWaterhouseCoopers.
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In addition to these concerns, many have argued that the underreporting of intangibles creates
distortions in external investment decisions. The reasoning goes that if expenditures with investment
characteristics were not recorded as expenses, investors might consider them as positive contributors to
firm value. A number of the reports and studies described below discuss using better intangibles reporting
to alter perceptions of the market value of the enterprise.

In principle, outside investors should be largely indifferent to whether intangibles are expensed or
capitalized. The choice of accounting treatment does not affect the underlying cash flow.® Nevertheless,
there are ample indications that markets look at profits and not just cash, even if cash flow is sounder from
a theoretical perspective and is the more reliable indicator.” Managers are, in turn, motivated to achieve or
outdo the expected profit figures. Furthermore, studies show that managers still consider profits the most
relevant figure for external reporting, in particular, the earnings per share figure. The implication is that
economic decision-making is, indeed, influenced considerably by different accounting treatments.

Better information helps the capital markets to more accurately assess the value of the firm. Bad
information or the absence of information allows uncertainty to persist in the minds of investors and
creates information risk. When investors do not have access to information, or when they are unable to
answer some key questions, they perceive a risk for which they will charge a risk premium. The result is a
higher cost of capital for the enterprise. Inversely, the more transparent enterprises will have a lower cost
of capital. Reducing information risk and the cost of capital is, thus, one of the primary motivations for
better reporting. Economies in which there are low levels of transparency are associated with higher levels
of risk and a higher cost of capital.

The dotcom fever and the subsequent burst of the dotcom bubble are often cited in this context as an
example of how insufficient information can lead to distorted investment behaviour and greater risk. The
dotcom companies were notorious for going to market with skimpy balance sheets. Many raised money
without any performance record and some only with records of losses. They raised capital on ideas and
promises. It has been argued that had better information on the intangible values that were promised, the
extent of the bubble may have been smaller.® Others are sceptical that the markets would have acted
differently had better information been available.” The bubble may have been driven by high levels of cash
available for investment, excessive demand and speculative zeal. Despite uncertainty about how to
interpret the “irrational exuberance” and the role of intangibles in the dotcom era, a lack of good
information generally translates into greater risk, greater volatility and a higher cost of capital.

(a) Intangibles under the existing accounting model
Many different terms are used in the intangibles literature to explain and describe the newfound assets

that are now recognised as important sources of wealth. The terms intangibles, intangible assets, human
capital and intellectual capital are the most common, and are often used interchangeably.

The accounting treatment (whether a company expenses money spent on, for example, training or
capitalises it) is, strictly speaking, irrelevant from a cash flow perspective. Both result in cash outflows and
both reduce the amount of free cash flow available to investors. By extension, both reduce the value of
market equity (even if capitalisation will increase profits and the level of equity on the balance sheet).

Richard Holway, Director, OVUM, (IT industry advisors) suggests that analysts need to adopt techniques
that pay greater attention to cash flow.

§ Lev, B.
? Frederick, W. (2005), from interview with Herz, B., IASB and FASB.
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In normal usage (outside of traditional accounting), an asset means a useful or valuable quality,
person, or thing, an advantage or a resource.'” An intangible asset is thus an identifiable non-monetary
asset without physical substance. Specific examples might be brand awareness (Coca-Cola or Chupa
Chups), corporate image (Nike or Enron), the uncompleted research and development activities of a
company (Microsoft’s new Vista operating system), or the knowledge and skills that employees of a
company have accumulated (McKinsey or Christian Dior). Clearly, these factors have enormous value,
even if they are rarely reflected in traditional financial statements. The intangibles debate revolves around
the acceptance, recognition and reporting of these values as assets and investments.

Accounting definitions, on the other hand, generally prevent the recognition of intangible assets. The
reason is that the term “asset” has a very specific meaning to accountants—a meaning that is shared and
understood by the financial markets. The accounting definition of assets, regardless of whether they are
tangible or intangible, is more exacting and restrictive. The more limiting definition is the result of long
efforts by accounting standard setters to prevent the inflation of balance sheets with fictitious assets that
would disguise the true state of affairs of the enterprise.

The accounting definition of an asset according to International Financial Reporting Standards (IFRS)
as promulgated by the International Accounting Standards Board (IASB) is found in the Box 1 below.

Box 1: The accounting definition of an asset

Assets are one of the five elements of financial statements. The Framework defines assets as resources an entity
controls as a result of past events and from which future economic benefits are expected to flow to the entity.

Control relates to an entity's capacity to benefit exclusively from the benefit (or certain of the benefits) embodied
in a particular asset. The entity that controls the asset can use it to provide goods and services, to settle liabilities or
make distributions to owners. An entity's capacity to control an asset's benefits usually arises from legal rights, but an
item may satisfy the definition of an asset even where there is no legal right.

The future economic benefit embodied in an asset is the potential to contribute to an entity's net cash inflow.

Recognition of assets is a process of recognising on the balance sheet an item that meets the definition of an
asset and satisfies the recognition criteria for assets. To recognise an asset, an entity must deem it probable that
future economic benefits associated with an asset will flow to the entity, and it has a cost or value that can be
measured reliably.

Reliable measurement is the second recognition criterion. An item must possess a cost or value that an entity
can measure reliably. An estimate of cost or value is usually required. Where the estimate cannot be made reliably,
then the item cannot be recognised as an asset.

Tangibility is not an essential characteristic of an asset. International Financial Reporting Standards (IFRS)
specifically define intangible assets as identifiable non-monetary assets without physical substance held for use in the
production or supply of goods or services, for rental to others, or for administrative purposes.

Source: Based on description of International Financial Reporting Standards as described on the website of
PriceWaterhouseCoopers: http://www.pwcglobal.com/extweb/service.nsf/docid/2512b46184dcf5ae80256¢c480042f814

Similar definitions can be found in the conceptual framework for accounting in most countries,
certainly those who use IFRS or make reference to it in their national standards."'

For a collection of legal, business and economic definitions of asset see: the Answers.com website at:
http://www.answers.com/asset&r=67.

Study On The Measurement Of Intangible Assets And Associated Reporting Practices (2003), Prepared
For The Commission Of The European Communities Enterprise Directorate General.

10
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A number of problems arise when trying to recognise new and value drivers under this
characterization of assets. First, reliable measurement may not be possible where there is no market for the
asset. Second, while future benefits are an implicit assumption in all expenditure decisions, it may be
difficult to link a specific expenditure to a concrete outcome, much less to a specific revenue flow. A
training expenditure, for example, is generally difficult to link directly to a future revenue inflow. This
problem is compounded by the requirement that the company control the asset and by extension that the
company be able to appropriate the revenue flow associated with the asset.

These requirements are difficult to meet since intangibles, in particular employee skills, are not
controlled in the same way as tangible assets. Unlike a fixed asset, it is difficult for a sharcholder or a
creditor to assert a claim on it. A skilled employee, for example, can bring future economic benefits to the
company. That same employee may under other circumstances be demotivated and withhold his full talent
or co-operation. As a consequence, uncertainty is associated with the future economics benefits of
intangibles and with human resources in particular. These very same uncertainties apply to physical assets;
however, the perception is that they are greater with respect to intangibles.

As a result, many contributors to corporate performance are not recognised as assets and are not
discussed in company reports. Some of these include items such as brands, mastheads, publishing titles,
customer lists, etc. Expenditures related to creating or maintaining these assets are generally deducted from
profits in the profit and loss statement even if there is little doubt that they represent a continuing value to
the company.

Some intangible values, such as investments in research and development (R&D) may find their way
(at least partially) into balance sheets. IFRS, for example, allows limited recognition of R&D assets if
certain criteria are met. Recognition becomes more likely as a return directly attributable to a specific R&D
project becomes more probable.

Box 2: Accounting treatment of R&D under IFRS and US GAAP

Accounting treatment of internally generated R&D:

Under IFRS limited capitalization of R&D is permitted if certain criteria are met. Companies can capitalize R&D
expenses as the realisation of a return becomes more likely.

Under US GAAP, R&D is expensed (except for certain website development costs and certain costs associated
with internal use software).

Accounting treatment of externally purchased R&D:
Under IFRS purchased in-process R&D can be recognised as a finite life intangible asset (and therefore
amortised), or as part of goodwill if not separately measurable (and not amortised but subject to an annual impairment

test).

Under US GAAP, purchased in-process R&D is expensed, though the US Financial Accounting Standards Board
(FASB) was considering whether to move to the IASB model at the time of writing.

Source: Based upon description on Deloitte, IAS Plus website: http://www.iasplus.com/usa/ifrsus.htm

Clearly, permitting some choice can improve one’s ability to portray the company. On the other hand,
the fact that some companies may chose to capitalise and other companies may chose not to capitalise
means that balance sheets lose some level of comparability. Increased choice and the need for judgment in
assessing the probability of future returns also open the door to accounting manipulation.

11
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Other intangible items are much more likely to be reflected in financial statements. They include
computer software, patents, copyrights, motion pictures, mortgage servicing rights, licenses, import quotas,
franchises and marketing rights. Human resources related intangibles, on the other hand, (skills,
competence, motivation, capacity to innovate and adapt), are generally not recognised.

This leads to the observation that not all intangibles are created equal; there are different types of
intangibles, each with distinct characteristics. Some intangibles are easier to measure such as software, and
patents. They can exist in material form as a piece of paper, or a computer diskette. They may be separable
from the enterprise, saleable and markets could exist to establish their value. Others are considerably more
difficult to measure such as brand awareness. The most difficult ones to measure are arguably also the
most important: the motivation and capabilities of employees, and customer satisfaction. These are both
difficult to measure and may be ephemeral.

The graphic below illustrates the different nature of intangibles and provides examples of different
types.

Graphic 1: Different types of intangibles

Accounting is better able to Accounting does not describe these
describe these assets assets well

Softer

Harder Assets
Assets
Property, plant Patents, Systems and Quality of
and equipment software, work routines leadership,
licenses, human skills

Source: Adaptation of diagram from PRISM website: www.EUIntangibles.com

The implication of this diagram is that different types of intangibles require different measurement and reporting techniques.

(b) Financial reporting and the capital markets

The most active users of financial statements for publicly traded companies are the capital markets
(principally analysts). Analyst’s valuations are, as a general rule, based upon their perception of future cash
flows and not the assets (tangible or not) recorded on the balance sheet. No two analysts will likely ever
arrive at the precisely the same answer. Ultimately, the final valuation of a traded company is the result of
the buying and selling of market participants, and the settlement of the markets on an equilibrium price that
balances supply and demand. The role of the accountant in this model is to prepare and verify the
information upon which the markets will rely for their decision-making.
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The analyst’s valuation is an assessment of the economic benefits that arise from combining a group
of physical assets with a group of intangible assets of the business as a going concern.'” This assessment is
always placed within the context of the risk or the likelihood that the predicted economic benefits will
actually occur. The better the quality of the information that feeds into this assessment is, the better the
valuation and the lower the information risk.”> On the other hand, bad or insufficient information both
hinder good economic decision-making and can have broad systemic consequences.

A key criticism of financial statements and, in particular, the balance sheet, is that they do not reflect
the market value of the company. Numerous studies have shown large gaps between the accounting book
values'* of companies and market valuations. Over time, this gap has increased, and has heightened the
perception that the accounting model is broken.

The work of James Tobin," the Nobel Prize-winning economist, is often cited to support the broken
accounting model argument. Tobin’s-q'® has been used to show large gaps between market values and
accounting values. More often than not, market values are multiples of the book value of firms."” This gap
has been attributed to the value of intangible assets which, according to some, need to be put on balance
sheets so that they can once again properly describe the market value of companies. Tobin himself
recognised problems with putting intangible information on balance sheets. Regarding human capital he
said, “The problem... is that Microsoft doesn't have the smart nerds as slaves. They can be bought away
from Microsoft any day—or start a new firm of their own.”"®

Going concern means that a company has the resources needed to continue to operate. If a company is not
a going concern, it means it has gone bankrupt. Investopedia says, “For example, many dotcoms are no
longer a going concern.” Going concerns are generally valued using cash flow or similar models. Bankrupt
enterprises destined for liquidation are valued using different models that are generally designed to
ascertain what value can be extracted from the sale of the company's individual component assets. Going
concern values are almost always higher than book values, which are generally closer to liquidation values.

Better information does not lower the risk associated with the company’s operations. It only lowers the risk
associated with the quality (or lack of quality) of the information on the company.

Generally, the total assets of the company minus current liabilities, and long-term liabilities and equity.

American economist, known for his work on portfolio theory, which holds that diversification of interests
offers the best possibility of security for investors and that investments should not always be based on
highest rates of return. He also wrote on the process of information exchange between financial markets
and “real” markets. He won a 1981 Nobel Prize for his analyses of financial markets and their influence on
the finances of families and businesses.

Tobin’s work suggests that the proportion of the replacement value of a company’s assets to market value
(referred to as Tobin's-q) is an indicator of hidden assets that are unmeasured or unrecorded on the balance
sheet of the company. The purpose of Tobin’s work was not to illustrate this point but rather to develop an
indicator of whether companies are over or under-valued by the markets: the theory being that if a
company can be built from scratch, paying any more than its replacement value implies that the company is
overvalued.

Book value is generally used as a proxy for the replacement value of the company’s assets, though book
and replacement values are not the same. During the recent technology bubble, Tobin's Q ratio approached
3.0 for the S&P 500 (see graph at Website of Professor James Stoddard, of the Lally School of Finance &
Technology at Rensselaer Polytechnic, http://www.rh.edu/~stodder/) and was near 2.0 in April 2005. It has
not been below 1.0 since the 1980s using the Smithers and Wright method (see Valuing Wall Street

(2000)). From http://www.greenwichfinancial.com/wm16.htm.

From an interview with James Tobin while at Yale University.
See: http://cowles.econ.yale.edu/news/tobin/jt_96-12 tr_interview.htm for the full transcript.
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Rather than interpreting Tobin’s-q as proof that the balance sheet is broken, one can interpret it as a
warning call to the whole ensemble of information used to predict market values. This covers all of the
elements of a typical financial statement, including: 1) balance sheets; 2) profit and loss statements; 3) cash
flow statements; 4) notes to the accounts, and; 5) management’s discussion and analysis (MD&A). For
listed companies, statements are often accompanied by additional filings that cover items such as executive
and director remuneration, governance issues, proxy voting, notifications and more. Each of these
statements (in addition to information such as press reports and information garnered in analyst’s
meetings) will influence a company’s valuation. Analysts will use this information to estimate future cash
flows and risks.

The importance of cash flow both in valuing a company and in understanding its capacity to fulfil its
financial obligations are illustrated in Boxes 3 and 4 below.

Box 3: Large assets are not equivalent to higher market value

It is entirely possible for companies to have substantial assets and negative market value. A macro example of
positive assets and negative corporate values occurred during the re-unification of the German Democratic Republic
and West Germany in the early 1990s. During this period, various estimates were made of the total value of East
German companies in preparation for privatisation. Estimates were originally based upon book values (total assets
minus total liabilities on the balance sheet).

In February 1990, Modrow, the last communist Minister President of the former GDR, estimates the total value of
East German enterprises at 1.3 trillion DM. In October 1990, Rohwedder, the first President of the German
privatization agency, reduces the estimate to 600 bilion DM-half the original estimate. In 1993, upon formal
completion of privatization, the total cost (cash outflow) of the privatisation program exceeds total proceeds (cash
inflow) from the privatization of assets by 275 billion DM. The sum total value of East German enterprise was thus
negative. Why?

East German companies had significant assets before privatization. It was assumed that this meant that the
companies had value. However, their cash flows were generally negative because of a rapid and forced adaptation to
market conditions. The new market conditions (the need to comply with West German law, environmental and safety
regulations and the government’s commitment to close the wage gap between the East and West) created new costs.
The result was that most companies had strong cash outflows for a number of years after re-unification. Given that
valuation is determined primarily by cash flows, company values were depressed irrespective of balance sheet assets.

Privatization agency policies required that sales prices for companies be at least equal to book values. This made
privatization impossible in some cases, thus forcing companies into liquidation. Cash flow valuation was a politically
sensitive issue since it revealed that the patrimony of East German workers in the context of a market economy was nil
or negative.

Source: Based on Vehse, Wolfgang (1994), Privatization German Style: A Look Inside the Practices and Policies of the
Treuhandanstalt, Presentation at NATO Colloquium.

An example of the importance of cash flow and how profits can provide a false picture of the
company’s health is provided in Box 4 below.
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Box 4: “Cash is King”: profitable companies can be bankrupt companies

A profitable company can be insolvent under the “matching principle”, an accounting convention.

The matching principle is an extension of the revenue recognition convention. The matching principle states that
each expense item related to revenue must be recorded in the same accounting period as the revenue it helped to
earn. If this is not done, financial statements will not show the results of operations correctly.

Under this principle a profitable, seemingly healthy, company can be insolvent and become a candidate for
liquidation. This occurs when, for example, the recognition of expenses on an investment project are postponed until
there are associated revenues against which to match the expenses. The result can be that profits do not reflect the
expenditure, even if cash flows are negative. A company may, as a consequence, show significant profits, have
significant assets, and simultaneously be insolvent.

Another example might be a company with large accounts receivable. The balance sheet might give the
appearance that the company is increasing equity, but the company can still be short on cash with which to pay wages
or make purchases.

The expression “cash is king” is sometimes used in business to refer to the importance of cash flow in assessing
the financial strength of a business.

Ultimately, a company’s obligations—unless we are operating in a barter economy—can only be paid
with cash. Cash flow is also the ultimate basis for valuation—not assets—even if analysts and other users of
financial statements may look closely at assets and other indicators such as profits and price earnings
ratios. Cash flow is also important because profits are subject to manipulation and misinterpretation. Cash,
on the other hand, is not open to the same interpretation as profits; a company either receives cash or uses
cash. It is relatively easy to track and is as close to fact as one can get in the financial world.

It is fair to say that valuation is part art and part science. It results in estimates of the price that
informed buyers and sellers would negotiate at arms length for an entire business or a partial equity interest
in the fo