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Valuation of Technology-Related

Intangible Assets
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Going-concern business entities may be the subject of an eminent domain or expropriation
action. In such an instance, often, both the business entity’s tangible assets and the
business entity’s intangible assets may be subject to the “taking.” Therefore, the entity
owner should receive reasonable compensation for both the tangible assets and the
intangible assets. Many business entities own and operate technology-related intangible
assets. This discussion explains—and illustrates—the valuation of technology-related
intangible assets within an eminent domain reasonable compensation context.

INTRODUCTION

For many legitimate public benefit reasons, a going-
concern business entity can become the subject of
a condemnation, eminent domain, or expropriation
action.

Sometimes, these business entities are just “in
the way” of a highway construction, light rail system
installation, airport expansion, or other public ben-
efit development. Sometimes, the business entity is
a utility-type business that operates by the author-
ity of a government license or municipal franchise.
Some common examples of such utility-type busi-
nesses include water and wastewater companies.
In such instances, the government or municipal
authority that issued the franchise has the legal
right to “take” (or take over) the subject business
entity.

In all of these cases, the government or munici-
pal authority that is exercising its eminent domain
rights must pay the business entity owner/operator
reasonable compensation for the subject business
entity.

In many cases, the agency with eminent domain
authority will offer the business entity owner an
amount of compensation equal to the value of the
entity’s real estate and tangible personal prop-
erty. However, often, the government or municipal
authority is “taking” more than the entity’s real
estate and equipment. Often, the government or
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municipal agency is taking (or, at least, disrupting)
the entity’s going-concern business operations.

When a going-concern business enterprise is
the subject of an eminent domain or expropriation
action, a valuation analyst (“analyst”) is often called
on to value the entity’s technology-related intan-
gible assets.

In such eminent-domain-related reasonable
compensation analyses, the analyst can use any of
the generally accepted property valuation approach-
es—that is, the cost approach, market approach,
and income approach—to value such technology-
related intangible assets.

Analysts may be retained by either the busi-
ness owner/operator or its legal counsel to perform
the technology intangible asset valuation. This is
because the business entity subject to the eminent
domain action also includes intangible personal
property—also called intangible assets.

The subject entity’s intangible assets often
include technology-related intangible assets.

And, the value of the entity’s intangible personal
property may be part of the reasonable compensa-
tion due to the entity owner as a result of the “tak-
ing.”

This discussion considers the following topics:
(1) the definition of technology-related intangible
assets; (2) the distinguishing attributes of technol-
ogy intangible assets; (3) the typical factors that
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affect the technology intangible asset value; and (4)
the factors that analysts consider in assessing tech-
nology intangible asset value and remaining useful
life (RUL).

In addition, this discussion presents an illustra-
tive example of a technology intangible asset valua-
tion related to an eminent domain taking.

DEFINITION OF TECHNOLOGY-
RELATED INTANGIBLE ASSETS

For purposes of this discussion, technology-related
intangible assets are broadly defined as intangible
assets that create proprietary knowledge and pro-
cesses. This proprietary knowledge or process may
be either developed by, or purchased by, the busi-
ness owner/operator.

In order for a technology intangible asset to have
measurable value, it should provide, or have the
potential to provide, a competitive advantage or a
product differentiation. Any proprietary technology
that confers a competitive advantage or product dif-
ferentiation to the business owner/operator may be a
technology intangible asset.

The following intangible assets are typically
included in this category:

B Patents

Patent applications

Patentable inventions

Trade secrets

Know-how

Proprietary processes

Proprietary product recipes or formulae

Confidential information

Copyrights on technical materials such as
computer software, technical manuals, and
automated databases

Copyright-related intangible assets, software-
related intangible assets, and patents and related
intellectual property are included in the technology
intangible asset category. However, this discussion
focuses principally on know-how, trade secrets, pro-
prietary processes, product recipes and formulas,
and confidential information.

TECHNOLOGY-RELATED INTANGIBLE
ASSETS DUE DILIGENCE

Whether or not the valuation analysis relates to an
eminent domain or expropriation action, the analyst
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should understand the attributes of the technology-
related intangible asset.

The analyst may consider the technology intan-
gible asset attributes through the following due dili-
gence questions:

1. What are the property rights related to
the technology intangible asset? What are
the functional attributes of the intangible
asset?

2. What are the operational or economic ben-
efits of the technology intangible asset to its
current owner/operator? Will those opera-
tional or economic benefits be any different
if the intangible asset is in the hands of a
third-party owner/operator?

3. What is the current utility of the technology
intangible asset? How will this utility change
in response to changes in the relevant mar-
ket conditions? How will this utility change
over time? What industry, competitive, eco-
nomic, or technological factors will cause
the intangible asset utility to change over
time?

4. Is the technology intangible asset typically
owned or operated as a stand-alone asset?
Or is the intangible asset typically owned or
operated as (a) part of a bundle with other
tangible assets or intangible assets or (b)
part of a going concern business entity?

5. Does the technology intangible asset utility
(however measured) depend on the opera-
tion of tangible assets or other intangible
assets or the operation of a business entity?

6. What is the technology intangible asset high-
est and best use (HABU)?

7. How does the technology intangible asset
affect the income of the owner/operator?
This inquiry may include consideration of
all aspects of the owner/operator’s revenue,
expense, and investments.

8. How does the technology intangible asset
affect the risk (both operational risk and
financial risk) of the owner/operator?

9. How does the technology intangible asset
affect the competitive strengths, weakness-
es, opportunities, and threats of the owner/
operator?

10. Where does the technology intangible asset
fall within its own technology life cycle, the
overall technology life cycle of the owner/
operator, the life cycle of the owner/opera-
tor industry, and the technology life cycle of
both competing technologies and substitute
technologies?
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These inquiries do not present an exhaustive list
of due diligence considerations. However, this due
diligence gives the analyst a starting point for under-
standing the use and function of the technology
intangible asset and the attributes that create value
in the technology intangible asset.

TECHNOLOGY-RELATED INTANGIBLE
ASSET VALUE ATTRIBUTES

Numerous factors may affect the technology intan-
gible asset value. Industry, product, and service
considerations provide a wide range of positive and
negative influences on intangible asset value. To the
extent possible, the analyst qualitatively and quanti-
tatively considers each of these factors.

Table 1 on the following page presents some
of the attributes that the analyst considers in the
technology intangible asset valuation. Table 1 also
provides an indication of how these attributes may
influence the technology intangible asset value.

Not all of the Table 1 factors apply to every tech-
nology intangible asset involved in every eminent
domain action, and each attribute does not have an
equal influence on the technology intangible asset.
However, the analyst typically considers each of
these factors.

These considerations can be either quantitative
or qualitative. They may be either separately docu-
mented in the analysis work papers or performed
as one component of the overall engagement
analysis. These considerations allow the analyst
to assess the influence of these factors, either
positive or negative, on the technology intangible
asset value.

Some of the other factors that the analyst may
consider include the following:

1. The legal rights associated with the technol-
ogy intangible asset

2. The industry in which the technology intan-
gible asset is used

3. The economic characteristics of the technol-
ogy intangible asset
4. The reliance of the owner/operator on tan-

gible assets or other intangible assets

5. The expected impact of regulatory policies
or other external factors on the commercial
viability or marketability of the technology
intangible asset
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SPeCIFIC FACTORS TO CONSIDER
IN THE TECHNOLOGY-RELATED
INTANGIBLE ASSET ANALYSIS

The purpose for the analysis may influence the con-
sideration of other individual factors. Factors that
may be particularly relevant for one purpose—such
as a business entity that is subject to an eminent
domain action—may be more or less relevant for
another purpose.

Assessing the Technology-Related
Intangible Asset

An eminent-domain-related technology-related
intangible asset analysis may involve the application
of valuation principles and procedures. In the typical
intangible asset analysis, the analyst may consider
expected future income or estimate a reasonable
royalty rate. In addition, the analyst could measure
the cost to recreate the expected technology-related
intangible asset.

There are a number of factors that the analyst
may consider when measuring technology intangible
asset value for eminent domain or other controversy
purposes. Some of the factors that an analyst may
consider in assessing the amount of reasonable com-
pensation related to the technology intangible asset
taking include the following:

B  The calculation of the amount of income
(however defined) that the intangible asset
would have earned or contributed but for
the eminent domain (or other damages)
event (as compared to the amount of income
that the intangible asset actually did earn or
contribute after the influence of the eminent
domain event).

B An analysis of the amount of income (howev-
er defined) that the intangible asset owner/
operator will earn with the influence of the
eminent domain event (as compared to a
benchmark or yardstick level of income that
the owner/operator would expect to earn
without the influence of the eminent domain
event).

B A quantification of the amount of income
(however defined) decrease that the owner/
operator experienced since the eminent
domain event, where that decremental
income is related to lost market share,
lost market penetration, lost unit volume
revenue, lost unit selling price revenue,
increased production costs, increased sell-
ing costs, increased research and develop-
ment costs, increased capital investment,
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increased working capital investment, variables data that are avail-
increasing cost of capital, or some other able prior to the reason- ”[Remaining useful
measure of lost profits. able compensation analysis

s life] is a factor that
B An analysis of the loss of the owner/operator’s date. The analyst should be ]

ability to be first-to-market, influence market zwaregthat the T)sth;lation Odf the analyst typlcally
prices, obtain patent or otherlegal protection, amages may be governe . .

obtain regulatory approval, fulfill a contract '?y ) th'e 'legal. ruleb. of the considers in every

or other commercial commitment, develop Jurl.SdICtl(()ln 1n- Wd}}wh th.e |ntang|b|e asset

a replacement intangible asset, create or emln-ent omain dispute is I ti ”

develop a replacement or improvement, pending. valuation.

or commercialize a replacement or The business entity
improvement technology intangible asset. Owner/operator reason-
These analyses may be used to quantify the able compensation is typi-
owner/operator’s loss with respect to the cally experienced during a distinct period of time.
eminent domain event. Therefore, the quantification of the intangible asset
reasonable compensation may or may not be based

- Lo
A projection of the amount of actual or on a perpetuity RUL projection.

hypothetical royalty income that the owner/
operator will forgo as a result of the eminent

domain event. That royalty income relates to Estimating the Technologv-Related

the actual or hypothetical outbound license .
of the intangible asset (but before the intan- Intanglble Asset RUL

gible asset experiences any of the effects of RUL is a factor that the analyst typically considers
the eminent domain event). in every intangible asset valuation. RUL consider-
ations influence the analyses that are performed

B The calculation of the amount of damages | , ;
for valuation, reasonable compensation, and other

suffered by the owner/operator to date (for

example, from the time the damages event purposes.

first occurred through the date that the The analyst considers either a qualitative or
reasonable compensation analysis is per- @ quantitative RUL analysis whether the analysis
formed). involves the income approach, cost approach, or

market approach. RUL is a consideration in a tech-
nology-related intangible asset valuation performed
for any purpose.

B The calculation of the amount of the expect-
ed future damages suffered by the owner/
operator (for example, from the eminent
domain event date through the expected
cessation of the effects of the eminent
domain event).

In an intangible asset reasonable compensation
analysis, the owner/operator damages typically occur
for a determinable period of time. The determin-

able time period affected by the eminent domain
B The estimation of the expected time period  oyent may be different than the intangible asset

(for examI?l.e, a specifi(?d limiFed period. O RUL. When estimating the reasonable compensation
an unspecified perpetuity period) duration amount, the analyst typically considers the damaged

of the damages. intangible asset’s RUL.

B A consideration of the mitigation efforts of One common component of the damages claim
the owner/operator related to the eminent often relates to the technology intangible asset’s
domain event. RUL. That is, the owner/operator may claim reason-

B The estimation of the effect of the emi- Aable compensation related to the shortening of the
nent domain event on the intangible asset’s technology intangible asset RUL if that shortening
expected RUL. is caused by the eminent domain event. This claim

typically alleges that the intangible asset RUL is
reduced due to the eminent domain action.

If sufficient data are available, the analyst typi- In the technology intangible asset valuation, RUL

cally considers more than one valuation approach  ¢ap influence the value conclusion. This statement is
or method when eminent-domain-related reasonable (e regardless of which valuation approach is used

compensation is measured as an intangible asset j; the analysis.

value decrease or a cost to cure. . .
In the income approach, for example, the income

In a reasonable compensation analysis, the ana-  producing potential of the intangible asset is directly
lyst does not limit the examination to the valuation influenced by the technology’s RUL.
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In the cost approach, the technology RUL typi-
cally influences the amount of obsolescence associ-
ated with the intangible asset.

In the market approach, both the intangible asset
age and the technology RUL may be compared to the
selected guideline intangible assets. This compari-
son is performed so the analyst can determine if (1)
any adjustments are required to the guideline sale
or license transaction pricing data or (2) a sale or
license transaction should be rejected from further
consideration (due to lack of age/life comparability)
in the market approach analysis.

The analysis purpose (such as eminent domain
reasonable compensation) may cause the analyst to
consider different factors of intangible asset RUL.
The intangible asset RUL is a factor to consider
regardless of whether the analysis concludes to a
value or reasonable compensation and regardless of
the analysis approaches or methods used.

ILLUSTRATIVE EXAMPLE

Exhibits 1 through 3 present an illustrative valuation
of a trade secret intangible asset that is part of an
eminent domain action.

The Flintstone Quarry Corporation (FQC) oper-
ates a stone quarry and a limestone manufactur-
ing plan in the Town of Bedrock. The quarry and
plant are located adjacent to the Bedrock Municipal
Airport. The airport is expanding, and it needs the
FQC property to construct additional (and longer)
runways. The Town of Bedrock used its eminent
domain authority to “take” the FQC property.

The Town of Bedrock and the business owner
have agreed to the value of the FQC real estate and
equipment. However, due to the taking, the FQC
will have to close down its business operations.
Therefore, the taking also includes the FQC business
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intangible assets. The town and the business owner
cannot agree on the value of the FQC intangible
assets—including the FQC technology-related trade
secret intangible asset.

Accordingly, the FQC management retained a
valuation analyst to measure the value of the compa-
ny’s trade secret—and, if needed, to provide expert
testimony with regard to the appropriate amount of
intangible-asset-related reasonable compensation.

The FQC trade secret intangible asset relates to
the manufacture of a proprietary limestone product.
The intangible asset includes the proprietary manu-
facturing process by which the limestone product is
formed.

This example illustrates both a cost approach
analysis and an income approach analysis regarding
the technology-related intangible asset.

The intangible asset is the manufacturing process
(referred to as “the process”) of a particular lime-
stone product manufacturing process. This process
is documented in a set of engineering drawings and
in a process flow chart notebook.

FQC management has elected not to patent this
proprietary process for competitive reasons. Both
the FQQ engineers and legal counsel believe that the
process would be patentable. However, if the process
became public knowledge through the patent proce-
dure, management is concerned that the company’s
competitors could reverse engineer an equally effec-
tive manufacturing process that does not violate the
patent.

FQC management considers this proprietary tech-
nology to be a trade secret. All of the engineering and
other documentation related to this manufacturing
process is protected in a locked cabinet in the pro-
cess engineering department. Only a select number
of engineering and production managers have access
to that information, and all of those employees have
signed nondisclosure agreements.

FQC management also believes that the process
gives the company’s limestone product a distinct
competitive advantage. This particular limestone
product formulation is particularly attractive to cus-
tomers in the oil and gas refinery industry. FQC mar-
keting personnel stress this product differentiation
feature in all of the company’s marketing materials
and presentations.

The intangible asset subject to the eminent
domain action is the trade secret related to the par-
ticular product manufacturing process.

Fact Set and Analysis Assumptions

The analysis objective is to estimate the fair value of
the trade secret intangible asset as of December 31,
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2014. The analysis purpose is to assist a finder of fact
in determining the appropriate amount of reasonable
compensation due to the FQC owners due to the
eminent domain action.

The alternative methods available for manufac-
turing such a limestone product include various
equipment configurations that use different pressure
temperatures, and consumable materials compo-
nents that are used at the FQC plant in the Town of
Bedrock. In fact, FQC uses these other processes at
its other quarries.

However, the stone at the Town of Bedrock quar-
ry has a unique chemical composition that allows the
subject trade secret to be economically feasible. The
combination of the FQC Bedrock quarry stone and
the trade secret allow the Town of Bedrock plant to
produce a unique—and extremely profitable—com-
position of limestone product.

To exploit the unique composition of rock at the
Town of Bedrock quarry, the FQQC process engineers
developed a unique modification to the standard
limestone manufacturing process.

Selection of Valuation Approaches
and Methods

In this analysis, the analyst is instructed by the FQC
legal counsel that the appropriate standard of value
is fair market value. The premise of value is value
in continued use. This premise of value is consis-
tent with the valuation assignment and the analyst’s
assessment of the subject intangible asset’s HABU.

There are several approaches and methods that
the analyst considered in this valuation. Based on
the quality and quantity of available data and the
purpose and objective of the analysis, the analyst
decided to use two valuation approaches:

1. The cost approach—specifically the replace-
ment cost new less depreciation (RCNLD)
method

2. The income approach—specifically the dif-
ferential income method

Cost Approach

The cost approach typically involves estimating
either a reproduction cost new or a replacement
cost new. The reproduction cost new equals the
cost to construct an exact replica of the technology-
related intangible asset. The replacement cost new
is the cost to recreate a new intangible asset with an
equivalent utility of the subject intangible asset.

The analyst decided to use the RCNLD method of
the cost approach to value the process trade secret.
The analyst had access to the actual historical
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development costs related to the process. This type
of historical cost information is not always available.

Because this limestone product manufacturing
process trade secret was so important to the com-
pany, FQC management tracked the original efforts
related to its proprietary process development.

Valuation Variables

The analyst considered the historical efforts (in
terms of person-months) of each process engineer,
product engineer, scientist, researcher, and manager
involved in the development of the trade secret.

After consultation with management, the analyst
eliminated any duplicate or unproductive efforts
from this person-month estimate. Therefore, the
analyst eliminated much of the intangible asset func-
tional obsolescence.

The analyst multiplied the current person-month
by the current full-absorption cost related to that
personnel position. The product of such a multiplica-
tion is the estimate of a replacement cost new (RCN).

Management provided the analyst with informa-
tion regarding the actual number of hours spent by
FQC engineers and scientists on the various aspects
of the manufacturing process development.

In applying the RCNLD method, the analyst esti-
mated a full absorption cost related to the employees
who developed the process. This full absorption cost
included all employee salaries, employee benefits,
employment-related taxes, and related company
overhead. This full absorption cost also included a
component for development period interest related
to the intangible asset direct costs.

The analyst calculated each of these full absorp-
tion cost components as of the valuation date. Based
on this full absorption cost analysis, the analyst
concluded the current cost per person-hour for all of
the FQC company employee hours actually spent on
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the development, testing, and implementation of the
process trade secret.

The product of (1) the total number of person-
hours actually spent to develop the process and (2)
the full absorption cost per person-hour results in (3)
an estimate of the RCN for the process trade secret.

To the extent that the intangible asset is less than
an ideal replacement for itself, the RCN should be
adjusted accordingly. The analyst considered adjust-
ments to the RCN for losses in value due to incurable
functional obsolescence and economic obsolescence.

In particular, the analyst considered (1) the
intangible asset age and RUL, (2) the intangible asset
position within its technology life cycle, and (3) the
owner/operator’s return on investment related to the
intangible asset use.

Exhibit 1 summarizes the RCNLD analysis. The
RCN includes direct costs, indirect costs, developer’s
profit, and entrepreneurial incentive.

The direct costs include the direct salary costs
and the related employee benefit cost and employ-
ment taxes of the process development team.

The indirect costs include overhead allocation
costs paid to outside consultants and development
period interest expense.

The developer’s profit includes the analyst’s
estimate of the profit margin that an independent
engineering firm would charge to FQC if that engi-
neering firm was retained to develop the proprietary
process.

The entrepreneurial incentive is the opportunity
cost related to the intangible asset development pro-
cess.

In this analysis, the analyst quantified this oppor-
tunity cost as the difference in the amount of cash
flow that FQC would earn with versus without the
process. The analyst estimated that incremental
cash flow during the period of elapsed time required
to replace the process de novo. FQC engineers
estimated that the development period required to
reproduce the process de novo would be 24 months.

As indicated in Exhibit 1, the RCN for the process
was $10,784,000. The analyst concluded that a 10
percent functional obsolescence allowance is appro-
priate. That 10 percent functional obsolescence
allowance results in 81,078,000 of depreciation.

Accordingly, the indicated RCNLD estimate is
$9,706,000. This RCNLD estimate is rounded to a
fair market value indication of $9,700,000.

Valuation Analvsis

As presented in Exhibit 1, the fair market value of
the technology intangible asset based on the cost
approach, as of December 31, 2014, is $9,700,000.
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Income Approach

Using the differential income method, first, the ana-
lyst projected the prospective cash flow generated by
FQC associated with the use of the process.

Second, the analyst projected the prospective
cash flow that would be generated by FQC without
the use of the process.

The income approach value indication is based on
the difference between the present value indications
from the two different operating scenarios (that is,
with and without the process in current operation).

Valuation Variables

FQC management provided the analyst with projec-
tions of the limestone product unit selling price, unit
volume, and market share for the five years after
the valuation date. Management also projected the
cost of goods sold and the capital expenditure data
related to the production of the limestone product.
Management prepared a five-year projection of the
selling, general, and administrative expenses related
to the limestone product line.

After a due diligence review of the financial pro-
jections, including interviews with company man-
agement, the analyst concluded that these financial
projections were reasonable.

Based on the quality and quantity of these pro-
spective financial data, the analyst concluded that
the income approach, using a differential income
method, provides a supportable value estimate.

This valuation method measures the difference
in the income potential of FQC both with and with-
out the operation of the process trade secret. The
income potential represents the amount of income
that is available to the FQC business owners after
consideration of a required level of reinvestment for
continued operations and for expected growth.

Based on the prospective financial data available,
the analyst selected net cash flow as the appropriate

income measure.
For purposes of this valuation, the analyst defined
net cash flow as follows.
Net Sales
Less:  Cost of sales
Less:  Operating expenses

Equals: Net income before taxes

Less: Income taxes

Plus:  Depreciation and amortization expense
Less:  Capital expenditures

Less:  Additions to net working capital

Less:  Contributory asset charge

Equals: Net cash flow

www.willamette.com
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In this analysis, FQC management projected
the product line net cash flow over the intangible
asset’s RUL. The analyst discounted the net cash
flow projection at an appropriate discount rate to
conclude a present value. The difference between
the present value of the product line net cash flow
with the process in operation and without the pro-
cess in operation equals the indicated value of the
intangible asset.

Based on the its industry experience, FQC man-
agement expects that it will develop a replacement
manufacturing process in about five years. Both FQC
and its competitors continuously develop improved
products that are produced by improved manufac-
turing processes.

The FQC process engineering staff is already
working on the development of a new and improved
process. FQC management expects that the new
and improved process will be developed, tested, and
implemented within five years. At that time, the cur-
rent proprietary process will be obsolete and com-
pletely replaced by the new and improved process.

This five-year RUL is consistent with the com-
pany’s historical experience regarding its process
technology life cycle and with the competitor indus-
try’s historical experience regarding a limestone
manufacturing process technology life cycle.

Accordingly, FQC management believes that it
will enjoy another five years of competitive advan-
tage in this product category due to its current pro-
prietary process. The analyst selected five years as
the process RUL.

The analyst selected the following valuation vari-
ables for this analysis:

Scenario I: With the process trade secret in current
operation

B Net sales growth rate: 10 percent per year

B Gross margin percentage: 26 percent of net
sales

B Other operating expenses: 11 percent of net
sales

B Effective income tax rate: 36 percent of pre-
tax income

B Depreciation expense: 1 percent of net sales

B Net capital expenditures: equal to deprecia-
tion expense

B Contributory asset charge: $2.2 million per
year

B Incremental net working capital: 5 percent
of net sales

B Present value discount rate: 15 percent

B RUL estimate: 5 years
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Scenario II: Without the process trade secret in
current operation

B Expected sales decrement: —10 percent per
year

B Other operating expenses: 11.5 percent of
net sales

B Incremental net working capital: 7 percent
of net sales

m  All other valuation variables
unchanged from scenario I

remain

The contributory asset charge is included to
account for the fair rate of return of and on the
investment of all the contributory assets that are
used or used up in the production of the income
associated with the process. The contributory assets
include net working capital, tangible operating assets,
and the trade name.

The projected decrease in product line sales with-
out the process in operation is based on discussions
with management. This projected sales decrease
indicates the FQC management estimate of the cus-
tomer response to the decrease in functional attri-
butes of the company’s limestone product without
the process trade secret. The negative sales growth
rate reflects the FQC management projection of the
combined effects of decreased unit selling price and
decreased unit volume sales.

Without the product differentiation provided
by the process, FQC management estimates that
it would have to increase its marketing expense.
This marketing expense increase accounts for the
one-half of one percent projected increase in other
operating expenses.

In addition, FQC management projects that it
would have to liberalize its customer credit policy in
order to stimulate sales of the less desirable product.
Management estimates that it would have to give
60-day credit terms instead of 30-day credit terms.

This expected change in credit policy would
affect the company’s accounts receivable balances.
This change in credit policy would result in an
expected change in the company’s net working capi-
tal investment.

The 15 percent present value discount rate is
based on the analyst’s estimate of the FQC weighted
average cost of capital (WACC). The analyst con-
cluded that this discount rate is appropriate for this
analysis based on the selected net cash flow measure
of income projected in the analysis and the stated
standard of value and premise of value.

Valuation Analvsis

As presented in Exhibit 2, the sum of the product line
discounted cash flow with the process in operation is
$49,500,000.
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Exhibit 4
Flintstone Quarry Corporation
Limestone Product Proprietary Process

Technology-Related Intangible Asset
Income Approach

Differential Income Method

As of December 31, 2014

Exhibit
Sum of the Limestone Product Line Discounted Net Cash Flow: Reference S in (000s)
Scenario |I: With the Process Trade Secret 2 S 49,500
Scenario II: Without the Process Trade Secret 3 40,900
Proprietary Process Discounted Net Cash Flow Differential 8,600
Times: Tax Amortization Benefit Value Adjustment Factor (rounded) [a] 1.2
Indicated Fair Market Value of the Technology-Related Intangible Asset (rounded) S 10,100

Footnote:

TAB =

[a] Tax Amortization Benefit Value Adjustment Factor =

1

income tax rate

L= ((amortization period

) x present value annuity factor)

As presented in Exhibit 3, the sum of the prod-
uct line discounted cash flow without the process in
operation is $40,900,000.

The difference between these two income pro-
jections indicates a discounted cash flow differential
related to the process of $8,600,000.

As presented in Exhibit 4, the unadjusted dis-
counted net cash flow differential is $8,600,000.
However, this unadjusted cash flow differential does
not consider the fact that this intangible asset would
qualify as on Internal Revenue Code Section 197
intangible asset to the typical willing buyer of this
intangible asset.

Since this valuation is intended to conclude
a market value, the economic benefit related to
Section 197 intangible asset tax amortization ben-
efit (TAB) may be considered in the valuation.

An intangible asset that is amortizable for federal
income tax purposes provides an income tax expense
reduction (that is, a cash flow benefit) to the intan-
gible asset buyer. That cash flow benefit is typically
calculated as the present value of the expected reduc-
tion in future income tax expense due to the intan-
gible asset amortization tax deductions.

The TAB value adjustment factor calculation
follows:
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1
TAB =

1- (( income tax rate

Tmortization period) x present value annuity factor)

The analyst applied the TAB value adjustment
factor to the present value of the net cash flow dif-
ferential associated with the intangible asset. The
TAB factor was calculated based on:

1. the income tax amortization period for the
intangible asset (15 years under Section
197),

2. the market-derived effective income tax
rate of 36 percent, and

3. the present value discount rate of 15 per-
cent.

Based on the TAB formula, the TAB value adjust-
ment factor for this analysis is 1.2 (rounded). The
discounted net cash flow differential of 88,600,000
times the income TAB value adjustment factor of 1.2
indicates the income approach value of the process.

As presented in Exhibit 4, the fair market value
of the technology intangible asset based on the
income approach, as of December 31, 2014, is
$10,100,000.
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Exhibit 5
Flintstone Quarry Corporation
Limestone Product Proprietary Process

Technology-Related Intangible Asset
Valuation Synthesis and Conclusion
As of December 31, 2014

Valuation Approach: Valuation Method

Value Value Value
Indication Indication Conclusion
(Sin 000s) Emphasis (S in 000s)

Cost Approach Replacement Cost New Less Depreciation Method 9,700 50% 4,850
Income Approach Income Differential Method 10,100 50% 5,050
Fair Market Value of the Technology-Related Intangible Asset (rounded) 9,900
Amount of Reasonable Compensation to FQC for the Intangible Asset Taking 9,900

Value Indications and Conclusion

The analyst decided to assign equal weight to the
value indications provided by the two valuation
approaches.

In synthesizing the results of the cost approach
and the income approach, the analyst considered
both (1) the quantitative and qualitative assessment
of the data underlying each valuation approach and
(2) the relevance of each valuation approach based
on factors specific to the subject trade secret.

Based on the analyses presented in Exhibits 1
through 4, the fair market value of the FQC tech-
nology-related trade secret intangible asset, as of
December 31, 2014, is $9.9 million (rounded).

Based on the quantity and quality of the infor-
mation available for each valuation approach, the
analyst applied a weight of 50 percent to each value
indication to arrive at a final value conclusion for the
trade secret intangible asset.

Accordingly, $9.9 million is the indicated amount
of reasonable compensation to the FQC owners for
the “taking” of its technology-related intangible asset.

Exhibit 5 presents the final valuation synthesis—
and reasonable compensation conclusion—for this
illustrative intangible asset valuation.

SUMMARY

Going-concern business entities may be the subject
of eminent domain and expropriation actions. In such
a case, the business owner/operator should receive
reasonable compensation from the governmental or
municipal authority with eminent domain powers.
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When the entire going-concern business is the
subject of the taking, the amount of reasonable
compensation may include the value of the entity’s
tangible assets and the value of the entity’s intangible
assets. These intangible assets often include the
entity’s technology-related intangible assets.

When analyzing a technology-related intangible
asset, the analyst should consider the purpose and
objective of the assignment as well as the relevant
factors specific to the technology.

This discussion summarized the typical attri-
butes of a technology intangible asset and the specif-
ic factors for an analyst to consider when assessing
the technology intangible asset value or reasonable
compensation.

Finally, this discussion presented an example of
a technology-related intangible asset valuation. The
example illustrated a cost approach method and an
income approach method used to estimate the fair
market value of a technology intangible asset—and
the amount of reasonable compensation related to
the taking of that intangible asset.

Notes:
1. Treasury Regulation Section 1.482-4(b).
2. Ibid., Section 1.482-4(a).

Robert Reilly is a managing director of
the firm and is resident in our Chicago
office. Robert can be reached at (773)
399-4318 or at rfreilly@willamette.
com.
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