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Reporting Intangibles

Executive Summary

The U.S. accounting and business reporting systernmadequate to cope with the
growing importance of intangible assets. While anfework exists for the recognition
(i.e. assigning “book value”) of intangibles undetS. Financial Accounting Standards
Board (FASB) SFAS 141 and 142, this framework égemplete in both its scope (i.e.,
only those assets acquired from outside the compaogt be recognized) and its
coverage (i.e., certain intangibles, such as R&Dd aworkforce, are specifically
excluded). In addition, simply adding intangiblesets to a company balance sheet is not
the answer to the reporting problem. Many intangiaksets are better understood using
non-financial measures and other descriptions. Dmare of non-financial data has
increased. A number of steps have been taken andusasuggestions for further
disclosure made. But important information on irgdaes must still be teased out of
financial reports from various places — Managemeitiscussion and Analysis (MD&A),
expense reporting and asset recognition. Nor isettaay guarantee that information on
some assets is disclosed at all, or even collectegtnally. Efforts are underway to
create a more comprehensive framework for expano@siness reporting, but no
consensus framework exists as of now. If investoasiagers, regulators, policymakers
and the general public are to gain a true undergiag of our economic situation, we
must devise better means of reporting companiesugistances—with an emphasis on
better understanding and measuring our intangildeads.

Introduction

American businesses, investors, regulators andyoéikers are flying blind. The United
States is now in an intangible economy, but finaln@porting and accounting systems
can’'t deal with intangibles. Our business reporsggtem is, in many ways, not even
adequate for the Industrial Age, let alone thermiation Age. As a consequence,
business, investment and economic policy decissaoa®eing made “in the dark” (to
quote the title of a recent study).

Information, knowledge and other intangibles noweleconomic prosperity and wealth
creation. Intangible assets—worker skills and kriawy, informal relationships that feed
creativity and new ideas, high-performance worlaargations, formal intellectual
property, brand names—are the new keys to competitilvantage. The value of U.S.
gross investments in intangibles has been estimated at least a trillion dollars
annually, covering investments in R&D, advertisargl marketing, software, financial
activities and creative activities of writers, stsiand entertainefsThis does not even
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count investments in productivity-enhancing changdsisiness processes, education
and employee training.

Yet, report after report describes how accounttagdards (known as GAAP—Generally
Accepted Accounting Principles) are unable to cofte intangibles® Critics point out
that GAAP does not, and cannot, provide adequdtenmation to managers, investors
and regulators. Because GAAP is “less effectivgroviding relevant information on
intangible assets, such as technology rights, hunsapital, and innovation,”
Commissioner Cynthia A. Glassman of the Securdie$ Exchange Commission (SEC)
worries that “the value of huge sectors of our @ooy may not be accurately reflected
by financial reports®

We know that investors want better information. tAdy by Ernst & Young found that
non-financial criteria constitute, on average, 8scpnt of the equity investor’s portfolio
allocation decision3.But, according to Adrienne Baker, Editor-in-Chief Investor
Relations Magazine, over half of the informationdstors want is not reported on the
balance sheétLeft out are important items such as growth opputies, infrastructure,
intellectual capital, network effects, workforcedan-process R&D.

We also know that business leaders want betternrgtion. According to a recent survey

by the accounting firm of Deloitte, “nearly half cdspondents (48%) said the company’s
nonfinancial metrics were ineffective or highly fieetive in helping the board and the

CEO make long-term decisiong.”

The result of our lack of good information is atdited picture of the situation. One
analyst was recently quoted in the Wall Street daluas saying when it comes to
comparing a company like Google’s core financiatfiggenance to its rivals, “GAAP is
the last thing you'd usé&.Another critic even claims:
the historically high price-earnings ratios that sex today [2004] are a
reflection not of a renewed bubble, or investorgreoptimism, but of the
failure of GAAP as a system of financial reporting the knowledge
economy’

If we don’t understand what is happening in ournecoy at the basic level of the firm,
then all our business and economic decisions apestt Capital may be misallocated,
opportunities wasted, resources misused and dettaingolicies adopted.

The current state of affairs isn’t due to a lackstfdy. Interest in this issue of corporate
reporting of and accounting for intangible asseds twaxed and waned over the past
decade and a half. The 1990’s saw increased intereew forms of business reporting
and increased attention to intangibles. With thestng of the Internet stock bubble and
wave of accounting scandals based on earnings olahgnms, this interest has declined.
Part of the decline has been due to other isska@sgtariority; part is due to the difficult
nature of the intangible issue itself. However, ac@ns over these issues have never
disappeared and may be reasserting themselves potity arend’
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For our purposes, we will begin the story in 1991thwhe formation by the American
Institute of Certified Public Accountants (AICPA) a Special Committee on Financial
Reporting. The Committee’s repotimproving Business Reporting — the Jenkins Réport
was issued in 1994. At roughly the same time, the Association for Istveent
Management and Research (now the CFA [CharterednEial Analyst] Institute)
published their own reporinancial Reporting in the 1990s and BeydhAd

As a follow-on, the Financial Accounting StandaBisard (FASB) issued an “Invitation
to Comment” on the AICPA Jenkins report in Februb®p6. That led to the creation of
FASB’s Business Reporting Research Project in 18988he beginning of 2001, FASB
issued the report of its Business Reporting RekeBroject on enhancing voluntary
disclosure’® FASB also issued an internal study in April 200Loballenges of business
reporting in the new econonty.

FASB started the process of issuing new standard999 with the issuance of FASB
Exposure Draft,Business Combinations and Intangible AssétsJune 2001, FASB
issued final standards concerning accounting faxdgall and intangibles acquired as
part of a merger or acquisition: Statements of k@@ Accounting Standards (SFAS)
141 and 142°

With the issuance of these standards, FASB begaiushing a possible project looking
at increased disclosure of intangibles outsideusiriess combinations. The project was
officially begun in January 2002 but halted a yleter. Rather than continue that project,
FASB felt it was more timely to focus on coordimagtiits existing approach to intangibles
with the International Accounting Standards BoaA5sg).'°

Over at the SEC, then-Chairman Arthur Levitt in éer of 1999 called for a task force
to look at the issue of company disclosures. Thee@arask Force Report (named after
Task Force Chair Jeffrey Garten of the Yale SchoblManagement) issued its
recommendation in May 2001 to “create a new fram&vior supplemental reporting of
intangible assets and operating performance meagure

Thus, the inadequacy of our accounting and busireggsting system is well understood.
The problem of finding a solution is not a lackusiderstanding the need. The problem is
inherent in the nature of intangible assets andnkss reporting. In order to understand
the issue of reporting corporate intangible assetsill be important to keep in mind a
few distinctions: between disclosure and recognjtietween financial and non-financial
information; and between qualitative and quantiatieporting:®

It is also important to keep in mind the relatiapsbetween the asset and the company.
A Brookings Institution study on intangibles divedthem into three levels:

Level 1 - assets that can be owned and sold;

Level 2 - assets that can be controlled but noarsged out and sold;

Level 3 - intangibles that may not be wholly cotigd by the firm*®
Level 1 includes not only intellectual property XIBut also items such as contracts and
business agreements, licenses and franchise rightsas and resource allocations
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(airport landing rights, water rights) and employrneontracts. Level 2 describes those
areas proprietary to a specific firm, but diffictdt separate from the ongoing operation,
such as business secrets, in-process R&D and Isgsmmecesses. Level 3 includes items
often referred to as human capital, core competencorganizational capital and
relationship capital.

So the situation is as follows: many intangibleeés£an be reported upon and relevant
information about those assets disclosed. Somebeadiscussed only in qualitative

terms, such as a company’'s leadership. Some ofetlassets can be measured
guantitatively, such as customer satisfaction. Acimsmaller set can be valued and
specifically recognized in a company’s financiatement.
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Major Frameworks

There are a number of general approaches to the simproved business reporting
that involve intangibles:

1) Improved accounting modetseek to include intangible assets in book
value of a company.

2) Non-financial metrics approach@sclude performance measures and
metrics of intangibles (such as customer satisiadgvels and worker
skill levels) without necessarily including the wal of these
intangibles in companies’ balance sheets. Suchoappes may also
include disclosure of non-measurable attributesntdngible assets,
such as company leadership.

3) Value-creation modelseek to tie various process metrics with future
financial performance.

Note that these approaches are not necessarilinalistategories, but points on a
continuum. Various proposals blend the models fieidint ways.

Accounting models

As mentioned earlier, for companies that must tegisith the U.S. SEC, the controlling

definitions of what must be recognized as intarggidsets are FASB’s SFAS 141 and
142 issued in 2001. Further clarifications wereuésk in 2002 when FASB released
Emerging Issues Task Force (EITF) Issue 02-17 dbatt with questions of recognition

of customer relationships as intangible as$ets.

It is important to note that this requirement toagnize intangible assets only applies to
those acquired from outside the company, not thasenally generated. Thus a company
must recognize the value of a patent acquired fmowther company as part of a merger
or acquisition, but not the value of a patent médlly generated. As we will discuss later,
this is viewed as a major shortcoming of the steshsla

SFAS 141 and 142 are built upon earlier rules guwner disclosure of intangibles,
specifically AICPA’s Accounting Principles Board &8) Opinion No. 16,Business
Combinationsand Opinion No. 17Intangible Assetswhich were first issued in 1970.
When FASB replaced APB, these Opinions continugobaisof GAAP, supplemented by
other FASB standards and opinions, until the isseiai SFAS 141 & 142"

For the most part, the description of what is aangible asset in SFAS 141 & 142 is
simply an extension of Opinions 16 & 17, incorporgtin these supplemental rufés.
This can be seen by comparing the SFAS 141 listtahgible assets in Figure 1 with the
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Opinion 17 list in Figure 2. The main differenceahge development of a taxonomy in the
FASB list.

There is one important difference, however, betw8EAS 141 & 142 and Opinions 16
& 17: the treatment of assembled workforce. SFASL Bpecifically states that
“assembled workforce shall not be recognized asiraangible asset apart from
goodwill.”?® The rationale for this exclusion was that:
the Board concluded that techniques to measureaiue of an assembled
workforce and the related intellectual capital watifficient reliability are
not currently available. Consequently, it decidedniake an exception to
the recognition criteria and require that the femtue of an assembled
workforce acquired be included in the amount itlitiarecorded as
goodwill, regardless of whether it meets the redomn criteria in
paragraph 36*

It should also be remembered that the impetus F#SS141 and 142 was only partially
intangibles. FASB was concerned with the issueoaflipg versus purchase methods for
business combinations and the large overhang afwgitiathat had accumulated due to
increased merger and acquisition (M&A) activitiestihe preceding decade. SFAS 141
and 142 are specifically designed to address tljogstions, using the mechanism of
recognition and differential treatment of intangiblas separate from goodvl.

Since the adoption of SFAS 141 and 142, there Hmen only a few reviews of
companies’ experiencé®.However, those reviews have raised a number oteros
about the ability of companies to value intangildad the scope of what intangibles must
be recognized for accounting purposes.

FASB Roundtable

One review of companies’ experiences was a FASBidtable in September 2002,
convened as part of the start of its (later-abaadprintangibles project. The specific
topic of the roundtable was the experiences of W@d@npanies in assigning value to
intangibles under SFAS 141. Two major topics doteidathe issue of determining fair
value and the problem of recognition criteria. @a issue of fair value:

The group observed that although there are acceaptttiodologies for

valuing major intangible assets (for example, thst,cincome, and market

approaches), minor changes in certain key assungptinay result in

significant variances in the estimation of fairual For example, although

trade names are traditionally valued using a ctersi@pproach (the relief

from royalty approach), the royalty rate appliedofsen a subjective

decision due to the lack of publicly available imfation?’

Concerning recognition criteria, the group highteghthe problem of:
Determining which intangible assets meet the séparacognition
criterion and the meaning of that criterion in 8taént 141. For example,
there is significant divergence as to whether gustorelationships meet
the recognition criteria in Statement 141 and wéettihe recognition
criteria were meant to affect the estimation of failue”®
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|ASB Field Study of the U.S.

In 2003, the IASB undertook a field study on expeces with SFAS 141 and 142 as part
of their own rule-making process on intangifiédhe review covered all aspects of
business combinations, such as allocation of gdbdwinits as well as recognition of
intangible assets.

The study found concerns similar to the FASB roaht#t over valuation and the ability
to separate intangible assets from goodwill or ot&sets. Three cases illustrate the
difficulty facing companies in separating intangtbfor goodwill:

Airline landing slots and route authorities: Larglirslots and route

authorities are granted by the relevant authoriéieso cost and can be

taken away and given to another airline. Yet, thikna cannot operate

without them. Because of this, it is claimed thatse assets cannot be

valued separately from the acquired business atidewand therefore

from the goodwill) since the acquired business wWooease to exist

without them.

Mineral rights: This case concerns rights grantedhie government to an
undeveloped, untested and unsurveyed propertyeSins claimed that

the company is prohibited from selling the rightsparate from the

business as a whole, the value of the mineral gighhnot be separated
from goodwill.

Water acquisition rights: In this case a paper pagerboard products
manufacturer claims that the rights cannot be sthiér than as part of the
sale of a business as a whole and the plant cailtber operated without
the rights°

As the IASB field notes put it, “there was a geh@@nsensus amongst the roundtable
participants that the assumptions used by indepgndsluers to measure the above
intangible assets were often so highly subjecteeétiable that it is unlikely those values
represent reliable fair value measurés.”

The discussion also raised a consistent problenteroimg recognition of customer
contracts and relationships. As the field notesestof the nine field visit participants
that acquired in business combinations customertracts, related customer
relationships, and core deposit intangibles, ontg delieves it was able to reliably
measure the contract-related customer relationsaips only then because it could do so
by reference to observable market transactidhs.”

SEC Review of Annual Reports

A different way of getting at the U.S. experiencghvaccounting for intangibles can be
seen in the SEC’s 2002 review of all FORTUNE 500w filings. Accounting for

intangible assets falls within the problems fadihg SEC in enforcing compliance with
GAAP. In the wake of various accounting scandalsC $ook a sharp look at company
practices with respect to disclosure of financiad anon-financial information. The

review was specifically targeted at “disclosurettlzgppeared to be critical to an
understanding of each company's financial posiid results, but which, at least on its
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face, seemed to conflict significantly with genBradccepted accounting principles or
SEC rules, or to be materially deficient in expkoraor clarity.?

The review accomplished its purpose; comment kettemnt out to 350 companies asking
them to amend their filings.

The SEC review highlighted problems with applicatiof the impairment test under
SFAS 142. The summary report by the SEC’s DivisibrCorporation Finance reveals
general problems concerning impairment of goodwaiid indefinite-lived intangibles,

allocation of goodwill among reporting units, anxpkanations of accounting decisions
regarding goodwill and indefinite-lived intangibles

Interestingly, the summary report did not highlighbblems with the ability to separately
recognize intangibles. However, conversations WIHC staff indicated that this was not
because of a lack of comments back to companiassoes of recognition. Rather, the
comments were so company and industry specificthigaissue did not rise to the level of
a common set of problems.

SEC staff did subsequently comment on the recagniof intangibles: whether a
customer-related intangible asset exists separate the specifics of the contract (such
as a real estate leasé)That comment was specifically meant to provideitamtthl SEC
guidance on the issues raised in EITF Issue 02rldustomer relationships as intangible
assets.

Survey of U.S. 10-Ks

As part of a study for the European Commission, tdsrmssociates also looked at
annual SEC 10-K filings. In this case, they speaify examined filings for 102
companies where an acquisition occurred betweererleer 2001 and April 2003.
While they found a high level of compliance witrethequirement to break intangibles
out from goodwill, they:

also found worrying inconsistencies as a result of the freedom

companies are allowed in the classification and grouping of intangible

assets. For example, take Rights and Licenses. Some comparse a

single rights category and combine an array ofrelytidifferent rights

covering all contracts and marketing assets. Otllistsbute them over a

wide spectrum of asset classes. In the case ohtsateome companies

single them out individually, whilst others aggregghem with licenses

and contracts. If the US experience is any guikdis, ¢ould be a serious

obstacle to aggregating sensible values for ind&fichtangible assets.

Even within industries the picture exhibits wide variations. We looked

at two industries within our sample to see whether picture might be
more coherent for companies from the same indwsstcyor. Across our
sample of 10 software companies, 11 different elagd intangibles were
used in varying degrees. Within the pharmaceuir@ghistry sample (of 5)

the number was &,
(emphasis in original)
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A Valuation Model Alter native

The GAAP approach is not the only model for caltntavalue of intangible assets. An

alternative valuation approach to understandindittancial situation of intangible assets
has been developed by Baruch &in GAAP accounting, valuation is calculated from
the ground up by aggregating the value of all #gasate assets—physical, financial and
intangible. Lev's expanded valuation model back$ the value of the unreported

intangible assets from the whole. In part, thislame by estimating the contribution of

intangible capital to normalized earnings (by eating a certain rate of return on

physical and financial capital). Specific intangbldo not need to be identified and
independently valued — but the value of intangildesa whole can be estimated. Using
this figure, it is claimed, along with tradition&lpitalization gives the analyst an

undistorted version of traditional financial measi(such as ROE).

It should be noted that Lev also argues for in@dadisclosure of other financially

relevant data, specifically: products in the R&[pgline; royalty stream (showing that
there is a market for the R&D); percentage of resncoming from new (or recently

introduced) products; and the contribution of bremgremium pricing. The purpose is to
disclose information that is useful to financiabbysts for estimating future earnings, not
to find current value of the intangible as¥et.

Non-financial metrics

In the area of disclosure, companies have a widgeraf experiences. A 2004 study
commissioned for the consulting firm Accenture digahows that managers believe in
the importance of managing and disclosing intamgipbbut very few (5%) have any real
system for doing s& As mentioned earlier, numerous official and qua§iial studies
have called for increased disclosure. The FASB ii&tss Reporting Research Project’s
findings on disclosure of information on intangbas not very positive. Based on its
analysis of the current disclosure practices imtigdustries it found that:

companies in the pharmaceutical industry made dersble disclosures

about their research and development activities@nduct development

pipeline. Disclosures by companies in other indestwere generally

sparse. The few disclosures found tended to be wbatevague and not

particularly helpfuf®®

The issue of other metrics was also discussecedEASB September 2002 roundtabie:
Some participants believe that the disclosure afage metrics about
intangible assets may provide more valuable insigtitan would
disclosure of their fair value. The group generallyeed that users would
welcome improvement in disclosures about intang#seets (as has been
discussed in various reports, such as the Gartsk Farce Report). Some
participants noted, however, that any requiremgrihb FASB to disclose
such information might be quite burdensome to snalbmpanies.
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These calls for greater disclosure of non-financiatrics focus on three sets of
information: external factors, “value-drivers” andternal performance measures.
Intangible assets are included in such disclostaréise extent that they are seen as value
drivers.

AICPA Report

As mentioned earlier, in the early 1990's AICPA ateel a Special Committee on
Financial Reporting charged with looking at whdbrmmation should be made publicly
available. Chaired by Edmund L. Jenkins (later @mairman of FASB), the Committee
published its reporimproving Business Reporting — A Customer Fpeusch came to
be known as the Jenkins Report, in 1494The report makes a number of
recommendations concerning ways to improve findmejzorting.

The heart is a call for development of a new commgnsive reporting model which
would include non-financial metrics. Major compoteef the new reporting model
were:

|. Financial and Non-Financial Data

* (A) Financial statements and related disclosures
* (B) High-level operating data and performance measents
that management uses to manage the business

Il. Management's Analysis of Financial and NonFgiahData
* (A) Reasons for changes in the financial, opegatamd
performance related data, and the identity and gféestt of key
trends

lll. Forward-Looking Information
* (A) Opportunities and risks, including those réisigl from key
trends
* (B) Management's plans, including critical sucdassors
* (C) Comparison of actual business performancedwipusly
disclosed opportunities, risks, and managemersalsspl

IV. Information About Management and Shareholders
* (A) Directors, management, compensation, majorettwders,
and transactions and relationships among relatgpa

V. Background About the Company
* (A) Broad objectives and strategies
* (B) Scope and description of business and pragserti
« (C) Impact of industry structure on the comp&ny

The section of this new framework on “High-leveleogting data and performance
measurements that management uses to manage thedstisvould include:

» Statistics related to activities that produce rex=n market acceptance, and
quality, such as units and prices of product ovises sold; growth in units
sold or average prices of units sold; growth oird#tage in market share;
measures of customer satisfaction; percentagefettdeor rejections; and
backlog.
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» Statistics related to activities that result intspsuch as the number of
employees and average compensation per employé¢herwolume and
prices of materials consumed.

» Statistics related to productivity, such as theorat outputs to inputs.

» Statistics related to the time required to perf@ey activities, such as
production or delivery of products or services degieloping new products or
services.

» Statistics related to the amount and quality of kespurces, including human
resources, such as the average age of key asstts,quantity of proved
reserves of natural resources.

* Measures related to innovation, such as the pexgerdf units produced in
the current year that were designed within thetlaste years, or the number
of suggestions to improve businesses processaseddeom employees in
the last year.

* Measures of employee involvement and fulfilmenglsas employee
satisfaction and the rate of change in that measure

* Measures of strength in vendor relationships, sischendor satisfaction, and
the rate of change in that meastfre.

Importantly, non-financial metrics are not limited just the performance measures
section of the report. They are woven throughoetrtiodel. For example, the section on
the new framework calls “Management’'s Analysis iolaRcial and NonFinancial Data”
should include:

Innovation, such as the percentage of revenuedtingsdrom products

that did not exist within the last three yearstha percentage reduction in

costs resulting from new processes, and the redsorthanges in those

percentage®

FASB Report

As discussed earlier, FASB launched its own follgpvproject—the Business Reporting
Research Project—and issued its own report (wighsime name)mproving Business
Reporting in 2001%° As part of the project, the team looked in degaikypes of non-
financial (non-GAAP) information that was voluntgridisclosed in eight industries:
Automotive, Chemical, Computer Systems, Food Prings Domestic Integrated Oill,
Pharmaceuticals, Regional Banks and Textile—Apparel

Because of its detailed look at current industigcpces, the report contains a wealth of
specific examples of possible non-financial metrics
» Table of monthly orders broken down by strategisitess unit and by
product category (Computer Systems).
- Information about the company’s sales and markegags, including
number of experienced professionals, backgrounddess force
productivity, and image (Pharmaceuticals).
* Quarterly changes in physical volume of productbioxginess group
and by geographic location of customer, expressegeacentages
(Chemicals).
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» Description of products in development and prodagreements with
strategic alliance partners (Pharmaceuticals).

- The number of physicians prescribing specific paisiu the total
number of prescriptions written for specific protiyand the number
of patients currently being prescribed for speciffroducts
(Pharmaceuticals).

» Plant capacities by product, including the past’geadditions to those
capacities and the additions scheduled for the mpup year
(Chemicals).

* Productivity gains over several years in terms aés per employee
and earnings before interest and taxes (EBIT) pempleyee
(Chemicals).

» Initial production rates from new fields and teltw rates for new
exploration wells (Oil—Integrated Domestic).

« The percentage of garments sewn offshore (Textilppatel).

- Disclosure of the company’s goals for the percemtafgrevenue from
products introduced within the last three yearstiogr with a five-
year chart on revenues from products introducdtienast three years
(Computer Systems).

« Detailed listing of products, brands, and registerieademarks
(Food)*’

Taking its cue from the AICPA Jenkins Report, thASB report organizes the
information into the following categories:
Business datdfor example, high-level operating data and pertomoe
measurements that management uses to manage thesslis
Management’s analysis of business d&ba example, reasons for changes
in the operating and performance-related data, thaddentity and past
effect of key trends)
Forward-looking information (for example, opportunities and risks
including those resulting from key trends; managarseplans, including
critical success factors; and comparison of adtuginess performance to
previously disclosed opportunities, risks, and nganaent’s plans)
Information about management and shareholdérs example, directors,
management, compensation, major shareholders, r@amgattions and
relationships among related parties)
Background about the comparnyor example, broad objectives and
strategies, scope and description of business apkgies, and impact of
industry structure on the company)
Information about intangible assetisat have not been recognized in the
financial statement®.

Note that these are the same general categories #s Jenkins Report with the
important addition of the last category of non-igritiaed intangible assets.

Other Models

Of course, the U.S. is not the only nation whererghare intense discussions about
increased disclosure. Over the years, there haen lze number of national and
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international projects and models. The Scandinagiaumtries have a long history of
developing such models, including the Danish letglial Capital Stateméntand the
Skandia Intellectual Capital NavigatSr. Another model that came out of the
Scandinavian experience is Karl-Erik Sveiby’s Iigefual Assets Monitot While not
focused specifically on intangible assets, the @léteporting Initiative, an international
organization made up of companies, environmentalgg, labor organization and others,
has developed disclosure guideline for economigirenmental and social factors.

SEC Guidanceon MD&A
The movement toward greater disclosure of non-firdmmetrics in the U.S. was given a
boost when, at the end of 2003, the SEC issued gqwedance for the Management'’s
Discussion and Analysis (MD&A) statement requiradpart of annual corporate filings.
MD&A statements were first required by the SEC BBQ as a way for companies to
discuss forward-looking information. This new guida gave the green light to
disclosure of generally accepted industry perforteaneasures. As the guidance states:
when preparing the MD&A, companies should considenether
disclosure of all key variables and other facttvat thnanagement uses to
manage the business would be material to investansl therefore
required. These key variables and other factors lbeagon-financial, and
companies should consider whether that non-finamtiarmation should
be disclosed?

The guidance specifically references both the FASB Jenkins reports for examples of
types of metrics that would be permissible. In atfiote, the statement gives further
clarification, specifically mentioning the followgrnfactors:

* manufacturing plant capacity and utilization;

» backlog, trends in bookings and employee turnoatssy,

* customer satisfaction;

* time-to-market;

* interest rates;

* product development;

* service offerings;

» throughput capacity;

« affiliations/joint undertakings;

* market demand;

» customer/vendor relations;

* employee retention;

* business strategy;

» changes in the managerial approach or structure;

* regulatory actions or regulatory environment; and,

« any other pertinent macroeconomic meastites.

Importantly, the guidance states that such discéssare not in conflict with regulations
that limit use of non-GAAP compliant financial imfoation:
Because these measures are generally non-financrature, we do not
believe that their disclosure generally will raissues under Item 10(e) of
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Regulation S-K [17 CFR 229.10(e)] or Item 10(h)Regulation S-B [17
CFR 228.10(h)f°

Regulation G, which restricts the use of non-GAARcial measures, also specifically
allows performance measures by defining them asdmithe scope of the restrictions:
We do not intend the definition of "non-GAAP finaamlcmeasures” to capture
measures of operating performance or statisticalsomes that fall outside the
scope of the definition set forth above. As sudn-GAAP financial measures do
not include:
» operating and other statistical measures (sucliasales, numbers of
employees, numbers of subscribers, or numbersvarasers); and
* ratios or statistical measures that are calculasaty exclusively one or both
of:
» financial measures calculated in accordance witBAand
» operating measures or other measures that arengbAAP financial
measures®

U.K. Operating and Financial Review

Others are going even further in the requiremenném-financial measures. As of this
writing, the British government is in process ofwgting their basic “Company Law,”
which will include a mandatory annual operating &nencial review (OFR). As the
report issued in March, 2005 notes:
The OFR is a new form of narrative report in whacdmpanies will need to
describe future strategies, resources, risks aodrtainties, including policies in
relation to employees and the environment whersetlage relevant to future
strategy and performance. The requirement to p@dndOFR represents a
further major step forward in improving companyadjmg and transparency and
in promoting effective dialogue on the key drivefdong-term company
performance. It also recognises that in a modeona@uy, those who run
successful companies need to develop relationstithsemployees, customers,
suppliers and others which support long-term vaheation>’

In anticipation of the OFR requirement, the BritAtcounting Standards Board issued
draft guidance last November. It contains an ekplrjuirement to disclose Key
Performance Indicators (KPI):

26. The OFR shall provide information to assisestors to assess the strategies
adopted by the entity and the potential for thdsstegies to succeed. The key
elements of the disclosure framework necessargh@ee this are:
a. the nature, objectives and strategies of thmess,
b. the development and performance of the busihesis,in the period
under review and in the future;
c. the resources, risks and uncertainties andaoesdtips that may affect
the entity’s long-term value; and
d. position of the business including a descriptbthe capital structure,
treasury policies and objectives and liquidity lod entity, both in the
period under review and the future.
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27. To the extent necessary to meet the requirensentout in paragraph 26
above, the OFR shall include information about:

a. market and competitive environment;

b. regulatory environment;

c. technological change;

d. persons with whom the entity has relations, sascbustomers and

suppliers;

e. employees;

f. environmental matters;

g. social and community issues;

h. receipts from, and returns to, shareholders; and

i. all other relevant matters.

36. To the extent necessary to meet the requirenseniout in paragraph 26
above, the OFR shall include the key performandeators, both financial and
non-financial, used by the directors to assessrpssgagainst their stated
objectives.

37. The KPIs disclosed shall be those that thectdire judge are the most
effective to use in measuring the delivery of tlstiategies and managing their
business. Regular measurement using KPIs will enaflentity to set and
communicate its performance targets and to meageéher it is achieving them.
38. Comparability will be enhanced if the KPIs tised are accepted and widely
used, either within the industry sector or moreegethy >®

As further guidance, the report discusses a numibgossible key performance
measures, such as: return on capital employed;ehpdsition; employee turnover;
retention rates; hours spent on training; etc. ietaxamples of how to calculate and
disclose were given for the following possible meas:

* Return on capital employed (ROCE);

“Economic profit;” Market Share;

* Average revenue per user (customer) (for a telemmmpany);

* Number of subscribers (for a pay TV company);

» Sales per square foot (for a retail company);

» Percentage of revenue from new products;

* Number of products sold per customer;

* Products in the development pipeline;

» Cost per unit produced;

» Customer churn;

* Employee morale;

* Employee health and safety;

* Environmental spillage (for a company involvedhe transportation of
hazardous materials);

* CO2 emissions;

* Monitoring of social risks in the supply chain @pany that sources its
branded products from overseas could face addltrsia relating to
stakeholders, in particular customers, concernsrattocal labour practices);

* Noise infringements (for an airport operator);
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Reserves (for an extractive industry);

* Market risk (for a bank);

» “Economic capital” (for a financial institution)nd,
» Cash conversion rate.

However, the Accounting Standards Board was vesgrdh stating that the list is
non-exhaustive and that these are illustrative gasnof the types of information
that would need to be included if this measure ugsl as a KPI.

Enhanced Business Reporting Consortium

Another boost to reporting non-financial metricss Haeen creation of the Enhanced
Business Reporting Consortium. A project of the @Ms Special Committee on
Enhanced Business Reporting, the Consortium igyiointogether various stakeholders
to unite on a set of guidelines and definitionsuhehed in Fall 2004, the Consortium is
well along in its recruitment phase.

As part of its activities, the Consortium is promgta June 2004 AICPA study by its
Public Company Task Force outlining possible beatfices and sample reports. As the
document states:
These sample reports amet intended to be comprehensive. Rather,
certain components of the business reports hava beghlighted and
presented here where the materials offer signifieatensions to current
practice. It is the intention of the Task Forcettttee materials in these
sample reports be considered as a collection oésid®r potential
enhancements to existing business reports and fes obntrasts with

current methods of reportirfg.
(emphasis in original)

In one of the sample reports, from Lintun Solutjoime., specific operational goals are
identified (such as “Improved Customer Retenticariyl tied to a specific value driver or
performance measure (Timely Delivery). Specific mostare developed and tracked:
This value driver is monitored using the averagenler of days delay
between anticipated and actual delivery time. TfiecBveness of this
value driver is monitored by tracking revenues @estomer and customer
retention rates (percentage of customers in a gdegind who were also
customers in the preceding periGd).

While illustrating how a company can use non-finahaenformation in its business
reporting, the study also notes a need for industagdards for this type of information:
Much work has been done to define the boundariesairganization for
financial reporting purposes. This is not true fam-financial metrics,
making comparison between reported non-financiasuees difficult. For
example, when disclosing number of personnel — dissinclude part-
time, casual labor, personnel from equity investisiepersonnel from
alliance partners, spouses? When disclosing invagsnin patents and
copyrights and corresponding returns, do thesaidecinvestments made
by joint ventures in which the business does nonh av controlling

interest?
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Sarbanes-Oxley

An interesting twist has been introduced into tlseldsure process by implementation of
the Sarbanes-Oxley Act of 2002. Enacted in resptmseyriad accounting scandals, the
law makes significant changes to increase tranapgrand reduce conflicts of interest.
While the law does not specifically address intaleg, Section 302 requires that CEOs
and CFOs certify that companies’ financial repai@snot contain any untrue statements
or omissions of material facts. Section 404 regquoempanies to document and certify
their internal financial reporting and control pedcires.

As a result, some are saying that companies mudte naaditional disclosures of
intangible assets. According to Mark Bezant anddfeth Gutteridge of Deloitte, “more
often than not, the internal controls needed fab&aes-Oxley compliance may include
intangibles which do not show up in the financigtements® Liza Vertinsky of the
law firm of Wolf, Greenfield & Sacks argues:
The new rules will have a significant impact on hamd when a company
needs to measure, monitor, and disclose informadlmyut its intangible
assets. For any company with intellectual propeftynaterial value, this
will mean understanding, measuring, monitoring ahidclosing the
relationship between intellectual property rightadathe company's
financial performance, and translating changeblénstope and strength of
those rights into reportable indicators of finahgeerformance. More
generally, the requirements will require a rethmgkiof the role of
intellectual property valuations and audits in cogbe strategy and will
require new systems for ensuring that informatidoua intellectual
property is communicated to and understood by &gsibn makers and
translated into appropriate financial reports.
Companies now need to conduct regular audits of thengible assets
and report on material changes that are likelympact their financial
strength and operatiofis.

There are those who have hoped that Sarbanes-@ilggush companies to make major
improvements in their management information syst&rrlowever, the implementation
process seems to be moving in the direction ofimental, rather than radical, changes.

Value-creation Models

The AICPA sample reports, SEC's MD&A guidance am@ tothers are simply
illustrations of the types of information that midbe disclosed. The AICPA Task Force
study mentioned above subsequently points outrbiglgm with that approach:

Current reporting models do not explicitly provisiormation about the

underlying relationships between the variety oéinal and external value

drivers and the company’s performance, sufficierdliow stakeholders to

obtain a reliable understanding of past performangeent situation and

a reasonable basis on which to predict future e8ul
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However, there are a number of specific framewdhks go beyond these lists to create
models connecting external factors and inputs witkermediate variables and

performance measures and then with ultimate firrhrmitcomes. Some consider the
Balanced Scorecard as a first attempt to link perémce measures together in a
management, rather than a measurement, sy&tihers see this as a similar model to
the Skandia Intellectual Capital Navigator and bhiellectual Assets Monitor models

mentioned earlie?’

In the Balanced Scorecard, the model seeks tddictors from four areas:

* The Learning and Growth Perspective

* The Business Process Perspective

* The Customer Perspective

* The Financial Perspective
Each of these perspectives has its own set of iNgs¢ measures, targets and initiatives
specifically tailored to the organization’s unicgituation.

A more direct model that links intangibles to compg@erformance is Jonathan Low and
Pam Cohen Kalafut's Value Creation Ind8xThey base their model on the following
intangibles that play a role in busineSs:
* Management: Leadership:
» Strategy Execution;
* Communication; and,
* Transparency.
* Organization:
» Technology & Processes;
* Human Capital;
* Workplace Organization & Culture;
* Innovation;
* Intellectual Capital; and,
* Adaptability.
* Relationships:
* Brand Equity;
* Reputation; and,
* Alliances & Networks.
The model specifically links specific value driveéosintangible assets and then to
company financial performance.

The PriceWaterhouseCoopers (PwC) ValueReportingemisdanother specific value-

creation model that attempts to provide linkageswben and among various

performance measures and measures of intandil€kis model links the external

environment (the market overview) to the compargmpetitive position and strategy
for creating value (the value strategy). It therkd that strategy to the financial targets
and mechanisms to deliver on them (managing fouejaland to the underlying

intangibles and value drivers (the value platform).

The KPMG Value Explorer model is another stratggi@nning model that explicitly
builds upon intangibles. This model identifies fiypes of intangible&®
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» Skills and tacit knowledge, including know-how araimpetencies.

* Collective values and norms, such as client foae$iability and
quality.

* Technology and explicit knowledge, such as patemanuals and
procedures.

* Primary and management processes, including ldage&s control,
communications and management information.

* Assets and endowments, including the installed lmseustomers,
brand & image, network of suppliers, network ottdland ownership
of standards.

The now defunct accounting firm of Arthur Anderdead its own version, called Value
Dynamics. Under this model assets were categormeg@hysical, financial, customer,
employee & supplier and organizatioral.
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Observations and Conclusions

In both accounting (recognition) and disclosureirdingibles, there continues to be
ongoing confusion. On the accounting side, SFAS ddd 142 are clearly not the final

words in recognition of intangible assets. A reviegiwhe various studies and discussions
with those involved in the process reveals thraatpo

First, there is some continued lack of clarity abwhat should be included. Both FASB
and AICPA have attempted to provide guidelinescasvihat intangible assets may be
recognized. However, as reviews of SFAS 141 & 14@ the earlier discussion on the
EITF statement on customer relationships point there continues to be a need for
specific technical guidance. In April 2004 FASB arded SFAS 141 and 142 to remove
mineral rights from the list of intangibles and ueg them to be treated as tangible
assets. (However, the Board made clear that cesgpatulative mineral rights are
financial assets and outside the scope of the

At its January 19, 2005 meeting FASB decided t@msiler how intangible assets are
amortized, including determination of the useftd,lunder SFAS 142. The project came
about:
in order to address diversity in practice that tiegeloped in determining
the useful life of an intangible asset for whicilmarketplace participant
anticipates renewal (hereinafter referred to améwable intangible
assets”)’®

This project clearly recognizes the nature of igthles and the factors that contribute to
their value. The project specifically raises theaan that under SFAF 141, the useful
life of an intangible asset may depend on a nurab&actors, including:
The effects of obsolescence, demand, competitiod, cther economic
factors (such as the stability of the industry, Wwno technological
advances, legislative action that results in anetam or changing
regulatory environment, and expected changes trildliion channels)’

As the question of useful life points out, broadaluation methodologies are also a bone
of contention. The IASB field study discussed earfound a consensus on the “highly
subjective” assumptions used by valuation expéttsvever, this may reflect more of a
clash between auditors and valuation experts thankerent problem with classification
of intangibles’® Had valuation experts been included in the disonsshey might have
disputed that statement and argued that audit@ssaeking an unrealistic level of
precision. They would also have pointed out thahyneontested items, such as mineral
rights and airport landing rights, have been sulie@acceptable valuations for a number
of years’®

Part of that valuation problem is the ability tduscertain intangible assets on a stand-
alone basis. The IASB field study and Brookingditason study pointed out that certain
intangible assets are difficult to separate eiff@n other assets or from the operation of
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a firm as a whol& As Baruch Lev points out, there are intangiblest ttannot be
valued on a stand-alone basis because they aréeenahd they have strong interactions
with various other intangible$® If they cannot be separated out, are they destined
remain lumped together in that catch-all categdrigoodwill™?

The accounting profession understands that theng lmeadifferences of opinion. The
AICPA Auditors Guide, in paragraph 89, specificatBcognizes the issue of whether
certain intangibles are properly identified (usthg example of customer relationships) —
and recommends what the auditor should do if thiifferences cannot be resolv&d.

As discussed earlier, the Sarbanes-Oxley Act nawires disclosure of assumptions and
methods of accounting as part of disclosing infdromaon internal controls. It also
requires a discussion as to why a company usede thosthods if alternative
methodologies exist. Numerous companies have mgartaterial weaknesses in their
internal controls. As they fix these problems, ¢heray be an increase in disclosure as to
what is a recognized intangible and what is siithped into the category of goodwill.

Second, there are areas that have been clearlydedfrom SFAS 141 and 142 which
some feel need to be addressed.

In-process R&D is still covered under SFAS 2Accounting for Research and
Development Cost$SFAS 2 generally treats in-process R&D as an inkd@gasset if
acquired during a merger or acquisition but requitke value to be immediately
expensed except under certain circumstances. Sonimge to point out that expensing
R&D creates a distorted picture of return on equdgrporate profits and corporate
productivity:

The reason the corporate profit share fell in t887:1999 boom is simple

accounting: accounting profits understated economigfits because

corporations were making large intangible investtmen the late 1990s

that they expensed. Adding intangible investmeatsdcounting profits

and to accounting investment implies a very diffiengicture of the U.S.

economy?®

Interestingly, economic statisticians are lookinghés issue in the context of the System
of National Accounts. The Bureau of Economic Analy6BEA) and the National
Science Foundation (NSF) are continuing their workrefining the R&D portion of
Gross Domestic Product (GDP) numbers. That workudes looking at the issue of
treating R&D as an investment (i.e. capitalizingtcover a number of years, similar to
what is already done with plant and equipment) emtthan expensing i This
movement by economists in charge of macroeconotatsscs toward capitalization of
R&D in the national accounts may give a new puslsimilar capitalization of R&D in
business accounting.

It should be noted that U.S. GAAP and the IASB dgads differ significantly in their
treatment of in-process R&D and the capitalizabbdevelopment costs. In this case, the
Committee of European Securities Regulators recamdséhat companies listed on EU
stock exchanges but who report according to U.SABArocedures be required to
disclose a “gquantitative indication of the impataa event or transaction, had this event
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or transaction been accounted for following IAS/8-Rrovisions. Such quantification
should provide the gross and net of tax effechefdifference on the profit and loss or on
the shareholders’ equity of the issuer, as appicib These required disclosures will
provide a quantitative record of the effect of mltgive treatments of R&D on the bottom
line. This should provide sufficient evidence tealkve the issue one way or another.

Assembled workforce is also specifically excludeshf the list of intangibles. However,
valuation experts have been valuing assembled warifand using it to determine value
of other reportable intangible ass&slf a calculation of the value of assembled
workforce is used as an input in reporting othéangibles, shouldn’t it be reported as
well (under the Sarbanes-Oxley Act requirements)?

Finally, as mentioned at the very beginning of tpaper, the different treatment of
acquired intangible assets and those generatechatiteis a major area of concern. As
the earlier FASB report on accounting for the Nesotomy stated:
There is no conceptual basis in the definition nfasset for applying
different recognition rules to intangible assetschased from outsiders
and the same assets created internally. Differenbgnition rules, if
appropriate, require some other justificatfon.

The lack of such a requirement is both father @ son of the lack of internal accounting

system for capturing investments in other intaregbl In many cases, ongoing

investments in human capital, such as expenditumda-house training, mentoring, etc.,

are not reported separately as either investmentexpenses and apparently not even
tracked internally.

Inability to capture such information makes rectigni of such ongoing investments
difficult — and the lack of a requirement to inotuduch data provides no incentives for
creation of such systems. FASB requirements cledrye, and limit, company
responses. The 2004 Accenture survey found thdt diathe respondents limit the
definition of intangibles to those defined by the@erant accounting standards bo&rd.
The Sarbanes-Oxley Act is pushing companies to agmyrtheir internal accounting
system$?® However, as discussed earlier, it remains to ke sénether this will provide
any significant incentive for revamping these systeto provide better measures of
intangibles.

Thus, under current requirements, the value ofgerhtangible assets must be reported
only if those assets are acquired from outsidectirapany and if they can be valued
separately — which may be a matter of interpretati©ertain intangibles, specifically

assembled workforce, may not be recognized assags#ters, such as R&D, must be
reported as part of expenses. Still others, suclwv@ger training, may not even be

captured by internal data.

The abandoned FASB follow-up project on intangiblesuld have been an attempt to
address some of these issues. It was very cardiimied to disclosure of assets that are
not currently recognized in statements of finangalsition but would have been

recognized under SFAS 141 and 142 if acquired ibusiness combination. Clearly,

FASB needs to revisit this project — and step ughéoplate to address these issues.
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For all these problems, in accounting there aregeized guidelines for what must be
recognized and placed on the balance sheet. Thgybmamperfect and not always
followed. But they are agreed-upon guidelines nogless. In disclosure of non-financial
measures and non-recognized intangible assetssittegtion is different. Disclosure is
guided by the framework requirements of Regulat®K, which governs content of
SEC-required report. Those requirements, and SEC interpretations fealtiisclosure
of information that would be “material” to an in¥ess decision making. Over the years,
there has been guidance from the SEC as to whainsidered “material.” However,
when it comes to performance measures and non{mesafintangible assets, disclosure
has been left up to the companies’ discretion.

There are numerous variations of a framework fecldsing operating performance and
value drivers. Each tries to link non-financial @ternative financial) information to
financial outcomes and the types of informationestors and analysts use to make their
decisions. As is often pointed out, the very natorehe important drivers — and the
performance measures — are industry specific. Thone set of measures is relevant
for all companies.

However, the state of play is rapidly changing.sFiand foremost, investors are
demanding more and better information. The Delatievey found that “nearly three-
guarters (73%) of the executives and board direcsaid their companies are under
increasing pressure to measure nonfinancial pegnca indicators® The competitive
pressures of the financial markets are such thaa ifompany does not disclose
information that is being disclosed by its commest analysts will wonder why and
inevitably draw the conclusion that the informatismegative.

The SEC'’s guidelines on MD&A are only slightly oweeryear old. Since this guidance is
new, it remains to be seen how tightly it is folledvby SEC staff in reviewing corporate
filings. The opportunity exists to make the MD&Actien more relevant. According to
SEC Commissioner Glassman:
The current reporting framework—and in particulae tMD&A—qgives
companies flexibility to provide useful informatiom investors outside the
GAAP framework. In that spirit, we would love toesenetrics and
indicators that the market deems useful. UnforelgaMD&A disclosure
has not reached its full potential because compariew it as an
obligation, rather than an opportunity to discubeirt business with
investors and potential investors. Last year, tben@ission's Division of
Corporation Finance reviewed the reports of althd FORTUNE 500
companies. The Division's most frequent commen&iae to the MD&A,
and typically cited instances where companies simptited financial
statement information with boilerplate analysisttda not provide any
insight into the companies' past performance ormess prospects. That,
in my opinion, is a tremendous lost opportunityfiicthe gaps in GAAP,
and is one of the main reasons programs like thésare questioning the
relevance of GAAP?
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Another potential force for change is the continpedh by AICPA, under the rubric of
the Enhanced Business Reporting Consortium, to ldeva common framework for
disclosure of value drivers and performance measufes discussed earlier, the
consortium’s goal is to “drive the development ateptance of enhanced business
reporting.®® Needless to say, should the consortium succeedplitd dramatically
change the way in which intangibles are reported.

Everyone agrees that accounting rules do not caplirthe relevant information on
intangible assets. Debate continues over the mefitsecognition versus disclosure
among accountants, auditors, valuation expertan@ial analysts and scholars. Questions
linger about what should be recognized on a comipabglance sheet (and therefore
valued) or simply disclosed. And questions lingbowt the accuracy and validity of
valuations and assumptions used in valuation melbgds. Yet the investor community
and corporate management continue to demand moaditagive and quantitative
information on intangible assets, performance messand value drivers.

Increasing availability of information on intangssl will take time and effort. There are
many issues to unravel. However, at a minimum etlaee some steps that can be taken in
the near term. First, FASB and IASB must confréwt disparity in treatment of acquired
versus internally generated intangibles. Secorelatdtounting profession should address
the issue of expensing R&D.

More importantly, we must focus on the goal of éettlisclosure. Even if all the
accounting problems can be fixed, there is too mogyortant data and information that
can never be reduced to an accounting valuatiothdhregard, we need to go beyond
simply adding more to MD&A. It is too easy to losaportant information there or
simply fill the space. As Alan Beller, Director 8£C’s Division of Corporation Finance
said, “I believe that some of the boilerplate amtevator music’ seen in too much
MD&A can be safely eliminated® Instead of adding more “elevator music,” theredsee
to be a comparable framework for mandatory discsof material non-financial
metrics.

Mandatory disclosure is generally justified in terof:
the informational asymmetries that exist betweemmmanies and
investors. The logic is that by arming investorsthwinformation,
mandatory disclosure promotes informed investorsitat making, capital
market integrity, and capital market efficieriGy.
However, increased disclosure also forces betfernmation collection by companies. It
is not just the asymmetry in information betweea plarties, but the lack of information
altogether. Such a framework would be as usefaldoagement as to investors.

That is not to say that there should be a onefgs@ll framework. Any framework must
be tailored to important factors for the specifidustry sector—but still allow for cross-
company and cross-industry comparisons. The Masitaty for the EU suggests that at a
minimum the following measures be included: investimin training; investment in
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R&D; investment in information and communicatioeghnology (ICT) infrastructure;
new products ratio/ turnover; patent approval patdile; employee turnover; and
employee productivity®

Going beyond cross-industry comparison, the franmkvatso needs to be a management
tool. It needs to tie the metrics directly to cagde financial performance, management’s
financial rewards and management accountability.

Likewise, it needs to deal with problems of infotioa overload. An “everything-
including-the-kitchen-sink” approach is more likétyconfuse and obfuscate, rather than
illuminate. As Troy Paredes of the Washington Ursitgy School of Law puts it:
Meaningful, effective disclosure does not simplyamenore disclosure.
Because of information overload, in some cases,entisclosure can
mean less effective disclosute.
The SEC MD&A guidance discussed earlier was anmgdteto focus on “material”
information and remove the extraneous.

Getting to such a framework will be a difficult kasAs the Deloitte survey points out,
“the two biggest obstacles to enabling the board aanior management to track
nonfinancial vital signs of the business are tlok laf sophisticated measures and doubts
that they truly matter®

That is a good description of our ongoing reseanoth creative task, beginning with a
new look at measures. In order to create new, mmplisticated measures, we must first
take a hard look at what companies actually digckrsd what investors are asking for.
We must go beyond discussion of potential framewadhlat were reviewed in this report
to look at specific measures. This will be our negearch task.

We must also look for new measures at the macre-I&or example, as we have noted
elsewhere, the U.S. does not have a set of inrmvatieasure¥ We collect data on
science and technology (such as patents) but nettlyi on innovation. Other countries
are well ahead of us in this regard; we must updatestatistical system to make better
economic policy.

Finally, we need to better understand the roletarigibles in financial markets. How the
market values, and potentially trades, intangildemother area of ongoing research.

With these and other studies by numerous orgapizsitiwe can create a corporate
reporting system that is an accurate reflectiothefintangible economy.
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APPENDIX
Figure 1: FASB List of Intangiblés

a. Marketing-related intangible assets
(1) Trademarks, tradenames
(2) Service marks, collective marks, certificatroarks
(3) Trade dress (unique color, shape or packaggrges
(4) Newspaper mastheads
(5) Internet domain names
(6) Noncompetition agreements
b. Customer-related intangible assets
(1) Customer lists
(2) Order or production backlog
(3) Customer contracts and related customer relstips
(4) Noncontractual customer relationships
c. Artistic-related intangible assets
() Plays, operas, ballets
(2) Books, magazines, newspapers, other literamksvo
(3) Musical works such as compositions, song lyrchrertising jingles
(4)Pictures, photographs
(5) Video and audiovisual material, including matjeictures, music videos,
television programs
d. Contract-based intangible assets
(1) Licensing, royalty, standstill agreements
(2) Advertising, construction, management, sereicsupply contracts
(3) Lease agreements
(4) Construction permits
(5) Franchise agreements
(6) Operating and broadcast rights
(7) Use rights such as drilling, water, air, mingtianber cutting, and route
authorities
(8) Servicing contracts such as mortgage servicomjracts
(9) Employment contracts
e. Technology-based intangible assets
(1) Patented technology
(2) Computer software and mask works
(3) Unpatented technology
(4) Databases, including title plants
(5) Trade secrets, such as secret formulas, presasipes.

' Financial Accounting Standards Board (FASBjatement of Financial Accounting Standards No: 141
Business Combinationdune 2001, paragraph A 14, pp. 28 & 29
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Figure 2: AICPA 1999 List of Intangibles

Airport gates and slots
Bank customers,
including deposits,
loans, trusts and credit
cards

Blueprints

Book libraries

Brand names
Broadcast licenses
Buy-sell agreements
Certificates of need
Chemical formulas
Computer software
Computerized
databases

Contracts
Cooperative
agreements
Copyrights

Credit information
files

Customer contracts
Customer and client
lists

Customer relationships
Designs and drawings
Development rights
Distribution networks
Distribution rights
Drilling rights
Easements
Employment contracts
Engineering drawings
Environmental rights
FCC licenses
Favorable financing
Favorable leases

Film libraries

Food flavorings and
recipes

Franchise agreements
Historical documents
HMO enrollment lists
Insurance expirations
Insurance in force
Joint ventures
Know-how
Laboratory notebooks
Landing rights
Leasehold interests
Literary works

Loan portfolios
Location value
Management contracts
Manual databases
Manuscripts

Medical charts and
records

Mineral rights
Musical compositions
Natural resources
Newspaper morgue
files

Noncompete covenants
Options, warrants,
grants, rights

Patent applications
Patents (both product
and process)
Patterns

Permits

Prescription drug files
Prizes and awards
Procedural manuals
Production backlogs
Product designs

Copyright @ 1999 American Institute ofrtified Public Accountants

Property use rights
Proposals outstanding
Proprietary computer
software

Proprietary processes
Proprietary products
Proprietary technology
Publications

Retail shelf space
Royalty agreements
Schematics and
diagrams

Securities portfolios
Security interests
Shareholder
agreements
Solicitation rights
Stock and bond
instruments
Subscription lists
Supplier contracts
Technical and
specialty libraries
Technical
documentation
Technology-sharing
agreements

Title plants

Trade secrets

Trained and assembled
workforce
Trademarks and trade
names

Training manuals

Use rights (air, water,
and land)
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