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ABSTRACT: The emergence of the current intangible-intensive economy does not only mean
enormous opportunities but aso serious challenges in different dimensions. These challenges
are mainly due to some fundamental differences in nature between physical assets and intangi-
bles. The very same reasons that explain the vast potential of intangible assets also constitute
the main reasons for inadequate applicability of conventional measurement and valuation ap-
proaches. As a consequence, it is believed that accounting information fails to capture and re-
flect a company’ s value creation attributable to intangibles. And when the information provided
by accounting fails to appropriately reflect the impact of intangibles on the company’s current
and future performance, investors will not be able to make efficient resource alocation deci-
sions. Many empirical findings suggest that, despite the poor visibility, financial analysts do
take intangibles into account and ascribe considerable value to them.

The primary source of the necessary data for the current study consists of twelve semi-
structured interviews with 12 financial analysts active in Finland. One of the findings from the
interview survey implies that although the respondents in general acknowledge the importance
of intangibles in company’s value creation, the types of intangibles and the degree of impor-
tance attached to various types of intangibles tend to vary among respondents.

KEYWORDS: accounting information, financial analysts, intangibles
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TIIVISTELMA: Siirtyminen aineettomien pasomien vallitsevaan uudenlaiseen aikakauteen on
merkinnyt paits |ahes ragoittamattomia uusia mahdollisuuksia my6s uusia haasteita. Ainedllis-
ten ja aineettomien padomien valisen perustavaa laatua olevien eroavuuksien takia, pagsaantoi-
sesti aineellisia paéomia silmalla pitéen kehitetty arvonmaaritysmalli ja yritysten raportointime-
netelma soveltuvat puutteellisesti muuttuneessa todel lisuudessa. Tdmén seurauksena m.m. ny-
kyinen kirjanpitoinformaatio antaa riittamattéman kuvan aineettomien padomien merkityksesta
yrityksen nykytilassa ja sen tulevaisuuden kehityksessa. Puuttedllisten informaatioiden perus-
teella etenkin djoittajien on vaikea tehda tehokkaita allokaatiopédétoksid. Tasta puutteellisuu-
desta huolimatta sijoittgjien on todettu kiinnittdvan huomiota aineettomiin péédomiin ja antavan
huomattavaa arvoa aineettomille pagomille.

Késlldolevan tutkimuksen aineistoldhde kasittéd 12 anayytikkohaastattelua. Tutkimuksessa
kdy ilmi, ettéa vaikka analyytikot yleisesti tunnustavatkin aineettomien pd&omien lisdantyneen
merkityksen, niiden merkitys vaihtelee tuntuvasti aloittain.

AVAINSANAT: aineeton pagoma, analyytikko, tilinp&dtdsinformaatio



Y hteenveto

Viimeks kuluneiden kahden vuosikymmenen aikana, taloudellisessa rakenteessamme on
tapahtunut merkittévia muutoksia. Nama merkittavat suuret muutokset selittyvét [ahinna
kiihtyneella teknologian kehityksella joka vuorostaan on johtanut yha kiihtyneempaan
muutostahtiin ja yritysten valiseen kilpailuun. N&in merkittéavasti muuttuneissa olosuhteis-
sa, tiedon ja osaamisen merkitys on tullut etusijalle perinteisten aineellisten pd&domien mer-
kityksen jé&dessa enemman taka-alalle.

Tiedon ja osaamisen kohentunut merkitys johtuu ndiden aineettomien voimavarojen tar-
joamista ldhes rajoittamattomista uusista mahdollisuuksista tuottaa yritykselle voittoa.
Yritysten menestys ja olemassaolo on nykypaivana pitkélti riippuvainen yrityksen hallit-
semista aineettomista voimavaroista ja sen kyvysta tuottaa voittoa yhdistamalla aineetto-
mien voimavarojen eri osia.

Siirtyminen aineettomien padomien vallitsevaan uudenlaiseen aikakauteen on merkinnyt
my06s uusia haasteita paitsi itse yritykselle myos sijoittgjille erilaisin seurauksin. Sijoittaji-
en tekemdt yrityksen arvon méaaritykset perustuvat hyvin lagjalti yritysten julkaisemiin
kirjanpitoinformaatioihin. Mutta aineellisten ja aineettomien paddomien vélisen perustavaa
laatua olevien eroavuuksien takia, paasdantoisesti aineellisia pddomia silmalla pitéen kehi-
tetty arvonméaéaritysmalli ja yritysten raportointimenetelméa soveltuvat puutteellisesti muut-
tuneessa todel lisuudessa.

Sen seurauksena nykyinen tilinpaétésinformaatio antaa riittdméattéman kuvan aineettomien
padomien merkityksesta yrityksen nykytilassa ja sen tulevaisuuden kehityksessa. Puutteel -
listen informaatioiden perusteella etenkin sijoittgjien on vaikea tehda tehokkaita allokaa
tiopaétoksid Tasta puutteellisuudesta huolimatta sijoittajien on todettu lukuisissa empiiri-
sissa tutkimuksissa kiinnittédvan huomiota aineettomiin padomiin ja antavan huomattavaa
arvoa aineettomille padomille.

Kéasilla olevan haastattel ututkimuksen tarkoitus on selvittda mitd merkitysta aineettomilla
padomilla on analyytikoille. Analyytikkojen tulosennusteilla on huomattava vaikutus yri-
tyksen osakekurssiin koska suurin osa sijoittgjista tekee sijoituspaatoksensa naihin nojau-
tuen. Analyytikoiden arvioinnilla voi siis olla varsin pitkélle ulottuvia vaikutuksia yrityk-
sen osakearvoon ja ndin ollen my6s pddomamarkkinoiden kasityksen aineettomien pda-
omien merkityksesta yrityksen menestyspotentiaaliin.

Tutkimuksesta kdy m.m. ilmi, ettd aineettomien paddomien merkitys vaihtelee aloittain.
Etenkin kasvualoilla, kuten IT- ja telekommunikaatioaloilla, aineettomiin voimavaroihin
kiinnitetddn eniten huomiota ja ne vaikuttavat merkittavasti analyytikkojen arviointiin yri-
tyksen tulevaisuuden kehityksestéd. Sen sijaan aineettomien padomien korostuneesta mer-
kityksestd huolimatta, perinteisilla aloilla niihin kiinnitetd&n huomattavasti vahemman
huomiota. Tutkimuksessa havaittiin myds, ettd analyytikkojen kayttdmét arvonmaéritys-
menetelmét ovat pysyneet melko ennallaan tapahtuneista rakenteel lisista muutoksista huo-
limatta. Ehka on tarvetta uudenl ai seen gjattel utapaan.
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1 INTRODUCTION

During the last two decades, we have witnessed a fundamental change in the structure of
our economy. Due to intensified technological and economic changes around us, the rela
tive importance of physical assets of the industrial age has being decreasing. Thanks to its
almost limitless potential to create value, creation and recreation of knowledge is becom-
ing increasingly important. Firm'’s success and survival nowadays depend largely upon the
exploitation of ideas rather than upon the expansion of physical assets.

However, the dawn of the intangible economy poses serious challenges not only to firms
but to others as well. These challenges are due to some fundamental differences between
physical assets and intangibles in nature. Intangibles are often invisible, highly heteroge-
neous and inseparable. This implies among others that conventional accounting rules and
valuation approaches cannot adequately be applied to intangibles.

So far, no one has succeeded in introducing a generally accepted and universally applicable
solution that can help us to overcome this challenge. As a consequence of this, it is be-
lieved that accounting information fails to adequately capture a company’s value creation
attributable to intangibles. And when the information provided by accounting fails to ap-
propriately reflect the impact of intangibles on the company’s current and future perform-
ance, investors will not be able to make efficient resource allocation decisions.

Invisibility, however, does not necessarily imply insignificance. The discrepancy between
a company’s book value and market value of its equity in knowledge-intensive industries
suggests that investors take intangibles into account despite the invisibility and ascribe
considerable value to intangibles.

Some questions remain though. If intangibles matter, then which of them matter and how
much do they matter? In this study, some possible answers to these questions from the fi-
nancial analysts” perspective are provided.

1.1  Aimand scope

The aim of this study is to explore and generate knowledge of financial analysts” percep-
tion on intangibles.

Some specification of the purpose of this study is appropriate. The purpose of this study
encompasses two different perspectives. Firstly how intangibles are perceived as concept
and what distinguishable characteristics are associated with intangibles by analysts. Sec-
ondly, what kinds of intangibles do financial analysts in determining future success and
survival of acompany perceive as relevant and how are they valued.

In various intellectual capital-related literatures, the intensity and variety in importance of
intangibles are shown to vary dependent on industrial age and growth potential. Therefore
in order to identify possible similarities and dissimilarities, the respondents who partici-
pated in the interview survey carried out in this study represent industries of divergent in-
dustrial age and growth potentials.



This study examines solely financial analysts from both buy- and sell-side currently active
in Finland. Thus the results and conclusions inferred from present study are not generalis-
able to other professionals in the capital market, such as brokers, portfolio managers and
individual investors. These groups of professionals are not surveyed in this study.

As an integral part of the capital markets financial analysts exert considerable influence on
the market price of afirm. It can be thus useful to obtain knowledge about the relevance of
intangibles to financial analysts. This study will hopefully contribute to generate further
understanding concerning the issue at hand.

1.2  Structure of current study

In chapter 2, relevant issues concerning the intangibles will be presented. It will mainly
encompass some explanations for the emergence of intangible economy and its implica
tions on various sectors in our economy will be presented.

In chapters 3 and 4, the description of research method employed in this study and the re-
sults obtained from the interview survey will be presented. And finally in chapter 5, sum-
mary of the findings from the current study and a suggestion for future research will fol-
low.

2 INTANGIBLES AND THEIR IMPLICATIONS

In this chapter, issues which are intimately related to the emergence of the intangible econ-
omy will be discussed. First, some issues concerning the dynamics of intangibles in gen-
eral will be presented. Then, some key implications of intangibles on different aspects of
economy will be discussed.

2.1  Theintangible economy

In various literatures many have asserted that during the last two decades, a fundamental
shift has taken place from a tangible to an intangible economy.= The distinguishing feature
of the knowledge-based intangible economy is that economic value and wealth is created
mostly by brain rather than by brawn. As Goldfinger asserts:

" The source of economic value and wealth is no Iongeréhe production of material goods
but the creation and manipulation of intangible content”.

Goldfinger, C. (1997). See also Canibano, L. et al. (1999); Lev, B. (2000).
2 Goldfinger, C, (1997), p. 5.



And as a consequence, the relative importance of physical assets of the industrial age con-
tinues to decrease. After the advent of the intangible economy, knowledge and innovations
are the key trends that manifest the modern economy.

A company’s success and survival nowadays dependséargely upon the exploitation of
ideas rather than upon the expansion of physical assets. * The increase in business-funded
R&D activity among OECD membehcountri&e in real terms as a percentage of GNP since
the late 1960's affirms this assertion.

There are three unique attributes associated with knowledge a$§ts which physical assets
lack, namely non-scarcity, increasing returns and network effects.

Knowledge assets, unlike physical assets, are non-scarce because the deployment of a
knowledge asset in a specific task does not constrain its simultaneous deployment in other
tasks. Hence, it can be deployed simultaneously in multiple tasks.

Unlike physical assets in general, knowledge assets are not subject to diminishing returns
to scale since knowledge is cumulative. Knowledge is cumulative when every new knowl-
edge is often based upon already existent knowledge. In other words, the more extensive
use of knowledge, the greater are the potential benefits. As Sveiby asserts:

" Capital assets depreciate with use, but knowledge asset appreci ates”E|

Network effects are one of the main contributors, which fortify the effects of increasing
returns. When successfully employed, knowledge assets create network effects through
positive feedback thaf,is dependent upon the interaction between a company and its cus-
tomers and suppliers”” In the intangible economy, mass production is replaced by mass
customisation. Under such circumstances, companies are compelled to create specific
products that reflect the requirements and individual preferences of consumers. And due to
this change, companies are compelled to be constantly aware of customers’ needs and
therefore consumers become involved in the actual production process through their feed-
back.

The vast value creation potential of knowledge assets is constrained by the potential
growth and size of the market.

Knowledge, however, has always been the central source that constitutes core competence.
And the core competence, in turn, has yielded sustainable competitive advantage and eco-
nomic rents, long before the dawn of the intangible economy. Therefore, the assertion that
econgnic prosperity depends upon knowledge and its useful application is not new wis-
dom.” Francis Bacon among others proclaimed already hundreds of years ago that ” knowl-
edge is power”.

Ibid.

Canibano, L et al, (1999).
Lev, B. (2000).

Sveiby, K.E. (1997), p. 23.
Lev, B. (2000).

Teece, D. J. (1981).

0 N O g b~ W



What distinguishes the current situation however is the unique structural changes in our
economic reality that have occurred during the last two decades. The uniqueness of the
current business environment can be inferred from the urgency of companies to innovate
due to intensified competition. The increasing competition is believed to be mainly driven
by globalisation and liberalisation in key econ(ﬁnic sectors together with great advancesin
technology, especialy information technology.

Both economic and technologic developments, which pursuit each other, compel compa-
nies to recognise intangibles as the critical success factors due to their vast potential to
generate ec%ﬁ)mic benefits, and to focus on intangibles in order to succeed and remain
competitive.”~ Knowledge creation and management have therefore become one of the
main concerns of companies in the intangible economy.

Because of the profound importance associated with intangibles in our knowledge-based
economy, several attempts have been made to find adequate definition and classification of
them in order to broaden our understanding of intangibles ™~ This is because the prerequi-
site for developing and successfully exploiti ngﬁtangibles is that they can be identified,
classified, measured and reported appropriately.

Failure to identify means also failure to efficiently exploit and allocate v le resources,
which may result in aloss of competitive advantage and economic wealth.

2.1.1 Current definitions of intangibles

Despite various efforts to define and classify intangibles, there isn’t any precise definition
or classification that has gained common acc ce. As Johanson et a. contend, “Thereis
no generally accepted definition of intangibles.”

According to IAS 38 issued by International Accounting Standards Committee, intangible
assets are identifiable non-monetary assets without physical substance held for use in the
production or supply of goods or services, for rental to others, or for administrative pur-
poses that are identifiable and controlled by an enterprise as a result of past events and
from which future economic benefits are expected to flow to the enterprise™ This defini-
tion does not encompass human resource such as employees skill and experience that are
critical to value creation of a company.

Petrash and Bukowitz define intangibles as anything valued without physical dimensions
that is embedded in people or derived from processes, systems and culture associated with
an organisation. Their definition includes for iance brands, individual knowledge, intel-
lectual property and organisational knowledge.

°  Lev, B. (2000).

0 pid.

1 Johanson, U. (2000).

2 Ahonen, G. (2000).

3 Canibano, L. et al. (1999).

¥ Johanson, U. (2000), p. 2. See also Eronen, A. (1999b).
> |ASC. (1998).

1 Petrash, G. and Bukowitz, W. (1997).



Both Sveiby and Edvinsson and Malone define intangible assets e difference between
the market and book value of firm’s equity or stock price premium.

The Intangible Research Centre of the Leonard N. Stern School of Business views intangi-
bles in two different ways, broadly and narrowly. According to the broad definition, intan-
gibles are non-physical sources of future economic benefits to an entity or alternatively all
the elements of a business enterprise that exist in addition to monetary and tangible assets.
The narrow definition on the other hand defines intangibles as non-physical sources of
probable future economic benefits to an entity that have been acquired or developed inter-
nally from identifiable costs that have a Eﬁite life and market value apart from the entity
and are owned or controlled by the entity.

According to Arthur Andersen, intangible assets are non-physical in nature capable of_pro-
ducing future economic benefits and protected legally or through a de facto right.= Its
definition of intangibles comprises four kinds of intangibles, namely brands, intellectual
property, publishing rights and licenses. Alike definition of intangibles in IAS 38, Arthur
Andersen’s definition is far from exhaustive because it disregards other critical elements of
intangibles, such as human resource and know-how. Its definition includes solely such
kinds of intangibles that are typically acquired in connection with business acquisition and
excludes such intangibles that are created internally.

Hendriksen and van Breda define intangibles as the assets that are inferred from deferrals
of expenditures on services. They separate two different types of intangibles, traditional
intangibles on the one hand and deferred charges on the other. Deferred charges include
such elements as advertising and promotion, computer software development costs, organi-
sation costs and training costs. The traditional intarglbl% include typical intellectual prop-
erty rights, such as patents, licenses and copyrights.

Distinguishing similarities between various definitions of intangibles are lack of physical
form, requirement on some form of control on legal or illegal basis and capability of
yielding future economic benefits.

2.1.2 Classification of intangibles

There are numerous suggestions of classification é’.ﬂtangibles but there are also divergent
views on how to appropriately classify intangibles.

One of most widely recognised classification of intangibles is the classification of intel-
lectual ital as suggested by Swedish insurance group Skandia and Leif Edvins
son(1997).~ They divide intangibles into two main categories, namely human capital,
structural capital. The structural capital in turn encompasses customer capital and organ-

7 sveiby, K.E. (1997). See also Edvinsson, L and Malone, M.S. (1997).

8 Canibano, L. et al. (1999).

19 Arthur Andersen. (1992).

% Hendriksen, E.S. and van Breda, M.F. (1992).

2L Canibano, L et.al. (1999). See also Eronen, A. (1999); Johansson, U. (1999).
2 Grojer, J. E. (2000).



6

isational capital which in turn comprises of innovation capital and process capitaI.EITheir
classification can beillustrated as following:

’ Market Value ‘
[
[
Fiancial Capital H Intellectual Capital ‘
[ 1
’ Human Capital ‘ ’ Structural Capital ‘
[
[ 1
’ Customer Capital HOrganizational Capital‘

’Innovation Capital‘ ’ Process Capital ‘

Source: Skandia (1994)

Human capital is defined as all individua capabilities, associated with the individual
knowledge, skill and expertise of the employee and management that are non-stationary. It
iscrucial for the organisation because it facilitates innovation and strategic renewal.

Structural capital is defined as ”the embodiment, empowerment and supportive infrastruc-
ture of human capital” and refers to among others information channels and databases and
corporate culture which are to a various degree owned or controlled by the company. It en-
compasses such systems, tools and operating philosophy that organises the flow of knowl-
edge. These forms of intangibles are stationary and it enables companies to meet market
requirements.

The organisational capital can be described as organisation’s ability to extract the best so-
lutions from the knowledge of its workers. Firm can be regarded as a repository for know!-
edge. However each individual can possess a high level of intellect but if the organisation
has inadequate infrastructure through which human intellect is embodied and empowered,
the overall intellectual capital can not be maximised. This innovation capital within the or-
ganisational capital is a company’s ability to transfer, assemble, integrate and exploit
knowledge assets.

The other element of the organisational capital, process capital, can be described as the
company’s ability to create value from human capital by work. For instance in software
industries, this element of organisational capital may be very important.

Finally the customer capital within the structure capital refers to customer relations. It is
concerned with firm’s relationship with its externa environment and may include such as
customer relationships, customer loyalty and supplier relations. Its primary objective is to
through interaction with its customers and suppliers better adapt to market demands by
capturing value of loyal customers and external networks.

% Edvinsson, L and Malone, M.S. (1997).



Also Sveiby proposes the three-fold division of intangibles that of similar to Edvinssons
and I\éﬂlon% He refers to external structure, interna structure and individual compe-
tence.

The externa structure comprises of company’s external relationships with its customers
and suppliers, brand names, trademarks and reputation or corporate image. The value that
can be derived from these assets are largely dependent on how well the company solves its
customers” problems.

The internal structure consists of such asset as patents concepts and administrative systems
which are created by the employees and are either internally generated or externally ac-
quired. Also the informal structure and the corporate culture belongs to the internal struc-
ture. The internal structure and the people together constitute what is generally referred to
as organisation.

Sveiby defines individual competence as individual’s ability to act in various situations. It
includes skill, education, experience, values and social skills. All assets and structures are
the embodiment of human action and depend ultimately on individuals for their continued
existence. The competence cannot be owned by anyone but the person who possesses them
because people cannot be object of property rights. Sveiby’s classification can be illus-
trated as followi ngéﬁ,1

’ Market Value ‘
[
[ ]
Tangible Net Book Value Intangible assets
Indicators
|
[ [ ]
External structure ‘ ’ Internal structure ‘ ’ Individuals’competence

Sveiby’s classification is compatible to Edvardsson’s and Malone’s and the resemblance of
the two classifications by Edvinsson and Sveiby is relatively obvious.

Roos et a. on the otrg hand propose a twofold classification of intangibles into human
and structural capital.~ These two main capitals are further divided into three subcatego-
ries each. Human capital is thus further divided into competence based on knowledge and
attitude based on motivation and behaviour. In addition, human capital includes intellectual
agility based on innovation, imitation, adaptation and packaging.

Structural capital in turn entails relationships with customers, suppliers, aliance partners
and shareholders. Organisation includes infrastructure, pI’OCﬁeS and organisational cul-
ture. Structural capital includes also renewal and development.

2 Sveiby, K.E. (1997).
% http://www.sveiby.com.au/EmergingStandard.html
% Roos, J. et al. (1997).
" Roos, J. et al. (1997).



Despite some variety, there are several common characteristics between various sugges-
tions on classification of intangibles that are apparent. One of the apparently similar fea-
tures is the cat%orisation of intangibles into human-related, organisation-related and ex-
ternal relations.

Another distinguishable similarity between various suggestions for classification of intan-
giblesisthat intangibles are regarded often as financial or non-financial by their nature and
as being internally gen%ﬁ\ted or externally acquired and further more as person-dependent
or person independent.

A further similarity between different classifications of intangibles is that intangibles often
entail either intangible property or/and intangible resource. Here the intangible property
encompasses such assets that are protected by law. The intangible resources on the other
hand constitute the remaining assets which does not qualify as intangible property within
the legal framework. Hall defines intangible resources either as assets or skills. It involves
either skills or competence and encompasses such resources as er%I oyee knowledge and
suppliers, all of which enable the organisation to cope with change.

One of major problems that encumber various attempts to produce a common prescriptive
definitions and classifications of intangibles seems to be that intangibles are often difficult
to identify and to separate from other assets. This is due to the fact that intangibles often
interact with each other, which makes it difficult to separate.

This is further aggravated by the fact that intangibles are often fEPIy heterogeneous not
only between different category but also within the same category.

2.2 Chalenge for accounting

As addressed above, the economic wealth and corporate value were mainly produced by
physical assets, which could easily be identified and recognised as either assets or costs.
However as the firms are compelled to commit and direct more and more funds to intangi-
ble investments and since most of these assets are to a large extent invisible in financial
statement, transformation into intangible economy poses many serious challenges to the
informativeness of accounting information. As Gréjer and Johanson assert:

" These soft resources are only given minor recognition in today’ s financial statement” .

Several both academics and professionals within financial accounting field have claimed
that value relevance of information disclosed by accounting has been deteriorating due to
the change in economic reality.™ Lately witnessed discrepancies between the market value
and the book value of companies especialy within the software and telecommunication

% sveiby, K.E (1997). See also Edvinsson, L. and Maone, M. S. (1997).

% Canibano, L. et al. (1999). See also Eronen, A. (1999); Gréjer, J.E. and Johanson, U. (2000).

¥ Hall, R. (1992). See also Johansson; U. (1999); Eronen, A. (1999).

3 Seedso Goldfinger, C. (1997).

¥ Grojer, J.E. and Johanson, U. (2000), p. 2.

¥ Lev, B. (1999); Amir, E. and Lev; B. (1997); Lev, B. and Zarowin, P. (1998); Eronen; A. (1999); Sveiby,
K.E. (1997); Canibano, L. et al. (1999).



industry are often presented as prominent evidence of declining relevance. This is mainly
due to failure by conventional accounting to adequately capture the company’s value crea
tion attributable to intangible assets.

The logic behind accounting practice that is designed for informational needs of manufac-
turing industries poorly corresponds the current situation where the intangible assets domi-
nate. When business environment has gone through substantial changes since conventional
accounting were invented, it is natural that there exists a need of corresponding change in
the way companies disclose information. As Sveiby maintains:

" if we measure the new with the tools of the old, we won’t be able to perceive the new” .@

Especialy when accounting information is competing in current information society with
other information sources, the relative usefulness of accounting information decreases es-
pecially as the speed of diffusion of these informations has increased due to advances in
information technology. This is because as accounting information becomes comparable, it
can be partially abandoned if it is inadequate in comparison to alternative sources of in-
formation.

In order for accounting information to prevail in a competitive information market, it is
essential that the information provided by accounting succeed in adequately reflecting the
economic reality in which companies operate by providing relevant historical data on
firm’s past performance and firm’ s ability to create future value.

However many accounting standards and practices have remained stagnant while business
has Cl@'\ged. Many of them still do not recognise innovative activities as strategic vari-
ables.

On the other hand when evaluating the usefulness of accounting information for investors,
one should also be avvaég| of the fact that investors can and do readily take advantage of
portfolio diversification.

The theory of portfolio diversification suggests namely that most of unsystematic risks as-
sociated with stocks of each company can substantialy be diminished through diversifica-
tion. And as a consequence, the demand for firm-specific information diminishes as the
degree of diversification increases.

This suggests that demand for firm-specific information among investors variesin relation
to the degree of diversification. A diversified investor will not have demand for informa-
tion about risk related to each security included in his portfolio whereas for less diversified
investors security-specific information is crucial. Therefore the demand and usefulness of
accounting information can vary substantially between investors dependent upon the de-
gree of diversification.

¥ Sveiby, K.E. (1997), p. 155.
% Canibano, L. et al. (1999).
% Beaver, W, H. (1981).
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2.2.1 Recognition of intangibles

Although there seems to be a relatively unanimous opinion about the inadequacy of current
accounting treatment of intangibles, there are several dissenting opinions of whether intan-
gibles should be recognised as in financial accounting and if so how they should be
reliably measured and depreciated.*~And as a consequence asset recognition of intangibles
differ across countries.

Those who advocate non-recognition of intangibles assert that there are significant differ-
ences between intangibles and tangible asset in several aspects.

According to them, intangibles are first of all often difficult to identify and to separate
from other assets. Unlike tangible assets in general, intangibles are highly heterogeneous
not only between categories but also within a given category. Furthermore intangibles of-
ten interact with each other. And when the value of an asset is predicated on the existence
and/ %SL_luse of other assets, it is hard to determine the separate contribution of the intangible
asset.

Difficulties of reliably distinguish intangibles from each other means also lack of reason-
able certainty in the measurement. Various expenditures on these items cannot be distin-
guished from the cost of developing the business as whole. Hence for instance IAS 38
paragraph 52 explicitly prohibi ts@e recognition of such internally generated intangibles as
goodwill, brand names as assets.

The non-recognition of intangibles as assets is also often justified by the high level of un-
certainty that is involved in investments in intangibles. Kothari et a found that earnings
volailjty of R&D investment is three times greater than that of investmentsin physical as-
sets.*“There is an inherent, high degree of risk of innovation process and the intangible
investment underlying this process. Certainly investments in tangibles also involye some
degree of risks, but the risk inherent in intangiblesis generally substantialy higher.

Furthermore, it is argued that intangibles that are fundamentally derived from knowledge
asset, do not follow the same patterns of depreciation as tangible assets. Because intangi-
bles are not limited by physical constraints, they do not follow the classical progressive
depreciation rules. Some assets imp&z'lr rapidly in their value while others follow non-linear
and often unpredictable life cycles.

Also the absence of an active market for most of intangiblesis claimed to justify the differ-
ent accounting treatment of intangibles. **~The absence of an active and organised market
for intangibles make measurement and valuation of intangibles almost impossible within
the framework of conventional measurement and val uation approach.

8" Canibano,L. et al. (1999).

¥ Lewis, E.E. and Lippitt, JW. (1999). See also Canibano, L. et al. (1999).
¥ |AS 38, paragrahp 52. (1998).

40" Kothari, S.P. et a. (1998).

“ Lev, B. (2000).

2 Goldfinger, C. (1997). See also Canibano, L. et al. (1999).

4 Canibano, L. et.al. (1999). Seeaso Lev, B. (2000).
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Issue of ownership of intangibles is also referred to as another weighty reason for non-
recognition of intangibles as assets. This is because the ownership of intangibles is consid-
erably ambiguous than tangible assets. For instance unlike tangible assets that are exclu-
sively owned by a company, some intangibles cannot be owned by a company in legal
sense. No employee cannot be owned by a company neither are the customers even though
they both contribute significant value to a company.

Those who advocate equal treatment between tangible assets and intangibles contend that
different asset recognition criteria for intangibles are beset by inconsistencies.” They
maintain that discrimination of investments in intangibles by severa accounting regulatory
systems is inconsistent because the economic rationale underlying the investments in both
types of assets are aike. They are both necessary for firm’s value creation and inspired by
common C‘E}ﬁ’orate goal to achieve a higher long-term profitability and competitiveness in
the future. = When investment expenditures of intangible assets cannot be capitalised or
amortised as tangible assets but must be immediately expensed, the principle of matching
costs become distorted and eventually make it difficult to identify cause and effect-
relationship in value creation.

2.2.2 Externally acquired vs. internally generated intangibles

In accordance with the conclusions from the Lisbon European Council, the European
Commission has proposed that all EU publicly traded companies should be required to
prepare consolidated accounts in accordance with 1AS and provide an option for ber
States to allow unlisted companies to report in accordance with IAS until year 2005.~ As a
consequence IAS issued by International Accounting Standards Committee will prevail as
the only common accounting standard within EU. As the prescriptive accounting standard,
IAS will have far-reaching consequencesin the near future.

The International Accounting Standards Committee issued IAS 38 ” intangible assets’ in
September 1998. IAS 38 prescribes that an intangible asset should be recognised initially at
cost if and only if asset is identifiable, controlled and clearly distinguishable from enter-
prise’s goodwill. It also prescribes that the future economic benefits attrihutable to an asset
should be probable and the cost of the asset can be measured reliably™*" These require-
ments applies to both intangible asset is acquired externally and generated internally
through development activities or other types of activities. If an intangible asset does not
meet above-mentioned criteria for the recognition, IAS 38 requires the expenditure to be
recognised as an expense when it isincurred.

IAS has however not been well received by professionals. This is because despite its
wording, the accounting treatment in IAS 38 for internally generated intangibles is sub-
stantially different from acquired intangibles. The qualification criteria for internally gen-

“ " Lev, B. (2000).

% Sveiby, K.E. (1997).

% EU Financial Reporting Strategy. (2000).
47 ]ASC. (1998).
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erated intangibles are more restrictive than for externaly acquired intangi bI% As aresult,
very few internally generated assets would be able to qualify for recognition.

Discrimination of internally generated intangible assets is, according to many, unjustified
since there lies no significant difference between externally acquired intangibles and inter-
nally generated intangibles. They are equally vital for firm’s value creation and are created
or acquired by common corporateﬁgloal, that is to facilitate a higher long-term profitability
and competitivenessin the future.

IAS 38 specifically prohibits the recognition as assets of internally generated goodwill,
brands, mastheads, publishing titles etc. However this prohibition does not apply when
they are acquired. It is stated in paragraph 52 of 1AS 38 that expenditure on internally gen-
erated brands and similar items cannot be distinguished from the cost of developing the
business as whole. However this is equally impossible to distinguish brands when it is ac-
quired.

Secondly it follows from the recognition criteria that all expenditure on research should be
recognised as an expense. The same applies to training costs and advertising costs. How-
ever expenditures on internal R&D activities and advertising activities undoubtedly con-
tribute to firm value creation. Results from several empirical researches indicate the value
relevance ascribed by capital markets to certain internally generated intangible assets. For
instance Chan et. al fOlﬁl a positive stock market reaction to firm’'s announcements re-
garding R&D activities™ Chauving and Hirschey show that not only R&D expenditures
but also advertising investments have large, positive impact on the value of company.

These empirical findings support the view that even though internally generated intangi-
bles are not currently recognised as assets, they contribute to firm value and the capital
market ascribe asset-like status to certain types of internally generated intangibles. These
findings imply that non-recognition of certain intangibles can have deteriorating impact on
informativeness of accounting information.

2.3  Challengefor capital market

The crucial role of information on financial market is unassailable. Movements in security
price we witness in the stock market is a reflection of different actors™ assessment of com-
panys” future earning potentials based on available information set.

In their assessment different actors in the financial market including investors, financia
analysts and creditors, primarily rely on information disclosed in accounting data. Ac-
counting underpins the entire system of market information.

However when accounting fail to appropriately reflect the impact of intangibles on com-
pany’s current and future performance, investors will not be able to asses the value of

8 Canibano, L. et al. (1999).

49 Sveiby, K.E. (1997).

®  Chan, SH., Martin, J.D. and Kensinger, JW. (1990).
L Chauvin, K.W. and Hirschey, M. (1993).
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companies to make efficient resource allocation decision. And this may affect an effective
resource allocation in the capital markets.

Investors may be reluctant to allocate his or her resource to companies that undertake large
investments in intangibles, because these companies appear less appealing in the short
term. Instead, they may decide to allocate investments to companiesé%at invest little or
nothing in intangibles and thus appear more appealing in the short term.

According tomir and Lev this may explain why R&D intensity firms are systematically
undervalued. == Operations within these industries involve substantial investments in R&D
and customer acquisition early in a firm’s life cycle. Immediately expensing such invest-
ments that contribute to firm’'s future value, will distort the true picture of firm’'s future
potential.

Furthermore when accounting information is distorted in this manner, the information gap
between the corporate insiders and the investors increases, i.e. asymmetric information.
Information asymmetry is a situation where for a given amount of information one party of
the market has better information than the others, and the less informed side is aware of
this difference. Eccles and Mavrinac found that there is a information gap among market
participants and that this géﬁ) is most obvious between the management and investors in
high-technology industries.

Both theoretical and empirical researches suggest that asymmetric information has nega-
tive effect on the financial markets. According to van Ees and Garretsen asymmetric in-
formation in financial markets causes inefficiencies because problems related to adverse
selection may arise an%investors may demand for a higher risk premium in compensation
for higher uncertainty.

The salutory effect of shrinking the informational gap between the informationally superior
management and the informationally inferior investors appears to be obvious. The main
benefits of improvements in informativeness of accounting will most likely be enhanced
probability of good investment decisions.

Severa studies in relation to impact of accounting on information asymmetry in stock
market have been conducted by using bid-ask spreads as proxies for transaction cost in the
stock market induced by asymmetrical information. One of the main empirical findings
from these studies is that the availability of better accounting information can reduce trans-
action costs that are proxied by reduction in bid-ask spreads:* These results imply that
transaction costs in terms of reduction in bid-ask spreads may be achieved by enhancing
the quality and content of accounting. Hence, it seems crucial to to transform the, insider
information to outsider information, thereby reducing the information asymmetry.

%2 Canibano, L. et al. (1999).

% Amir, E. and Lev, B. (1997).

> Eccles, R. and Mavrinac, S. (1995).

*®  Van Ees, H. and Garretsen, H. (1993).

% Callahan, M.C., Lee, C.M.C. and Yahn, T.L. (1997).

" Diamond, D.W. and Verrecchia, R.E. (1991). See also Callahan, C.M. et al. (1997).
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However at the same time, it is important to bear in mind that security prices reflect a
comprehensive range of information disclosed by various means among which accounting
information constitute only one alternative source of information. Hence an investor is not
constrained to use and does not use solely the information provided financial account-
ing but they can and do exploit other sources and types of information. 2

As Beaver states:

"It may be naive to believe that merelyecause an item does not appear in the financial
statements, it is not reflected in prices.” =l

It is the economic meaning of any information for security prices which is important not
the way in which it is described in accounts. When assessing the usefulness of accounting
information, it is therefore necessary to take other available sources of information into
account.

There seems to be a great controversy OVI%| the way in which to remedy the decreased in-
formativeness of accounting information.> Lev and Zarowin suggest capitalisation of in-
tangible investments as a remedy for deteriorating informativeness of accounting informa-
tion and information asymmetry. They contend that such capitalisation will improve the
periodic matching of costs and benefits. Furthermore, amortisation and write-offs of intan-
gible assets will disclose at the same time information about manager’ s assessment of the
expected benefits of intangibles. And this would decrease the information asymmetryg?fso-
ciated with uncertainty of the progress and success of innovation producing activities.

Some however have cast doubts on the suitability of extensive capitalisation.EI Financial
analysts, among others, have opposed the capitalisation of internally generated intangibles
because capitalisation of intangibles” costs may not accurately measure the economic value
of these assets.” Their opposition may on the other hand be an attempt to secure their own
position as a crucia information intermediary. Disclosing more accurate information about
the value of intangibles may namely diminish the value of their contribution to information
production.

Furthermore capitalisation and the amortisation of capitalised intangibles is opposed be-
cause it will be based on management’s own discretion. There are some concerns that this
may open opportunity for management to abusive reporting behaviour because capitalisa-
tion of costs attributable to intangible assets cannot accurately measure the economic value
of intangible assets.

Some have suggested the possibility of enhancing current accounting information by in-
cluding more extensive and detailed information. But there are also certain scepticism con-
cerning more extensive and detailed disclosure to correct information asymmetry. This is

*®  Hopwood, A. (1981).

% Beaver, W. H. (1981), p. 164.

0 Canibano, L. et al. (1999).

' Lev, B. and Zarowin, P. (1998).

2 Ely, K. and Waymire, G. (1999).

8 Canibano, L. et. al. (1999). See also Lev, B. and Zarowin, P. (1998).
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mainly due to competition i$ues.@8ince too extensive information content may under-
mine the potential competitive advantage that the firm has achieved through investmentsin
intangibles because of the possible danger of imitation. These imitations could result in a
substantial decrease in ROE that ultimately may lead to impairment of share value.

It may be thusin the interest of both managers and shareholders with long-term Elterests in
the firm not to reveal information, which may expose the firm to its competitors.

2.3.1 Usefulness of non-financial infor mation

There are several empirical findings that indicate that as a consequence of deteriorating
informativeness of accounting information, increasing importance is being ascribed to non-
financia indicators of qualitative nature by investor community.

Severa empirica evid of significant association between firm’s market value and new
product announcements™, employee development programmes d customer satisfac-
tion"**indicates usefulness of non-financial datafor capital market.

Furthermore, the empirical evidence from studies conducted by Ernst & Youn%ai ndicate
that investors are taking broad range of non-financial information into account.™ For in-
stance results from survey conducted by them show that five most highly valued factors
that influence investor’'s capital allocation decision were, strategy, quality of strategy,
management credibility, innovativeness and firm’s ability to attract talented people.

At the same time it is essential to bear in mind that the decreasing usefulness, however,
should not be interpreted as a total absence of usefulness. Even though the relative impor-
tance of accounting information in a state of rapid phase of change may prove to be less,
there is aways a need for historical information about a company.

Historical information provide crucial means of interpreting the most recent information
which in isolation may appear meaningless, especialy for those who evauate past rela-
tionships as a primary means of assessing company’ s future development.

What decreasing relevance impliesisthat in aworld of accelerating rate of change where an
extensive part of vaue creation is attributable to intangible assets, firms” future fi narﬁal per-
formance can better visualised by more forward-looking, non-financia information.

For instance Dzeng showed that financial information complemented with non financial
infornﬁion enhance accuracy of earnings forecasts than financial statement information
alone. = Many of those who have asserted the decreasing value relevance of ﬁcounti ng
information have thus proposed more extensive use of nonfinancia information.

®  Canibano, L. et.al. (1999).

®  Canibano, L. et al. (1999).

% Chaney, P., Devinney, T. and Winter, R. (1991).

" Gordon, L.A., Pound, J. and Porter, T. (1994). See also Canibano, L. et.al. (1999).

% |ttner, C.D. and Larcker, D. (1998).

% Ernst & Young. (1999).

" Mavrinac, S. and Siesfield, T. (1998); Kaplan, R.S. and Norton, D.P. (1993); Sveiby, K.E. (1998).
™ Dzeng, S. (1994). See also Cohen, JR. et al. (2000).

2 |ttner, C. and Larcker, D. (1998).
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One of the main shortcomings which hampers the usefulness of non-financia indicatorsis
that the outcomes from these indicators are due to the lack of comparability and imparti %
ity because there is not any generally accepted standard for reporting these measures.
Comparisons across firms that are critical to investment decisions are difficult since the
ways the non-financial measures are calculated may vary over time.

There are also some concerns that the non-financial data from companies may be biased
and manipulated in the absence of sanction by external auditors.
Lev and Zarowin maintain therefore that in order for non-financial information to remedy
its low reliability and comparability, it should be transformegd_into financia variables
which will alow it to be linked to the financia reporting system.

Sveiby however asserts that there are no significant differences on reliability and objectivity
between financial and non-financial indicators. He contends that financial measures, as an
established framework, has higher face vaue because it is experienced as being more objec-
tive measure and easy to quantify. However according to Sveiby there exists noE%bj ective
measures because any measurement is limited by both uncertainty and subjectivity.

The main reason why the financial measures seem more objective is because they have
existed and exerted influence on us so long that their objectivity are taken for granted and
are unquestioned. However taken-for-granted beliefs, unquestioned operating rules and
other premises and practices can create self-constrained view of the world. While they cre-
ate away of seeing and acting, they aso tend to create ways of not s%'ng and eliminate
the possibility of actions associated with aternative views of the world.

2.3.2 Theroleof financial analysts

Financial analysts form an integral part of capital market by functioning as information
link between the company and investors.

Financial analysts are believed to have considerable influence on the market price of firm’'s
security, when most inyestors rely on analyst earnings projections and estimates instead of
producing their own.== Especially when the usefulness of traditional accounting informa-
tion is decreasing in a world of rapid changes due to time lag, analysts’ provide valuable
prospective information by relying on comprehensive range of different information
Sources.

Hirst et. a contend that among various sources of information that are available for inves-
tors, the information proved by financial analysts is one of the most important source of
information for investorsZ2These information are believed to have value because financial
accounting information are in general highly complex due to its technical nature it requires
professionalism in order to be utilised meaningfully.

" Lev, B. (2000).

™ Lev, B. and Zarowin, P. (1998); Canibano, L. et al. (1999); Eronen, A. (1999).
" Sveiby, K.E. (1997).

" Morgan, G. (1997).

" DeBondt, W. and Thaler, R. (1990). See also Beaver, W. (1982).

®  Hirst D. E. et.al. (1995).
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Thanks to their expert knowledge, financial analysts play a significant role in promoting
efficient functioning of the capital markets by reducing the information asymmetry by
serving as an indirect external monitor of managerial activity and decision making. When
there is a separation between the ownership and control, there is a possibility for the man-
agement to pursue activities that benefit themselves at the expense of sharehol ders Ana-
lysts help to reduce these agency costs associated with the separatéﬁn of ownership and
control by providing information about the activities of management.

The relationship between financial accounting and financia analysts is therefore dualistic.
On the one hand financial reporting is the main source of information for the analysts, but
on the other hand the information produced by analysts through rework of financia ac-
counting data compete with the information provided by financial accounting.

Financial analysts can be divided into two different groups, buy side- and sell side analyst.
Even tough both perform analysis, it is primarily sell-side analysts who convey forecasts to
buy-side analysts, portfolio managers and retail stockbrokers. Buy-side analysts are thus
one of the various users of sell-side analyst forecasts and they use sell-side analysts report
instead of making own estimates or as an additional input into decision process when they
form their own judgement. And based on this judgement, buy-side anaysts make recom-
mendations to portfolio mana%ﬁs. However stock recommendation is common for both
sell-side and buy-side analysts.

There is adso another notable difference between sell-side and buy-side analysts with re-
spect to employment arrangement. Sell-side analysts function typically as a support capac-
ity for brokerage or investment firms who provide underwriting and brokerage services.
Sell-side analyst report is generally reported to clients through brokers.

The buy-side analysts, on the other hand, are usually employed by different asset manage-
ment firms or institutional investors like pension funds, mutual funds, banks or insurance
companies and their function more as an advisory capacity. & Buy-side analysts™ reports
are used internally by a portfolio manager.

It is the sell-side analysts who primarily maintain close relationship with corporate man-
agement. They receive more detailed information from the management through various
means e.g. conference call meetings. However the privileged access does not come without
aprice.

Some empirical findings imply that sell-side analysts are overoptimistic in their future es-
timates. Thisis referred to as upward bias.™ One possible explanation for this upward bias
isthe incentive structure sell-side analysts are facing.

As stated above, most of sell-side analysts work for different brokerage firms or invest-
ment banks that have investment banking relationship with a company. Since information
is costly to process and sell-side analysts do not contribute to generate profit to cover those

" Grinblatt, M. S. and Stephen, A. R. (1985). See also D"Mello, R. and Ferris, S.P. (2000).
8 Jense, M. and Mecling, W. (1976). See also D'Mello, R. and Ferris, S.P. (2000).

8 Schipper, K. (1991). See also Ackert, L.F. and Athanassakos, G. (1997).

8 Schipper, K. (1991). See also Williams, P. et.al. (1996).

8  DeBondt, W. and Thaler, R. (1990).
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costs, these costs must be compensated by expected profits in forms of underwriting fees,
trading profits and commissions from securities trading. Sell-side analysts are therefore
likely to make more favourable recommendations of company &ith which his firm has in-
vestment-banking relationship in order to promote transactions.

Evidence from Womack’s study indicates new buy recommendations occur seven times
more often than sell recommendations.

Another possible reason for the upward bias is the fear ogenied future access to manage-
ment as a result of unfavourable forecasts on companies.® This may provide explanations
for why analysts are reluctant to issue sells recommendations. In addition to possible denial
of access to managerial information, an incorrect judgement on a sell recommendation is
likely to be more costly for an analysts” reputations than an incorrect buy recommendation.

However a more certain information environment through enhanced informativeness of
accounting information may mitigate analyst bias. According to Ackert and Athanassakos,
there is a strong positive relation between over-optimism and uncertainty which implies
that if much uncertainty surround%afirm, analysts are likely to issue overoptimistic fore-
casts with considerable dispersion.™ When uncertainty on the other hand is low, little dis-
persion is probable among analysts” forecasts. Under such condition when little uncertainty
surrounds a firm, analysts may be unwilling to issue overoptimistic forecasts because of
reputational concerns.

24  Challenge for management

The shift to intangible economy pose also somewhat different kinds of challenge to man-
agement.

As knowledge and application of knowledge are becoming the main source of competitive
advantage for companies, it is imperative for companies to be able to efficiently identify,
generate and exploit its intangible assets. Failure to do so would otherwise result in aloss
of competitive power and financial position in the long run.

More intensified competition as a consequence of globalisation and other fundamental
structural changes mean that companies competing in the intangible economy must possess
and develop dynamic abilities.

The dynamic ability is company’s ability to detect new opportunities and to seize those
new opportunities by assembling, transferring reshaping its knowledge-based assets ac-
cordingly. In order to survive an%Fustai n, it is inevitable that companies have ability to
adapt quickly to external changes.

8 Womack, K.L. (1996). See also Ackert, L. and Athanassakos, G. (1997).
& Previts, G.J. et al. (1994). See also Francis, J. and Philbrick, D. (1993).
8  Ackert, L. and Athanassakos, G. (1997).

8 Teece, D.J. (1998).
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In order for companies to become dynamic, companies therefore require performance
measurement that is more dynamic that those in current use. The challenge here is to de-
velop a set of measures that capture the true essence of critical success factors for the com-
pany. Such measures will improve management’s knowledge of the underlying process of
value creation that is of substantial importance in order to better meet market’s require-
ment.

However just like conventional accounting systems, performance measurement systems
that were successful in the past are allegedly becoming inadequate and can result in wasted
resources and missed opportunities. This is because traditional financial measurement isin
general short-term oriented and may therefore result in management myopia.

Hence, growin&number of companies are increasingly using non-financial performance
measurements.—- Kaplan and Norton introduced balanced scorecard as one possible solu-
tion that enables management to suppl eﬁnt the traditional financial measurements with
non-financial performance measurement.

There are four key and interrelated business perspectives identified in the balanced score-
cards, namely shareholder, customer, internal and innovation which are linked with each
other by vision and corporate strategy.

Balanced scorecard provides a useful link between company’s long-term strategy with its
short- term actions and helps management to track performance from a more versatile per-
spective by indicating cause and effect relationship among output measures and perform-
ance drivers which current performance measurement insufficiently reveal.

The balanced scorecard also assist management to focus on relevant issues by minimising
information overload through decrease in number of measures.

Scorecard enriches current performance measurement by combining financial measures
with non-financial measures in an effort to convey a more comprehensive and strategic,
long-term view of the company’s condition to management. The scorecard does not there-
fore discard the conventional financial measurement but enriches it by employing other
relevant perspectives of a company besides financial perspective.

In addition to the balanced scorecards, there are other similar propositions prompting man-
agement to complement their management measurement system with non-financial per-
formance measures such as Total Quality Management.

25  Summary

As discussed above, the emergence of intangible economy does not only mean enormous
opportunities but also serious challenges in different dimensions that we must confront.
The very same reasons that explain the vast potential of intangible assets are also the main

8 ibid
8 Kaplan, R.S. and Norton, D.P. (1996).



20

reasons causing difficulties for the applicability of conventional measurement and valua-
tion approach. Non-scarcity or non-subtractive nature of intangibles, for instance, means
not only vast potential but also poor applicability of traditional economics of decreasing
returns. This is why the classical progressive depreciation rules can seldom be applied to
intangibles. They are too unpredictable. The inherently vast potential means aso inherently
high risk associated with intangibles. Non-constraints of physical form do not mean solely
that they can easily be diffused through various networks but also difficult to identify.

Despite many efforts and endeavours made in order to overcome the barriers, a conclusive
and prescriptive solution is still waiting to be found.

What seems most imminent in current situation is the need of change in our way of think-
ing. When we continue to rely on accustomed or familiar ways of thinking and interpreta-
tion, we become blind and cannot recognise certain changes that occur in our environment.

As Marcel Proust once said

" the real voyage of discovery consists not in seeking new lands, but in seeing with new
eyes’ .

There aready has been made many significant advances that insinuate changes in our way
of seeing and thinking. Increasing use of non-financial indicators and measurement that
helps current accounting and management performance measurement systems to capture
relevant intangiblesis a prominent sign of change.

3 DATA SAMPLING AND RESEARCH METHOD

This study is qualitative in nature. There are various ways of obtaining knowledge of dif-
ferent phenomena. In this chapter the central procedures that have been employed for data
sampling will be described and an analysis of the relevant data will be presented.

3.1  Description of data sampling procedure

The primary source of the necessary data for the current study consists of twelve semi-
structured interviews that had been conducted between January and March of 2001.

The purpose of these interviews was to acquire detailed knowledge about the financial
analysts” perception of intangibles. As explained above, the concept of perception in this
study will be studied from two different dimensions. On the one hand, the perception of
intangibles as a concept and, on the other hand, the perception of the importance of intan-
gibles from the analysts” perspective and how they value them.

Based on the analysis of the answers from the interviews, this study aims to draw infer-
ences concerning the financial analysts™ perception on intangibles.
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The specific form of interview chosen for this study was motivated by several important
factors.

Knowledge can be acquired in several ways. Subsequently, there are various procedures or
courses of action through which empirical information about human beliefs and behaviour
can be obtained. The interview is frequently employed in qualitative research such as the
current one. The main advantage of the interview is that as a philological interaction, it a-
lows viewing people as thinking and acting creatures. By relying on this interaction, the
investigator can attain knowledge about such human-related issues that other alternative
methods may have difficultiesin revealing.

Another main benefit of the interview is its flexibility, which allows both deep and versa-
tile information to be obtained. This aspect is essential to this study because the phenome-
non in question isrelatively new.

Because of its flexibility, the interview offers investigators opportunities to encourage re-
spondents to elaborate their thoughts and ideas further. It allows both respondent and in-
vestigator to, for instance, explain and specify different concepts or ideas that appear vague
or ambiguous. Hence, it is deemed more productive to employ the interview survey in or-
der to obtain deep insight into the respondents” perceptions and beliefs.

Participants in the interview survey consist of 12 financial analysts from seven different
financial intermediariesin Finland.

Five of the respondents were buy-side analysts and the remaining seven respondents were
sell-side analysts. Two of the five buy-side analysts worked at two asset management
companies, and three of the respondents were employed by two insurance companies. All
sell-side analysts were employed by three investment banks that provide brokerage serv-
ices.

The selection of respondents was arbitrarily carried out on the basis of alist of investment
banks and insurance companies available on the Helsinki Stock Exchange' s home page.

The selection was also partialy premeditated. It has been acknowledged in previous stud-
ies that industrial specific factors may have an influence on the perception of the relevance
of intangibles. Eccles and Mavrinac, for instance, provide empirical evidence that the ana
lysts’ percepgﬁn may vary significantly with such variables as industrial growth rates and
industry age.

And in order to take this possibility of potential similarities and dissimilarities into ac-
count, the respondents were selected in such away that they represent expertise in four dif-
ferent industry sectors, including IT and telecommunication-, biotechnology and pharma-
ceutics-, metal and paper-, and finaly food- and trade industry. Each of them represents
different industry age and growth age.

0 \www.hex fi

% Eccles, R. and Mavrinac, S. (1995).
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Each respondent’ s working experience varied from 2 yearsto over ten years. Eleven of the
respondents had acquired academic degrees in economic field and one of them had re-
ceived degree in technology as well.

The respondents were first approached through telephone call where general subject of the
interview was explained. To ensure openness and full engagement in their responses dur-
ing interviews, respondents were assured of full confidentiality and anonymity. Therefore
the names of the respondents and their employers will not be reveal ed.

For the interview purpose, a general interview guide was planned. The interview guide
was divided into two parts. The first half of the interview guide entailed questions related
to how analysts comprehend intangibles as a concept in an attempt to ascertain what kind
of dissmilar or similar features among the respondents are associated with the concept.
And the remaining half was related to questions concerning whether and to which intangi-
bles anal ysts ascribe value and how anal ysts assess their value.

The interviews were carried out in respondents” work places. The length of each interview
varied from 30 minutes to 55 minutes. Each interview was recorded and transcribed in en-
tirety.

3.2  Description of analysis method

The data collected from the interview survey was analysed based on qualitative content
analysis. Holsti defines content analysis as any technique for making inf%ences by objec-
tively and systematically identifying specified characteristics of message.

There are two different types of content analysis, namely quantitative and qualitative.
Quantitative content analysis focuses mainly on frequency of occurrence of certain content
characteristics. Qualitative content analysis, such as performed in this study, focuses on
presence/absence of particular content rather than on relative frequencies.

The qualitative content analysis in current study was chosen because it allows using non-
quantifiable frequencies and making inferences in such a way in which the different parts
of atext are interrelated. As Kracauer asserts, it is this interrelationship which often con-
tributes largely and sometimes definitively to determine the direction of the overall text. é{_‘]
studies a certain content as a reflection of deeper phenomena instead of content as such.
And it is also the context that constitutes a crucial source of knowledge for this study.

According to Bryder, data can be analysed by employing various analytical units.ElThe
material from the interview survey was analysed by classifying the materia into context-
recording and the measurement unit.

The context unit is according to Holsti, the largest body of content that may be searched to
characterise a recording unit. Context unit is necessary in order to make register units

92

See appendix.

% Holsti, Ole. R. (1969).
% Kracauer, S. (1952).
% Bryder, T. (1985).
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comparable because a reference to a certain object can appear to be irrelevant within the
boundaries of a recording unit if it is disconnected from a broader context. In the present
analysis, the twelve different interviews constitute the context unit.

Holsti defines the recording unit as the specific segment of content that is characterised by
placing it in a given category. The types of recording units can vary. It can include a spe-
cific word, sentence or theme. In current analysis, theme constitutes the recording unit.
And different types of answers from the respondents to interview questions constitute the
theme in this study. Hence, focus is not placed on some specific word but rather on mean-
ing in different sentences. The recording units in current study were categorised into 4
categories depending on the subject of a question.

The relevant categoriesin this study consist of following categories:

a) Thedefinition of intangibles
b) Relevant intangibles

c) Vauation of relevant intangibles and necessary information sources

d) Possible similarities and dissimilarities between industries in above mentioned catego-
ries

The content of three first mentioned categories consists of obtained answers to certain
questions in the interview survey. The last category however were of such nature that re-
cording units consist of the entire interview material.

The coding procedure was carried out by carefully reading through the transcription and by
relying on the non-frequency technique, i.e. by examining presence/absence of particular
content as the measurement unit. This technique made it possible to categorise different
types of answers, i.e. recording units, into categories at hand.

According to Holsti, the findings from research can aso be expressed in less strict manner
by using such terms as more, less or increasing. Results from this study will also be de-
scribed by relying on these less restrictive terms.

4 PRESENTATION AND INTERPRETATION OF THE RE-
SULTS

Following chapter consist of two main parts. Firstly, issues concerning analysts’ percep-
tions on intangibles as a concept will be presented. Thereafter, the analysts’ perception on
relevance of various types of intangibles will follow.

4.1  Analysts” perception of intangibles

The purpose of the questions related to this category was to ascertain how intangibles as
concept is perceived or comprehended by both buy-side and sell-side analysts representing
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various industries. In the light of non-consensus on definition of intangibles within litera-
tures, possible variety in definitions among anal ysts was reasonabl e to anticipate.

Results from the interview survey indicate that the concept is perceived as somewhat ab-
stract and difficult to concretise. In general the concept appears to be ambiguous and diffi-
cult to clearly restrict to certain content.

Even thought respondents © own definitions of intangibles vary to some degree certain
common characteristics of the definition of intangibles could be identified.

Some of the analysts tend to associate the concept primarily with the employees. They
were inclined to associate intangibles as a concept with latent or invisible reserve of brain-
power or capacity of employees as awhole.

Others on the other hand tend to think in a more general and abstract term without associ-
ating the concept with any specific asset. They rather appear to think more in terms of
company’s aggregate invisible and uncertain potential to yield future profits. All of them
associated intangibles with something abstract that require sacrifice in short term without
any kinds of guarantees of future profits. However they seem to find investments in intan-
gibles essential and regard intangibles as critical future success factors.

One of the respondents from the sell-side responded:

" The concept is equivalent to short-term cost and long-term gain. It is good thing to possess but
who are willing to invest in it. Generally investors prefer the profits now because there are sub-
stantial degree of uncertainty involved since you don’t know what company’ s intangibles consist
of , how they are created and what their potential to generate profitsin the future are”

Some of the respondents defined the concept intangibles by conceptually distinguishing
intangibles from intangible asset, which are currently recognised by accounting practice.
They distinguished intangibles from intangible assets in terms of cause and effect relation-
ship where the former represents the cause and the latter being equivalent of the effect. As
one of the four respondents who concur this view noted:

" Employees of the company congtitute the intangibles.... Intangible assets are result of intangi-
bles.... Intangible assets are for instance patents and other intellectual property
rights...Intangibles are a part of these intangible assets’

The logic behind this reasoning appears to be that these respondents regard intangibles as
an important input to intellectual property and thus as a invisible, non-physical part of
more visible intellectual property. Their way of perceiving intangibles as a concept appears
to be compatible to the definition introduced by Hendriksen and van Breda, namely tradi-
tional intangibles such as intellectual property rights on the one hand and deferred charges
on the other. Those elements of intangibles that belong to the deferred charges are per-
ceived as secondary in relation to intellectual property.

This can be regarded as more or less contradictory to currently available classification of
intangibles introduced in various literatures where intellectual property constitute only a
part of intangibles, not vice versa.
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The issue of ownership especialy in respect to human capital seems to explain why the
respondents did not ascribe asset status to employees and management. They tend to per-
ceive intangibles as only something that can be owned. Other resources without legal pro-
tection of ownership did not qualified as assets.

Overal, most of the respondents did not seem to associate those elements of intangibles
beyond firm’'s organisational boundaries or direct control as intangibles.

On the basis of obtained responses from the interview survey presented above, one can
draw following conclusions:

a) Likethe situation in the literature, the concept intangibles seems to be something vague
and ambiguous for anaysts and there seems to be little consensus on what actually
constitutes intangibles. This can partialy be explained by the current circumstances
where any precise and prescriptive definition of intangibles is not yet to be found and
partialy by the fact that the respondents do follow conventional accounting and valua-
tion approach rather strictly. However since current accounting information provide
only a part of truth but not the entire truth, there seems to be a gap between contribu-
tion of various types of intangibles to underlying process of value creation and the ac-
tualised visual value. This may explain why many of the respondents associated high
uncertainty in intangibles and why crucial interaction within a company as well as out-
side acompany did not qualify as intangibles. On the other hand the general impression
of respondents was that they did not seem to be interested in other crucial parts of in-
tangibles except intellectual property in any detail despite many advocacy of the em-
phasised importance of intangibles as a consequence of the fundamental transition.

b) Definitions of intangibles by the respondents imply that analysts define intangibles in
two different ways, extensively or restrictively. In broad sense, the definition of intan-
gibles by the respondents include abstract nature due to invisibility and uncertainty in
ability of generating future profits and also exclusion of network of internal and exter-
nal interaction such as customer capital. In other words, intangibles are regarded as a
entity of abstract nature within company’s formal boundaries. According to the more
restrictive view of intangibles by some respondents, intangibles correspond the collec-
tive knowledge of employees, anong which the management constitutes the most sig-
nificant repository of knowledge. Furthermore intangibles were in genera defined in
relation to intellectual property rights where intangibles are regarded as a part of le-
gally protected or traditional intangible assets. Also this narrow definition of intangi-
bles tend to disregard the economic benefits that could be generated by interaction
between the firm and its external environment.

c) Despite the different views on what the concept intangibles entails, knowledge and dif-
ferent forms of application of knowledge such as innovation regarded as important
source of company’s value even though how they contribute to value did not seem to
be well established.

4.2  Relevant intangibles and valuation of intangibles

The purpose of various questions related to the category in question was to find out which
intangibles exert crucial influence on respondents in their assessment of company’s future
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potential and to what extent the respondents ascribe value to this intangibles in valuation.
The intention was also to ascertain how respondents in practice proceed in valuation of
company’ sintangibles.

The respondents were asked to mention such factors that they regard as the crucial factors
affecting their assessment. The gquestion was specified by the investigator by first asking
the respondents to mention such firm- internal factors that trigger revision of their assess-
ment where after respondents were asked to disclose such external factors that have impact
on company’ s share price.

The obtained results imply that although analysts in general acknowledge and ascribe some
importance to intangibles in creating and maintaining company’ s future potential, types of
intangibles and the significance ascribed to different elements of intangibles vary across
different industries mainly dependent upon industry age and R&D intensity.

In following results from each industry will be presented separately although industries
similar in industry age and growth potential will be examined jointly.

4.2.1 Metal- and paper industry.

One of the fundamental characteristics of metal- and paper industry isits maturity and lim-
ited and slow growth. The industry is also characterised by its main emphasis on physical
production capacity and its correlation with market conditions.

Three of the respondents, two from sell-side and one from buy side, monitored mainly
publicly traded companiesin metal- and paper industry.

The intangibles that these respondents consider relevant in their assessment of company’s
value were know-how, innovation, product development , employee, management, organ-
isational structure and customer relationship.

There were however divergent views on significance of different intangibles among these
respondents.

Two of the respondents, one from buy-side and another from sell- side, attached little im-
portance to innovation in traditional sense, i.e. in terms R&D. Innovation in terms of R&D
seem to have rather marginal relevance to them because within this industry, the main em-
phasis lies upon physical production capacity or machinery. Also the degree of maturity
and the homogeneity of products may provide explanations for relatively insignificant im-
portance associated by these respondents to innovation in terms of R&D.

This interpretation of their perception is supported by statement of two of the respondents
from both buy-and sell-side. One of them warranted the little significance of innovation in
terms of R& D by stating:

" R&D haslittle value since the market is mature...It isn"t company’s main task in thisindus-
try.....It isn't asimportant and crucial asin for instance pharmaceutical industry.”
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Only one of the three respondents acknowledged that importance innovation in terms of
R&D has been increasing, mainly due to intensified competition and globalisation.

The two respondents who did not ascribe much value to innovation in terms of R&D
seemed to comprehend innovation in two separate ways, namely in terms of R&D and in-
novativeness equivalent to flexibility and dynamic ability of company in adapting and re-
sponding to external changes. According to these respondents the innovativeness in terms
of flexibility and dynamic ability means for instance finding new business solutions or
doing things differently than others by finding a way of offering same product with a new
product mix.

Unlike R&D, the respondents considered innovativeness in terms of sufficient flexibility
and company’s dynamic ability to cope with externa changes as extremely essential.
Therefore they revealed that they pay considerable attention to how and how rapidly the
company has been able to cope with different changes and crisis and whether there is any
flexibility at all

All three respondents regarded the management of a company as company’s most impor-
tant sensor, which helps a company to identify external changes which in accordance with
those changes provide appropriate solutions to adapt. A company was believed to operat-
ing on a solid foundation if its management has deep knowledge of its environment. One of
the respondents from sell-side stated:

" There are some companies that have clear picture of the situation which implies that they are
aware of what is happening around them, whereas others don’t...”

Strategy, which is regarded by all three respondents as another extremely significant fac-
tors, is perceived by respondents as one of the management”s main tools for optimising and
co-ordinating value creation process in order to success and maintain its competitiveness.
Innovativeness of a management was believed to be closealy linked to how the management
succeeds in finding the right way of implementing and realising the strategic goal in a con-
stantly changing and highly competitive environment.

Despite the advocacy in many literatures about importance of human resource in current
business environment, two of respondents appear to ascribe only little value to employees
other than the management and do not invest much time on analysing value of human re-
source. They believed that closely examining the employees and employee-related issues
do not yield any additional value. This may be explained by the heavy reliance on physical
production input within thisindustry. As one of the respondents from buy-side noted:

" Therole of employeesissignificantly larger in IT- industry. ”

Only one of the three respondents from sell-side attached value to employees ~ knowledge
and competence mainly due to the technological and economic advances and more global-
ised economy. When the flow of physical and non-physical artefacts in such a setting is
highly uninterrupted and it is important than ever before, it was understandable that the
respondent emphasised the importance of employee's knowledge and skill in order to
avoid any unwanted interruptions. Otherwise the company will not remain competitive.
The respondent stated:
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" ... The employees must be up to date so that the flow of material remains undisturbed.”

All three respondents ascribed significant value to the management as a part of the human
capital. They regard management as the most important part of human capital in determi-
nation of the future of a company. Management’s dynamic ability, which enables innova
tion and strategic accomplishments, was regarded as the most crucia by all respondents.

It appears that in the respondents ~ view the two categories of the intellectual capital pre-
sented by Edvinsson and Malone coalesce in management. The management is the main
human capital that facilitates strategic renewa and innovation and at the same time the
management constitute the most significant part of structural capital that enables company
to integrate, transfer and exploit company’s resources efficiently in order to gain competi-
tive advantage. As one respondent from sell-side noted:

" Organisational structure isimportant but it has to do with the management... The fact that a
company has considerable resource of brainpower is positive, but to be able to exploit themin a
right way is of greater importance and it’s mainly management’ stask to seeto it, which isn’t al-

way's an easy task.”

All three respondents regarded the different types of supportive infrastructure employed
within company which enable company to maintain efficiency as one of the most impor-
tant. This may be so mainly because there is provisional abundance of capacity at regular
intervals due to changes in market conditions.

As one of the respondents from sell-side replied:

" Normally there is always over-capacity in thisindustry. It is therefore crucia that the company
can manage that ....Every organisation should strive to exploit its capacity to the maximum to
remain competitive. Efficiency istherefore very important.”

The structural capital that allows efficient exploitation of both physical assets and intangi-
bles encompasses in respondents “ view also the efficient way of responding to external
changes. Therefore this kind of promptness was believed to be important by two sell-side
respondents. He noted:

" If company isincurring loss, it isimportant that one can act rapidly and do not remain stagnant”

Two sell-side respondents, especially in paper industry regarded relationship with custom-
ers and company’s ability to meet its main customers” demand as very important. One of
these respondents noted:

" In paper industry, the main customers consist of few large publishers to whom the company
must ensure a steady flow of papers. As a consequence the customer relationship becomes more
prominent.... The company must understand the needs of its customers and meet those needs.”

The main findings within the metal and paper industry areillustrated in following table:
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HUMAN CAPITAL ORGANISATIONAL CUSTOMER CAPITAL
CAPITAL
Competence and innovative- | -  Innovativenessin terms of - Customer relations
ness of management dynamic ability and flexibil-
ity
Strategy and implementation
of strategy

Realisation of strategic goal
Management

Different types of supportive
infrastructure

Tabel 1. Metal and paper industry

4.2.2 Food- and tradeindustry

Both food- and trade industry in Finland is characterised by intensified competition due to
entrance of new foreign competitors. Both industries show slow but steady growth which
are largely dependent upon consumer” s demand.

Three of the respondents of which two belong to sell-side, monitored primarily publicly
traded companies within food- and trade industries.

The main elements of intangibles that these respondents regard as crucial in determination
of company’s future value were quite similar to those regarded by the respondents within
metal- and paper industry.

The respondents mentioned that in their assessment of a company they take such factors as;
employees” know-how, innovation, organisational learning, efficient production- technol-
ogy, product devel opment, trademark, management, customer relationships into account.

As within metal- and paper industries, different elements of structural capital which en-
ables the efficient exploitation of intangible resources were viewed as important. This
seems to be mainly due to the degree of maturity within food- and trade industries where
the growth potential is rather limited. Thus advanced production technology which aims to
enhance efficiency and maximise extraction of value from company’s resources is re-
garded as important by all.

Innovativeness of a company appeared to embrace same signification as in the case of re-
spondents within metal- and paper industries. Thus innovation in terms of company’s abil-
ity to differentiate from its competitors by finding solutions from company’ s resources was
regarded as significant. As one of the respondents from sell-side remarked:

" Innovation isimportant.... How a company offersits products in order to attract customers’ in-
terest.”
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Unlike respondents who monitored metal- and paper industry, these respondents tend to
attach value to innovation in terms of product development to a large extent as well. All of
them perceived product development as a significant factor that increases company’'s
value. The importance attached to product-development was believed to have significant
influence on finding adequate solution to attract customers.

Even the employees besides the management gain greater recognition as important value-
creation factor by the respondents in question than by the respondents who specialise in
metal- and paper industry. Especially within the trade industry, where role of customer
service and employees interaction with customers has an important role and influence in
satisfying customers” needs and demands. This may also explain the perceived significance
of employee’s know-how as well as company’s ability to attract employees and ability of
its management in motivating employees. One of the respondents explicitly admitted that
she diligently follow company’ s recruiting policy.

Alike respondents within metal- and forestry industries, the respondents regard the man-
agement as one of the most crucial intangibles that influence on their evaluation of com-
pany’s future performance. All three respondents stated that the management and its capa-
bility are essential. Management was also regarded as the most important part of the hu-
man capital responsible for the strategic renewa and innovation. What the management
has previously accomplished influence largely on the assessment of reliability and compe-
tence of the management. As one of the respondents from sell-side stated:

" The strategy of a company and realisation of that strategy and the competence of management
are very important... | focus on whether the key persons are capable of realise the strategy on the
basis of their track-record, that it is not just aslogan. ”

Customer loyalty within trade industry was ascribed significant value by all three respon-
dents. The respondents tend to pay considerable attention to what kind of concrete meas-
ures a company is taking in order to maintain and increase loyalty of existing customers
and company’s awareness of its customers and their preferences. Customer loyaty was
regarded by the respondents as an useful mean of gaining control over its customers and as
asignificant factor that contribute to company’s value.

To achieve customer loyalty, respondents deemed it inevitable that company acquires
knowledge of its current and potential customers in order to improve its readiness to sense
how, when and what customer demands. Employe€’s role in creating customer capital was
emphasised due to their closer interaction with company’ s customers.

An increase in customer loyalty was associated with positive impact on company’ s reputation
and brand by the respondents. Another notable advantage of enhanced customer loyalty was
believed to be itsimpact on marketing costs. As one of the sell-side respondents remarked:

" | regard customer loyalty as company’s control over its customers that enhances company’s
competitiveness.... And as company’s possibility to optimise its marketing and its ability to know
what, when and how customers want”

Here the innovativeness of a company appears to play an important role in increasing cus-
tomer loyalty. Since other competitors also employ various methods in an effort to attract
and maintain more customers and increase customer loyalty, the respondents attached sig-
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nificant value to company’ s different innovative solutions and approaches employed in or-
der to identify customers needs and fulfil their needs in a different way than the others.

The respondents within food- and trade industries also tend to regard management as the
most significant part of an entire organisation. Also in their view, human capital and
structural capital coal esce in management.

The findings within thisindustry isillustrated in following:

HUMAN CAPITAL ORGANISATIONAL CUSTOMER CAPITAL
CAPITAL
Competence and innovative- | -  Innovativenessin terms of - Customer relationship and
ness of management dynamic ability customer loyalty
Employees know-how - Strategy and implementation
of strategy - Brand

Realisation of strategic goal
Management

Different types of supportive
infrastructure

Product development

Production technology

Tabel 2. Food and tradeindustry

4.2.3 Biotech- and pharmaceutical industry

One of the most distinguishable features in biotech- and pharmaceutical industry is the vast
investment directed into R&D activities. The emphasis within this industry lies upon the
potentials of various R&D projects. Most of companies within biotech industry are incur-
ring losses due to the long period of time necessary in product devel opment. However once
a company has commercialised its product, the company can achieve relatively stable mar-
ket position.

Two of the participants in the interview survey, equally one from sell- and buy-side,
monitored publicly traded companies in biotech- and pharmaceutical industry.

The variety of intangibles regarded as crucia success factors was somewhat narrower in
comparison to other industries. The main importance within biotech- and pharmaceutical
industry was placed upon R&D and the competence of key employees involved in R&D
activities. Other intangibles regarded as relevant in valuation of companies within biotech-
and pharmaceutical industry were intellectual property rights, co-operation network, fa-
vourable contracts with partners and also customer capital.

Both respondents emphasised the profound importance of R&D activity and in connection
to R&D, the competence of key persons in charge of R&D projects. One of the respon-
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dents disclosed that previous achievements of key persons in charge of a project and their
reputation are important factors from which potentials of the project can be assessed.
Know-how and innovation of a company were mainly associated with the key persons in
charge of R&D projects. Therefore they seem to place considerable significance on ascer-
taining background information about key persons in charge of R&D project such as what
kind of achievements they have accomplished and what kind of reputation they have. This
all reveals how credible or competitive the project may be. Company’simage or reputation
was believed to be largely dependent upon these key persons and their individual compe-
tence and recognition.

The importance attributable to R&D within biotech- and pharmaceutical industry may also
explain the considerable importance ascribed to intellectual property rights, mainly patents.

Also within this industry, the management besides key persons of R&D projects tends to
play significant role. In addition to the general competence of leadership, one of the re-
spondents from sell-side remarked the essentiality of management’s ability of correctly
recognising the potentials of its main resources and establishing relationship in company’s
external environment in order to extract maximal values from company’ s resources. As she
noted:

" Itis essentia that they have good knowledge of what isthe realistic potential of their projects as
well as the ability of identifying those companies with whom the company can maximise the
value of its projects. ”

Thus the ability to interact with its external environment mainly in forms of co-operation
and favourable contracts with partners and customers were regarded as crucial especially
within in biotech industry which mainly focuses on invention of new medicines without
distributing and marketing them to consumers.

Unlike food-and trade industry, brand appears to be of less significance within biotech in-

dustry. Neither did the respondents regard such infrastructure, which enables improve-
mentsin efficiency as significant. One of them stated:

" Different kinds of efficiency are little tricky, since the mgjor part of costs within the industry
consists of R&D expenses.”

The finding within biotech and pharmaceutical industry is summarized in following table.

HUMAN CAPITAL ORGANISATIONAL CUSTOMER CAPITAL
CAPITAL
Competence of thecoreem- | - R&D activity - Customer relationship
ployeesin R&D Intellectual property rights, - Cooperation and partnership
Management such as patents - Company’s reputation
Innovativenessin terms of
dynamic ability

Tabel 3.  Biotech and pharmaceutical industry



33

4.2.4 1T-and telecommunication industry

Both industries are two of the maor driving forces behind the emergence of intangible
economy. Most of the currently listed companies within IT industry find themselves at
relatively early stage of building up their organisation. The major part of costs incurred
within this industry is induced by R&D activities and many of young companies within IT
industry are currently incurring loss. The competition for market-share within telecommu-
nication isintense.

Four respondents, equally two from both sides, monitored mainly publicly traded compa-
nies within IT- and telecommunication industry.

Factors that these respondents consider relevant in their assessment of company’s value
were know-how, innovation, employees, management, corporate culture or spirit, R&D,
customer relationship, brand, image or reputation, intellectual property.

Overal employee's contribution to value creation and competitiveness of a company was
perceived by the respondents as clearly more prominent than within other sectors. All of
four respondents seem to agree upon the considerable importance associated with employ-
ees and their know-how. Accordingly three of the respondents found extensive investments
in employees inevitable within high-tech industry. It became evident that these respondents
attach considerable value to employee and regard them as the critical success factor. As
one of buy-side respondents mentioned:

" Employees are undoubtedly significant... Even though often employees are primarily associated
with the management, a company cannot achieve anything without its competent workers regard-
less of a competent management.”

All four respondents regarded management and its quality as one of most important ele-
ment of human capital. Dynamic ability and management credibility is regarded as most
significant qualitative characteristics of the management. Also here the dynamic ability
refers to management’ s capability of identifying and seizing opportunities. As one of sell-
side respondents noted:

"Management is extremely cruciadl.... It isimportant to know if they have knowledge and capabil -
ity of creating value to its shareholders....”

Also here the credibility of the management appears to be associated with management’s
capability of setting realistic goals and achieving those goals and how they have previously
performed. As one of the sell-side respondents responded:

" The credibility of the management is crucial, especially within thisindustry...also how realistic
their expectations are... One must take track-records into account.”

One of the respondents also mentioned the significance of composition of company’s man-
agement. He remarked:

" The management is extremely important. But it is equally important that everything does not de-
pend on one person.”
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Different infrastructure aimed to enhance efficiency was found important but due to the
existing growth potential within the industry it was not regarded as crucia as within more
mature industry where the growth potential is restricted.

As the competition on competent employees increases within IT industry, the organisa-
tional culture as a part of structural capital was believed to play an important role in re-
taining employees and improving company’s potential to value creation. Intellectual prop-
erty rights as one of the visible embodiment of human capital and R&D were considered
important by all four respondents..

Brand and corporate image which signal advanced know-how and product quality to cus-
tomers gained unanimous recognition as important assets attributing to a company’ s value.

All respondents ascribed value to customer capital as well as co-operative relationship such
asjoint ventures and strategic aliances. Concerning customer capital, the respondents pay
especial attention to the composition of company’s customers. As one of buy-side respon-
dents responded:

" Customer capital isimportant, especialy large customers with established names.”

The findings within this industry can be summarized as following:

HUMAN CAPITAL ORGANISATIONAL CUSTOMER CAPITAL
CAPITAL
Employees and their know- - R&D activity - Customer relationship
how Intellectual property rights, - Cooperation and partnership
Management and its compe- such as patents - Brand and corporate image
tence . .
Innovativeness in terms of
dynamic ability
Implementation of strategy

Realization of strategic goal

Organisation culture

Tabel 4. IT and telecommunication industry

425 Summary

On the basis of findings from the interview survey regarding the intangibles, following in-
ferences can be made:

a) Results from the questions related to perceived importance of intangibles imply that
although the respondents in general acknowledged the importance of intangibles in
company’s value creation, the types of intangibles and the degree of importance at-
tached to various types of intangibles tend to vary among respondents, depending on
which industry they monitor. Overall the respondents who primarily monitor compa-
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nies active in more mature industries do not seem to attach any great significance to
what types and amount of intangibles a company possesses. They tend to show also lit-
tle interest in what kinds of measures a company takes and how a company employ and
convert different intangibles within the structural boundaries in order to extract value
from different intangibles. They all seem to deem it ailmost indifferent how the com-
pany generates and exploits its resources. All that matters the final result observable in
financial measures They tend to ascribe greater importance to numbers and the effect,
not so much to intangibles per se or cause. Thusit is the harvest that matter more than
the seeds. They are result-oriented and are therefore less interested in underlying proc-
ess of value creation beneath the surface. This can be explained by the fact that within
these industries, significant portion of value is attributable to physical assets. Within
high-tech industries, the respondents seem to place much more importance on vaue
creation process and role of intangibles beyond financial figures even though intangi-
bles were not any more visible than within the mature industry. Same accounting rules
and regulations apply there as well. But despite the difficulties of gaining information
of true value extraction process, they seem to show greater diligence in establishing
cause and effect relationship in indirect ways, mainly by relying on different kinds of
non-financial indicators.

Despite the divergent views on importance of different kinds of intangibles among the
respondents, the management was perceived as one of the most relevant and important
intangibles regardless of the industry. The management was perceived as the major part
of employees or/and as the most significant part of structural capital. Management’s
ability to sense making or interpreting its internal and external environment is regarded
as essential characteristics of a management.

The corporate strategy serves as the crucial instrument for the management as alinkage
between different phases of company’s value creation chain. The strategy was viewed
as a conclusive evidence of innovation that empowers and supports an organisation to
integrate and exploit company’ s assets in order to meet market’ s demand. In addition to
management, different parts of company’s infrastructure that improves efficiency s,
such as cost efficiencies, were appreciated by respondents in more traditional sectors,
such as in metal- and paper industry, food- and trade industry. Within knowledge in-
tensive sectors, other kinds of structure capital such as R&D and intellectual property
rights were regarded as more crucial.

The magjority of the respondents regarded customer relationship and the value attributed
to company’ s quality image or reputation as significant. Within food- and trade indus-
try and high-tech industry, establishment of externa collaboration network was re-
garded also as essential factor that determines company’ s future success potential.

4.3  Vauation of intangibles

The most common valuation approach that the respondents employ was discounted cash
flow or DCF-valuation approach together with multiple valuation approach often simulta-
neously. These valuation approaches mainly based on accounting information in an effort
to find miss-priced securities on the basis of security’ sintrinsic value.
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By employing various multiples, i.e. financial ratios, the respondents compared company
with its competitorsin order to assess company’ s relative strength and weakness.

The logic behind DCF-valuation model is that the entire value of a company is equivalent
to the present value of all future free cash flows generated by entire assets in company’s
control. Thus in DCF-vad uatﬁ model value of an asset is the present value of the future
cash flows yield by the asset.

To be able to employ DCF-valuation model it is necessary to estimate the life of asset, the
cash flows attributable to the asset during its life and the proper discount rate for these cash
flows when using DCF-valuation model.

In the light of the distinguishable features associated with intangibles, it is rather easy to
understand the difficulties in estimating value of intangibles. As mentioned previously,
most of intangibles do not follow the classical progressive depreciation rules and most of
intangibles interact with each other which makes it difficult to identity their separate con-
tribution to future cash flows. Furthermore the lack of active markets for most of intangi-
bles cause difficulties.

This may provide some explanations for why all respondents * valuation of intangible was
mainly qualitative of nature based on subjective assessment by almost entirely relying
upon intuitions and knowledge acquired through experience. None of the respondents val-
ued separate intangible and their contribution to value in quantitative terms.

Within more mature industries such as metal-, forestry-, food- and trade industries, the re-
spondents did not deem it necessary to perform separate valuation of intangibles. This was
based upon the belief that the aggregate impact of company’ s intangibles must be reflected
quite rapidly on the competitiveness of the company due to increasing competition. As one
of the sell-side respondents in metal- and forestry industry stated:

" | do not ascribe any monetary value to a certain intangible... It cannot be measured....No one
has so far succeeded in presenting any clear and reliable way of measuring their value and nor isit
necessary....The value of intangibles is reflected very quickly in company’s business activity be-
cause if the state of the company is poor, it will be outperformed by its competitors and conse-
guently its growth will decrease...In other words the value of intangibles become apparent rather
quickly into financial numbers..”

Asindicated above, within these industries in question intangibles as input does not appear
to have any significant relevance to the respondents. It appears that it is rather the output
that can be expressed in figures, which attracts considerably more attention. This may be
partially because they are more result-oriented. On the other hand, the absence of generally
accepted measurement and val uation approach as well as inadequacy of current accounting
information in potentials of intangibles may also explain this. As a respondent from sell-
side in food- and trade industry for instance noted:

" We are extremely focused on numbers... You cannot quantify these assets....Y ou don’t know what
kinds of assets exist within a company, how they are created and how much profit they can generate.
Y ou can only have afeeling of how important they are....Since a company has many meansto achieve
agodl, itisfor meindifferent how they achieve that goal aslong asthey achieveit.”

% Brealy, R. A. and Myers, C. (1996). See also Copeland, T., Koller, T. and Murrin, J. (1996).



37

Another respondent from sell-side in metal- and forestry industry supports the interpreta-
tion. He stated:

" Of course there are various kinds of potential within a company but in fundamental sense, the
most significant issue that matters to investorsis how much earnings a company generates.”

Unlike the respondents within more mature industries, six of the respondents who special-
ised in knowledge-intensive industries relied on various non-financial indicators in an at-
tempt to better understand cause and effect relationship between intangibles and their con-
tribution to value creation.

Despite difficulties as an external observer to obtain information about company’s em-
ployees, they employ such qualitative indicators as employee revenue and sales per person.
As one of the respondents from sell-side stated:

" Employees are very important ...In 1 T- sector we observe such indicators as employee turnover.
A low employee turnover imply that productivity is high”

In connection to the employee-related issues, the respondents within IT- and telecommuni-
cation industry found company’s ability to attract and retain employees especialy impor-
tant. This is understandable because of the lately experienced increasing shortage of com-
petent workforce within IT-sector and the emphasised significance of contribution of em-
ployee’ sin value creation in this sector.

Different incentive-programs that companies offer to its employees were also an important
indicator. As the buy-side respondent stated:

" Since competition on competent employees has intensified and since they are important above
all within thisindustry, the company must have some way to attract and keep their employees, for
instance with help of different option programs. Option program a company offers is therefore
important.”

Although measuring value of various intellectual property rights separate from other assets
in monetary terms is not possible, the existence or non-existence of legal protection seems
to be an important aspect. As one of sell-side respondents in biotech- and pharmaceutical
industry stated:

" | cannot determine the value of a certain patent per se...However at least one must ascertain
whether the key innovations are legally protected. One usually approaches in similar manner
when estimating value of intellectual property rights. ”

Regardless of the industry age and intensity of intangibles that vary between the industries,
all respondents rely on non-financial indicators at least to some extent and the respondents
employed such non-financial indicators mainly related to innovation, management’s track
record and quality of strategy.

When evaluating the management and its competence al respondents pay significant to its
credibility on the basis of past performance, so caled track record. It was believed to be
especially significant that a management has succeeded in delivering what they have
promised and thus meeting market’ s expectation.
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Another aspect of the management to which large significance was placed upon was its
innovativeness. When the respondents evaluate the innovativeness of the management,
they pay mainly attention to management’s ability to strategic renewa and adaptation. The
quality of strategy tends to cohere with the credibility of the management. The respondents
pay attention to the implementation and completion of strategy in the long run.

Answers from analysts imply that, despite the recent criticism in literatures against the use-
fulness of accounting information, accounting information constitute one of the main
sources of information for analysts when performing security analysis. Almost all of the
respondents regarded accounting information as an inevitable, fundamental framework of
analysis. Only one of the respondents from sell-side who monitored mainly companies
within IT-sector dismissed accounting information as irrelevant. Five other respondents
who specialised in high-tech industry admitted the relatively limited usefulness of ac-
counting information but did not discard accounting information as usel ess.

In general, the respondents who monitored companies within more mature industries that
experience less volatility and intensity of intangibles find current accounting information
as satisfactory. This appears to be so because mature industry do not experience much
change and therefore some regularity or trends can be identified by examining how a com-
pany has historically performed.

On the other hand, heavy reliance on intangible and volatility due to high rate of change
and inherently high uncertainty associated with intangibles may also explain why useful-
ness of accounting information was perceived as more limited within high-tech industry.

Notwithstanding, some of the respondents within the traditional sector showed desire for
more detailed and specified information regarding management goal and strategy, com-
petitive position of its operating units and management assessment of future development.
Desire for more specified information about company’s operating units or segments was
believed to be useful because it may provide a refined way of identifying and analysing
those critical opportunities and risks that company encounters.

Besides accounting information, the respondents made use of various sources of informa-
tion. The most commonly employed sources of information by sell-side respondents were
management, company’s department of investor relations, interim reports, Internet, data-
base and financial press. For five buy-side respondents, sell-side analysts ~ analysis con-
stitute the most important source of company-specific information. In addition, they also
rely on various source of information.

All respondents from sell-side appear to agree upon the fact that in order to establish a
more comprehensive and accurate picture of a company’s potential, one is compelled to
rely on extensive range of information sources.



39

) SUMMARY OF FINDINGS AND SUGGESTION FOR
FUTURE RESEARCH

In this final chapter main findings from the interview survey will be summarised. In con-
clusion, a suggestion for future study will be made.

51 Summary

In the beginning of this paper, severa implications of the rise of intangible economy were
discussed. Despite the difficulties of measuring and valuing intangibles, the financial mar-
ket is taking intangibles into account and ascribes significant value to intangibles. This
however gave rise to some questions. If we infer that the intangibles matter than one can
ask what actually matters and how much do they matter? These two questions also consti-
tuted the main issue in current study.

Findings from this study imply that;

The concept intangibles was perceived by the respondents as something vague and
there seems to be little consensus on what actually constitutes intangibles. This may
partially be explained by the current circumstances where any precise and prescriptive
definition of intangibles isn't yet to be found and partially by the fact that the respon-
dents do follow conventional accounting and valuation approach rather strictly. Despite
current advocacy of the emphasised importance of intangibles in the intangible econ-
omy the respondents did not seem to be interested in other crucia parts of intangibles
except intellectual property in any detail.

Although the respondents in general acknowledged the importance of intangibles in
company’s value creation, the types of intangibles and the degree of importance at-
tached to various types of intangibles tend to vary among respondents, depending on
which industry they monitor. Overall the respondents who primarily monitor compa-
nies active in more mature industries do not seem to attach any great significance to
what types and amount of intangibles a company possesses. The respondents within
more mature industry tend to ascribe greater importance to numbers and not so much to
intangibles per se. Within high-tech industries however, the respondents seem to place
much more importance on value creation process and role of intangibles beyond finan-
cial figures.

The management was perceived as one of the most relevant and important intangibles
regardless of the industry age or growth potential. Also the customer capital in forms of
customer relationship and the value attributable to company’s quality image or reputa
tion were regarded as significant in general .

All respondents” valuations of intangible were mainly qualitative of nature based on
subjective assessment by amost entirely relying upon intuitions and knowledge ac-
quired through experience.
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Intellectual
Capita

Industry
type

Human capital

Organisational
capital

Customer capital

- Metal and paper
industry

- Competence and
innovativeness of
management

- Innovativenessin
terms of dynamic
ability and flexibility

- Strategy and im-
plementation of
strategy

- Redisation of stra-
tegic goal

- Management

- Different types of
supportive infra-
structure

Customer
relations

- Food and trade
industry

- Competence and
innovativeness of
management

- Employees” know-
how

- Innovativenessin
terms of dynamic
ability

- Strategy and im-
plementation of
strategy

- Redisation of stra-
tegic goal

- Management

- Different types of
supportive infra-
structure

- Product development

- Production technol-

ogy

Customer relation-
ship and customer
loyalty

Brand

- Biotech and
pharmacy industry

- Competence of the
core employeesin
R&D

- Management

- R&D activity

- Intellectual property
rights, such as pat-
ents

- Innovativenessin
terms of dynamic
ability

Customer relation-
ship

Cooperation and
partnership
Company’s reputa-
tion

- ITandtele-
communication
industry

- Employeesand
their know-how

- Management and its
competence

- R&D activity

- Intellectua property
rights, such as pat-
ents

- Innovativenessin
terms of dynamic
ability

- Implementation of
strategy

- Redlization of stra-
tegic goal

- Organisation culture

Customer relation-
ship

Cooperation and
partnership

Brand and corporate

image

Table5. Variation in typesof intangibles between different types of industry
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- The respondents who specialised in knowledge-intensive industries relied on various
non-financial indicators in an attempt to better understand intangibles and their contri-
bution to value creation.

- Despite the recent criticisms in literatures against the usefulness of accounting infor-
mation, accounting information constitute one of the most main sources of information
for analysts” security analysis.

In conclusion, the main findings of current study concerning the relevant intangibles within
four relevant industry types will beillustrated in following table.

5.2  Suggestion for future research

One should bear in mind that no research design is ever perfect because all research is be-
set with limitations of various kinds. And current study does not constitute any exception.

Low and Siesfeld maintain that people’s report on decision making process is not based on
any actual introspection but on their own theories that seem plausible in the situation. They
assert therefore:

" People may say that their actions are guided by a set of values and beliefs they can ar-
ticulate, but %ten their self-reported preferences are belied by their actual decisionsin the
real world.”

This aspect may aso be the main limitation in this study.

Even though the qualitative and quantitative methods are occasionally viewed as two com-
petitive methodological approaches, they do not contradict each other. They rather com-
plement each other. As Pool maintains:

" The relationship between theses t\% approach is a circular one. Each provides new in-
sights on which the other can feed” .

Hence in the future, examining the actual relevance attached by financial analysts to intan-
giblesin practice, where analysts™ reports are compared with inferences drawn in this study
may provide further understanding in their actual preferencesin relation to analysts ~ stated
preferences.

% Low, J. and Siesfeld, T. (1998).
% ool, | deS. (1951), p. 192.
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