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Revision

e Types of valuation - asset or business
¢ Purpose of valuation - many
e Basis of value - fair value, market value

Fair value = market value in most case
but fair value also used for non-market value for account reporting

¢ Approach to value
- market, income and cost or asset-based (depends)
¢ Reporting standards
- international, local
¢ Qualified valuer
- knowledge, experience, licenced, able to sign the
report
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Terms to Remember -1

e Purchase Price Allocation (PPA)

 Generally Accepted Accounting Principles
(GAAP)

» Financial Accounting Standards Board
(FASB) US-based

e International Accounting Standards Board
(LASB) London-based

e Securities and Exchange Commission (SEC)
us

» Norwalk Agreement (2002) between FASB
and IASB to make their standards fully
compatible
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Terms to Remember - 2

' Cash Generating Unit (CGU)

e Value-in-use Vs Fair Value

o Statement of Financial Accounting Standards No.
157, Fair Value Measurement (SFAS No. 157)

o Statement of Financial Accounting Standards No.
141, Business Combinations (SFAS No. 141)

¢ Then, Statement of Financial Accounting
Standards No. 141R, Business Combinations
(SFAS No. 141R)

o Statement of Financial Accounting Standards No.
142, Goodwill, and other Intangible Assets (SFAS
No. 142)
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Terms to Remember - 3

e Purchasing accounting
- determine the total purchase price paid for an entity and
allocate that purchase price to the various assets acquired
e Intangible Asset (IA):

Asset (excluding financial asset) that lack physical substance
¢ Marketing-related intangible assets, trademarks
¢ Customer-related intangible assets, customer lists
« Artistic-related intangible assets, books, music
« Contract-based intangible assets, licensing, lease
* Technology-based intangible assets, patent, software
e Intellectual property (IP) include copyrights,
trademarks, patents, industrial design and trade secrets

o Tax Amortization Benefits (TAB)
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Terms to Remember - 4

¢ The IASC Foundation

- an independent, not-for profit private sector organisation
working in the public interest. One of its principal objectives
is to develop a single set of high quality, understandable,
enforceable and globally accepteg international financial
reporting standards (IFRSs) through its standard-setting
body, the IASB.

+ IASB
- the independent standard-setting body of the IASC Foundation.
Its members (currently 15 full-time members - one is Zhang Wei-
Guo from China) are responsible for the development and
publication of IFRSs.
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Terms to Remember -5

¢ More than 100 countries (including Hong Kong) have converged
with IFRSs for all or some companies or are in the process of
doing so.

¢ Key jurisdictions that have a convergence programme in place
but have not completed their convergence include the United
States (where the TASB and the US Financial Accounting
Standards Board are working to align IFRSs and US GAAP),
Canada (which plans to require listed companies to use IFRSs
within five years) and Japan (which has a joint programme for
convergence with the IASB).

¢ Further, Mainland China recently released its Chinese
Accounting Standards System that brings about substantial
convergence with IFRSs from 2007 for listed companies.
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Terms to Remember - 6

HKICPA - Hong Kong Institute of Certified Public Accountants
- Under Chapter 50 Laws of Hong Kong - Professional Accountants Ordinance

Hong Kong Financial Reporting Standards - includes all Hong Kong Financial
Reporting Standards (HKFRSs), Hong Kong Accounting Standards (HKASs) and
Interpretations approved by Council and currently in issue.

.

HKASs shall be apglied toall ﬁ[eneral purpose financial statements prepared and
presented in accordance with HKFRSs.

HKFRS 3 published in 2004. Then, HKFRS 3 Revised 2010 applied to annual
reporting on or after 1 July 2009. HKFRS set out recognition, measurement,
presentation and disclosure requirements dealing with transactions and events that
are important in general purpose financial statements.

Also, HKASs -
16 - Property, Plant and Equipment
° 36 - Impairment of Assets
38 - Intangible Assets
40 - Investment Property
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Development - 1

Relationship between IFRSs and HKFRSs

¢ Preface to Hong Kong Financial Reporting Standards

Council has mandated the Financial Reporting Standards Committee (FRSC) to
develop financial reporting standards to achieve convergence with IFRSs issued
by the International Accounting Standards Board (IASB). Within this remit,
ouncil permits the FRSC to work in whatever way it considers most effective
and efficient and this may include forming advisory sub-committees or other
forms of specialist advisory groups to give advice in preparing new and revised
HKEFRSs. In 2001, Council acﬁ)pted the policy of achieving convergence of
HKFRSs with IFRSs. HKFRSs were fully converged with IFRSs with effect from
1 January 2005.
Council understands that close co-ordination between the HKICPA’s and IASB's
due processes is important to the success of achieving convergence of HKFRSs
with TFRSs. Council has aligned the HKICPA’s due process, includinF the
timing of issuing exposure drafts, standards and interpretations, as closely as
possible with the TASB’s due process as a result of its convergence policy.

+ following publication of the finalised IFRS or Interpretation of IFRS,
considering the changes made, if any, by the IASB and adopting the finalised
IFRS or Interpretation of IFRS in Hong Kong with the same effective date;
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Development - 2

e Version 1
> HKFRS 3 (August 2004)
o IFRS 3 (April 2004)
o SFAS No.141 (June 2001)

 Version 2
> HKFRS 3 (Revised) (May 2010)
o IFRS 3 (Revised) (2008)
> SFAS No. 141R (Dec 2007)
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Differences

The revised requires an acquirer to recognize all of the assets acquired and
all of the liabilities assumed, as well as any minority ?hat is, noncontrolling)
interest (in acquisitions of less than 100" percent of the target company's
stock), at their respective fair values at the acquisition date.

It deals with so-called bargain purchases, that is, acquisitions where the sum
of the fair values of the identifiable net assets acquired exceeds the
consideration paid. These so-called "negative goodwill" situations arise
where goodwill is measured on a residual basis as the excess of the
consideration paid over the fair values of the identifiable net assets acquired,
is negative. In other words, goodwill is measured as the difference at
acquisition date between the fair value of any investment in the business
held before the acquisition, the consideration transferred and the net assets
acquired. Negative goodwill will appear in P&L, not balance sheet.

Acquisition-related costs are generally recognised as expenses (rather than
included in goodwill).

Contingent consideration. Contingent consideration must be recognised and
measured at fair value at the acquisition date. Subsequent changes in fair
value are recognised in accordance with other IFRSs, usually in profit or loss
(rather than by adjusting goodwill).

© Copyright 2010. LCH (Asia-Pacific) Surveyors Limited




When PPA is Required

For the allocation of an overall business
purchase price for financial accounting
purpose.
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Conditions

 Business combination
- whereby one company (the acquirer),
when purchasing a second company (the
target), a going-concern business, assigns
new values to the target’s assets and
liabilities based on the price paid.

e Purchase price allocations are performed in
conformity with the purchase method of
merger and acquistion accounting. This is a
deal-based.
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From a Valuer’s Perspective

* More accurately reflect components of a
company’s Worth

¢ Give investors more information about a
company’s intangible value

» Give more job (valuation) opportunities - PPA
(by stages), Impairment Test on CGU /
Goodwill, Intangible Asset
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How?

e Fair value - accounting term, guidance on measuring fair value is
distributed across many IFRSs, and it is not always consistent.

¢ Fair value may or may not equal to market value from a valuer’s
perspective

Fair value is the amount for which an asset could be exchanged, or
a liability settled, between knowledgeable, willing parfies in an

arm’s length transaction.

Market value is the estimated amount for which a property should
exchange on the date of valuation between a willing buyer and a
willing seller in an arm’s-length transaction after proper
marketing wherein the parties had each acted knowledgeably,
prudently, and without compulsion.
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Theory -1
| Current Assets I Current Liabilities

e

Tangible Assets I

e

| Intangible Assets | e

e Equity

Diebt and Other LTL
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Theory - 2

e A procedural valuation by allocating the
purchase price to the acquired assets and
liabilities at their fair values as at the
acquisition date.

e Fair value approach is required.

e Similar to Asset-based Approach, but on
the reverse side
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Theory -3

e The overall business purchase price of a target company
should be properly pertain, on a separate basis, to
working capital; Plant, Property, and Equipment; and
identifiable intangible assets; and the difference between
the sum of the fair value of each asset and the total
purchase prices shows up as goodwill. In other words,
valuer is required to structure the overall business
purchase price of the target company by appropriately
allocating the overall business purchase price of the
target company into different category of assets of a
balance sheet to serve the requirements of the
applicable accounting standards as at acquisition date.
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Keys to Success

¢ Determine the purchase price - more than cash

¢ Equity valuation of the acquirer (a closely held)

to determine its stock’s value if purchase price

includes the payment of its stock

Identify all acquired assets, tangible and

intangible

Identify if the sum of the fair values of the

assets may exceed the purchase price

Be prepared to deal with indefinite life /

unknown life of assets

¢ Goodwill is a procedural residue value, by
calculation, not by valuation
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Procedures

e Determine Purchase Price and Total Asset Base

e Identify Components of Total Asset Base
> Current Assets
» Tangible Assets
o Intangible Assets
> Goodwill (remainder)

¢ Allocate Value to Company’s Asset Components
(Valuation on asset-by-asset)

» Reconciliation of Asset Conclusions
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Identified Assets

Current Assets
- cash, inventory, account receivables
Marketable Securities
Non-marketable Securities
- Investment (subsidiaries or associates)
Property, plant and equipment
o Identified IA:
° Software
Assembled workforce
o Trademark
Trade Name

> Agreements (exclusive or non-compete)
Technology

> In-process Research

> Customer Relationship

> Goodwill
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Valuation Approach -1

¢ Income Approach
o Project Cash Flows Attributable to Asset Over its

Useful Life - Similar to Discounted Cash Flow
Analysis

e Market Approach

o Identify Transactions of Similar Assets and Use as
a Guideline to Value

¢ Cost Approach

> Cost to Replace an Asset
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Valuation Approach -2

¢ Current Assets
- cash, inventory, account receivables
Marketable Securities
Non-marketable Securities
- Investment (subsidiaries or associates)
e Property, plant and equipment
¢ Identified IA:

° Software

> Assembled workforce

> Trademark
Trade Name

> Agreements (exclusive or non-compete)
e Technology

In-process Research

> Customer Relationship

> Goodwill
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Valuation Approach -3

o IA
o Cost or Income

+ Cost to re-create - record
- Relief from Royalties - royalty rate, discount rate

* Before and after DCF - growth rate, discount rate
and remaining life

* Multi-period Excess Earnings (NPV) - growth rate,
discount rate and remaining life

° Market? No way.
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Valuation Approach - 4

Discount rate

Different asset has different rate

IA higher than fixed asset or working capital, in
most cases, cost of equity is used for IAs are funded
by equity

Usually:

Working capital - short term lending rate

Fixed assets - market return, the lowest - financing rate

Workforce, customer relationship, trademarks and trade
name - WACC for young companies

Patent - WACC or high risk adjustment
Others - market or relevant risks
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Valuation Approach -5

Outcome 1

From CATIC ShenZhen Holdings Limited
Annual Report 2008

. . a4 EBAHE 41 BUSINESS COMBINATIONS (c
¢ Determine Goodwill Value b) WESEREBAEGE (b)  Acquisition of GIB Company (continued)
. Cq o BHERHE_FTNF+_A The acquired business contributed revenues
o Goodwill = Amount Paid in Excess of Identified S0 = of RMB124,476,000 and net loss of
Assets R AR¥124,476,0007T 2 Wi B RMB102,414,000 to the Group for the period from
AE%102,414,0007L 7 B8 F the date of acquisition to 31st December 2008.
o Value of Goodwill = Total Asset Base - Identified ﬁ_&ﬂ%ﬁﬁﬁﬁﬁ&ﬁ?ﬁﬁ %ﬁ;a‘:ﬁior net assets acquired and gooawill are as
Assets ARETT
> Goodwill is the Value Remaining Lty
A1 3 H RoSBLFREGZUWEAE Purchase consideration prepaid in 2007
> Reasons for Goodwill include Expected Synergies, —aRme i i
o Factors Difficult to Quantify — B BB ~ direct costs relating to the acquisition 16,950
. 11 : 2YERE Total purchase consideration 316,950
° Negative Goodwill: Value Assets>Purchase Price — B TERRE — Fair value of net identifiable assets and
BREAAEESE liabilities acquired (see below)
( ; qf m
RFX) (317,054
EHEREEEFERY Excess of share of net assets acquired
KRB 28 over purchase considerations (104)
© Copyright 2010. LCH (Asia-Pacific) Surveyors Limited © Copyright 2010. LCH (Asia-Pacific) Surveyors. LiW
From CATIC ShenZhen Holdings Limited From CATIC ShenZhen Holdings Limited
Outcome 2 Annual Report 2008 Outcome 3 Annual Report 2008
F=3 %ﬁ§§ Annuet Foport 900G = WHES - BERAGIT lgioﬂ:s“e;:s and liabilities arising from the acquisition are
Consqlldated Income Statement rem
aE—wEAT A4 For he year anded 315t Decembar 2008
Fair value
AEETFT
RMB'000
—wwnE e A ReEREFED Cash and cash equivalents 23,711
2008 ng 75 Inventories 1,965
ik FATE S| Receivables 100,511
=3 AT ARMEFT T fE AR ET) Land use rights (Note 7) 506,843
e i IME00 ! - BWERSENT10)  Property, plant and equipment (Note 10) 207,077
Revenue 6 4,077,074 3,357,210 ERTE(H2) Construction-in-pregress (Note 12) 417
AERE Cost of sales 33 (3,013,557) (2,562.646) BRWER ) Investment properties (Note 11) 542,190
R EOE Payables (345,553)
égiﬁﬁ D oot a3 1‘:35‘::3«‘:;; t{g‘g_:‘;g‘, @ﬂé@.lﬁﬁﬁ{ﬁﬁ&*v} Deferred tax liabilities (Note 17) (224,422)
IEem Administrative expenses 33 (562,748) (340,544) e Borrowings (480,000)
HABA Other income. e 56,515 24,440
H — ver gains-net 3
e Sl : = = & HESE Net assets 422,739
=R ‘Operating peoki 317,212 335.558 L HR A RE(25%) Minority interests (25%) (105,685)
*ﬁigfmgéiﬁ Eﬁi‘“‘i;:ﬁf S ?;et:iﬂrz‘;e B RAEEFE Net identifiable assets acquired 617.05b
?iWEE A {8 assets, habilities and contingent liabilities
e Exuove:‘::ﬁ:sérii‘i::z:wm net " B S FRKEHRARZEEE  Cash and cash equivalents in subsidiary acquired
D REEE e value of a subsidiany’s identfiable Ba%EY during the year 23,711

assets, abilities and contingent liabilities

ARRFERAE
EHERR S 2 28 ower the cost of the investment

41t =
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OutCOI‘ne 4 From LT. Limited Annual Report 2008/2009

Top Allance Entarpri then jointty camtrosea
s contributea rov

‘contributed revenues of HKSZ8,297.000 and net profit of

Casn and casn equivaonts
Furnsturs ana oquipmant

mfiow of casn £0 acquire busin
" Casn consioeration
~ Cash and casn equivalonts In subsidiar:

Nt casn iniow on acgus

Outcome 5

X¥Z Company
Purchased Price Allocation by using the
Business Enterprise Residual Method

As at 30 November 2007
MNotes HES
Purchased Price of Entire Equity Interost 1 588,000,000
Al s
omecurrent Asset in Support 2
et fixed assets in support 58,751,676
47692331

Investments in jointly controlled entities
R

672T6N
me tax assety 17,368,545
3 {9.568.326)
1 54,459,295
[& yible - Franchise Shops 5 30,656,116
Residual value attributable to Goodwill HEKS 468, SGF 400
Note: Figures may not add total after rounding
1 From the Company
2 From the unaudited balance sheet provided on 30 November 2007
3 By deducting current liabilities from the current assets
4 payable to LT and the shareholder loan ta Sungport Holdings were exchuded
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