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1. INTANGIBLES & THE
EMERGING NOTION OF
INTELLECTUAL CAPITAL
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The New Value Creation
Process and Its I mplications

e Change in company production processes

o Strategic aspects are research and innovation,
marketing and know-how, customer
relationship, entrepreneurial and managerial
skills and not so much manufacturing &

 All phases and activities where intangibles are
key

e Today, intangibles are the main drivers of

~ Sustainable vaue creation over time



Re-focussing Management and | nvestor
Attention on I ntangibles

* Need for ganing increased control on/
awareness of performance and knowledge
creation processes a understanding long-term
value creation drivers, i.e. intangibles

 Need for transparency on long-term value
creation drivers for both internal managerial
purposes, and external investors and analysts

............



Definitions of Intangibles

|ntangible assets can be defined as a source of future
benefitsthat iIswithout aphysical embodiment:

e Intellectual property is an intangible asset with legal rights

e Includes innovation-related intangibles (patents), but also
market-related (brands), human resource (competencies
and skills, training policies), & organizational intangibles
(internal structures, systems and processes)

o “Hard” intangibles (tradable) vs. “ Soft” intangibles



o A working definition of IC
Intellectual Capital — IC — Is the interna

(competencies, skills, capabilities, procedures, know-how,
etc.) and external (image, brands, aliances, customer
satisfaction, etc.) stock of intangibles “available” to
an organisation, which alows the latter to
transform a set of tangible, financial and human
resources Into a system capable of creating
stakeholder value through the pursuit of
sustal nable competitive advantages (Zambon, 2001)

=

| ntangi bles become | C only when they are durably and
effectively internalised or appropriated by an organisation



|C Composition

Relational
Capital

Organisational

- Capital

Human
Capital

 Clients

e Suppliers

e Business Partners

* Image / Reputation on the market
o« Communication Effectiveness

 Know-How

* Innovation

* Organisation

 Management Control Systems
*R&D

e Corporate Governance

» Skills& Competencies

e Staff Turnover

 Human Resour ce Educational level
* Management L eadership

* Employee Satisfaction / Engagement



2. THE TRADITIONAL
MEASUREMENT APPROACH TO
INTANGIBLES (THE “PROBLEM”)
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THE PROBLEM

Companies need to
manage their
Intangiblesin order to
manage in a conscious
way their value
Creation processes

| nvestors and analysts
need to know moreon
company intangiblesin
order to makerational
decisonsin the
financial markets

-

Information on Intangibles is necessary

v

Thereisalack of structured, systematic,
reliable, and comparable information on
company intangibles & information deficiency
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Ll e et s

The Accounting Status Quo

However, accounting is quite parsimonious with “the
truth of intangibles’:

- Vaue recognition linked to transactions

- Stress on reliability rather than on relevance

- Poor information on long term growth drivers

- No recognition of internally generated intangibles &
vague idea of company value

- Goodwill emerges only in business combinations
- Anchorage essentially to financial figures, and virtually
no recognition of risks
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Reporting on Intangibles; A
The Accounting Status Quo (2)

What are then the objectives of the financial
Sstatements:

- Representing Value of the Business?

- Predicting Future Cash Flows (cf. U.S.
Conceptual Framework)?

- Stewardship?
- Understanding Capital Invested?
- Value Created?
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Unreurarti

Economic Consequences

Thissituation induces many adverse conseguences.

- Today accounting information easily produces short-
termism, behavioral myopia, wrong decisions, market
volatility, information asymmetry, insider information,
credit crunch for SMEs, etc.

- Long-term sustainability is out of focus

- Innovation becomes only afinancial i1ssue

- Strategy Is amenable merely to financial rationality

- If percaived at all, risk Isseen only in monetary terms
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Unreurarti

The Reporting Explosion

Other reporting documents by companies do not fill
this information gap:

- Corporate social responsibility reports

- Environmental reports

- Sustainability reports (triple bottom line reports)

- Corporate governance reports

However, in these reports there is already much
Information on intellectual capital, but not organized
In such away to become relevant to management,
Investors and infomediaries decision making
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/ ccounting and Intangibles: -
A Glance at the Future

- On December 2007 |ASB decided not to further
pursue its project aimed at including certain
Intangibles measures on the face of the balance sheet

- |ASB is now moving along the direction of
studying the possibility of disclosing information on
Intangibles in the notes of company annual report

- Intangibles seem not to be a priority in the
accountancy world at the moment, even though their

relevance Is unanimously recognised /
15



3. THE NEW APPROACH
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Towards a New Reporting Tool

In Europe/Japan/Iindia & Intellectua Capital (1C)
Statements or Report on Intangibles & based on
indicators & many of a non-financial nature

Human Capital, Organizational  Capital
(including Innovation Capital), and Relational
Capital are visualised/measured through lead
Indicators and parameters (KPls), and
accompanied by a narrative that links these
parameters with company strategy

17



Aim o

uuuuuuuu

To help companies — and especially those that operate in highly
Innovative contexts — :

|dentify
M easure
Vaorise
Document

Manage

their intangible resources, that are the “true” sources of sustainable
value creation over time

Company valueisdirectly linked to its1C, and thereforeto the
value of itsintangibles

18
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Produce the most
performing brakes
INn the world




Relational
Capital

Performance

 Revenues acquisition Index (existing customers)

 Revenues acquisition Index (new customers)

* % revenues from products developed in the last 5
years

 Market share

e Customer satisfaction Index

Sustainability

e Corporate image (external)

 Revenues concentration index

 Most relevant Customer penetration index
* % revenues invested in Marketing & EXxt.

Communication
WWw.brembo.com 1



http://www.brembo.com

1@

Performance
* % position coverage with internal growth
Index of multi-competence

Average level of |eadership management
Level of trust

Management average age

People Education/School Index

Sustainability

* % revenuesinvested in training

Peopl e satisfaction index

Multi-valence index

% femal e representation within management

Turnover (management)

Turnover (employees)

Turnover (blue collars)

Average seniority (management)

« Average seniority (employees) www.brembo.com



http://www.brembo.com

Structural
Performance Cap | tal
» N° patents (licensed/active)
* Projects (Gate 70k) / Technical Workforce
» Global Productivity
e Global TRS
Grievances severity index
PPM customersat km O
Internal scrap
% non-conformance costs/revenues

Sustainability

* % revenuesinvested in R& D

» Change proposal g//active projects

o Customer satisfaction (technical area)

* % conformity (internal audits)

o Corporate Image (internal)

» Vaue Alignment

* % revenues invested in internal communication

WwWW.brembo.com
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Infosys
Intangible asset score sheet

Intangible assets score sheet

We caution irreestors that this data s provided only as additional informa tion
to investors. We ame not responsible for amy direct, indirect or conseguen fal
losses suffered by any person using this data.

From 1843s to early 19905, a corporate s value was mainly doven by
its tangible assets — values presented in the corporate balance sheet.
The managements of companies valued those resources and linked
all their performance goals and matrices to those assets — Fetum on
[nvestment, capital turnover ratio, etc. The market capitalization of
comparies also followed the value of tangible assets shown in the
balance sheer with the difference being seldom above 23%. In the lacter
half of the 19905, the relationship between market value and tangikle
asset value changed dramatically. By eardy 2000, the book value of the
assets represented less than 15% of the total market value. 5o, what
are the key drivers of the market value in this new economy? It is the
intangible assets.

A knowledge-intensive company leverages know-how, innovation
and reputation ta achieve success in the marketplace. Hence, these
artributes should be measured and improved upon year after year
to ensure continual success. Managing a knowledge crganization
necessitates a focus on the crtcal 1ssues of organizational adoption,
survival, and competence in the face of ever-increasing, discontinuous
environmental change. The profitability of a knowledge firm depends
on its ability to leverage the learnability of its professionals, and o
enhance the rewsabality of their knowledge and expertise. The mtangible
assets of a company include its brand., its ability to attrace, developand
nurture a cadre of competent professionals, and its abilicy to aterace
and retain marngqué clients.

Intangible assets

The intangikble assets of a company can be classified into four major
categories: human resources, intellectual propeny assets, internal
assets and external assets.

Human rescurces

Human rescurces represent the collective expertise, innowvation,
leadership, entreprencurship and managerial skills in the employees
of an organization.

Intellactual propserty assats

[ntellectual property assets include know-how copyrights, patents,
products and toals that are owned by a corporation. These assets are
valued based on their commercial potential. A corporation can derive
its mvenues from hcensing these assets to ocutside users.

assets provides a tool to our mnvestors for evaluating cur market-
worthiness,

Cliants

The growth in revenue is 44% this year. compared to 35% in the
previous year (in U5 3. Cur most valuable intangible asset is our client
base. Marqué clients or image-enhancing clientz contributed 44% of

revenues during the year. They give stability to our revenues and also
reduce our marketing costs.

The high percentage (93%) of revenues from repeat orders during the
current year 1s an indication of the satistaction and loyalty of cur clients.
The largest client contributed 7.0% to our mvenue as compared to
4.4% during the previous year. The top five and 10 clients contribured
around 19.4% and 31 4%, of cur evenue respectively, as compared
te 17.8% and 33.3%, mespectively dunng the previouws year. Char
strategy 1s to increase our cliznt base, and, thereby, reduce the risk of
depending on a few large clients. During the year, we added 160 new
clients compared to 144 in the previows year. We derived revere from
customers located in 54 countries against 51 countries in the previons
year. Sales per client grew by around 32% from % 4.7 million in the
previous year to % 6.2 million this year. Days Sales Cutstanding (DTS00
was 54 days this year compared vo 62 in the previouws year.

Organization

Cruring the current year, we invested around 4.01% of the value-added
(3. 44% of revenues) on technology infrastracture, and around 1.40%
of the value-added (1.20% of revenues) on RéED activities.

A young, Fast-growing orgamization requires efficiency in the area of
support services. The average age of support employees is 30.9 years,
as against the previous year average age of 308 years. The =sales per
suppart stafl, as well as the proportion of support staff to the total
crgamzational staff, have improved over the previous year.

Paopla

“Wie are 1n a people-onented business. WWe added 30,946 employees
thiz year on gross basis (net — 19,5260 from 22 868 (net — 13 9635)
in the previcus year. We added 8,025 laterals this year against 4,842
the previous year. The education index of employees has gone up
substantially to 203 270 from 1,48 409, This reflects the quality of
cur employees. Cur employes strength comprises people from 65
nationalities. The average age of employees as of barch 31, 2007 was
26, the same as in the previous year. Artrivion was 13.7% for this year
compared to 11.2% in the previons year (excloding subsidiaries).
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Intangible assets score sheet

INfosys
|ntangi bl e assets score sheet

External stracture — our clients

Internal structure — our organization

Competence — our people

2007 2006 2007 2006 2007 2006
Growth f renewal
Revenue growth (%) RixDr Total employees 72241 52,715
—in US Dicllar terms 44 35 —R&D S total revenue (%) 1.20 1.07 Added during the year
— in Rupees terms 44 34 —R&D S value-added (%) 144 1.28 —iGross 20946 22,868
Exports / total revenue (%) a5 98 Technology investment —Met 19,526 15,965
Chients — Investment / revenue (%) 344 3.78 Laterals added 2,023 4,842
— Total 5040 460  — [nvestment / value-addad () 4.01 448 Stafl education index 205270 1484490
— Added during the year 164 144 Total investroent Employees — No. of nationalities 65 50
Marque clients — Total investment / total revenue (%) 10.87 11.45 Gender claszification (%)
— Total 114 101 — Total investment £ value-added (%) 12.71 13.538 — Male 29,1 72.4
— Added during the year 26 2 —Female 30.0 7.6
— Revenue contribution (%) 44 45
Revenue denved — No. of countries 34 51
Efficiency
Sales / Client Sales per support staff Walue added ¢ ernpleyee (Rs. crome)
— 5% million 6.18 468 - Us% million 092 Q.85 - Softwame professionals Q.19 .19
— Bs. crore 27.7 2070  —RBs. crome +.14 376 — Total employees Q.18 Q.18
Sales & marketing expenses £ revenue (%) .69 630 General & admin expenses / revenue (%) 803 8.02 Value-added / employee (5 million)
D52 (days) a4 62 Average proportion of support staff (%) 5.18 5.60 — Softwame professionals 0.04 0.04
— Total employees 0.04 0.04
Stability
Repeat business (%) a5 95 Average age of support staff (years) 30.87 3076 Avemge age of employees (years) 6.0 26.0
Mo. of clients accounting = 5% of revenue 1 - Attrition — excluding subsidianes (%) 37 11.2
Client concentration
Tep client (%) 7a 44
Top five clients (%) 9.4 17 &
Top 10 clients (%) 314 3023
Chent distnbution
l-million-dollat + 275 22
S-million-dallat + 107 81
10rnillicn-dallat + 7l 34

o 11 L [T
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Reporting of Intangibles:
The“Inverted Pyramid’ approach

Indicators should be articulated in three
levels: Generdl, Industry, Company
Specific. a the “inverted pyramid
concept”

Only thefirst two levels are to be
agreed upon in the future

llllllll




Company-Specific

Enterprl £ |ntangibles Indicators

level (no limit)

Sector | ndqstry-Spef:lfl C @

. Intangibles Indicators -
leve \\ ,, =
(10-20 max.) ’

Genera Basic Intangibles Indicators

level (4-6 max.)

Reporting on Intangibles: combining comparability & specificity
27
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4. INTERNATIONAL INITIATIVES
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%iSi ng Global Concern

What Is at the stake here is the rethinking of the
Information set available to management, investors,
and infomediaries

Thissituation is percelved as being problematic in
many countries and by many institutions and
assoclations (OECD, European Commission, World
Bank, WIPO, U.N., national governments)

Array of relevant and interesting initiatives
Internationally /



Principal Guidelineson | C Reporting

- International Federation of Accountants (IFAC) —
Study no. 7 (1998)

- Danish Agency for Trade and Industry (DATI)
Guidelines (2000; latest edition 2003)

- Nordika Project Guidelines (2001)

- Meritum Project Guidelines (2002)

- German Ministry of Labour (2004)

- Japanese Ministry of Economy (MET]I) (2005)

- Australian IC Guidelines (2002 e 2005)

- Putting | C into Practice Guidelines (PIP) by
Nordic countries (2006)

[ HTEH



A series of European Initiatives
at an institutional level (cont’ d)
2002-2003: Official Study for the European
Commission (DG Enterprise) on

“The Measurement of Intangible Assets and
Associated Reporting Practices’

Partners.

- University of Ferrara(lead partner)

- New Y ork University (Prof. Baruch Lev)
- Melbourne University (Prof. Margaret Abernethy)
http://ec.europa.eu/enterprise/services/business related
services/policy papers brs/intangiblesstudy.pdf >

& Farvars



http://ec.europa.eu/enterprise/services/business_related_

A series of European initiatives @
at an institutional level (cont’ d)

2005: European Commission’s (DG Research)
study on IC reporting to increase R& D in SMEs
and help these companies to access bank credit

(RICARDIS) & published in June 2006

“Reporting Intellectual Capital to Augment Research,
Development and Innovation in SMEs (RICARDIS)”, Report
to the European Commission by the "High Level Expert
Group on RICARDIS®, Research Directorate Generdl,

L uxembourg, Office for Official Publications of the European
Communities, June 2006, pp. 1-164 (cf.
http://ec.europa.eu/invest-in-research/pdf/download en/2006-

2977 webl.pdf)
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http://ec.europa.eu/invest-in-research/pdf/download_en/2006

Ten principlesfor effective
communication of 1C

Why and how

the financial community
should tackle intangibles
— now

33



Four conclusions of OECD work
on corporate reporting (2008)

. Necessity to provide taxonomies vaue-relevant for
Investors and managers

. Necessity to develop global business reporting
frameworks that are sector-specific, supported by KPIs
and related XBRL taxonomies

. Necessity to improve incentives for financial analysts
to follow small 1A-based companies

. Necessity to consider the risks of managing IA & to
systematically and specifically disclose risk issues (no
more “boilerplate disclosures’)



ﬂ Rising Global Concern(2) 2

Basically,there are three approaches to the
representation of intangibles at the moment
worldwide:

- Intellectual Assets-Based Management (IAbM) In
Japan
- Intellectual Capital Statements in Europe

-Enhanced Business Reporting (by EBRC) In the
US

Therisk Isthat fragmentation is high, and thus the
possibility of establishing a new company

tinfF AvrimAantt Al o x_l AR A AAan A A A AlAvrAll AA
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A Rising Global Concern (3)

Fortunately, It Is possible to identify numerous
aspects of convergence in these approaches.

Similar focus on:

- Intangible Resources

- Long-term / Sustainability

- Mapping of the Value Creation Drivers

- Key Performance Indicators
- Groupings of Information /



The Harmonising Role of XBRL
vis-a-visinformation on intangibles

eXtensible Business Reporting Language (XBRL)
needs taxonomies in order to operate

Taxonomies are dictionaries of tags/labels logically
structured

The tags can refer to both quantitative and
gualitative company and non-profit organisation
information & they can aso be used for labelling
Information on intangibles/intellectual capital

37



(World Intellectual Capital Initiative)

The following organisations adhere to the Network
“World Intellectual Capital Initiative” (WICI):

o Japanese Government — Ministry of Economy (METI)

« OECD

» European Financial Analysts (EFFAS) &a Commission
on Intellectual Capital

* U.S. Enhanced Business Reporting Consortium
(Microsoft, PwC, Grant Thornton, AICPA)

» Society for the Knowledge Economy in Australia (SKE)

» European Commission (observer)

e Waseda University of Tokyo

e University of Ferrara

WICI d

Ui b
& Fom

i
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WICI Objectives

The main purposes of the WICI Network are:

a) to promote the management and reporting of intellectual

capital/assets at company level throughout the world
through cooperation amongst members, and, where
appropriate, in collaboration with any other national and
International organisation aswell as through the proposal
of specific concepts, models, frameworks, taxonomies,
and so on;

b) to promote international dialogue on the management and

reporting of intellectual capital/assets with other
organisations and interested parties such as investors,
companies and their representative bodies, policy makers,
regulatory authorities, stock exchanges, standard setters. 4




WICI Activities

@ Develop aframework on management and reporting
of business

@ Create a set of KPIs commonly and universally used by
each company, and another for each industry

® Evolve ataxonomy to disclose business strategy and
related intellectual assets/capital as non-financial
Information

@ Study and stock-take examples on actual |A/IC
based management and its disclosure

® Study how to guarantee the reliability of the new
busi ness reporting

® Establish a cooperative relationship with the domestic
and international organizations concerned, as well as
exchanging information with them

40
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WICI Reporting Framework version 0.0 | £

(base for XBRL taxonomy)
BusinessLandscape| gtrategies Resour ces and Processes Achievements
summary summary summary summary
economics Vision and mission |Resource forms GAAP based
- financial

Industry analysis | strengths - material GAAP derived

weaknesses - relational (social)
Technology trends| opportunities - organizational (structural) | Industry based

threats - human
political Company specific

Goalsand Key processes
legal objectives - setting of vision and Capital mar ket

strategies based

environmental Corporate -inter nal resour ces

strategy management
social - product/ser vice management

Business unit - exter nal relation

strategies management

- gover nance/risk management
Business portfolio

41



WICI Business Reporting Framework ver. 0 (DRAFT)

0-1. industry overview
0-2. duration and results per business unit
0-3. business cycle per business unit

0-4. competitive analysis

past

a. Business Landscape
a-1. business landscape summary

2

b. Strategies
b-1.
b-2.
b-3.
b-4.
b-7.
b-8.
b-9.
b-10. business portfolio

corporate strategy summary
vision and mission
strengths

weakness

goals and objectives
corporate strategy

business unit strategies

c. Resources and Processes
c-1. resources and processes summary
c-2.
c-3.
c-4. value drivers

resources forms
key processes

current

d. performance

d-1. performance summary
(results of operation)

d-2. GAAP based

d-3. GAAP derived

d-4. Industry based

d-5. Company specific

d-6. Capital market-based

0. Corporate Profile & Business Attributes

future

A. Business Landscape

A-1. business landscape summary
A-2. economics

A-3. industry analysis

A-4. technology trends

A-5. political

A-6. legal

A-7. environmental

A-8. social

B. Strategies

B-1. corporate strategy summary
B-2. vision and mission

B-5. opportunities

B-6. threats

B-7. goals and objectives

B-8. corporate strategy

B-9. business unit strategies
B-10. business portfolio

C. Resources and Processes

C-1. resources and processes summary
(C-99.)Resources and processes summary
especially with changes in resource forms, key
performance and main process from that descrived in
c-2 and c-3

D. performance
D-1. financial prospects (summary)

i Frinas

42



6. CONCLUDING REMARKS
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The Challenge of Intangibles ==

- Intangibles question the role and objectives of current
financia statements
- Resistances to change by companies, accountants and
financial analysts

- Relevance also for SMEs & the “VALI Project” in Italy
and the EC “RICARDIS’ study

- Increasing role of non-financia information (KPIs) &
non-financial indicators for understanding and predicting

financials
- Still issues of consistency, comprehens veness,

comparability, and auditability



An Intangible Perspective on

CSR and Stakeholder Vaue

A simple idea

v

Social Capital & Environmental Capital as
particular intangibles to be managed by
companies for achieving sustainability
(exploiting the overlappings between “business
intangibles’ & “E.S.G. intangibles’)

5 Fome 45



TRADITIONAL
FINANCIAL
REPORTING

The Integrated Reporting System

STAINABILIT)]
REPORTING

Y

Set of common
Intangibles-
oriented
Indicators

N

INTANGIBLEY

2

INTELLECTUAL CAPITAL

REPORTING

ENVIRON-
MENTAL
REPORTING




Final consideration

Accounting and reporting are centuries old

Accounting has evolved over time to respond to
the new challenges posed by the evolution of the
economic system and practices

Thereis no logical reason to think that this will
not happen again...
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