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Introduction

In the field of financial accounting, numerous s@isdvere published that dealt with valuation. These
highlighted the paradigm clash between accountapteponents of historical value — and financial
analysts preferring the future cash flow generat@mthanism (Barberis and Thaler 2002).

The value beyond financial statements insinuates \thlue exists beyond what is recorded in the
books of a company. Usuallguch “assets” are not owned, nor possessed, buthar they are an
attribute that can be managed.Therefore, quantification poses a severe probleaproblem that

w shall not attempt to tackle in this paper. Rathex wish to draw attention to the importance of
such assets, which, we will attempt to organise iatframework that fits the traditional firm
valuation mentality that economists are familiathwi

Quasi-Assets

Strategy, corporate culture, business relationshipsand human resources are the most
important quasi-assets that an enterprise “possessé As introduced above, these invisible
elements are “quasi” assets as their property adotsallow them to be actually owned by the
companies. They are rather attributes, intangildations that have the power to influence
performance. There are four invisible assets. Thegsible assets could be set in a framework for
valuation purposes. The paper proposes a simpledmprehensive logical model for the valuation
of these quasi-assets.

Beyond the valuation problem of invisible capithéte is a more general question. How can we
evaluate knowledge itself? What does knowledge ni@aiie organisation? What is the role of tacit
knowledge and how is it possible to manage it? grioblem of management assumes the question of
measuring. What are the means of measuring tacwletdge be with the use of financial and
accounting tools?
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Introduction

In our paper, we introduce the valuing of entegsitom an untraditional perspective. In the fieid
financial accounting, numerous studies were pubtisthat dealt with valuation. These highlighted
the paradigm clash between accountants - propormdritsstorical value — and financial analysts
preferring the future cash flow generation mechanigBarberis and Thaler 2002)

The concept of invisible capital embodies a valagdnd financial statements. Part of this resource
is none the less acknowledged by accounting infah@ of intagible assets. See table 1 for the
balance sheet structure. In the accounting paradignenterprise can be viewed from two distinct
perspectives. A view that shows where its assetsectrom, and it is known as the liabilities.
Another perspective, that reveals in what spe@#sets the capital is manifested in. This part is
called the assets of the firms.

The concept of value beyond financial statemenssnuates that value exists beyond what is
recorded in the books of a company. Usually, suadséts” are not owned, nor possessed, but rather
they are an attribute that can be managed. Theretprantification poses a severe problem — a
problem that we shall not attempt to tackle. Rathar wish to draw attention to the importance of
such assets, which, we will attempt to organise iatframework that fits the traditional firm
valuation mentality that economists are familiathwi

Assets | Liabilities
Tangible assets  |Equity
Intangibles Debt

1. Table Balance Sheet structure

1. Invisible Capital

We introduce the concept of invisible capital ds@ader perspective of relationship valueisible
capital is a liability that manifests on the asseside of the balance sheet as “quasi-asset3.he
elements described in this paper are the most il@pbquasi-assets that an enterprise “possesses.
See table 2 for an extended enterprise balance shedel including the invisible element. As
introduced above, the invisible capital appearscamsi-assets” as their property does not allow
them to be actually owned by the companies. Theyather attributes, intangible relations that have
the power tanfluence performanceaNe highlight three distinct categories of invisilcapital which

we set in a framework for valuation purposes. Thea,introduce four types of quasi-assets, and
later, connect the asset and liability siflee paper proposes a simple but comprehensive logic
network-based model for the valuation of quasi-asse

Total Assets | Total Liabilities
Book Value of Assets |Book Value of Liabilities
Quasi-Assets Invisible Capital

2. Table Enterprise balance sheet extended with qaaassets

In the last decades the proportion of tangible tass® enterprise market value has decreased
significantly, from 62% 25 years ago to 10-15% todaAccording to a US research only 20% of
enterprise market value appears in the balancet,sheepposed to 98% 20 years ago. Invisible
elements are estimated to account for 60-75% @fpnse value. (Testimony, 2002)

A result of the difficulties concerning the measueat of invisible capital is that, in the case of
mergers and acquisitions, the parties are ofterana@ire of the company’s real value. As invisible
capital becomes more and more significant, proftt Bpss calculation has to change, as e.g. the cost
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invested in knowledge are incurred today, whileytigenerate profit in the future, so a future-
oriented attutide is essential.

What does enterprise value consist of?

Elements of Total Enterprise Value

(_ R 2\
Total Enterprise Value
. J
|
1 N - 1
Book Value Invisible Capital
G J . J

- 1 - N - | | ~ 1
Relationship value Structural value [ Intellectual value }

1. Figure

We note that book value can be historical or falue depending on the accounting policies adopted
by the reporting company. Speculative effects, hawveorrect book value to the actual market price
in the case of a traded security. Market capitadisas by no means a reflection of enterprise galu
as it represents only price of equity, and only ghee of one share. The aggregate of all (majority
of) shares cannot be purchased for this price. efber, we disregard market capitalisation from
valuation of quasi-assets.

We can see that the book value of a company, wdgigiears in its balance sheet, is merely an item
in its total value. In order to be able to detemnancompany’s total value, it is not enough to know
the value of tangibles, because there is an ineisiblue beyond. Enterprise value is influenced by
speculative effects as well, although these cabeatgarded as company assets.

It is important to note that invisible elements t@med above are not equal to théangible assets
recognised by accounting.

‘Invisible capital’ is a term that has various ations from different theories of management and
economics and is most often referred tandsllectual capital A well-known categorisation of it is
the following (OECD, 2006):

- relational capital, (e.g. supplier and customé&ti@nships)
- structural capital, (e.g. strategy and corporateice)
- tacit knowledge (e.g. human resources)

Naturally, neither relational, nor structural capitan entirely be separated from tacit knowledege,
human resources. These inter-connect and influeack other.

Tacit knowledgeefers toknowledge related to work, know-how, skills and lfications, innovation
ability, working morale and different attitudesdereaction to challenges, willingness to work in a
team, level of motivation etc.) (based o6si; 2007). We use the term ’intellectual value’ this, as
capital and resources/assets are not synonyms.

The term capital reflects the attitude of the asitic society, when there was capital scarcitlyilev
resources/assets refer to an approach which coassts and expenses related to labour force

3
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investment.
The intellectual values related to labour force abdity, skill, aptitude and competence (Laab,
2007b).

Abilities are potential assets which can becomdisskihen mixed with routine. Aptitudes are
features, characteristics difficult to change. Cetepces develop from aptitudes and skills. An
important aspect of competences is authority.

Knowledgecan refer to two things. One of them is the generalcompany-specificexplicit
knowledgewhich is characterised by tangibility, such as cagts, patents, education materials.
(Szatmariné, 2002). This kind of knowledge is ressgd by accounting astellectual property

The other form of knowledge is harder to grasps kalledtacit knowledgeor tacit knowing— the
term was first used biichael Polanyj philosopher of Hungarian origin, in his book '8amal
knowledge’. He stated that people know more thag Hre able to speak about. (Polanyi, 1998)

One approach states that tacit knowledge is th&goaond of explicit knowledge and can only
evolve through social interactions. This way it @ects to another item of invisible elements,
structural value, as intra-organisational inteattitake place within the organisational structure.

Some emphasise the passive nature of tacit knoeJeglile others relate it to personal experience
or stress that as this form of knowledge is notudwented, consists of beliefs, mental models,
convictions and is difficult to communicate, it daardly be of strategic importance, although around
80% of knowledge accumulated in a company belomgadit knowledge. (Mihaly, 2007)

Tacit knowledge cannot be separated from the iddali and it is very difficult to transfer, so in
most cases the company possesses this form of &dge/lonly as long as it employs the individual.

The company cannot practice ownership rights oteremployees as it can over all the assets
appearing in the balance sheet. Determining theevaf employees, individuals can be considered
offensive, as it might recall slavery. Of course ave not talking about the value of the individual,
but the value of the knowledge possessed by hinnesr concerning the role it plays in the
company’s value-creating process. In some casepayrspecific knowledge (be it explicit or tacit)
is a value-creating resource at one company, vdoigs not represent any value for another.

Let us consider the asset side of invisible capité& manifested in the following quasi-assets.
Quasi-Assets
a. Strategy

The strategy includes the main guideline set toeaehthe company’s mission statement. It is put
forth by management as a long-term direction sgttivoken down to shorter-term strategies.
Strategies are difficult to be drawn up if no olies are set. Often times, the objectives of an
enterprise are themselves contradictory in the esaethsit maximising shareholder value and
maintaining going concern are conflicting ideagyrpoting growth, while reducing cost of capital is

also an instance. These are examples of desiredtod@s whose strategic implementation will lead
to contradicting strategy plans. Therefore, a scxorgorate strategy will try to balance the needs i

a trade-off model. Whether the optimum has beendaar missed, will be reflected in the valuation

of invisible assets.
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b. Corporate culture

The corporate culture is not defined by writteresullt is the set of moral standards prevalenhat a
organisation imposed by the corporate communitynupomembers. It is an element that is difficult

to change. Corporate culture includes how membelaster to one another, and what collective
behaviour rules apply. Corporate morale can betedawrough team-building, but can be shattered
with a destructive compensation package or bonimileion scheme. An example would be if

higher bonuses can only be earned at the expembefcolleagues’ remuneration.

c. Supplier & Customer Relationship

Referring to theinteractive model (Hakansson 1982)usiness relationship is considered as an
interactive exchange relation between two organis@ns. More exactly between two groups of
involved people, the members of the buying centrbuger side and the members of the selling
centre at the vendor side. Exchange episodes aldinguthe business relationship from the first,
initiative steps till the end of it. To create asimess relationship demands a certain amount of
resources, mainly special skills, imagination atndtsgy.

Maintaining a partnership requires much more. ldajos B2B environment, technological
advances have allowed for full integration of the wpply chain. Suppliers are able to monitor
inventories at our stores and allowing for reorgdesisile invoicing and settlements with customers is
done automaticallyThe establishment of long-term relationships amongupply chain entities
allows for investment in such integrated work-moded embedded into networksThese in turn
ensure a reliable partnership than can be coumeith imes of economic distress. Suppliers, for
instance, are a convenient form of financing ankkvalting debt; therefore an established
relationship network involving suppliers or customis loaded with intangible value.

d. Human resources

The human resources are the driving force behifiara This is especially true in services-oriented
business where the end-product is dependant ohuhman factor. Management consultants often
cite the expression, a firm can only get as goodsaweakest person in the team is. The services
rendered with material products were gaining pegfee in the past few decades. Customers were
not only looking for a property to buy from the Ireatate agency, but they also looked for their
expertise, advice and service. The relationshi@ dirm with its workers is a two-edged sword.
Loyalty can be rewarding while bad feelings, distrtan be a source of negative value to the firm.

Enterprise Value Extended

The book value recorded in accounts shows the pfieach asset individually, the enterprise value,
on the other hand, represents a sum that also @iscéar quasi-assets as well. Therefore, market
value carries the implied meaning of intangiblenedats already discussed. Parts of these quasi-
assets are recognised by accounting in the fornmtahgible assets. The traditional accounting
formula states:

Enterprise Value =2 Tangible Assets + Intangible Assets +Other Assets

To clear out any possible misunderstanding reggrtinminology, tangible assets refer to fixed-
assets that serve the long term in the balancd sRekiding intangible assets. The intangibles may
be positive or negative as they include the goddedlger. In case it is positive, constituents vaoul
comprise the value of brand names, intellectugbgrty, and accounting goodwill.

Accounting goodwill as defined by the AccountingtAor the year 2000 in Hungary is the
difference between the market price and the bodkevef total assets or liabilities. (Accounting Act
2000: 38 (5) 1.) In other words, intangible ass#ta firm, that are quantifiable can be measured
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based on expense recognition. Other intangibletgstbat cannot be easily quantified, but only add
to the cash flow generating capability of the firamd are valued by the buyer, are called the
goodwill. Goodwill is exactly the amount by how nhumore a firm spends on acquiring another
than the total (historical) amount of its assetsthé firm was bought for less, then a negative
goodwill may lead to a negative intangible assedgér in the balance sheet. On a side note, we have
to mention that a negative intangibles accounnlyg technically possible in a financial model of an
analyst. In accounting, strict rules determineghesentation of negative goodwill. It is placedhe
liabilities side and labelled as badwill.

Integration to current accounting standards

As mentioned, invisible capital is the force thants an enterprise’s material assets into an entity
that is more valuable than a mere sum of its pAxsounting has realised this fact and has allowed
for the recognition of elements of invisible capifBhe international accounting standard that deals
with the definition and recognition criteria of amgibles is called the IAS 38 (International
Accounting Standard on Intangible Assets). It dedimtangible asset in the following way:

Intangible asset An identifiable non-monetary asset without phgbisubstance. An asset is a
resource that is controlled by the enterprise eesalt of past events (for example, purchase d sel
creation) and from which future economic benefitslgws of cash or other assets) are expected.
Thus, the three critical attributes of an intangiatset are: [IAS 38.8]

identifiability
« control (power to obtain benefits from the asset)
+ future economic benefits (such as revenues or estifuture costs)

Recognition criteria IAS 38 requires an enterprise to recognise aangible asset, whether
purchased or self-created (at cost) if, and onlIjAS 38.21]

« it is probable that the future economic benefitst thre attributable to the asset will flow to
the enterprise; and
« the cost of the asset can be measured reliably.

This requirement applies whether an intangible taissacquired externally or generated internally.
IAS 38 includes additional recognition criteria foternally generated intangible assets.

The probability of future economic benefits must based on reasonable and supportable
assumptions about conditions that will exist over life of the asset. [IAS 38.22] The probability

recognition criterion is always considered to bé&sfad for intangible assets that are acquired
separately or in a business combination. [IAS 3B8.33

As far as invisible elements are concerned, thepemy does not have sufficient control over these,
so they do not fulfil the recognition criteria acdimg to IAS 38.

The definition of accounting goodwill raises theegtion that if this ledger ia collectiveaccount

for all values not stated in the tangible assetshén why is there need to discuss values beyond
the balance sheetThe answer to this question is tricky. Does mapkete that is determined by the
forces of demand and supply reflect the whole vafia company? Certainly there are invisible
assets that are not owned by the enterprise, lbubrtly benefit the firm. These unseen elements can
be managed, and unfortunately they can also be amaged. They possess value creating potential.
They include the possible synergies with the aaggicompany. Therefore, it does make sense not
to place them on the balance sheet. On the otheat, hemakes more sense to place them in a
framework when valuing a company, for the use @tsgists and management.
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In a new concept that includes the value creatypmbnagement tools, mentioned in this essay, we
shall introduce the concept of Total Enterpriseléahat can be defined as follows:

Total Enterprise Value 2 Tangible Assets- Intangible Assets + Quasi-Assets

We distinguish quasi-assets as being the part eodgnised by accounting standards, but are
important to the value of a firm. If we represeém firm as a circle, the dark boundaries show the
traditional accounting value. The goodwill is paftthe balance sheet; therefore, it is within the
green circle. Now, as we discovered the off-balasteet elements, we acknowledge the value they
bear, and add them to the circle. These includditims strategy, corporate culture, supplier and
customer relationships, and human resources amangsly others. As figure 1 shows, these
elements enlarge our value circle. Proportionshie figure are deliberately made to reflect the
relative size of each element. The distance fraenctintre of the circle represents the risk assstiat
with quantifying these elements.

Figure 1 Enterprise value enlarged by invisible elements tgive Total Enterprise Value.

Intellectual Balance Sheet

There are two main approches in measuring intelcwvalue. One of them prefers value
determination, using financial indices, while ttieey finds non-financial indices more important and
wants to grasp the change in value.

All methods aiming to determine intellectual valggproach it from the asset side, thus only dealing
with intellectual value exploited. However, thesoeirce’ side of intellectual value is not equathe
elements manifesting in intellectual resourcesaissets. Intellectual capital, the source of iatdllal
resources/assets is special, as it is constantgwiag itself, it is reproduced and unrestrictdda |
company manages its intellectual resources, it gamerate profit, which is the manifestation of
intellectual capital. However, we cannot even estenthe extent of losses arising from improper
management of intellectual value.

So the passive part of intellectual value is ieigtlial capital and the active part is intellectual
assets/resources. We can easily decide which etesmméknowledge would appear on the asset and
which on the capital side of an intellectual bakasbeet. Abilities and aptitudes belong to thetahpi
side, while skills and competences are on the asdet However, it is important to recognise the
difference between the two sides (i.e. unexpldieawledge) as a loss.

Intellectual Balance Sheet




Abstract preview

Quasi-Assets (intellectual resources) Intellec@agbital
Skill < | ability/talent
Competence Aptitude

Relationship between the Elements of Invisible Catal

It is possible to demonstrate the relative imparéaof the direction of value through this model as
well. As seen from figure 1, the increase in vaias an elasticity of more than 1. From figure 4, we
see that a reduction in value has also a gredstein the Actual Total Enterprise Value. This can
possibly be explained by the effect the value oé=ima element of yellow has on itself when joined
with the other attributes of the firm. If we havlde contracts with customers, then firm value is
added. If this is joined by motivated workers, thestomer satisfaction and workers loyalty will
cause extra value that was not seen when valuedately. The same applies to the negative assets.
An enterprise that has negative invisible asselefiiges its total enterprise value. When strained
with lousy human resources, the negative impadtakfiéct its yellow area more severely than being
valued on its own. A rotten apple is a negativaugalwhen placed in a box with other apples; the
negative will affect the healthy apples, making décome (grey area) larger.

The nature of the invisible assets draws attentmrheir behaviour when integrated. Their co-
behaviour is what we will call the correlation afagi-assets. In case of positive correlation, dmees
direction of the relationship can amplify the effef one factor. On the opposite, the negative
correlation can eliminate some effect of one eldm&megative correlation between quasi-assets is
a “natural diversification” that will reduce riskaurred from any invisible capital.

Let us consider the basic model where a moderaéepise value (inner white circle) is extended by
invisible capital in its three forms.

Relational Tacit
Capital Knowledge

2. Figure The Basic Total Enterprise Value Model

In the following models we try to illustrate thelatve importance of each element of invisible
capital relative to one another. Moreover, the fehe inner circle relative to the outer one
represents the amount of quasi-assets recogniseddmynting. Each enterprise can be related to a
model of capital allocation that best fits its aqgi@ns and industry. We present two possible models
one with a dominant invisible capital and one vadtiminant relationship capital. The measure of the
size of invisible capital to total enterprise vahred internal partition between the elements ipéct
that requires further research.
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Tacit
Kniow ledge

Relational Tacit
Capital Knowledge

Felational
Capital

Model of dominant invisible capital Model of dominant relational capital

3. Figure Differnet models of capital allocation

The above models, showing Total Enterprise Valualdvdit the world of Miller and Modigliani
(1958). Nevertheless, as Stiglitz (1969) highlighie real world is far from perfect. Propositiafs
perfect markets, no informational asymmetry, n@k-avert behaviour of investors, no taxes and
transaction costs and many other suppositions tdald in the real world. Therefore, we take our
model a step further to introduce a new concept.

Actual Total Enterprise Value is Total Enterprise Value minus related costs. €hetated costs
comprise of transaction cost and valuation feesirnec from market frictions, but also include
possible negative items from the balance sheetinAgae have to denote, that in a strict accounting
paradigm, no such technical solution is acceptdailg, since financial modelling deals with net
accounts (i.e. asset minus related debt) we witwafor negative items on the asset side of the
balance sheet as they mainly derive from the iblesassets identified in this essay. The invisible
assets that cannot be possessed but only manaddzkaefited from, can, as mentioned previously
be mismanaged. We stress this as we wish to unddhat by mismanagement they can turn into a
menace and therefore possess negative value. iSoerid, we extend the depiction of enterprise
value by cutting off part of the invisible asse¢l{gw area) by a grey gloomy colour. The new Actual
Total Enterprise Value is bordered by the brokehliree in figure 4 below.

N/

Figure 4 Total Enterprise Value including incurred costsegiwus the Actual Enterprise Value

The negative elements (grey) are existent by defdol case of non-negative assets, the grey
represents transaction costs such as brokeragectests incurred by listing in bourses, and vabrati
related fees arising from the cost of carrying dug diligence, making measurements for fair-value
accounting, and the like. The grey area can begedawhen invisible assets include negative items,
such as binding contracts with suppliers or custsman inefficient strategy, or a destructive
corporate culture. Strong labour unions often m dtrike-mood can be also considered an example.

9
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At times invisible capital is just there but doest serve core operations. An example could be
relationship with previous customers or suppliehovare currently not business partners anymore.
Such value is there, it exists, however should x&ueded from valuation of current processes.
Therefore, it can be considered as an option farréudisposal. This also represented by the grey
area. A currently out-of-the-money option with natrinsic value does retain time value (the
possibility of being in-the-money again.)

Conclusion

In exploring the value beyond financial reportimgg aim at discovering elements that contribute to
the value of a company, yet are difficult to capttiirough traditional valuation methods. Once we
recognise the existence of invisible capital exgdioin this paper, strategists and firm managers can
be aware of quasi-assets adding or decreasing eélineir firms. The perception of out-the-money
relationship capital is included in the grey arbawd not be forgotten when valuing a firm, and
thus, the Actual Total Enterprise Value conceptsiagple as it is, highlights imminent positive or
negative values that are often leaped over in Walus Through this paper, we attempted to show
invisible capital in the corporate sector thatetdem accounted for. It is easy to see how or why
managers overlook the quasi-asset and transaaginazeas. They are intangible and therefore
invisible.

Relationship value, structural capital and tacih\wiedge are of the most substantial resources today
It is also reflected in the fact that only 20% afanpany’s Actual Total Value appears in its baganc
sheet. The current accounting regulation regarngdiéctual value as costs, so instead of assettgrow
there is profit reduction. Recognition of relatibips value among assets comes up against several
obstacles both at national and international levehe source of intellectual value i.e. intelle¢tua
capital is constantly renewing, so there is notakatce between the asset and the capital sidesof th
intellectual balance sheet, it would be necessargietermine the losses arising from unexploited
abilities and aptitudes.

10
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