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The amount paid for a new car and the price paid
by the Texas Rangers for a high profile baseball
player are transparent reflections of fair value.
In general, if both parties to a transaction nego-

tiate in good faith, and neither negotiates under duress,
the agreed-upon price in a marketplace transaction
between a willing buyer and willing seller will reflect the
fair value of the asset that is transferred. 

The world of corporate acquisitions is rarely so tidy.
When one firm acquires another, it usually acquires a
bundle of assets for which it pays a single price. That sin-
gle price represents the fair value for the business as a
whole, but the fair values of the individual assets that
change hands are rarely transparent. This, of course, is no
surprise. There is no single accepted formula to allocate
the purchase price for an entire business across all of the
different assets acquired and, most often, individual
assets are not valued during the due diligence for the
acquisition.

In part to impose a more transparent and economical-
ly meaningful accounting for acquired intangibles, the
Financial Standards Accounting Board (FASB) in June
2001 instituted Statement of Accounting Standard (SFAS)
Nos. 141 and 142.1 Prior to these standards, companies typ-
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ically reported as goodwill the entire difference
between the purchase price and the book value of
identified tangible assets. Intangibles were not
required to be separately identified; rather, they
typically were capitalized as part of a company’s
overall acquired goodwill, and amortized over
some finite period.2

Now, SFAS Nos. 141 and 142 stipulate that
companies that issue debt and/or equity to the
public must report the fair value of acquired
intangible assets and determine those assets’ useful
lives. As a result, goodwill is now calculated as the
overall purchase price minus the value of both tan-
gible assets and identifiable intangible assets that
have a finite useful life.3

Obvious intangible assets that must now be
separately valued include, for example, patents,
trademarks, and copyrights. Perhaps less obvious
identifiable intangible assets might include know-
how—what economists call intellectual capital—
employment agreements, non-compete agreements,
Internet domain names, in-process research and
development, and what might be called “classifiable
rights,” such as mining, drilling, and harvesting
rights. In our view, determining the fair value of
these assets is not necessarily a matter of simple
accounting. Intangible assets are usually valued with
formula-driven approaches that, in theory, could be
applied to any asset. Unfortunately, when put to
practical use, those approaches too often ignore or
downplay the specific market circumstances in
which the intangible asset is expected to be used. 

Trademarks, brand names, know-how, and
non-compete provisions are not used in a vacuum;
they are used in markets. The amount the seller
would accept and the buyer would pay depends on
their relative market positions, how each expects
its market to evolve, and how each intangible
asset affects those expectations. Without careful
analysis of the economics surrounding the parties’
expected use(s) of each intangible asset, cookie-
cutter valuation methods, mere accounting alloca-
tions, or discounted cash flow (DCF) models
whose assumptions are not grounded in a negoti-
ation framework may give you indefensible and
inconclusive measures.4 The stakes are high; the
valuation approach should be commensurate.5

In this article we also describe in some detail
the valuation requirements imposed by SFAS
Nos. 141 and 142, and we provide several exam-
ples of how an economic approach to valuing
intangible assets will provide accurate and defen-
sible results that will enable you to effectively
comply with these reporting requirements.   

WHAT IS FAIR VALUE AND HOW IS
IT MEASURED?

For purposes of compliance with SFAS Nos.
141 and 142, the FASB has defined fair value as: 

The amount at which an asset (or lia-
bility) could be bought (or incurred)
or sold (or settled) in a current trans-
action between willing parties; that
is, other than in a forced liquidation
sale.6

They got it right. In fact, this is the defini-
tion of fair market value, which is an economic
measure. It refers to how much money each indi-
vidual asset would fetch if it were sold or licensed
in a competitive market. Assuming the buyer and
seller are both willing participants in this market,
that neither is negotiating under duress, and each
has complete information (or, at the very least,
rational expectations) about what an agreement
would contribute to its own operations, the price
agreed upon will equal the fair value of the asset.7

This means that traditional accounting allocations
to assess “replacement cost” or “book value,” or
simple rule-of-thumb multiples of earnings, or DCF
models that fail to consider properly the market
negotiation framework, are not likely to accurately
translate into defensible measures of value.8

Rather, to determine an asset’s fair value,
economists typically assess both sides of a hypo-
thetical negotiation: How would the agreement
affect the seller? What would the buyer expect to
gain? What alternatives are available to the buyer?
These questions determine the boundaries for the
negotiation: the least the seller is willing to accept
and the most the buyer is willing to pay for each
identified intangible asset.9 Accordingly, before
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preparing any financial analyses, the proper para-
digm for assessing fair value is that of a hypothetical
negotiation for the right to purchase/sell each intan-
gible asset at issue.

How can this paradigm be applied to assess-
ing the value of only certain assets that were
acquired as part of a larger corporate deal? With a
business combination, or other exchange of bundles
of assets, the price paid in the overall transaction
provides a measure of the fair value of the business
as a whole. In theory, the fair value of each identifi-
able intangible asset may be based on contempora-
neous arm’s-length transactions in which compara-
ble assets were bought and sold. Indeed, if a mar-
ketplace existed in which comparable individual
intangible assets were bought and sold, those mar-
ket prices may provide an ideal valuation bench-
mark. However, the markets for intangible assets
may be quite thin under many cases—i.e., few, if
any, reasonably comparable transactions are likely
to be found for many of the intangibles required to
be valued by SFAS Nos. 141 and 142.10 As a result,
after completing their acquisitions, companies typi-
cally hire valuation experts to, ex post, allocate the
price paid for the target business among the various
acquired assets. 

The Lower Bound of the Negotiation: 
The Least the Seller Is Willing to
Accept
If a valuation analysis is done properly, the

expert should consider the relative positions of
the negotiating parties. At one end of the bargain-
ing range is the least the seller is willing to accept
to sell the asset. This measures the seller’s oppor-
tunity cost—i.e., in the most general sense, what
the seller is giving up by selling the asset. For
example, how much income, if any, had the seller
earned from using the asset and, therefore would
it lose by selling the asset to a third party? How
much could the seller charge if it sold the asset to
another buyer?11

The answers to these questions depend sig-
nificantly on the specific marketplace conditions
at the time of the transaction and the seller’s
expectations of future conditions in the market in
which the asset is likely to be used. 

The Upper Bound of the Negotiation: 
The Most the Buyer Is Willing to Pay
The most that the buyer is willing to pay for

the asset, as a general matter, is equal to the addi-
tional profit, or expected stream of cash flow, that
it expects to earn by acquiring the asset relative to
pursuing its next-best alternative. For the valua-
tion expert, the buyer’s next-best alternative
should be that asset which provides the next-high-
est profit contribution as acquiring the asset at
issue from the seller.12 Therefore, the amount that
the buyer is willing to pay depends only on the
projected returns from the asset at issue above
those it might obtain if it turned to its next-best
alternative (taking into consideration the cost of
turning to that alternative).  

Fair Value: The Outcome of the
Negotiation
Between the most the buyer is willing to pay

and the least the seller is willing to accept lies the
fair value of the asset at issue. The specific
agreed-upon price depends on the parties’ relative
bargaining power. In general, what is at issue here
is how much leverage one side can exert on the
other to force the other party toward its reserva-
tion price. There typically is no single formula or
model for making this assessment. Rather, a valu-
ation expert must carefully consider factors such
as the overall financial positions of the parties and
how they are likely to be affected by the transac-
tion at issue, possible asymmetries in the infor-
mation that each party has about the other side’s
bargaining position, and other ancillary relation-
ships and alternatives to which the buyer and sell-
er might turn. Fair value can be determined only
after analyzing this information.  

In sum, the valuation and recognition of
acquired intangible assets is something that con-
cerns regulators, tax professionals and investors.
Indefensible or overly aggressive valuation analy-
ses can sometimes distort earnings and cause neg-
ative repercussions in terms of regulatory interven-
tion and sanctions, as well as hostile investor reac-
tions and unwanted publicity. Thus, intangible val-
uation is something that must be pursued with care,
diligence, and intellectual rigor to achieve results
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that are both meaningful and defensible. The valu-
ation approach chosen by your expert should be
consistent with the economic realities under which
the buyer and seller negotiate.13

EXAMPLES: EMPLOYMENT AND
NON-COMPETE AGREEMENTS,
AND INTELLECTUAL CAPITAL

Most generally, intangible assets are assets
that lack physical substance. Accordingly, there
are a large number of assets that require valuation
under SFAS Nos. 141 and 142. To provide guid-
ance, these standards specify the sort of intangible
assets that must be individually valued. These
include intangible assets that: 

1. Arise out of a contractual or other legal
right; and/or 

2. Are separable either individually or togeth-
er with related assets and can thus be
bought, sold, licensed, etc. 

Explicitly excluded from the intangibles that
require independent valuation is assembled work-
force, which is designated to be part of goodwill. 

Assets that meet these criteria include tradi-
tional types of intangibles, e.g., customer lists,
patents, trademarks, and copyrights. There are,
not surprisingly, many others, including employ-
ment agreements and non-compete agreements that
are sometimes entered into by the employees (part-
ners) of an acquired business, and intellectual cap-
ital embodied in trade secrets.

Employment and Non-Compete
Agreements
Acquired employees, unsure of their

employment prospects after an acquisition is con-
summated, may demand employment agreements
to provide insurance against the possibility of
being terminated (or being under-compensated)
after their business has been acquired.14 To this
end, employment agreements typically stipulate
that for some period following an acquisition an
employee is entitled to a fixed payment in the

event he or she is terminated without cause or
leaves with good reason. A non-compete agree-
ment, on the other hand, protects the acquiring
company against the possibility of an acquired
employee leaving the company and taking with
him or her business that the company intended to
acquire and retain. 

Because they each arise out of a contractual
right, employment agreements and non-compete
agreements meet the SFAS Nos. 141 and 142 cri-
teria that identify the sort of intangible assets that
must be valued and separately recognized. The
method used to value these sorts of agreements
provides a helpful example of how and why it is
critical to think about the economics of an intan-
gible when assessing its value. 

Employment Agreements
The traditional income approach may at first

seem to provide a reasonable method of valuing
employment agreements. Under this approach,
the valuation expert might determine the dis-
counted value of the profit stream that each
acquired employee would be expected to generate
during the term of his or her employment agree-
ment. However, upon closer inspection it
becomes clear that this approach would not yield
economically sensible answers because it fails to
consider the economic realities of the “contribu-
tion” provided by this intangible asset.

The simple employment agreements
described above benefit only the employee. In
effect, they provide covered employees with
insurance—typically in the form of a monetary
payment—against the risk of termination. The
payment that is promised in the event of termina-
tion may help induce the employee to be
“acquired” since he or she will feel that the agree-
ment mitigates the uncertainty surrounding his or
her future income stream.15 However, the employ-
ment agreement does not influence, and certainly
does not guarantee, that the employee will per-
form to any standard or will generate any profit
stream.16 Accordingly, employment agreements
provide little, if any, benefit to the acquirer. Rather,
they represent a liability for the acquirer, the size of
which depends on the amount of the monetary
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guarantee and the likelihood that the acquirer
would, in the absence of the agreements, wish to
terminate the employees (or they chose to leave for
good reason). 

Accordingly, all other things being equal,
with employment agreements in place the acquirer
would likely be willing to pay less for purchasing
the target company in order to offset the cost of
providing those agreements (as a form of non-
remunerative benefit). As a result, to reflect eco-
nomic reality, the value of employment agreements
should be consistent with a discount on the pur-
chase price that reflects (a) the likelihood that the
agreements incrementally prevent the acquirer
from terminating the employees at issue; and (b)
the amount of the monetary guarantee that is pro-
vided during the term of the agreement. This, in
turn, implies that employment agreements, as often
structured, create a liability for the acquirer and do
not have a positive asset value from the acquirer’s
perspective. 

Non-Compete Agreements
Unlike employment agreements, non-compete

agreements provide real value to the buyer (the
acquirer) because they likely prevent employees
from leaving and taking business with them.17

Without the protection of non-compete agreements,
the buyer might find that all of the valuable acquired
personnel would leave its employ and, as a result, it
would lose much, if not all, of the acquisition’s ben-
efits. Since non-compete agreements typically have
finite terms, covered employees are foreclosed from
the specified competitive conduct only for this
defined period.18 Accordingly, from the acquirer’s
perspective, a non-compete agreement has value to
the extent it incrementally is responsible for protect-
ing a stream of future profits. That is, the degree to
which the acquirer benefits from the non-compete
depends on:

1. How much business (more precisely, incre-
mental profit) would be lost if an employee
chooses to end his or her employment and is
not covered by a non-compete agreement
compared to the loss that would be incurred
if a non-compete agreement is in place;19 and

2. The probability that the employee will
leave (voluntarily) without the non-com-
pete compared to the probability of leaving
with the non-compete in place. 

This probability-weighted incremental prof-
it represents the expected benefit to the acquirer
associated with the seller accepting the non-com-
pete agreement, and the most the acquirer would
be willing to pay in lieu of obtaining this conces-
sion from the target employee(s).

From an employee’s perspective, if the non-
compete agreement is enforced, he or she would
face the prospect of lost income only during the
period that he or she is covered by that agreement.
It is, of course, far from certain that—in the absence
of non-compete and employment agreements—the
employee would otherwise choose to leave and con-
sequently find his or her income constrained.
Therefore, from the acquired employee’s perspective,
the cost imposed by the non-compete agreement
depends on:

1. His or her expected income with the non-com-
pete agreement, compared with his or her
expected income without the non-compete
agreement, both assuming he or she leaves the
acquiring company; and

2. As above, the incremental probability that
the employee would leave without the non-
compete in place. 

This probability-adjusted lost income repre-
sents the expected cost to the employee associated
with the non-compete agreement, and the least the
employee would accept as payment in return for
granting this protection to the acquiring company. 

In sum, all other things equal, the acquirer is
likely to be willing to pay more for purchasing the
target company because it receives non-compete
protection. As a result, to reflect economic reality,
the value of non-compete agreements should be
consistent with a premium on the purchase price 
that reflects:

1. The incremental likelihood that the agree-



ments prevent the acquired employees
from leaving; and

2. The amount of incremental profit those
employees would take away from the
acquirer, during the term of the agreement,
if they left the acquirer and were not cov-
ered by non-compete agreements.

The Combined Effect of Employment
Agreements 
and Non-Compete Agreements
Employment agreements and non-compete

agreements, therefore, have opposing effects on
the price paid for the target company.
Employment agreements reflect a discount on the
purchase price while non-compete agreements
reflect a premium on that price. Said differently,
employment agreements are, in effect, a liability
to the acquirer, while non-compete agreements are
an asset. The fair value of these assets should reflect
this economic reality. Again, simple accounting
allocations or discounted streams of income gener-
ated by or paid to the covered employees will like-
ly be unable to reflect the economic conditions sur-
rounding the negotiation.

Intellectual Capital   
A proprietary, well-defined business process

is another example of an intangible asset required
to be separately valued under SFAS Nos. 141 and
142. This sort of asset is separable and has value
to the extent it is not already in the public domain
and can be “packaged” and delivered to a buyer.
An example of this type of process is a consulting
model that relies on, for example, proprietary (or
at least difficult to replicate) data, a software appli-
cation, and/or some other sort of service capabili-
ty. In this instance, the least the seller is willing to
accept for the sale of that asset will be the poten-
tial income it expects to lose due to, for example,
no longer having use of the process or because it
did not sell the process to another buyer. 

On the other side the negotiating table, the
buyer gains from acquiring the business process
presumably because that process generates a
stream of incremental profit. Again, an income

approach may be used to determine the discount-
ed value of any additional cash flow that the
process is expected to generate for the buyer.
However, as above, this approach may not yield a
proper measure of fair value if:

1. The seller’s side of the negotiation is not
taken into account; and

2. The buyer had available an alternative
business process to which it could turn at
lower cost.

Put differently, to value a business process,
the incremental profits attributable to the asset
may exceed the cost to the acquiring company of
creating its own comparable process. If so, this
design-around cost represents a ceiling for the
amount of money that the acquiring company
would be willing to pay. If not, the incremental
profit attributable to the asset represents this ceil-
ing. From an economic perspective, the relevant
valuation measure depends on the opportunity
cost of acquiring the asset. 

In this instance, the valuation analysis
becomes one of measuring these design-around
costs. This analysis should not involve a mere
“accounting” of the numbers of staff devoted to
the project and the amount paid to those staff as
salaries, benefits, and so forth. Simply putting
costs into the development project “bucket” need
not yield a meaningful measure of the amount the
buyer is willing to pay and, therefore, of value.
Rather, out-of-pocket costs including the salary
and benefits paid to staff developing the replace-
ment process are only a starting point for the val-
uation analysis. Again, the question is one of
opportunity cost: Would the acquirer have to hire
the staff that would be engaged in the project? In
the absence of the development project, would
existing staff used on the development project
have been otherwise engaged in profitable work?
To what extent? 

By considering these questions, the valua-
tion analysis would consider the true economic
cost associated with the development project and,
therefore, the costs that the acquirer would avoid
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by purchasing the seller’s business process. By
focusing on these economic costs, the valuation is
more likely to provide a realistic ceiling for the
amount the buyer would have been willing to pay
that accurately and defensibly measures the
acquired asset’s fair value. 

WHAT DOES IT ALL MEAN?—
SOME THINGS 
TO THINK ABOUT

SFAS Nos. 141 and 142 have created finan-
cial reporting requirements under which the fair
value of acquired intangibles must be determined.
These standards require a valuation analysis that
must rely upon documentation that goes beyond
standard income statements, balance sheets, or the
parties underlying general ledger documents. As
discussed above, compliance with SFAS Nos. 141
and 142 requires valuation analyses that, in the
end, are consistent with the economic realities
within which the acquiring company and the tar-
get company would have negotiated for the pur-
chase/sale of each identified asset. 

How can you obtain valuations that comply
with these standards, that yield defensible and cred-
ible results, and that are consistent with economic
reality? Independent experts in valuation can pro-
vide guidance, before acquisitions are consummat-
ed, that will enable the parties to create contempo-
raneous documentation that can support the valua-
tion analyses that ultimately must be provided to the
acquirer’s auditors. Accordingly, it is important to
begin thinking about these valuation issues as early
as possible in the acquisition process. Indeed, if
possible, the identification and valuation of
acquired intangibles should be part of due diligence
for and the pricing of the deal.

The bottom line: whenever possible, have a
sensible valuation methodology for your intangi-
ble assets before you have to comply with post-
deal SFAS Nos. 141 and 142 requirements. In
assessing how much to pay in an acquisition, give
some thought—and, ideally, some contemporane-
ous documentation—to the separable value of the
intangible assets you hope to acquire. This will
help you create the proper paper trail that is cru-

cial in today’s environment. Also, to efficiently
structure the valuation process and to provide out-
side perspective and expertise, it is prudent to hire
independent valuation experts. By doing so, you
will be assured the most accurate, economically
reasonable, and defensible results. 

ENDNOTES

1. See SFAS No. 141, Business Combinations and SFAS No. 142,
Goodwill and Other Intangible Assets. SFAS No. 141 most gen-
erally addresses the financial accounting and reporting for busi-
ness combinations. Among the several aspects of business com-
bination accounting that it covers is the recognition of acquired
intangible assets. SFAS No. 142 “addresses financial accounting
and reporting for intangible assets acquired individually or with a
group of other assets (but not those acquired in a business com-
bination) at acquisition.” (SFAS No. 142, ¶ 1.) Also, note that, as
of the writing of this article, the FASB is considering adopting
new standards that require quantitative disclosures about intangi-
ble assets other than those that are acquired. [See, for example,
http://www.fasb.org/project/intangibles.shtml as of March 12,
2003.] 

2. The guiding standards related to intangible asset reporting previ-
ous to SFAS Nos. 141 and 142 were APB Opinion Nos. 16 and
17. For example, APB Opinion No. 17 required a company to
record as assets the costs of intangible assets acquired from oth-
ers, including goodwill acquired in a business combination.
Furthermore, the cost of each type of intangible asset could be
amortized by charges to income over the period estimated to be
benefited, but not exceeding 40 years.

3. Goodwill is now considered to have an indefinite life and, instead
of being amortized, is tested annually for impairment. Intangibles
that have a finite useful life are amortized.

4. We recognize that SFAS Nos. 141 and 142 specifically note that
valuations based on DCF models are preferred. However, as we
discuss below, a DCF model typically will not provide defensible
analyses of fair value unless it is grounded in the economic real-
ities of the negotiation framework. For example, if the DCF
model reflects only the income the asset is expected to generate
for the buyer, with the buyer’s expectations about future market
conditions and how it will exploit that asset, then the analysis will
likely overstate fair value because that analysis focuses on the
buyer’s side of the transaction. 

5. For example, in March 2002, AOL Time Warner, Inc. took a
charge of $54 billion associated with the annual goodwill impair-
ment test required under SFAS Nos. 141 and 142. While this
charge may not have been related to an inaccurate valuation, it
makes clear that intangible asset value may, indeed, be signifi-
cant. Accordingly, a goodwill impairment test could be affected
by the quality of the intangible asset valuation analysis.
Companies should therefore take valuation to a deeper level, both
at the time of the acquisition and during the annual impairment
review. 

6. See Appendix F of both SFAS Nos. 141 and 142.
7. The theme of valuing intangible assets in general and of intellec-

tual property in particular can also be explored by reading section
482 of the U.S. Internal Revenue Code (IRC) Section 482 along
with the corresponding Treasury regulations. IRC Section 482
highlights the concept of the arm’s-length standard. 

8. Not only are economists well-trained to handle these sorts of val-
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uations, the Sarbanes-Oxley Act of 2002 precludes the public
accounting firm that performs a company’s audit from also per-
forming the sort of valuation required by SFAS Nos. 141 and 142.
(See the Sarbanes-Oxley Act Section 201(g).)

9. This discussion is in terms of buying and selling an intangible
asset. A similar model would also be used for determining pay-
ments in a licensing situation or some other form of exchange.
Where, between these boundaries, the parties would actually
reach agreement also depends on their relative negotiating power.

10. While not specifically addressed in this article, we recognize that
for certain valuation exercises it may be necessary or advisable to
rely, at least in part, on observed data, market-determined values,
or unrelated party licensing arrangements to assess inter-compa-
ny royalty rates and the value of underlying intangibles. Indeed,
SFAS Nos. 141 and 142 acknowledge that in some cases a valu-
ation that relies on so-called comparable transactions may be
acceptable. (See, for example, SFAS No. 141, ¶B174 and SFAS
No. 142, ¶¶24–25.) Such comparables, to the extent they can be
identified, are arm’s-length transactions and, thus, are likely to
reflect negotiated outcomes.
To be sure, these market-determined values may sometimes be
obtained through publicly available data sources or, in some
cases, internal company materials. Indeed, some corporate clients
may have internal market “prices” for certain of their intangible
assets such that their value(s) may already have been determined
through negotiations with unrelated third parties. These prices or
royalty rates, while not always perfectly comparable in all cases,
may at least provide guidance to valuing other intangibles, and
may provide a reality-check for any particular valuation exercise.

11. Contrary to the view of many practitioners and corporate finance
executives, the measures of opportunity cost relevant to properly
done valuation analyses are not likely to be properly accounted
for merely through the single discount rate used in many practi-
tioners’ DCF models. Indeed, there are at least three measures of
opportunity cost at play in these analyses: (1) the foregone
income, if any, to the seller from failing to sell the asset to the
next-highest bidding buyer; (2) the forgone income, if any, to the
seller from no longer having the cash flow generated by the asset;
and (3) the opportunity cost of capital—i.e., the rate of return that
the seller expects it could earn on its next-best alternative invest-
ment—on each of these two income streams. Because there are
multiple opportunity costs at play in these analyses, the typical
DCF model used to value intangible assets that focuses only on
the cash flow the buyer expects will be generated from the asset
and discounts that cash flow to the valuation date with the acquir-
er’s weighted average cost of capital (WACC) will suffer from at
least two flaws. First, that typical DCF model will fail to consid-
er the entire bargaining framework essential to determining fair
value. Second, the acquirer’s WACC is, as a general matter, too
broad a measure relative to the specific asset being valued to
properly proxy for the relevant opportunity costs of the acquirer.

12. For instance, this might mean developing the asset in-house or
going to another buyer to obtain a comparable asset. 

13. When valuing a specific asset, it is important to consider the
potential income-generating synergies that the asset (or alterna-
tive) might have with other assets that are being acquired and/or
with existing assets. These synergies may affect the amount a
buyer is willing to pay. However, each identifiable intangible
should be valued on a stand-alone basis, with the income-pro-
ducing or cost-reducing effects of those synergies appropriately
reflected in goodwill, to the extent they are included the transac-
tion price. Moreover, the analyst should remember that the trans-
action price less the value of physical and financial assets—i.e.,
the price paid over book value—represents a ceiling for the com-
bined fair values of identified intangible assets. In most cases,
however, assuming some goodwill actually is acquired in most
transactions, this is unlikely to be a binding constraint on your
expert’s assessment of intangibles’ fair value.

14. To illustrate how economic reasoning can inform valuation analy-
ses, we examine below a simple, but in our experience common
form of employment agreement that is merely a form of insurance
to the employee and provides no assurances of specific work the
employee must perform. We concede that, in certain circum-
stances—perhaps employment agreements for professional ath-
letes—employment agreements may contain additional terms that
provide certain value to the employer. In the end, each analysis
must consider the specific terms at issue.

15. It is interesting to note that this inducement is probably most
important to the employees who are expected to generate the least
amount of incremental profit for the acquirer because it is these
employees that, all other things equal, otherwise would be the
most likely to be terminated. 

16. This reasoning should make clear why a traditional DCF model
under the income approach, as described above, would more than
likely not provide a reliable measure of fair value. 

17. Non-compete agreements take many forms with a variety of dif-
ferent terms and conditions. This discussion considers a general
form. Of course, in practice, real-world valuation analyses must
be based on the specific terms and conditions of the agreements
at issue. 

18. As we discussed above, SFAS Nos. 141 and 142 not only require
that intangible assets be valued, they also require an estimate of
the useful life of these assets. Obviously, the useful life of the
asset also affects its value and is relevant to the valuation. All else
equal, the longer the asset’s useful life the more it is worth. 

19. For purposes of this calculation, lost business means the compa-
ny’s lost after-tax profit. This amount may be assessed using, for
example, a “with and without” approach—i.e., assessing the
present value of the profit with the non-competes in place versus
the present value of the profit if the non-competes were not in
place.
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