Brand Valuation

Overview

This chapter looks at brand valuations. We begin by discussing their significance in
the context of company accounts and valuations, and then consider how brand
valuations are carried out in practice. We include some sample calculations based on
different methodologies and highlight the key assumptions that have to be made in
these calculations. The chapter ends with a brief discussion of the alternatives to
brand valuation and a means of brand health monitoring, budget setting and brand
development.

Mastering Brand Valuation

After reading this chapter, you should be able to answer the following questions:
1. What do we mean by brand valuation?

2. What are the main differences between brand valuation and the value of
corporate reputation?

3. How are company valuations and brand valuation connected?

4. What conditions does a brand need to satisfy for it to be worthwhile carrying
out a brand valuation?

5. How should brand valuation be calculated when the brand spans multiple
markets?

6. Isthere a standard recognised way of valuing brands?
7. What are the practical uses of brand valuation?
8. What are the main brand valuation methods?

9. How can I carry out brand valuation calculations using three of the most
common valuation methods?

10. What are two alternatives to brand valuation for brand health monitoring,
budget setting and brand development?
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1.1 The context for Brand Valuation

One of the frustrating things about the topic of value, to many managers, is just how
difficult some of the ideas are to pin down (Box X).

Box X Terminology used in the financial evaluation of marketing

Valuation: A method of estimating the monetary worth of an entity. Its main applications concern how
companies and shares are valued.

Value Based Marketing: A disciplined process of evaluating marketing decisions, based on robust
financial valuation principles and market response analysis. The result: optimal marketing decisions,
strategy and implementation

Economic Value: the monetary worth of an entity, established by a valuation method.

Valuation Method: the rules and calculations used in the valuation process. Different methods are
available, so it is important when reviewing something’s value to know the method used.

Customer Value: the perceived worth of something to a customer, expressed as a set of evaluative
statements. Not necessarily connected or correlated with economic value, despite what the pundits say.

Profit: Revenues minus costs measured over a specified period. There are several accounting
definitions of profit, probably the most useful for general marketing use being EBITDA or Earnings
Before Interest, Tax, Depreciation and Amortisation. Profit Stream: A series of profits over a period of
time. Investment analysts often look at profit streams over 3, 5, 10 years or more.

Net Present Value: A single value that represents the profit stream (or other financial flow),
summarised using a method such as Discounted Cash Flow (DCF).

Profit Maximisation: Making brand management decisions in order to maximise profit over a specified
period.

Share Price: the price at which company shares are traded on a Stock Market.

Market Capitalisation: The overall value assigned to a company by a stock market (equal to the share
price multiplied by the number of shares).

It may seem paradoxical to many marketing people that most finance people spend
little or none of their careers thinking about economic value. On the other hand,
economic value is something that investment analysts, concerned with trading
shares, think about a good deal. Understanding this conceptual gap is a good
starting point for our thinking.

Company valuations

Company valuations are readily available on a day-by-day or even minute-by-minute
basis for quoted companies, i.e. companies whose shares are traded on a stock
market. However, valuation calculations are required for businesses in a number of
situations, including the sale or acquisition of:

Some or all of the shares of an unquoted company

Part of a company (even if the company is quoted)

A quoted company where the buyer believes that the market valuation of the
company does not reflect the company’s true potential

Valuation of companies has become highly refined over the decades. The classic
text is Valuation, by McKinsey (Copeland et al 2000).

The analyses behind company valuations involve examining the financial history over
many years and assessing the credibility and risks associated with financial forecasts
(which may have been prepared either by company management, or alternatively by

consultants). This assessment is then used to estimate the net present value of future
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distributable profits. The methods and conventions used have been improved over
time in light of actual experience, but the details of them need not concern us here.

Figure 6.2: lllustration of the Factors Used in Valuation Calculations
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The practical implications of valuation calculations can be understood by looking
briefly at The Walt Disney Corporation and its share price, illustrated in Figure 6.3.
Although Disney is a brand, its presence in this conglomerate is diffuse. The value of
The Walt Disney Corporation is clearly not just “the brand”.

Investment analysts rely upon published annual reports on the Disney business, plus
interim statements and future projections. These generally aggregate together the
results of numerous subsidiary businesses. For the analysts, the aggregate figures
must be disaggregated for them to assess the future potential, since each component
business has different growth rates and profit performance.

Figure 6.3: Historical Development of The Walt Disney Corporation and its Share Price
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Brand valuations

Brand valuation was introduced in the 1980s, initially as a response to the
vulnerability of sound but financially sleepy businesses to the attentions of acquisitive
conglomerates. What would otherwise appear to be a lacklustre balance sheet could
be improved significantly by making explicit recognition of the values of the brands
owned by the company as intangible assets.

Valuing brands necessitates the disaggregation of the company into its component
brands, and the application of valuation methods to each component brand. Brand
valuation was controversial when it was introduced, and remains so today.

Its advocates argue that it is perfectly natural to recognise the financial value of a
company’s brands on the balance sheet, given that these are durable assets that
deliver real financial benefits to the business in terms of a higher price or market
share than would otherwise be the case. Its critics, in equal measure, maintain that,
whatever the theory, brand valuations are arbitrary, subjective and opaque and
consequently of limited use.

The final difficulty for brand valuation is that brands are sold infrequently.

Businesses or business units are sold regularly, so company valuation theory can be
tested against many cases. Brand valuation theory has been subjected to much less
rigorous testing, because there are relatively few test cases.

Corporate reputation

The concept of assigning a value to a brand naturally leads to the question of
whether the valuations assigned by the market to companies depend in part on the
good or poor corporate reputation of the company. The main determinants of
company valuations will naturally be the current and expected future financial
performance. But are the perceived strengths in areas such as marketing skill,
financial management and the ability to recruit and retain staff also a factor, over and
above their direct effect on the financials? A detailed statistical analysis reported by
Bryan Finn (2004) shows that corporate reputation is a statistically significant
explanatory factor in both market capitalisation and credit risk ratings.
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A full discussion of corporate reputation is beyond the scope of this book. However,
as brand valuation and corporate reputation are clearly related (especially when the
“brand” is synonymous with the company), it is relevant to note the following
important differences:

Unlike brands, quoted companies have freely-available market values and
credit risk rating scores every day

Working at the company level avoids the approximations involved in trying to
dissect a company’s accounts to attribute costs and revenues across a
portfolio of brands

The assessment of the impact of corporate reputation on the market value of a
company is therefore a more rigorous and statistically robust process than brand
valuations although, of course, it does not provide information on the individual
brands in a multi-brand company.

1.2 How valuable are brands?

Before looking in detail at brand valuation, it is worth defining the minimum
requirements for a “brand” to be worthy of consideration for a brand valuation
analysis (Haigh 1996). At least the following criteria need to be satisfied:

The brand must be clearly identifiable

The title to the brand must be unambiguous

The brand must be capable of being sold separately from the business

(otherwise the brand valuation becomes identical to the valuation of the
business)

There must be a premium value over the equivalent commodity product

If these criteria are met, there seems little doubt that such brands are valuable. For
example, Figure 6.4 by Interbrand and Citibank shows how the stock market
performance for heavily branded companies compares with the FTSE 350 index over
a 15-year period.

Figure 6.4: Financial Performance of Branded Companies

Although Figure 6.4 provides powerful evidence that heavily-branded companies
have outperformed the market, the key question is: can we attach a robust financial
value to a brand?

Table 6.1 shows how Business Week values the world’s strongest brands using
analysis from brand consultancy Interbrand.
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Table 6.1: The World’s Top Brands (August 2003 figures)

Brand Brand Value $
billion

1 | COCA-COLA 70.45
2 | MICROSOFT 65.17
3 | IBM 51.77
4 | GE 42.34
5 | INTEL 31.11
6 | NOKIA 29.44
7 | DISNEY 28.04
8 | MCDONALD S 24.70
9 | MARLBORO 22.18
10 | MERCEDES 21.37
11 | TOYOTA 20.78
12 | HEWLETT-PACKARD 19.86
13 | CITIBANK 18.57
14 | FORD 17.07
15 | AMERICAN EXPRESS 16.83
16 | GILLETTE 15.98
17 | CISCO 15.79
18 | HONDA 15.63
19 | BMW 15.11
20 | SONY 13.15

Table 6.2 is another estimate of the importance of branding published by Interbrand
for various markets.

Table 6.2: Relative Importance of Brands and Other Assets (%)

Market Brand Other Tangibles Total
intangibles
Luxury goods 70 5 25 100
Food and Drink 55 5 40 100
Financial Services 30 50 20 100
Automotive 30 20 50 100
Information Technology 20 50 30 100
Retall 15 15 70 100
Pharmaceuticals 10 50 40 100
Industrials 5 25 70 100
Utilities 0 30 70 100

The message of these figures is certainly not being ignored by Finance Directors.
Figure 6.5 encapsulates where they saw the main sources of company value in a
survey undertaken in 2001.

Figure 6.5: Finance Director’s Views on Sources of Market Capitalisation
Tangibles
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Marketing, Brand
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Research and
Development

Source: (Fisk & Shaw 2002)
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But how do these enormous valuation figures translate to day-to-day branding
expenditure decisions? The fact that other companies have high valuations for their
brands does not necessarily mean that your branding expenditure will generate a lot
of money for your company.

Part of the problem is that many brands operate in a diverse set of markets, and it is
important to differentiate between those markets where branding is important, and
those where it is less important. Figure 6.6 illustrates the situation for a large bank.

An organisation chart provides a useful way of illustrating the relative importance of
branding in different parts of the organisation. Thus for consumer banking there is
greater importance to be effectively branded. Even within the consumer division,
different areas are differently affected by branding.

Figure 6.6 Importance of branding is indicated by shading intensity
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You may find it useful to develop a similar chart for your own organisation. This is
best done by getting several colleagues to make an assessment of the relative
importance of branding. Then pool the results, checking for areas of agreement and
areas of disagreement. Where there are differences of opinion, discuss them to
understand the reasons behind the differences.

1.3 Brand valuation methods

Brand valuation was pioneered by Interbrand who developed and refined the
“economic use” method of brand valuation. We will look at this in detail later but first
consider some of the other approaches that have been put forward over the years,
together with their advantages and disadvantages (Dresdner Kleinwort Benson
research and Interbrand, 1997).

“Historical cost”

This approach values the brand as the sum of the costs incurred in bringing the
brand to its current state.

The main disadvantages are:
The historical costs of creating a brand appear to bear little relation to the

current value of the brand, based on the other approaches to brand valuation
(and are often considerably lower).
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In practice, it is difficult to identify the costs involved in creating a brand and,
in particular, to separate out that part of marketing expenditure responsible for
brand building.

“Replacement cost”

This approach values the brand at the cost of creating a new but similar brand.

The main disadvantage is:
The difficulty in estimating how much it would cost to create a new equivalent
brand now. It would be a questionable assumption to base the estimate on
the cost of creating the original brand as the existence of the original brand
will often have changed the marketplace. However, even if this assumption
were to be justifiable, then the approach suffers from the same disadvantages
as the historical cost approach.

“Market value”

The market value of the brand is what it might be sold for in the open market,
assuming a willing buyer and willing seller.

The main disadvantages are that:
There is scant information available about sales of brands and,

Even where such information is available, it is difficult to extrapolate from one
brand to another.

“Premium price”

This approach values the brand in terms of the premium price that it commands over an
unbranded or generic equivalent. A premium price can be used to calculate the
additional profits earned by the brand (after allowing for any additional production or
marketing costs), and these can be used in a Net Present Value calculation to arrive at
the value to the business now of the profit stream attributable to the premium price.

The main disadvantages are:
It is not always easy to find an equivalent unbranded or generic product
The effect of the brand is not always or entirely reflected in a premium price. It
may also be reflected in sales volumes or, equivalently, market share. Indeed,
the profit maximising optimum for a brand will normally be to use the brand
strength to gain some combination of a premium price and market share.
“Royalty relief”
The royalty relief approach values a brand at the Net Present Value of the royalty
payments that the business would have to pay to license the brand if it did not own

the brand. In other words, the brand is valued at the amount by which ownership of
the brand “relieves” the company from the need to pay license fees or royalties.
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Where royalty data are readily available, this approach is workable. However, royalty
data are generally applicable only to specific sectors and markets, and are not easily
extrapolated beyond these boundaries.

“Economic use” method

This method of assessing brand value attempts to calculate the value of the brand to
its owner in terms of the Net Present Value of the profit stream attributable to the
brand.

This is the approach of choice for brand valuation companies such as Interbrand Ltd
and Brand Finance Ltd, and will be described in more detail below.

The “economic use” method of brand valuation has been implemented in a number of
ways and various proprietary techniques have been developed to estimate some of
the key factors. Here we present a simplified form of the approach, broadly following
the methodology of Brand Finance Ltd, as described in the excellent review by David
Haigh (1996).

All “economic use” methods start with an analysis of the profitability of the brand to
the business. It should be emphasised that all of the analysis that follows is based on
separating the finances of the brand of interest from other brands that may be
produced by the company, and also from any unbranded products that may be
produced in parallel by the company.

The Economic Use/Historical Earnings Approach

The simplest “economic use” method is the “historical earnings” approach, the main
steps for which are as follows:

Starting with the revenue attributable to the brand, multiply by the profit
margin for the brand to get the operating profit for the brand (or, equivalently,
deduct from the revenue the operating costs associated with the brand).
Estimate the capital employed by the brand, including both fixed assets and
working capital. Multiply this by an appropriate capital charge to obtain the
charge for capital employed by the brand.

Subtract the charge for capital employed by the brand from the operating
profit for the brand to get the earnings after capital charge

Not all of these earnings are attributable to the strength of the brand itself —
there could well be some earnings after capital charge even if the brand were
weak. Therefore multiply the earnings after capital charge by the proportion of
the earnings that are attributable to the strength of the brand to obtain the
brand earnings

Multiply the brand earnings by the tax rate to get the tax payable on the brand
earnings. Then subtract the tax payable from the brand earnings to get the
brand earnings after tax.

Finally, multiply the brand earnings after tax by the multiple to obtain the
brand valuation.

This calculation method is illustrated in Table 6.3.
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Table 6.3 Calculating Economic Use/Historical Earnings

Step Item Calculation Year O
1 Revenue attributable to the brand A 140
2 Gross profit margin of the brand B 30%
3 Operating profit for the brand C=A*B 42
4 Capital employed by the brand D 220
5 Charge rate for capital E 10%
6 Charge for capital F=D*E 22
7 Earnings after capital charge G=C-F 20
Proportion of earnings attributable to the
8 brand H 50%
9 Brand earnings J=G*H 10
10 Tax rate K 30%
11 Tax payable on brand earnings L=J*K 3
12 Brand earnings after tax M=J-L 7
13 Multiple N 10
14 Brand value P=M*N 70

Apart from the technical difficulties associated with disentangling from the other
aspects of the business the revenues, profit margin (or operating costs), fixed assets
and working capital associated with the brand, there are three factors in the table that
have a critical impact on the brand valuation:

The charge rate for capital
The proportion of earnings attributable to the brand
The multiple of brand earnings after tax used to obtain the brand value

Although most companies will have a fairly narrow range of expectations for the charge rate
for capital, the proportion of earnings attributable to the brand and the multiple used to
obtain the brand valuation are, at the very least, much more difficult to estimate.

The Economic Use/Future Earnings Approach

In theory, the multiple used in the “historical earnings” approach should reflect both
the growth prospects for the brand and the uncertainty attached to future earnings
from the brand. Although the calculation method could be improved by calculating a
weighted average of earnings over recent years, the preferred and most widely-used
approach for brand valuation is to estimate the brand value as the Net Present Value
of the future brand earnings after tax.

For this method of brand valuation, the procedure is as follows:

Calculate the brand earnings after tax as per steps 1 to 12 in the table above,
but do this not only for the current year (Year 0), but also for the next 5 years.
Discount the brand earnings after tax for Years 0 to 5 back to the current
year.

Estimate the “terminal value” of the brand (representing the Net Present value
of after tax brand earnings from year 6 through to infinity). This is usually
calculated by assuming no further growth beyond year 5.

Estimate the brand value as the discounted brand earnings after tax for Years
0 to 5 plus the terminal value.

This method of calculation is illustrated in Table 6.4.
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Table 6.4 Calculating Economic Use/Future Earnings

Item YearO Yearl Year2 Year3 Year4d
Revenue attributable to the brand 140 147 154 162 170
Revenue growth 5% 5% 5% 5%
Gross profit margin of the brand 30% 30% 30% 30% 30%
Operating profit for the brand 42 44 46 49 51
Capital employed by the brand 220 230 240 250 260
Charge rate for capital 10% 10% 10% 10% 10%
Charge for capital 22 23 24 25 26
Earnings after capital charge 20 21 22 24 25
Proportion of earnings attributable to the brand 50% 50% 50% 50% 50%
Brand earnings 10 11 11 12 13
Tax rate 30% 30% 30% 30% 30%
Tax payable on brand earnings 3 3 3 4 4
Brand earnings after tax 7 7 8 8 9
Discount rate 15% 15% 15% 15% 15%
Discount factor 1.00 1.15 1.32 1.52 1.75
Discounted cash flow 7.0 6.4 5.9 5.4 5.0
Value to year 5 34.4

Terminal value 30.9

Brand value 65.3

This approach has two important advantages in that it provides:

a more rigorous methodology for taking into account the future growth of the
brand, and

A mechanism for taking into account the effect of brand strength on the level
of risk associated with future earnings

However, the advantages of this approach come at a cost:

It requires that a forecasting model for the brand is developed. The
forecasting model has to include estimates for the next 5 years of revenues,
margins (or costs), and total capital employed attributable to the brand.

It introduces another key factor that has to be estimated, namely the discount
rate to be used in the Net Present value calculation.

It introduces a further arbitrary factor in the choice of a 5 year period for the
forecasting model.

It frequently exhibits the behaviour (exemplified in the table) that the terminal
value is of comparable importance to the Net Present Value of the brand
earnings after tax for the initial period of 5 years, emphasising the importance
of the assumptions made for the period more than 5 years into the future.

The general principle behind “future earnings” systems of brand valuation is that

strong brands benefit not only from a favourable combination of a premium price and
a high market share, but are also more resilient in adverse market or economic
conditions. This means that they have a lower risk profile and therefore that a lower
discount rate should be used in calculating the present value of future earnings.

Both Interbrand Ltd and Brand Finance Ltd have developed proprietary
methodologies based on ranking and rating systems to assess brand strength and to
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map this parameter onto the discount rate to be used in the Net present Value
calculation.

Alternatively, a widely adopted approach is to start with the Weighted Average Cost
of Capital (WACC) for the company, and to adjust this value upwards or downwards
for each brand in the company’s portfolio based on the relative position of the brands
as measured by consumer perception metrics.

Comparison with the “royalty relief” approach

Finally, for comparison, we carry out a brand valuation using the “royalty relief” method
of calculation referred to earlier. The calculation is illustrated in Table 6.5.

Table 6.5 Calculating ‘royalty relief’

Item YearO Yearl Year2 Year3 Year4 Yearb
Revenue attributable to the brand 140 147 154 162 170 179
Revenue growth 5% 5% 5% 5% 5%
Royalty rate 5% 5% 5% 5% 5% 5%
Royalty income 7 7 8 8 9 9
Tax rate 30% 30% 30% 30% 30% 30%
Tax payable on royalty income 2 2 2 2 3 3
Royalty income after tax 5 5 5 6 6 6
Discount rate 15% 15% 15% 15% 15% 15%
Discount factor 1.00 1.15 1.32 1.52 1.75 2.01
Discounted cash flow 4.9 4.5 4.1 3.7 34 3.1
Value to year 5 23.7

Terminal value 20.7

Brand value 44.4

In addition to an estimate of the royalty rate that would apply for the sector and
market, key features of this approach are as follows:

It requires forecasts of future revenues (but not of operating costs or capital
employed)

It requires a discount rate

The terminal value can be of a comparable magnitude to the net Present
value of the royalty payments for the first 5 years implying that the
assumptions for the period beyond 5 years also have an important effect on
the estimated valuation.

1.4 Discussion of brand valuation

The principal advantage of brand valuation is that it reduces the complexity of
assessing the worth and attributes of a brand to a single financial number. Difficult
and imprecise though this process is, in some situations it is essential. For example,
in mergers and acquisitions or legal and tax cases, this is exactly what is required.

What is more debateable is whether brand valuation is a useful tool as a means of
brand health monitoring and as a way of informing decisions on budget setting and
brand development processes. Although it can be used in this role, the balance of
opinion currently seems to weigh significantly in favour of more direct and
transparent measures for these purposes, based mainly on two approaches:
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Forecasting models of brand revenues, costs and profitability — but without
the additional calculations and assumptions necessary to extend the
forecasts to produce a brand valuation.

Metrics derived from market research on customer opinions and attitudes
towards the brand

1. Do we know the value of our brands?
2. What methodologies can we use / have we used to assess these values?

3. Why do we / don’'t we show brand valuations as part of our intangible assets on
the balance sheet?

4. What assumptions do we make when disaggregating the company accounts to
estimate the financial performance of our brands?

5. What assumptions do we make about brand performance in the long-term
(beyond 5 years)?

6. How much of the value of our brands depends on their long-term performance
(beyond 5 years)?

7. What discount rate or earnings multiple do we / would we use for brand valuation
calculations?

8. On what is this based?

9. Do our brand valuations carry different messages from our market research
metrics?

10. How do we score in terms of corporate reputation?

Summary

There needs to be co-operation between marketing and finance to solve the
problems of calculating financial results from branding expenditure.

Brand valuation as a topic is an off-shoot of company valuations, and has
evolved in order to explain the sometimes large discrepancies between a
company’s market valuation and the value of its tangible assets.

There is no doubt that the value of intangible assets, which include brands,
now have a significant impact of the value of most major traded shares.

To carry out credible brand valuations, certain criteria need to be met — for

example, it must be possible for a brand to be sold, as an entity, separately
from its parent company.
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There are numerous different methods of calculating brand value, all of which
have various advantages and disadvantages. None are entirely satisfactory
as methods of guiding day-to-day brand expenditure decisions.

An approach based on statistical forecasting methods and market research is

preferred as the best route for managers attempting to understand the impact
of brand expenditure on future sales and profitability.
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