
Introduction

The latest guidelines from t
e ICAI reaffirm specific responsibilities on various stakeholders of 
Indian companies …
Valuation updates | In process research and development (‘IPR&D’)
assets acquired in business combination
July 2017
This thought leadership paper provides insights on valuation of IPR&D

Rajesh C Khairajani
Partner, Valuation

Head office: 303 OIA House, Cardinal Gracious Road, Andheri E, Mumbai 400099, India
Other offices: Amsterdam | Bengaluru | Geneva | Hyderabad | London | Lyon | Mumbai | New Delhi | Singapore | Toronto 

P
ag

e
 1

IPR&D is a development project that has been initiated and
has achieved material progress, but has not yet resulted in a
technologically feasible, commercially viable product.

IPR&D assets are unique in nature and are consequently
subject to specific accounting and valuation guidance,
particularly when acquired in a business combination.

ASC 805/IFRS 3/Ind AS 38 specifically requires an acquirer to
recognize all tangible and intangible assets acquired in a
business combination that are to be used in research and
development (‘R&D’) activities at their acquisition date fair
values.

Buyers often look for potential targets that may be in the process
of performing research and development for a new product or
products. Those IPR&D activities can have significant value and,
therefore, drive a significant component of the acquisition price.

What is IPR&D?

Accounting background

In the erstwhile accounting guidance under USGAAP for specific IPR&D projects acquired in
business combinations used to be valued as part of the acquisition and immediately charged
to expense, just like ongoing research and development costs. An immediate write-off of the
purchase price to IPR&D not only impacted the company’s reported earnings in the current
period but influenced the earnings of the future periods since the earnings would then not be
subject to amortization of a developed intangible asset or intellectual property.

By the late 1990s, the increase in the number of IPR&D write-offs and their percentage of
overall purchase price in technology acquisitions led the Securities and Exchange Commission
(‘SEC’) to focus on the valuation and accounting treatment of IPR&D. In response, the
American Institute of Certified Public Accountants (‘AICPA’) revised its accounting and
valuation guide on acquired assets to be used in research and development activities for
preparers, auditors, and valuation professionals.

Under current accounting guidance, an entity does not expense assets acquired in business
combinations to be used in research and development (‘R&D’) activities that do not have an
alternative future use. Rather, an entity recognizes all tangible and intangible assets that will
be used in R&D activities regardless of whether they have an alternative future use.
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Discussion on IPR&D

IPR&D accounting - US GAAP & IFRS & Ind AS

The converged accounting guidance under US GAAP & IFRS & Ind AS are summarized below:

Facts: Company A is in the pharmaceutical industry and owns the rights to several products
(drug compound) candidates. Its only activities consist of research and development that are
being performed on the product candidates. Company B, also in the pharmaceutical industry,
acquires Company A, including the rights to all of Company A's product candidates, testing and
development equipment, and hires all the scientists formerly employed by Company A, who
are integral to developing the acquired product candidates.

Analysis: Company B will continue to measure the acquired IPR&D at its acquisition date fair
value but will record it as an indefinite-lived IPR&D intangible asset. Subsequent to the
acquisition, the acquired IPR&D would be tested for impairment annually or more frequently if
events or changes in circumstances indicate that the asset might be impaired. Incremental
research and development costs subsequent to the acquisition would be expensed.

Initial recognition:
Measured at fair value and 

capitalized

Subsequently tested for 
impairment  and written 
off through impairment  

charges

Incremental R&D costs:
expensed

• Acquired IPR&D is

required to be

measured at Fair Value

as of the acquisition

date and is initially

classified as an

indefinite-lived

intangible asset i.e.,

not subject to

amortization.

• Post-acquisition,

acquired IPR&D is

subject to impairment

testing until the

completion or

abandonment of the

associated research

and development

efforts.

• If abandoned, the

carrying value of the

IPR&D asset is

expensed.

• Once completed, asset

is reclassified as a

finite-lived asset and is

amortized over its

useful life.

• The requirement to

recognize acquired

IPR&D in an acquisition

as an indefinite-lived

intangible asset does

not apply to

incremental costs

incurred on the IPR&D

project after the

acquisition date. These

incremental costs

continue to be

expensed as incurred.

IPR&D accounting – Illustration
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Discussion on IPR&D

Valuation of IPR&D

Under the applicable fair value guidance, acquired IPR&D may be valued using the income,
market, or cost approach. In most cases, an income or cost approach will be used. The market
approach typically would not be used because comparable market transactions generally are
not available. The cost approach is sometimes used to value acquired IPR&D for early stage
projects where the economic benefits are uncertain, significant technological (and other)
hurdles remain, and the company would be willing to reproduce the existing efforts. An
income approach is more commonly used to value acquired IPR&D for middle and/or late
stage IPR&D projects because that approach more closely captures the expected economic
benefits from the acquired IPR&D. Under the income approach, various models can be used to
value acquired IPR&D, including the multi-period excess earnings method (‘MPEEM’), relief-
from-royalty method, and decision-tree analysis. A brief overview of these primary models
used to value IPR&D assets is provided below:

• Multi-period excess earnings method: In cases in which there is an identifiable stream of
cash flows associated with more than one asset, the MPEEM may provide a reasonable
indication of the value of a specific asset. Under this method, the value of an intangible
asset is equal to the present value of the after-tax cash flows attributable solely to the
subject intangible asset, after making adjustments for the required return on and of (when
appropriate) the other associated assets.

• Relief-from-royalty method: The premise of the relief-from-royalty method is that ownership
of the subject asset relieves the owner of the need to license the asset from a third party.
Thus, by owning the intangible asset, the owner avoids the royalty payments required to
license the asset. A critical element of this method is the development of a royalty rate that
is comparable to ownership of the specific asset.

• Decision-tree analysis: Decision-tree analysis is an income-based method that explicitly
captures the expected benefits, costs, and probabilities of contingent outcomes at future
decision points, or nodes. Decision-tree analysis is particularly applicable to the valuation of
assets subject to risks that are not correlated with the market, such as the risk that a
particular technology will succeed or fail.

Summary 

Given the fact that M&A Standards continue to evolve, the accounting and valuation of
acquired IPR&D remains challenging and require significant judgment. Also, the definition and
framework for measuring fair value can have a profound impact on the measurement and
recognition of IPR&D. In this regard, the IPR&D Guide issued by a task force of the AICPA
provides best practices and examples incremental to those in specific accounting guidance,
specifically addressing the fair value measurement of IPR&D assets. The task force’s guidance,
while not mandatory, can be helpful in applying the M&A Standards.
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Disclaimer:

This publication contains general 
information only, and none of KNAV 
International Limited, its member 
firms, or their related entities 
(collectively, the ‘KNAV Association’) 
is, by means of this publication, 
rendering professional advice or 
services. 

Before making any decision or taking 
any action that may affect the 
financial relatd aspects of your 
business, you should consult a 
qualified professional adviser. 

No entity in the KNAV Association 
shall be responsible for any loss 
whatsoever sustained by any person 
who relies on this publication.

About us:

Indé Global Inc. specializes in international business 
valuation and tax advisory and is a member firm of 
KNAV International Ltd (‘KNAV’). 

Our team comprises of over 350 professional 
executives with office in India, USA, Canada, 
Netherlands, Switzerland, France, UK and Singapore.  
Our valuation services encompass business valuation, 
intellectual property valuation and valuations for 
financial reporting purposes.

KNAV International Ltd. is a not-for-profit, non-
practicing, non-trading corporation incorporated in 
Georgia, USA, which  does not provide services to 
clients. 

Services of audit, tax, valuation, risk and business 
advisory are delivered by KNAV International Ltd’s  
independent member firms in their respective global 
jurisdictions. 

For expert assistance, please contact:
Rajesh C. Khairajani at: rck@igapl.com

Visit us at: www.igapl.com

Valuation of real options
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