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Face value and market value matter: Herms ' sea surf and fun scarf. Image credit: Herms

 
By Edward Hamilton and Chris Mellen

It is  not every day that the vocabulary of a soft science such as consumer psychology overlaps so neatly and
precisely with that of financial engineering.

But when it comes to placing a value on luxury goods and their producers, it is  indeed all about the intangible.

Valued for money
Consider two women's scarfs. An evaluation that focuses only on their physical attributesboth are 100 percent silk,
beautiful seashells print, impeccably finished edgesdoes little to explain why a shopper will pay five times more for
the one that says "Herms Paris" in tiny letters in one corner.

The same principle applies to casual-wear trousers made of heavy cottonAKA "blue jeans." In the luxury market,
brand is everything.
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That axiom also extends to valuing luxury brand companies.

Practitioners, of course, consider the intangible value of a brand when assessing virtually all businesses.

In heavily commoditized industries such as basic materials, or in high-tech, where customers are generally buying
the technology and not the brand, enterprises will still attach some value to their name.

But in the high-end luxury market, where virtually all of an enterprise's value derives from its brand or brand
portfolio, the ability to accurately assess its valueto quantify and render tangible the intangibleis especially critical.

Luxury landscape
Luxury brands are characterized by providing experiential benefits such as social status and prestige as well as
premium quality.

Historically, such brands were smaller, closely held, single-brand companies. Today, however, there are examples
of large multinationals that control and, in many cases, cross-market, a suite of luxury brands: LVMH (Veuve
Clicquot, Hennessy, Givenchy, Louis Vuitton, Hublot, Tag Heuer), Richemont (Cartier, Jaeger-LeCoultre, Panerai,
IWC, Montblanc) and Kering (Gucci, Yves Saint Laurent, Bottega Veneta, Ulysse Nardin).

There are also prominent single-brand companies including Burberry, Chanel, T iffany & Co. and Herms.

These luxury companies uniformly realize their brand is highly valuable and fight hard to maintain their image by
associating with celebrity personalities and prestigious events and locations, carefully controlling when and where
their products are distributed, resisting the ever-present temptation to discount prices, and aggressively protecting
their trademark and combatting counterfeiters.

The stakes are high.

As the figure shows, luxury brands can enjoy substantial advantages over their mass-market counterparts on several
important financial metrics, including gross profit and earnings, even as their SG&A (selling, general and
administrative expenses) is much higher.

While the margin earned may be higher, the overall size of the market may also be smaller than mass-market brands.

Financial characteris tics : Luxury versus  mass

The luxury market has benefitted immensely from growth in emerging markets.

Another tailwind for the luxury space is, paradoxically, the much-discussed trend whereby the millennial generation
eschews material goods in favor of experiences and identity.

After all, the value of that $400 Herms scarf is  more wrapped up in experience and identity than in its utility as a
material good.

______________

"It is  not enough that a product is well-designed and crafted with the best materials and workmanship. The luxury



"It is  not enough that a product is well-designed and crafted with the best materials and workmanship. The luxury
brands [that consumers] treasure have the rare and intangible quality of truth." "The Emotions of Luxury,"
Psychology Today, Oct. 12, 2016

______________

Why luxury brands need to be valued
There are multiple scenarios where a brand's value needs to be calculated.

In the case of an acquisition, IFRS 3 and ASC 805 require tangible assets, identifiable intangible assets, including
brands, and goodwill be recognized at fair value.

In an impairment analysis, ASC 350 and IAS 36 may also require the valuation of brands.

Brand valuation can also be important to the tax treatment of company restructurings, in litigationfor example, to
calculate damages, in financing that is secured by the brand, and in insolvency/liquidation.

And, finally, knowing the value of a brand is critical when the brand owner considers a licensing arrangement or a
joint venture.

ISO 10668: A roadmap for brand valuation
Though not commonly applied in a formal sense, the ISO 10668 standard provides a helpful framework for
measuring brand value. It specifies three types of analysis that need to be performed before rendering an opinion
on a brand's value.

A legal analysis defines what is meant by a brand and which intangible assets are to be included in the valuation
opinion.

A behavioral analysis entails understanding and forming an opinion on stakeholder behavior in each geographic,
product and customer segment in which the brand operates.

Finally, a financial analysis describes the premise or basis of value for the brand and details how the characteristics
of the brand dictate which of the three valuation approaches is most appropriate.

Various approaches to financial analysis
There are three broad approaches to brand valuationthe asset, market or income approach.

In current practice, the asset and market approaches are infrequently deployed.

In terms of the asset approach, the cost to develop a luxury brand may not be known and typically has little
correlation to its value.

Meanwhile, because brands are rarely transacted as standalone assets, there is little direct market evidence of value.

As a forecast is available in most settings requiring valuation of a brand, an income approach is most common.

Additionally, in one variant of the income approach, the Relief from Royalty Method, some aspects of the market
approach are incorporated via the use of royalty rates.



Methods  to value brand names

The table above provides a description of the four main methods to value brands, their key inputs and some
comments on their respective strengths and weaknesses.

Given their importance to the business and its earnings, use of the MPEEM is quite common when valuing luxury
brands.

Alternatively, the With-and-Without Method can provide a meaningful value indication as there are price and margin
data for both luxury and non-luxury brands.

A key challenge if the analysis is performed from a price, rather than margin perspective, is  attribution of the price
differential to the brand versus actual differences in physical quality.

ACCURATELY ASSESSING the value of your brand is important in every industry, but nowhere does the brand
contribute more to the value of a business than the luxury space.
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Chris Mellen is Norwood, MA-based managing director at valuation firm VRC with 28 years of experience across a
wide range of industries providing valuation services in support of tax planning and compliance, strategic planning,
financing, M&A, fairness opinions, post-acquisition purchase price allocation, financial reporting, estate planning,
exit planning, buy-sell agreements, marital dissolution, shareholder disputes and appraisal review. Reach him at
cmellen@valuationresearch.com.
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