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CHAPTER 12

Intangible Assets
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LECTURE OUTLINE

This chapter can be covered in one or two class sessions.  Students generally do not
have difficulty in understanding the accounting procedures related to the capitalization
of intangibles and their subsequent amortization.  Illustrations 12-2 and 12-3 provide
numerical examples of recording goodwill (master valuation approach) and developing
an approximate value for goodwill (excess earning power approach).

A. Intangible Asset Issues:  Characterized by a lack of physical existence, and a high
degree of uncertainty concerning future benefits.

1. Characteristics:

a. Identifiability.

b. Manner of acquisition:  Whether singly, in groups, in business
combinations, or developed internally.

c. Expected period of benefit.

d. Separability from an entire enterprise.

2. Valuation:

a. Purchased intangibles:  Intangibles should be recorded at cost, which
includes all expenditures necessary to make the intangible asset ready for
its intended use.

b. Internally created intangibles:  only the direct costs incurred in obtaining
the intangible asset, such as legal costs are capitalizable.  All research and
development costs are expensed as incurred.
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3. Amortization:  Amortized by systematic charges over their useful lives.
Factors to be considered in determining useful life include legal provisions and
economic factors such as obsolescence and expected actions of competitors.

a. Generally amortized on a straight-line basis.

b. Amorization period may not exceed 40 years.

c. Amortization is usually credited against the asset account.

B. Specifically Identifiable Intangibles:  Costs associated with obtaining a given
intangible asset can be identified as a part of the cost of that asset.

TEACHING TIP

Illustration 12-1 can be used to present an overview of the types of intangible assets
that are externally acquired or internally developed.

1. Patents.  The holder has the exclusive right to use, manufacture, and sell a
product or process for a period of 17 years.  The cost of the patent should be
amortized over the shorter of its legal life, 17 years, or its useful life.

2. Copyrights.  The legal life is the life of the creator plus 50 years but such
assets are written off over the period benefited (not to exceed 40 years).

3. Trademarks and trade names.  A work, phrase, or symbol that distinguishes or
identifies a particular enterprise or product.  Although trademarks and trade
names have indefinite lives, their costs should be amortized over a period not to
exceed 40 years.

4. Leaseholds.  The right to use specific property for a specific period of time in
return for stipulated cash payments.

a. Lease prepayments:  The rent should be recorded as a prepaid expense
and then allocated to the proper periods.
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b. Leasehold improvements:  The cost of such improvements should be
charged to Leasehold Improvements and depreciated over the remaining
life of the lease, or the useful life of the improvements, whichever is
shorter.

c. Capital leases:  Lease agreement which transfers substantially all of the
benefits and risks of ownership.  Covered in detail in Chapter 22.

5. Organization costs:  Costs incurred in the formation of a corporation.

a. Charged to an asset account (Organization Costs).

b. Amortized over arbitrary period of less than 40 years.

c. Operating losses incurred in the start-up of a business should not be
capitalized.

6. Franchises:  Contractual arrangement under which franchiser grants
franchisee certain rights.

a. The cost of a limited-life franchise is amortized over the life of the
franchise.

b. The cost of an unlimited-life franchise is amortized over a period of 40
years or less.

c. If deemed worthless, the franchise’s unamortized cost is written off
immediately.

7. Property rights:  The legal rights to water, mineral, solar, and wind.

a. Inseparable from property—account for as part of capitalized land cost

b. Separable from property—cost may be capitalized separately
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C. Goodwill:  The most complex and controversial asset presented in financial
statements.

1. Factors contributing to goodwill (listing on page 602 in the text).

2. Goodwill is only recorded when an entire business is purchased because
goodwill is a "going concern" valuation and cannot be separated from the
business as a whole.

3. Recording goodwill.

a. Goodwill is recorded as the excess of the purchase price of an acquired
business over the fair market value of the identifiable net assets acquired.

b. Goodwill is referred to as a "master valuation" account because it is the
residual amount left after subtracting the fair market value of identifiable
net assets acquired from the purchase price paid for the acquired
business.

TEACHING TIP

Illustration 12-2 provides a numerical example showing how goodwill is recorded as
the excess of cost over the fair value of identifiable net assets (master valuation
approach).

4. Amortization of goodwill:  Goodwill should be written off over its useful life.  The
period of amortization should not exceed 40 years.  Goodwill should not be
written off at the date of acquisition.

5. Negative goodwill:  Arises when the fair market value of the acquired assets is
higher than the purchase price.  It should be allocated to reduce proportionately
the values assigned to noncurrent assets except long-term investments in
marketable securities.  Any remainder should be classified as a deferred credit
and amortized over a period not to exceed 40 years.
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D. Impairment of Intangibles:  Impairment results if the sum of expected future net
cash flows (undiscounted) is less than the carrying amount of the asset.  The
impairment loss is the difference between the carrying value and the fair value of
the impaired asset.

1. Specifically identifiable intangibles

a. Recognize the loss and reduce the intangible asset.

b. The fair value of the asset becomes its new cost basis, which is amortized
over its remaining useful life.

2. Goodwill

a. Any impairment loss is taken against goodwill first.

b. If the loss is greater than the carrying value of goodwill, the remaining
amount is used to reduce the remaining long-lived assets to fair value.

E. Research and Development Costs.

1. Discuss definitions of research and development and examples of each.
Includes expenditures to discover new knowledge, products, processes, and
techniques.  Includes construction of pilot plants and prototypes.  Does not
include legal work, routine improvements, or periodic retooling.  Excludes
research related to selling and administrative activities.

2. Discuss costs associated with R & D activities and their accounting treatment.
Materials, equipment, facilities, purchased intangibles—expensed unless these
have alternative uses; personnel costs; indirect costs; and contract services.

3. All R & D costs incurred internally should be expensed.
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4. FASB No. 2 does not cover research performed under contract by the reporting
company for others.  Thus, if firm A does research under contract for firm B, the
former may capitalize those costs (as a receivable) while the latter expenses
them.

5. Conceptual questions:  Should R and D costs be expensed?

F. Presentation of Intangibles and Related Items

1. Intangibles:  are usually reported at their balance, which is the unamoritzed
cost.

a. Disclosures should include the method and period of amortization.

2. R & D costs:  the footnotes should disclose the total R & D costs charged to
expense in each period for which an income statement is presented.

G. Other Assets.  Serves as a dumping ground for a number of small items not
reported under other asset classifications

H. Appendix 12-A Accounting for Computer Software Costs.

1. Costs of computer software to be sold, leased, or otherwise marketed are
accounted for under SFAS No. 86.

a. Costs incurred creating a computer software product are expensed as
R & D until technological feasibility  has been established.

b. Technological feasibility is established when a detailed program design or
working model has been completed.

2. Costs of software used internally—currently under review by FASB.

a. Capitalize and amortize:

(1) software used internally.

(2) upgrading and enhancing computer programs.
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b. Expense:

(1) training costs.

(2) costs of software that doesn’t pan out.

3. Amorization of capitalized costs.

a. Use the greater of the:

(1) ratio of current revenues to current and anticipated revenues (percent
of revenues approach), or

(2) straight-line method over the remaining useful life of the asset
(straight-line approach).

b. These rules can result in the use of the percent of revenues approach one
year and the straight-line approach in another.

4. Reporting software costs.

a. Valued at the lower of unamortized cost or net realizable value.

(1) Writedowns reduce the carrying value of the software costs.

(2) There may not be any subsequent recoveries.

b. Disclosures include:

(1) unamortized software costs, and

(2) the total amount charged to expense and amounts, if any, written
down to net realizable value.

I. Appendix 12-B discusses the excess earnings approach and other methods of
valuing goodwill.

4. Valuing goodwill.

a. The expected earnings in excess of anticipated normal earnings is often
used as an aid in determining the purchase price for a business including
an amount for goodwill.
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b. The difference between what the firm earns and what is normal in the
industry is referred to as the  excess earning power.

c. Excess earning power is attributed to the existence of unidentifiable values
(goodwill that enable an enterprise to have increased earnings).

d. Excess earning power approach.  Problems relate to:

(1) Determination of a normal rate of return.

(2) Determination of future earnings.

(3) Determination of the appropriate discount rate.

(4) Determination of the appropriate period.

TEACHING TIP

Illustration 12-3 to demonstrate the calculation of a value for goodwill and a
purchase price for an acquisition using the excess earning power approach .  The
example uses the same problem information from Illustration 12-2.

Emphasize to the students that although goodwill is recorded as the excess of cost
over the fair value of identifiable net assets acquired, an acquiring firm would attempt
to calculate a "ballpark" figure for an amount that they would be willing to pay for the
unidentifiable asset—goodwill.  The excess earning power approach is a technique
that can be employed to arrive at an approximate value for goodwill.


