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Abstract

The accounting for fixed assets is, in many cases, a straightforward exercise, but it
isn’t always so when it comes to the issue of intangible fixed assets and recognizing such
assets on the balance sheet. IAS 38, Intangible Assets, outlines the accounting requirements
for intangible assets, which are non-monetary assets which are without physical substance
and identifiable (either being separable or arising from contractual or other legal rights). In-
tangible assets meeting the relevant recognition criteria are initially measured at cost, sub-
sequently measured at cost or using the revaluation model, and amortized on a systematic
basis over their useful lives (unless the asset has an indefinite useful life, in which case it is
not amortized). In today’s emerging economy of knowledge, even some banks have
concluded that “soft’” assets (like computer programming know-how and information
infrastructure) can be a better credit risk than “hard” assets (like buildings). But how should
the “soft assets” be valued? There are arguments that balance sheets ignore certain
intangibles, but the reporting issues of trying to recognize them are, in my mind,
insurmountable. It appears that the assets that really count are the ones accountants can’t
count yet.

This paper focuses on the nature, recognition and treatment of intangible assets,
according the requirements International Financial reporting Standards.

Key words: intangible, assets, recognition, valuation, standards
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Characteristics of intangibles

In 1494, a mathematically minded Venetian monk named Luca Pacioli published his
Summa de Arithmetica, Geometrica, the first accounting textbook. It illustrated double-entry
accounting, a system that makes the modern corporation manageable, even possible.
Today, half a millennium later, Pacioli’s process, still pretty much intact, is being challenged
like never before. Pacioli’s accounting system lets businesses keep track of changes in their
assets. But this system deals primarily with tangible assets such as cash, inventory,
investments, receivables, and property, plant, and equipment. What go unrecorded are
intangible assets, such as quality of management, customer loyalty, information
infrastructure, trade secrets, patents, goodwill, research, and, considered by some, the
ultimate intangible, knowledge - a company’s intellectual capital. The components of cost in
a product today are largely R & D (research and development), intellectual assets, and
services. The old accounting system, which tells us the cost of material and labor, isn’t
applicable. Even in manufacturing, perhaps three-fourths of the value added derives from
knowledge.’

This refrain is echoed by the managing editor of Fortune magazine, Walter Kiechel,
who says, “To be sure, there are still industries in which the factory confers a competitive
advantage. But this is changing fast, as more and more companies realize that their edge
derives less from their machines, bricks, and mortar than from what we used to think of as
the intangibles, like the brainpower resident in the corporation.2

The major asset of Coca-Cola is not its plant facilities—its secret formula for making
Coke is. Americ Online’s most important asset is not its Internet connection equipment—its
subscriber base is. As these examples show, we have an economy dominated today by
information and service providers, and their major assets are often intangible in nature.
Accounting for these intangibles is difficult, and as a result many intangibles are presently
not reported on a company’s balance sheet. Intangible assets have two main
characteristics:

e They lack physical existence. Unlike tangible assets such as property, plant, and
equipment, intangible assets derive their value from the rights and privileges granted
to the company using them.

e They are not financial instruments. Assets such as bank deposits, accounts

receivable, and long-term investments in bonds and stocks lack physical substance,
but are not classified as intangible assets. These assets are financial instruments

' Thomas Stewart, “Your Company’s Most Valuable Asset: Intellectual Capital,” Fortune, October 3, 1994, p.
68.
2 “Searching for Nonfiction in Financial Statements,” Fortune, December 23, 1996, p. 38.
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and derive their value from the right (claim) to receive cash or cash equivalents in

the future.

Intangible assets are identifiable non-monetary assets, without physical substance.
An asset is a resource that is controlled by the entity as a result of past events (for example,
purchase or self-creation) and from which future economic benefits (inflows of cash or
other assets) are expected. (IAS 38.8) Thus, the three critical attributes of an intangible
asset are:

o identifiability
e control (power to obtain benefits from the asset)
o future economic benefits (such as revenues or reduced future costs)

An intangible asset is identifiable when it: is separable (capable of being separated
and sold, transferred, licensed, rented, or exchanged, either individually or together with a
related contract); or arises from contractual or other legal rights, regardless of whether
those rights are transferable or separable from the entity or from other rights and obliga-
tions.

The most common examples of intangibles assets are: patented technology,
computer software, databases and trade secrets; trademarks, trade dress, newspaper
mastheads, internet domains; video and audiovisual material (e.g. motion pictures, television
programmes); customer lists; mortgage servicing rights; licensing, royalty and standstill
agreements.

Intangibles can be acquired in several ways: by separate purchase; as part of a
business combination; by a government grant; by exchange of assets and by self-creation
(internal generation).

IAS 38 - Intangible assets

IAS 38 Intangible Assets outlines the accounting requirements for intangible assets,
which are non-monetary assets which are without physical substance and identifiable (either
being separable or arising from contractual or other legal rights). Intangible assets meeting
the relevant recognition criteria are initially measured at cost, subsequently measured at
cost or using the revaluation model, and amortized on a systematic basis over their useful
lives (unless the asset has an indefinite useful life, in which case it is not amortized).

The objective of IAS 38 is to prescribe the accounting treatment for intangible assets
that are not dealt with specifically in another IFRS. The Standard requires an entity to
recognise an intangible asset if, and only if, certain criteria are met. The Standard also
specifies how to measure the carrying amount of intangible assets and requires certain dis-
closures regarding intangible assets.
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IAS 38 was revised in March 2004 and applies to intangible assets acquired in
business combinations occurring on or after 31 March 2004, or otherwise to other intangible
assets for annual periods beginning on or after 31 March 2004.

Date

February 1977

July 1978

August 1991

December 1993

June 1995

August 1997

September 1998

31 March 2004

22 May 2008

16 April 2009

Table 1: History of IAS 38

Development

Exposure Draft E9 Accounting
for Research and Development
Activities

IAS 9 (1978) Accounting for
Research and Development Ac-
tivities issued

Exposure Draft E37 Research
and Development Costs
published

IAS 9 (1993) Research and De-
velopment Costs issued

Exposure Draft E50 Intangible
Assets published

E50 was modified and re-ex-
posed as Exposure Draft E59
Intangible Assets

IAS 38 Intangible Assets issued

IAS 38 Intangible Assets issued

Amended by Improvements to
IFRSs (advertising and promo-
tional activities, units of produc-
tion method of amortisation)

Amended by Improvements to
IFRSs (measurement of intangi-
ble assets in business combi-
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Comments

Effective 1 January 1980

Operative for annual financial state-
ments covering periods beginning on
or after 1 January 1995

Operative for annual financial state-
ments covering periods beginning on
or after 1 July 1998

Applies to intangible assets acquired
in business combinations occurring
on or after 31 March 2004, or
otherwise to other intangible assets
for annual periods beginning on or
after 31 March 2004

Effective for annual periods
beginning on or after 1 January 2009

Effective for annual periods
beginning on or after 1 July 2009
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nations)

12 December 2013 Amended by Annual Improve-
ments to IFRSs 2010-2012
Cycle (proportionate restate-
ment of accumulated deprecia-
tion under the revaluation
method)

Effective for annual periods
beginning on or after 1 July 2014

Amended by Clarification of Ac- Effective for annual periods
ceptable Methods of Deprecia-  beginning on or after 1 January 2016
tion and Amortization (Amend-

ments to IAS 16 and IAS 38)

12 May 2014

Externally and internally generated intangibles

Externally acquired intangibles are purchased from outside the firm and usually have
identifiable costs and discernible benefits. However, there have been difficulties in
accounting for these assets. There has been a conservative tendency to expense many of
the costs involved, and for those capitalized there have been inconsistent approaches to
recording, revaluing, and amortizing these assets. Basically, US standards mandate that
externally acquired intangibles be capitalized, while internally generated intangibles are to
be expensed. Externally acquired intangibles with finite lives are to be amortized over the
shorter of their economic or legal life. Those externally acquired intangible assets with an
indefinite life are not to be amortized but rather checked annually for impairment. An
intangible is said to have become impaired when its carrying value (book value) exceeds its
fair market value. To adhere to the conservatism principle of accounting, when such
impairment occurs the intangible is written down to its fair market value with a corresponding
charge to the income statement.

Intangible assets that are developed within the firm, the “internally-generated”
intangibles, have caused recognition problems. These assets are developed, usually over a
period of time, within the firm and have traditionally been ignored, that is, not recognized in
the financial statements. Generally, the reason for the omission from the financial
statements of these internally generated intangible assets has been due to a perceived lack
of a relation between their costs and specific future revenue, an issue which is considered
later in this article. In addition, the difficulties in ascertaining cost or valuation figures for
intangibles and a focus on reliability over relevance2 when disclosing asset information have
meant that self-generated intangibles have not usually been recognized.

The importance of internally generated intangibles has been reflected in the
increasing proportion of the company’s market value attributable to the existence of
intangibles. For example, in some firms, brand assets are important and table 2 shows the
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estimated contribution of brands to shareholder market value for a sample of international
companies. Table 2 compares the estimated market value of the company’s brands to the
market value of the company. Significantly, most of these firms do not record the value of
the brands in their balance sheets because they are (largely) internally generated.

Table 2: The contribution of brands to shareholder value

Brand contribution to

Company 2002 brand market capitalization 2001 brand
value ($ US) of parent company value ($ US)
(%)
Coca-cola 69.6 51 69.0
Microsoft 64.1 21 65.1
IBM 51.2 39 52.8
GE 41.3 14 42.4
Intel 30.9 22 34.7
Nokia 30.0 51 35.0
Disney 29.3 68 32.6
McDonald’s 26.4 71 25.3
Marlboro 24.2 20 221

Source: Business week, Interbrand/JP Morgan league table, 2002.

Another study® looked at the ratio between the market price and book value of the
shares (the price-to-book ratio) of the US Standard and Poor 500 companies for the period
1997-2001. The ratio increased from just over 1:1 in the beginning of the period to about 6:1
in 2001. The conclusion drawn was that: “for every six dollars of market value, only one
dollar appears on the balance sheet, while the remaining five dollars represent intangible
assets.” As noted, the importance of intangibles was well understood before the 1980’s, but
the intensified business competition arising from globalization and deregulation and the
advent of information technologies from this period have made intangibles more value
relevant.

Valuation of intangibles

® LLoud Austin, “Accounting for intangible assets”, Business Review, Vol.9, No.1, The University of Auckland,
2007
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Purchased Intangibles

Intangibles purchased from another party are recorded at cost. Cost includes all
costs of acquisition and expenditures necessary to make the intangible asset ready for its
intended use: for example, purchase price, legal fees, and other incidental expenses. If
intangibles are acquired for stock or in exchange for other assets, the cost of the intangible
is the fair value of the consideration given or the fair value of the intangible received,
whichever is more clearly evident. When several intangibles, or a combination of intangibles
and tangibles, are bought in a “basket purchase,” the cost should be allocated on the basis
of fair values. Essentially, the accounting treatment for purchased intangibles closely
parallels that followed for purchased tangible assets.

Internally-Created Intangibles

Costs incurred internally to create intangibles are generally expensed as incurred.
Thus, even though a company may incur substantial research and development costs to
create an intangible, these costs are expensed. Various reasons are given for this approach.
Some argue that the costs incurred internally to create intangibles bear no relationship to
their real value; therefore, expensing these costs is appropriate. Others note that with a
purchased intangible, a reliable number for the cost of the intangible can be determined;
with internally developed intangibles, it is difficult to associate costs with specific intangible
assets. And others argue that due to the underlying subjectivity related to intangibles, a
conservative approach should be followed, that is, expense as incurred. As a result, the only
internal costs capitalized are direct costs incurred in obtaining the intangible, such as legal
costs.

Conclusion

This article has covered some of the main issues relating to intangible assets. The
key issue to be aware of is in relation to internally-developed intangible assets (particularly
internally-generated) as these are the areas that are known to cause problems.

Intangible assets have unusual measurement and recognition features which have
made it difficult to develop a comprehensive accounting standard. The issue of IAS 38 in
1998 and its subsequent adoption by many countries from 2005, represents an attempt to
impose a uniform set of rules on what had become an increasingly contentious and
differentiated reporting environment.
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