The below is updated material to replace content starting on page 376 at Intangible Assets and ending on page 380 just before Patents in Williams/Haka/Bettner/Meigs, Financial and Mangerial Accounting, 12e. 


INTANGIBLE ASSETS 

Characteristics

As the word intangible suggests, assets in this classification have no physical substance.

[image: image1.wmf]Common examples are patents, trademarks, and goodwill. Intangible assets are classified in the balance sheet as a subgroup of plant assets. However, not all assets that lack physical substance are regarded as intangible assets. An account receivable, for example, has no physical attributes but is classified as a current asset and is not regarded as an intangible. In brief, intangible assets are assets that are used in the operation of the business but that have no physical substance and are noncurrent.

The basis of valuation for intangible assets is cost. In some companies, however, cer​tain intangible assets such as trademarks may be of great importance but may have been acquired without incurring any significant cost. These intangible assets appear in the balance sheet at their cost, regardless of their value to the company. Intangible assets are listed only if significant costs are incurred in their acquisition or development. If these costs are insignificant, they are treated as revenue expenditures (ordinary expenses).

Operating Expenses versus Intangible Assets

For an expenditure to qualify as an intangible asset, there must be reasonable evidence of future benefits. Many expenditures offer some prospects of yielding benefits in sub​sequent years, but the existence and life span of these benefits are so uncertain that most companies treat these expenditures as operating expenses. Examples are the expendi​tures for intensive advertising campaigns to introduce new products and the expense of training employees to work with new types of machinery or office equipment. There is little doubt that some benefits from these outlays continue beyond the current period, but because of the uncertain duration of the benefits, it is almost universal practice to treat expenditures of this nature as an expense of the current period.

Amortization

The term amortization describes the systematic write‑off to expense of the cost of an

intangible asset over its useful life. Amortization of an intangible asset is essentially the same as depreciation for a tangible asset. The usual accounting entry for amortization consists of a debit to Amortization Expense and a credit to the intangible asset account. There is no theoretical objection to crediting an accumulated amortization account rather than the intangible asset account, but this method is seldom encountered in practice.

Although it is difficult to estimate the useful life of an intangible such as a trademark, it is probable that such an asset will not contribute to future earnings on a per​manent basis. The cost of the intangible asset should, therefore, be deducted from rev​enue during the years in which it may be expected to aid in producing revenue. The straight‑line method normally is used for amortizing intangible assets.

Goodwill

The intangible asset goodwill is often found in corporate balance sheets. While this word has a variety of meanings in our general vocabulary, it has a specific and specialized meaning in financial reporting. Goodwill represents an amount that a company has paid to acquire certain favorable intangible attributes as part of an acquisition of another com​pany. For example, assume a company purchases another company that has a favorable reputation for high‑quality customer service. The purchasing company might be will​ing to pay a price to acquire this favorable attribute because of its expectations about the positive impact this customer service will have on future profitability. Even though an intangible asset such as having a favorable reputation for customer service lacks the physical qualities of land, buildings, and equipment, such service may be just as important for the future success of a company. Goodwill is a general term that encompasses a wide variety of favorable attributes expected to permit the acquiring company to operate at a greater‑than‑normal level of profitability. Positive attributes often included in goodwill include:

· Favorable reputation

· Positive market share

· Positive advertising image

· Reputation for high‑quality and loyal employees

· Superior management

· Manufacturing and other operating efficiency

All of these attributes can be expected to contribute to positive future cash flows of the

acquiring company. The present value of future cash flows is the amount that a knowl​

edgeable investor would pay today for the right to receive those future cash flows. (The

present value concept is discussed further in later chapters and in Appendix B.)

Goodwill is sometimes described and measured as the price paid to receive an above​

normal return on the purchase of another company's net identifiable assets. This requires

that we explain the phrase normal return on the net identifiable assets. Net assets refers

to assets minus liabilities, or owners' equity. Goodwill is not a separately identifiable asset, how​ever, and the existence of goodwill is implied by the ability of a business to earn an

above‑average return. The term, net identifiable assets, is used to mean all assets except goodwill, minus liabilities.

A normal return on net identifiable assets is the rate of return that investors demand

in a particular industry to justify their buying a business at the fair market value of its

net identifiable assets. A business has goodwill when investors will pay a higher price

because the business earns more than the normal rate of return.

Assume that two similar restaurants are offered for sale and that the normal return on the fair market value of the net identifiable assets of restaurants of this type is 15% a year. The relative earning power of the two restaurants during the past five years is as follows:



An investor presumably would be willing to pay $1,000,000 to buy Mandarin Coast, because this restaurant earns the normal 15% return that justifies the fair market value of its net identifiable assets. Although Golden Dragon has the same amount of net iden​tifiable assets, an investor should be willing to pay more for Golden Dragon than for Mandarin Coast, because Golden Dragon has a record of superior earnings. The extra amount that a buyer pays to purchase Golden Dragon represents the value of this busi​ness's goodwill.

Estimating Goodwill  How much will an investor pay for goodwill? Above‑average earnings in past years are of significance to prospective purchasers only if they believe that these earnings will continue after they acquire the business. Investors' appraisals of goodwill, therefore, will vary with their estimates of the future earning power of the business. Few businesses, however, are able to maintain above‑average earnings for more than a few' years. Consequently, the purchaser of a business will usually limit any amount paid for goodwill to not more than four or five times the amount by which an​nual earnings exceed normal earnings.

Estimating an amount for goodwill in the purchase of a business is a difficult and speculative process. In attempting to make such an estimate, you are essentially trying to look into the future and predict the extent to which purchasing another business will add so much value to your current business that you are willing to pay a price greater than the value of the identifiable net assets of the business you are acquiring. For ex​ample, in the previous example how much more than $1,000,000 would you be willing to pay for Golden Dragon in comparison with Mandarin Coast? History indicates that Golden Dragon is more profitable, and thus worth more, than Mandarin Coast but whether that extra profitability will continue in the future requires considerable judgment.

Several methods exist for placing a monetary value on the amount of goodwill in the purchase of a business. A widely used method that is consistent with this description of goodwill is to value the business as a whole and then subtract the current market value of the net identifiable assets to estimate the amount of goodwill. For example, assume that successful restaurants sell at about 6½ times annual earnings.8 This suggests that Golden Dragon is worth about $1,300,000, which is the company's $200,000 average net income times 6.5. Because the company's net identifiable assets have a fair market value of only $1,000,000, a reasonable estimate of the positive attributes of Golden Dragon, such as positive reputation or market share, is $300,000, determined as follows:


If a buyer of Golden Dragon pays $1,300,000 to purchase the business, $300,000 of goodwill would be recorded. On the other hand, if the buyer is able to purchase Golden Dragon for less than $1,300,000, say $1,250,000, only $250,000 of goodwill would be recorded ($1,250,000 ‑ $1,000,000 = $250,000), even though the estimated value of goodwill is more than the amount paid.

Recording Goodwill in the Accounts   Because of the difficulties in objectively es​timating the value of goodwill, this asset is recorded only when it is purchased. Goodwill is purchased when one company buys another. The purchaser records the identifiable as​sets it has purchased at their fair market values and then establishes any additional amount paid to an asset account entitled Goodwill.

Many businesses never purchase goodwill but develop goodwill attributes like good customer relations, superior management, or other factors that result in above‑average earnings. Because there is no objective way of determining the value of these qualities unless the business is sold, internally generated goodwill is not recorded in the accounting records. The absence of internally generated goodwill is one of the principal reasons why a balance sheet does not indicate a company's current market value.

For many years, generally accepted accounting principles required that purchased goodwill be amortized over a period not exceeding 40 years. The FASB has recently changed accounting for goodwill so that goodwill is no longer required to be amortized. The amortization of goodwill was similar to depreciation of land, equipment, and other long‑lived assets in that a portion of the cost was removed from the asset account and transferred to an expense in each accounting period. As a general rule, the straight‑line method was used for amortizing goodwill and is still commonly used for other intangi​ble assets that are subject to amortization. As part of the changes that resulted in good​will no longer being amortized, goodwill is subject to assessment for impairment in value, similar to that for plant assets as explained earlier in this chapter. When the recoreded amount of goodwill is no longer recoverable, an impairment loss must be recorded by reducing the asset amount and including a loss in the income statement of the same accounting period.9

LO5


Explain the nature of intangible asets, including goodwill.  





MY NOTES 


Which business is worth more? 





CASE IN POINT�


Accounting for goodwill has significant variation around the world. For example, Denmark, Sweden, and Germany allow goodwill to be charged directly to equity with no requirement for amortization. However, Japan and South Korea severely limit the time period for amortizing goodwill to five years. Finally China’s accounting requirements make no mention of goodwill. 





            Mandarin           Golden


	     Coast              Dragon


Fair market value of net identifiable assets	 $1,000,000    $1,000,000


Normal rate of return on net assets 	     15%               15%


Normal earnings, computed as 15% of net identifiable assets	     150,000         150,000


Average actual net income for past five years	 $  150,000     $  200,000


Earnings in excess of normal	 $   �0�            $    50,000








Estimated value of the business as a whole 		 $1,300,000


Fair market value of net identifiable assets	   1,000,000


Estimated value of goodwill 		 $   300,000








8 Investments in small businesses involve more risk and less liquidity than investments in publicly owned companies. For these reasons, the price-earnings ratios of small businesses tend to be substantially lower than those of publicly owned corporations. 


9 See FASB Statement of Financial Accounting Standards No. 142, “Goodwill and Other Intagible Assets.”





