ENGLISH FOR THE STUDENT OF ACCOUNTING - LESSON (14) - INTANGIBLES
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For accounting purposes, assets are broadly classified as either tangible or intangible. Tangible refers to the physical
substance of an asset, and intangible implies that the asset lacks physical substance. In legal terminology, the term
intangible is being applied to nonphysical properties, including cash, accounts and notes receivable, etc. For financial
accounting purposes, however, intangible assets include patents, copyrights, trademarks and trade names, secret
formulas, organization costs, franchises, licenses, and goodwill.
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It is relatively easy to know when a tangible asset exists, but evidence of the existence of intangible assets may be
vague, and the relationship between costs incurred and the emergence of an asset may be difficult to establish
objectively.
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Characteristics of Intangibles

Intangible assets are not precisely defined in accounting. However, for accounting purposes, an intangible asset usually
has the following characteristics: 1) lacks physical substance, 2) has future economic benefits (i.e., ownership rights) that
often are difficult to measure, 3) has a useful life that is sometimes difficult to determine, and 4) is often acquired for
operational use.
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The economic value of both tangible and intangible assets depends on their ability to generate future revenue and
earnings and this often is difficult to measure for tangible assets as it is for intangibles. However, physical existence is not
a guarantee of economic value (e.g., obsolete machinery), nor does the absence of physical existence preclude economic
value (e.g., the Listerine formula).
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Cost of Intangibles
Intangible assets should be recorded at acquisition date at their current cash equivalent cost in conformity with the cost
principle. Cost includes all expenditures made to acquire the asset including purchase price, transfer and legal fees, and
any other expenditure related to its acquisition. The acquisition cost is the current market value of all considerations given
or of the asset received, whichever is more reliably determinable.
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Leasehold Improvements
Long-term leases ordinarily provide that any leasehold improvements made to the leased property revert to the lessor at
the end of the life of the lease. If the lessee constructs new building on leased land, or reconstructs and improves the
existing building, which becomes the property of the lessor when lease expires, it has the right to use such facilities
during the life of the lease. These leasehold improvement charges should be debited to the leasehold improvement
account and amortized over the remaining life of the lease agreement, or the useful life of the improvements, whichever
is shorter.
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Organization Costs

Costs incurred in the formation of a corporation such as fees to underwriters, legal fees, state fees, and promotional
expenditures are classified as organization costs and are debited to an asset account of the same title. These costs are
amortized over an arbitrary period of time not exceeding 40 years, since the life of the corporation is usually
indeterminate. But the common period of amortization, which best approximates tax regulations, is 5 to 10 years because
of the assumption that early years of a business benefit most from the organization costs.
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R&D Costs

Research and development (R&D) costs are not in essence intangible assets. However, since R&D activities frequently
result in developing new product, processes, or formulas, they are presented here. Research is a planned search or
critical investigation aimed at discovery of new knowledge with the hope that it will be useful in developing a new
product, service, process, technique ... or in bringing about a significant improvement to an existing product or process.
Development is the translation of research findings or other knowledge into a plan or design for a new product, etc.
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Goodwill
Goodwill differs from other intangible assets. The nature of goodwill has been the subject of debate since before the end
of 19th century. However, the early discussions centered primarily on the legal recognition and definition of the concept.
From an accounting point of view, three major conceptions of goodwill appear frequently in the literature as follows:
1) The valuation of favorable intangible attitudes toward the firm,
2) The present discounted value of the excess of expected future profits over what considered a normal return on the
total investment not including the goodwill, and
3) A master valuation account.
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In the first and second definitions, goodwill is usually considered to be a separate asset with specific characteristics. In
the third definition, however, it is not generally considered to be a separate distinct asset. As a master valuation account,
goodwill is classified as an unidentifiable intangible asset and it is related to the acquired company as a whole, not to its
individual assets. The main reason for existence of such goodwill is that the total amount paid for acquisition of an
enterprise has not been assignable to each specific asset of the acquired company. Therefore, the amount of goodwill can
be determined by subtracting the fair market value of each individual assets of the acquired company from the total
amount paid for acquiring it.

Goodwill should be amortized over its useful life not exceeding 40 years using the straight-line method or any other
systematic method which best fits its usage pattern.
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