Sept 12, 2017 – Lecture 1

Types of Intangibles
· Five major categories for intangibles:
· 1. Marketing-related (brand name)
· 2. Customer-related (customer list)
· 3. Artistic-related (movie copyright)
· 4. Contract-based (franchise license)
· 5. Technology-based (patent)
1. Marketing-Related Intangibles
· Used in marketing and promotion
· Include:
· Trademarks or trade names
· Newspaper mastheads
· Internet domain names
· Non-competition agreements
Trademarks and Trade Names
· Trademarks and trade names are renewable indefinitely every 15 years, so the legal life may be unlimited; the useful life, however, may be limited
· Costs of acquired trademarks or trade names are capitalized
· If trademarks or trade names are developed by the business, direct costs may be capitalized if all six capitalization requirements are met
· If the future benefits of a trademark (such as Coca-Cola) is determined to have an indefinite life, it is not amortized
2. Customer-Related Intangibles
· Result from interactions with third parties
· Include:
· Customer lists
· Order/production backlogs
· Contractual and noncontractual customer relationships
3. Artistic-Related Intangibles
· Ownership rights to artistic endeavours
· Examples: literary works, musical works, pictures, photographs and audiovisual material
· These ownership rights are protected by copyrights
Copyrights
· Copyrights are granted for the life of the creator, plus 50 years
· Copyrights can be sold or assigned, but cannot be renewed
· Useful life is generally less than the legal life
· Amortized over period in which benefits accrue
· Costs of acquiring and defending copyrights may be capitalized
· Research costs associated with a copyright are expensed

4. Contract-Based Intangibles
· Value of a right resulting from a contractual arrangement
· Examples: licensing arrangement, leaseholds, construction permits, broadcast rights, service or supply contracts, and franchises
· A franchise is a contractual agreement where franchisor grants the franchisee the rights to:
· sell specified products or services
· use certain trademarks or trade names
· perform certain functions within a particular geographical area
Franchises and Licenses
· A franchise may exist for a limited time or for an indefinite time period
· The cost of a franchise (with a limited life) is amortized over the lesser of the legal or useful life
· A franchise (with an unlimited life) is amortized over:
· expected useful life if such life is deemed limited, or
· it is not amortized
· Annual operating payments for a franchise are expensed
Leaseholds
· Agreement between the lessor (owner) and the lessee (renter)
· Gives the lessee the right to use the property
· Valid for a specific period of time
· The lessee makes stipulated, usually periodic cash payments
5. Technology-Based Intangibles
· Relate to innovations or technological advances
· Include:
· Product Patents
· Physical (tangible) products
· Process Patents
· Process by which products are made
· Computer Software Costs
Patents
· A patent gives exclusive right to the holder for making, selling or using a product or process
· Patent rights have a legal life of 20 years from the date the patent application is filed with the Patent Office
· Costs of purchasing patents are capitalized
· Costs to research and most development costs are expensed as incurred
· Patents are amortized over the shorter of the legal life (20 years) or their useful lives
· Legal fees and other costs to successfully defend a patent are capitalized and amortized over the remaining useful life of the patent
Characteristics
· In GAAP, “Intangible assets” must meet all of the following characteristics:
· They are identifiable, having at least one of the following characteristics:
· Results from contractual or legal rights, or
· Can be separated from the entity and sold, rented, exchanged, transferred or licensed
· They lack physical substance, and
· They are non-monetary
· Identifiable intangibles with similar characteristics should be grouped and reported together
Recognition and Measurement at Acquisition
· Intangible assets may be:
· 1. Purchased
· 2. Acquired as part of a business combination, or
· 3. Developed internally
· 1. & 2.: are initially recorded at cost (capitalized)
· 3.: there’s a major bias in GAAP against capitalizing costs incurred internally for researching & developing intangible items
· Contrast with treatment of internally generated tangible assets.
1. Purchased Intangibles
· Cost includes all expenditures that are necessary to get the intangible asset ready for its intended use (e.g., purchase price, legal fees)
· If there are delayed payment terms, recognize financing expense (interest)
· If acquired for shares, cost is generally measured at asset’s fair value (or value of shares if value of asset cannot be determined)
· If intangible assets are exchanged for non-monetary assets, the fair value of the item given up or the fair value of the intangible received is used to determine cost (assuming a commercial transaction)
· For a “basket purchase” of intangibles, the cost is allocated based on fair values
2. Acquired in Business Combination
· Business combination: when one business acquires control over one or more other businesses
· Identifiable intangible assets acquired are recognized at fair value
3. Internally Developed Intangibles
· Costs that a company incurs internally to create intangibles (such as patents and brand names)
· Internally developed intangibles present significant challenges:
· Recognition: When to recognize? Is there probability of future cash flows?
· Measurement: What costs to capitalize vs. expense? How to reliably measure the costs?
· IFRS requires that costs be capitalized only when certain criteria (see slide 26) are met, and expense all other costs
· ASPE also allows for an accounting policy option to expense all costs relating to internally generated intangibles
· Under US GAAP, R&D costs are generally expensed as they are incurred with certain exceptions related to elements of costs for the development of software (for internal use or to be sold) and website development costs.


Identifying Research and Development Phases
· Process of internally generating intangible items is broken down into two phases
· Research activities:
· involve planned search or critical investigation aimed at discovery of new knowledge
· may or may not be directed towards a specific project
· Development activities include:
· translation of research findings or other knowledge into a plan or design for a new product or process, or
· significant improvement to an existing product or process
Research and Development (R&D) Costs
· Under IFRS and ASPE, all research costs are charged to expense when incurred
· Development costs are charged to expense except in certain defined circumstances
Development Costs
· [bookmark: _GoBack]Development cost capitalization criteria:
· Technical feasibility
· Intent to complete for use or sale
· Ability to use or sell
· Availability of resources (technical, financial, and other) needed to complete, and to use or sell
· If the intent is to sell, a market exists and is clearly defined; if the intent is to use, there is a definable use/need
· Product/process clearly defined, and costs can be identified
· Once these criteria are met then subsequent development costs
· Must be capitalized under IFRS
· May be either capitalized or expensed under ASPE (i.e. an accounting policy option exists)
Development Costs
· Examples of development costs include the following:
· Materials and services consumed
· Direct personnel costs (e.g., salaries)
· Fees needed to register a legal right
· Amortization of other intangibles needed to generate the asset
· Interest and borrowing costs
Prepayments
· Prepaid asset can be recognized only when an entity has paid
· for goods before delivery (or other access rights), or
· for services before receiving/using those services
· Prepaid assets represent the right to receive goods/services, and no longer exist once those goods/services are received (asset is de-recognized)
Measurement after Acquisition
· Limited Life Intangible Assets
· Indefinite Life Intangible Assets

Measurement after Acquisition
· Under IFRS there are two models for measuring intangible assets subsequent to initial recognition:
· Cost model (CM)
· Revaluation model (RM) [see www.capitalassetrevaluation.com ]
· Under ASPE, cost model is the only method allowed
· Revaluation model requires that intangible assets have fair value determined in an active market*
· Both models are applied in same way as for property, plant, and equipment 
1. Limited-Life Intangibles
· An intangible asset with limited (or finite) useful life is amortized over its useful life
· Intangibles assumed to have no residual value, unless:
· There is a commitment to purchase, or
· There is an observable market
· Useful life and amortization method are reviewed at least annually under both ASPE and IFRS
Valuation after Acquisition
· Factors to consider when determining useful life of an intangible asset:
· Expected future usage
· Legal, regulatory, or contractual provisions that may limit useful life
· Effects of technological or commercial obsolescence
· Level of maintenance expenditures required to obtain future benefits
· Method of amortization chosen should match benefits received, otherwise, straight-line amortization used
2. Indefinite-Life Intangibles
· An intangible asset with an indefinite useful life is not amortized
· Indefinite life is not the same as “infinite” (forever)
Impairment of Limited-Life Intangibles
· Impairment of limited-life intangibles is covered by the same impairment models and standards as for long-lived tangible assets
· Limited-life intangibles must be are tested for impairment
· under both ASPE and IFRS, when events or circumstances indicate that carrying value may not be recoverable
· Two impairment models are:
· Cost recovery impairment model (ASPE)
· Rational entity impairment model (IFRS)
Cost Recovery Impairment Model
· Under this model, an asset is impaired only if carrying amount cannot be recovered from using and eventually disposing of the asset (recoverability test)
· i.e. impaired if carrying amount > undiscounted future net cash flows
· Impairment loss is then measured as asset’s
· carrying amount
· less fair value
· Impairment losses cannot be reversed
· Applied under ASPE and U.S. GAAP
Rational Entity Impairment Model
· Impairment loss is measured by comparing the asset’s carrying amount and recoverable amount
· Recoverable amount is measured as higher of
· Value in use (present value of future net cash flows)
· and
· Fair value less cost to sell
· If carrying amount < recoverable amount, then there is no impairment loss
· If carrying amount > recoverable amount, then impairment loss is difference between these two values
· Impairment losses may be reversed (but not for goodwill)
· Applied under IFRS
Impairment of Indefinite-Life Intangibles
· ASPE
· If indications of impairment exist use fair value test only:
· Fair value of intangible compared to the carrying amount
· When fair value is less than carrying amount, impairment has occurred and loss is recorded
· IFRS
· Compare carrying value and recoverable amount on an annual basis, whether or not there is indication of impairment.
· Recoverable amount is measured as higher of
· Value in use (present value of future net cash flows)
· and
· Fair value less cost to sell
Goodwill
· Goodwill is the excess of the consideration transferred to acquire the business over the fair value of the identifiable tangible and intangible net assets acquired in a business combination
· Goodwill can be acquired and sold only when a business combination occurs
· Goodwill cannot be separated from the business
· Internally-generated goodwill is not capitalized
Acquired Goodwill: Valuation
· Given:
· Purchase price (cash): $ 400,000
· Book value of identifiable assets: $ 255,000
· Book value of identifiable liabilities: $ 55,000
· Fair value of identifiable assets: $ 405,000
· Fair value of identifiable liabilities: $ 55,000
· Fair value of identifiable net assets: $ 350,000
· To determine goodwill, see the following:


Acquired Goodwill: Calculation
· Goodwill =
· Consideration paid
· less fair value of identifiable net assets
· = $400,000 less 350,000 = $50,000
· Entry in the books of the Purchaser:
· Assets (various) 405,000
· Goodwill 50,000
· Liabilities 55,000
· Cash 400,000
Goodwill: Bargain Purchase
· A “bargain purchase” or negative goodwill arises when fair value of acquired identifiable net assets is greater than the consideration transferred for those assets
· The current IFRS standard requires any negative goodwill be recognized immediately as a gain in net income after a thorough reassessment of the variables used in determining its amount. 
Goodwill: Bargain Purchase
· A “bargain purchase” or negative goodwill arises when fair value of acquired identifiable net assets is greater than the consideration transferred for those assets
· The current IFRS standard requires any negative goodwill be recognized immediately as a gain in net income after a thorough reassessment of the variables used in determining its amount. [see next slide which displays Page 65 of RIM’s 2011 Annual Report for a real example of a “bargain purchase”].
Valuation after Acquisition
· Three approaches have been suggested:
· Charge immediately to expense
· Results in consistent accounting for purchased goodwill and internally generated goodwill
· One rationale is that it is difficult to identify the useful life
· Amortize over useful life
· Better matching of costs to benefits
· Carry at cost indefinitely, unless value impaired
· Consistent with current requirements under ASPE and IFRS
Goodwill Impairment
Because goodwill is not identifiable and does not generate its own direct cash flows, it is assigned to a reporting or cash generating unit (CGU) in order to be tested for impairment*

Goodwill Impairment
· ASPE
· Impairment test done whenever events or changes in circumstances indicate possible impairment
· Impairment test for other assets in group is done before the impairment test for goodwill
· Impairment loss exists if carrying amount of reporting unit including goodwill > fair value of reporting unit
· Loss is calculated as amount of excess
· Goodwill impairment losses cannot be reversed
Goodwill Impairment
· IFRS
· Impairment test done annually and also whenever there is indication that CGU may be impaired
· Impairment loss exists if carrying amount of unit including goodwill > recoverable amount of unit
· Loss is calculated as amount of excess
· Under IFRS impairment loss is allocated first to goodwill and then to other assets on a relative carrying amount (proportionate) basis
· Goodwill impairment losses cannot be reversed
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