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 Chapter 11

Intangibles

O b j e c t i v e s
1. Explain the accounting

         alternatives for intangibles.
2. Understand the amortization

         or impairment of intangibles.
3. Identify research and

         development costs.
4. Explain the conceptual issues

         for research and development costs.
5. Account for identifiable intangible

         assets including patents, copyrights,
         computer software costs, franchises, and

trademarks and tradenames.

6. Account for unidentifiable intangibles
         including internally developed
         and purchased goodwill.
7. Understand the disclosure of

         intangibles.
8. Explain the conceptual issues

         regarding intangibles.
9. Estimate the value of goodwill.  (Appendix)

As we discussed in Chapter 9, tangible noncurrent assets have a physical substance that can be seen and touched. In
contrast, intangible assets, which generally result from legal or contractual rights, do not have a physical substance.
Intangible and tangible noncurrent assets do have characteristics in common, as both are (1) held for use and not for
investment (although they are “used” in very different ways), (2) have an expected life of more than one year, (3) derive their
value from their ability to generate revenue for their owners, and (4) those with finite lives are expensed by a company in the
periods in which it receives their benefits.

Intangible assets have four additional characteristics that distinguish them from tangible assets:

1. There is generally a higher degree of uncertainty regarding the future benefits that may be derived.
2. Their value is subject to wider fluctuations because it may depend, to a considerable extent, on competitive

         conditions.
3. They may have value only to a particular company.
4. Goodwill and intangible assets with indefinite lives are not expensed.

Accounting terminology includes only noncurrent assets in intangible assets, whereas legal terminology includes as
intangibles all assets without physical substance and therefore includes such current assets as accounts and notes
receivable, and investments in securities. Accounting practice restricts the use of the term intangible to such items as
patents, licenses, copyrights, franchises, computer software costs, trademarks and tradenames, and goodwill. We discuss
each of these items later in the chapter.
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ACCOUNTING FOR INTANGIBLES
Accounting for intangible assets follows some of the general principles used for tangible assets. They are both initially
recorded at cost. As we discuss later, some intangibles are amortized and others are not amortized, but instead are reviewed
for impairment.  Those that are amortized are reported on a company’s balance sheet at the book value, which is the cost less
the accumulated amortization. The accumulated amortization results from a periodic allocation of the cost as amortization
expense on the company’s income statement. As we discussed in Chapter 10, amortization follows the same principle as
depreciation, but is the term used specifically for intangible assets. We discuss the specific issues related to whether or not a
company amortizes an intangible asset and the measurement of any amortization expense on  its income statement  in the
following sections. The other accounting principles that we discussed in the previous two chapters also apply to intangible
assets. Thus the principles used for the determination of acquisition cost, capital and operating expenditures, impairment and
disposal apply to both tangible and intangible assets. However, the measurement of any impairment may be different, as we
discuss later.

Cost of Intangibles

Intangibles may be classified by a company according to whether they are purchased from others (externally acquired) or
internally developed. In addition they may be classified according to whether they are identifiable or unidentifiable.
Identifiable intangible assets include such items as patents, franchises, and trademarks, whereas the primary unidentifiable
intangible asset is goodwill.  These classifications lead to the four alternatives, and the proper method of accounting for each,
that we show in Exhibit 11-1.

EXHIBIT 11-1   Classification of Intangibles

Identifiable – Capitalize those with a finite life and amortize over their useful life
Capitalize those with an indefinite life and review for impairment annually

Purchased 
Unidentifiable – Capitalize and review for impairment annually
  (goodwill)

Identifiable – Capitalize and amortize those with a finite life, review annually for
impairment those with an indefinite life, and expense research and
development as incurred

Internally Developed

Unidentifiable – Expense as incurred

Accounting for the cost of intangibles is discussed in FASB Statement No. 142 as follows1:

1. Purchased Identifiable Intangibles. A company may purchase an intangible asset, such as a patent, from another
company. The initial accounting for the acquisition of a purchased intangible presents no special issues and is handled
in the same manner as we discussed in Chapter 9 for the acquisition of a single asset, in a group of assets, or in an
exchange of similar or dissimilar assets.

2. Purchased Unidentifiable Intangibles. A company capitalizes the cost of a purchased unidentifiable intangible asset.
The principal example of an unidentifiable intangible is goodwill, which can be acquired only through the purchase of
another company or segment of a company. We discuss the nature of and accounting for goodwill in more detail later
in this chapter.
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3. Internally Developed Identifiable Intangibles. When a company internally develops an intangible asset, such as a
patent, it can capitalize only certain costs. The costs of a patent include the legal and related costs of establishing the
rights associated with a patent but not the costs of developing the product or process that is being patented. A
company includes those latter costs in research and development costs and must expense them as incurred according
to FASB Statement No. 2. Thus, the expensing of research and development costs represents an exception to the
general rule of capitalization of internally developed identifiable intangibles. (We discuss this topic later in the chapter.)

4. Internally Developed Unidentifiable Intangibles. A company expenses the costs of internally developed
unidentifiable intangibles, such as employee training and design of quality products,  as incurred even though they
may be expected to have benefits extending beyond the current period. This procedure is justified because either the
measurement of the costs incurred or the determination of the expected life of the benefits is difficult to measure
reliably. We discuss these measurement issues more fully in the section on research and development costs in this
chapter.

Amortization or Impairment of Intangible Assets

Intangible assets are separated into three categories to determine whether or not they are amortized, and how they are
reviewed for impairment.  The three categories are: (1) intangible assets with a finite (limited) life, (2) intangible assets with an
indefinite life, and (3) goodwill.  We will discuss the general accounting issues for the first two categories of identifiable assets
in the next sections.  We will discuss goodwill as part of the unidentifiable intangibles section later in the chapter.

Intangible Assets With a Finite Life Are Amortized.  An identifiable intangible asset (such as a patent) that has a finite life is
amortized over its useful life.  That is, the useful life is the period over which the asset is expected to contribute directly or
indirectly to the future cash flows of the company.  Factors that a company should consider in estimating the useful life of an
intangible asset include: (1) the expected life of the asset, (2) the expected useful life of another asset that is related to the life
of the intangible asset, such as the mineral rights that relate to a depleting asset; (3) any legal, regulatory, or contractual
provisions that enable renewal or extension of the asset’s legal or contractual life without substantial economic cost; (4) the
effects of obsolescence, demand, competition, and other economic factors and (5) the level of maintenance costs required to
obtain the expected future cash flows from the asset.2

The calculation of the amortization of intangible assets follows the same principles as the depreciation of tangible assets.
The amount of an intangible asset to be amortized is the cost less the residual value, if any. As with depreciation, a company
selects the amortization method based on the expected pattern of benefits the intangible asset will produce.  If the company
cannot reliably determine the pattern, then it must use the straight-line method.  As for tangible assets, the amortization (debit
entry) may be either a production cost and included in Goods in Process through fixed overhead (such as a patent on a
manufacturing process) or an operating expense (such as a copyright). The credit entry is made to a contra account,
Accumulated Amortization: Intangibles.

For example, suppose that a company purchases a patent for $85,000 and amortizes it using the straight-line method over 10
years (the estimated economic life) with no expected residual value. The journal entries to record the acquisition and the
amortization for the first year are as follows:

Patent 85,000
Cash 85,000

Amortization Expense (or Factory Overhead) 8,500
Accumulated Amortization: Patent 8,500

The company reports the $76,500 book value ($85,000 cost – $8,500 accumulated amortization) of the patent in the intangible
assets section of its balance sheet.

FASB Statement No. 142 requires a company to evaluate the estimated economic life every year to determine whether a
revised estimate is warranted.3  Such a change in estimate is accounted for by using the method we discussed in Chapter 10–
that is, by computing a new periodic amortization amount based on the current book value and the new estimated remaining
economic life.
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If there is evidence that an intangible asset is impaired because its expected future net cash flows are less than its book
value, a company must write down the asset  to its fair value using the procedures of FASB Statement No. 121, as we
discussed in Chapter 10. For example, motor carriers used to record the cost of acquiring interstate operating rights as an
intangible asset. One of the effects of the Motor Carriers Act of 1980 was to allow easier entry into the motor carrier industry
by removing most restrictions and thereby eliminating any value associated with interstate operating rights.  Therefore, each
company had to write off the unamortized cost of this intangible asset and recognize a loss.4

Intangible Assets With an Indefinite Life are Reviewed for Impairment.  Some identifiable intangible assets, such as
trademarks and tradenames, have a potentially indefinite life.  For fiscal years beginning after December 15, 2001, an intangible
asset with an indefinite life is not amortized (until its life is no longer considered to be indefinite), but is reviewed for
impairment.5 A company must review such intangible assets for impairment annually, or more frequently when events or
circumstances occur that indicate the intangible may be impaired.  A company tests an intangible asset for impairment by first
estimating the fair value of the asset.  The fair value of an intangible asset is the amount at which the asset could be bought or
sold in a current transaction between willing parties. The quoted market price in an active market is the best measure of fair
value.  However, because a quoted market price is often unavailable for an intangible asset, a company may estimate the value
by using the value of similar assets, or by using present value techniques.

An intangible asset is impaired when its fair value is less than its carrying value.  The impairment loss is the amount by
which the fair value of the intangible asset is less than its carrying value (i.e., the original cost unless the asset was impaired in
a previous period).  The loss is recorded by debiting an impairment loss account and crediting the intangible asset account.
For example, suppose a company purchased a trademark several years ago for $60,000.  As the company considered the
trademark to have an indefinite life, the trademark still has a carrying value of $60,000.  At the end of the current year, the
company determines that the fair value of the trademark is $20,000.  The company records the $40,000 loss ($20,000 fair value -
$60,000 cost) as follows:

Impairment Loss on Trademark 40,000
Trademark 40,000

The company reports the loss as a component of income from continuing operations on its income statement.  The company
reports the $20,000 fair value of the trademark in the intangible asset section of its balance sheet.  Every year the company
must compare the fair value with the $20,000 carrying value to determine if the trademark is again impaired.

In the remaining sections of this chapter we discuss specific intangibles, starting with research and development costs.
Although research and development costs are not capitalized, we discuss them first because of the impact they have on the
capitalization of many other intangibles. We discuss specific identifiable intangible assets and unidentifiable assets (goodwill)
in the remaining two sections.

RESEARCH AND DEVELOPMENT COSTS

Many companies spend large sums each year on research and development (R&D). Prior to 1974 some companies expensed
their R&D costs, whereas other companies (even in the same industry) capitalized them. To prevent the use of alternative
accounting principles in similar economic circumstances, FASB Statement No. 2 requires that all research and development
costs must be expensed as incurred.6  Even though R&D costs often benefit future periods, the decision to require expensing
in all circumstances was made primarily in the belief that uniformity would enhance comparability and would eliminate the
possibility of income manipulation. It also avoids the reliability problems of how much to capitalize and over what period to
amortize such capitalized costs. We evaluate the FASB’s decision to require expensing of R&D costs at the end of this
section.

Two issues in the expensing of R&D are the activities and costs that a company includes in each category. Research and
development activities are defined by the FASB as follows:

(a) Research is the planned search or critical investigation aimed at discovery of new knowledge with the hope that such
knowledge will be useful in developing a new product or service (“product”) or a new process or technique (“process”)
or in bringing about a significant improvement to an existing product or process.

(b) Development is the translation of research findings or other knowledge into a plan or design for a new product or
process or for a significant improvement to an existing product or process, whether intended for sale or use. It includes
the conceptual formulation, design, and testing of product alternatives, construction of prototypes, and operation of
pilot plants. It does not include routine or periodic alterations to existing products, production lines, manufacturing
processes, and other ongoing operations, even though those alterations may represent improvements, it does not
include market research or market testing activities.7



6

To assist in the implementation of these general definitions, we show examples of activities that are included as R&D and
those that are excluded in Exhibit 11-2.

Costs associated with activities excluded from R&D are either expensed or capitalized according to the normal
capitalization criteria. Once it has been determined that an activity is included in R&D, a company must identify the costs  so
that it may record the correct amount of R&D expense. Expenditures for the following elements of R&D activities are included
in R&D costs and thus expensed as incurred:

1. Materials, equipment, and facilities
2. Personnel
3. Intangibles purchased from others
4. Contract services—the costs of services performed by others in connection with the R&D activities of an enterprise
5. Indirect costs—R&D includes a reasonable allocation of indirect costs.  However, general and administrative costs that

are not clearly related to R&D activities are not included as R&D costs.8

Included in R&D

(a) Laboratory research aimed at discovery of new knowledge.
(b) Searching for applications of new research findings or of other knowledge.
(c) Conceptual formulation and design of possible product or process alternatives.
(d) Testing in search for or evaluation of product or process alternatives.
(e) Modification of the formulation or design of a product or process.
(f) Desing, construction, and testing of preproduction prototypes and models.
(g) Desing of tools, jigs, molds, and dies involving new technology.
(h) Design, construction, and operation of a pilot plant that is not of a scale economically feasible to the

company for commercial production.
(i) Engineering activity required to advance the design of a product to the point that it meets specific

functional and economic requirement and is ready for manufacture.

Excluded for R&D

(a) Engineering follow-through in an early phase of commercial production.
(b) Quality control during commercial production, including routine testing of products/
(c) Trouble-shooting in connection with breakdowns during commerical production.
(d) Routine, ongoing efforts to refine, enrich, or otherwise improve upon the qualities of an existing product.
(e) Adaptation of an existing capability to a particular requirement or customer’s need as part of a

continuing commercial activity.
(f) Seasonal or other periodic design changes to existing products.
(g) Routine design of tools, jigs, molds, and dies.
(h) Activity, including design and construction engineering, related to the construction, relocation,

rearrangement, or start-up of facilities or equipment other than (1) pilot plants and (2) facilities or
equipment whose sole use is for a particular research and development project.

(i) Legal work in connection with patent applications or litigation, and the sale or licensing of patents.

Source: FASB Statement No. 2, par. 9 and 10.

EXHIBIT 11-2  Examples of Activities Included and Excluded from R&D in and Excluded from R&D
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The inclusion of the cost of materials, equipment, facilities, and intangibles purchased from others in R&D expense needs
further explanation. If the items have alternative future uses, then a company follows normal accrual procedures. For example,
a company expenses the costs of personnel as payments are made and accrued at year-end, whereas it records the costs of
materials in inventory and then includes them as R&D expense when the materials are used. Also, a company capitalizes the
cost of a machine that has alternative future uses (even if only in other R&D projects) and depreciates the cost over the
asset’s estimated useful life. The company includes the depreciation in R&D expense. However, the company includes in R&D
expense the costs of any materials, equipment, facilities, and intangibles purchased from others that have no alternative
future uses in research and development or other activities. For example, if a company can use inventory or a machine only for
one R&D project and so has no alternative future uses, it includes the total acquisition costs in R&D expense in the period it
incurs the cost.

To illustrate the accounting for R&D, assume that the Kent Company incurred the following costs for R&D activities:

Material used from inventory $50,000
Wages and salaries 90,000
Allocation of general and administrative costs 20,000
Depreciation on building housing R&D activities 25,000
Machine purchased for R&D project that has no alternative future uses 30,000

The company includes all these costs in R&D expense, and records them as follows:

Research and Development Expense 215,000
Cash, Payables, etc. 140,000
Inventory 50,000
Accumulated Depreciation: Building 25,000

FASB Statement No. 2  does not cover the costs of R&D activities conducted for others (including the government) under a
contractual arrangement. A company capitalizes these costs as incurred and expenses them when it recognizes the revenue
from the contract.

Conceptual Evaluation of Accounting for
Research and Development Costs

The FASB considered four methods for companies to account for R&D costs when FASB Statement No. 2 was being
prepared: (1) expense all costs when incurred, (2) capitalize all costs when incurred and amortize them over the periods
expected to benefit, (3) capitalize costs when incurred if specified conditions are fulfilled and record all other costs as
expenses, and (4) accumulate all costs in a special category until the existence of future benefits can be determined.

The first alternative is supported and the second alternative countered by the argument that there is a high degree of
uncertainty about the future benefits of a company’s individual R&D projects. The majority of projects do not result in any
identifiable future benefits; therefore it is desirable to expense all costs in the periods incurred. In addition, as it is difficult to
demonstrate a direct relationship between R&D costs and specific future revenue generated, it is not possible to reliably
estimate the expected life and the pattern of the benefits received, and thereby determine the appropriate amortization.
Furthermore, if R&D costs are approximately the same each period, the amount of the expense each period will be similar,
regardless of whether the cost was capitalized and then expensed by the straight-line method or simply expensed immediately.
However, immediate expensing means that the company does not record an asset on its balance sheet. This omission may lead
to a very significant understatement of assets for some companies, if it is agreed that the costs incurred on R&D projects
often generate benefits for future periods.

The second alternative, capitalize all costs as incurred, is supported by the argument that a company undertakes R&D
projects only to develop future benefits. Therefore an asset is created and should be recognized by capitalizing the entire
costs of R&D without regard to the certainty of future benefits from individual projects. However, such an approach is
inconsistent with other areas of accounting where the cost of each asset is recorded and expensed over its individual life. In
addition, capitalization of the entire costs of R&D would make it difficult to develop a meaningful amortization period.
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The third alternative, selective capitalization, has desirable conceptual features. A company would accumulate the costs of
each individual project and then capitalize and expense the costs over the life of the benefits to be received. If no such
benefits were expected, the costs would be expensed immediately. Thus R&D costs would be capitalized and expensed on the
same basis as other costs. However, this alternative would be difficult to implement. What criteria for capitalization would be
used? The FASB considered a number of criteria, such as definition of the product or process, technological feasibility,
marketability and usefulness, economic feasibility, management action, and distortion of net income comparisons. Any set of
criteria would have been very difficult to define and implement reliably, and in all likelihood, would have led to a lack of
comparability when implemented. In addition, it might be several periods after the costs have been incurred before the
company could reasonably evaluate the likelihood of benefits being received.

The fourth alternative is to classify the costs in a special category on the company’s balance sheet. The two alternative
categories suggested were below the assets or as a reduction of stockholders’ equity. Such a procedure is not appealing
because it violates the basic concepts underlying the fundamental accounting equation. It was suggested as an alternative to
draw attention to the basic uncertainty surrounding the nature of R&D costs, and to allow a decision regarding capitalizing or
expensing to be delayed until sufficient information for a reliable decision becomes available.

The choice basically was between an alternative that has desirable conceptual features but significant implementation
difficulties (capitalization) and an alternative that is less desirable conceptually but is much easier to implement and is likely to
lead to greater comparability between companies (immediate expensing). As in so many situations, the choice was between
relevance and reliability. It is not surprising that the FASB decided on the latter alternative. In addition, income tax
regulations allow a company to immediate expense its R&D costs, so a major difference between financial income and taxable
income was eliminated.

International Accounting Differences

Under International Accounting Standards, the costs of items that are acquired for a particular research project and have no
alternative future uses are expensed as the items are used in the project. In contrast, such costs are expensed when incurred
under U.S. GAAP. A few countries, including Germany and Mexico, also require expensing of all R&D. Capitalization of R&D
occurs in several countries, including Brazil and Japan. Some other countries, including Canada and the United Kingdom,
require that research costs be expensed but that development costs are capitalized.

IDENTIFIABLE INTANGIBLE ASSETS
Identifiable intangible assets are those intangibles that can be purchased or sold separately from the other assets of the
company. A company capitalizes the costs of identifiable intangibles (except for R&D costs). Remember that because a
company expenses R&D and operating costs, it capitalizes only certain costs of internally developed identifiable intangibles–
not the total costs that might be related to the item. For example, it capitalizes only the direct legal costs of applying for and
registering a tradename, and it expenses all indirect costs as incurred, such as advertising to promote the tradename. Also
remember that if a company purchases an identifiable intangible asset, it capitalizes the cost on the same basis as for a tangible
asset by including all necessary costs. Exhibit 11-3 illustrates the differences between the amortization and impairment of
intangible assets and the expensing of R&D costs in the period incurred. We discuss each of these identifiable intangible
assets in the following sections.
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EXHIBIT 11-3   Effects on Income

In period cost is
incurred

Amortize over
service life

Patents

A patent is an exclusive right granted by the federal government giving the owner control of the manufacture, sale, or other
use of an invention for 20 years from the date of filing. Patents cannot be renewed, but their effective life may be extended by
obtaining new patents on modifications and improvements to the original invention.

A patent has value if it enables the company to obtain higher income by selling products at a higher price, producing
products at a lower cost, or producing a product for which there is less competition.  In many situations, the value of a patent
is eliminated before the end of its legal life by the actions of other companies that produce a competing product without
violating the patent, or through technological change or a change in demand for the product.  Therefore, a company amortizes
the patent over its expected useful life if that life is shorter than 20 years.9

Licenses often are granted to others to use the invention covered by a patent. A company accounts for amounts received
under such agreements under the normal revenue recognition criteria by including them in income when earned and realizable
rather than when received. A company should disclose license agreements in the notes to its financial statements if their effect
on its income is material.

R & D

Expense
Cost of
Intangibles

Identifiable Intangible Assets That
Are Typically Amortized

Patents
Copyrights
Franchises
Computer Software Costs
Leasehold Improvements

Identifiable Intangible Assets That Are
Typically Reviewed For Impairment

Trademarks and Tradenames
Licenses that may be renewed
indefinitely

Unidentifiable Intangible Assets
That Are Reviewed For Impairment

Goodwill

Recognize
loss when
impaired
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It may be necessary for the owner of a patent to defend it against infringement by others. A company capitalizes the costs
of successfully defending the legal validity of a patent because the benefits of the patent are maintained for its remaining
economic life. However, given the length of time it may take to resolve a patent infringement suit, some companies may
expense the legal costs when incurred because of the uncertainty of eventual success in the suit. If the company loses the
suit, it immediately expenses all legal costs not previously expensed and the remaining book value of the patent because there
is no remaining economic value. However, if a company expenses the legal costs and then wins the suit, it does not make a
prior period adjustment.

Copyrights

A copyright is a grant by the federal government covering the right to publish, sell, or otherwise control literary or artistic
products for the life of the author plus 70 years.10  Copyrights cover such items as books, music, and films. Accounting for
copyrights follows the same principles as those used for patents. The cost is amortized over the useful life either on a straight-
line basis, or on an activity basis –if that is a better measure of the pattern of benefits.

It is possible that a fully amortized copyright may develop a significant value, such as in the case of some old films or
music. Under current generally accepted accounting principles, which require that assets are recorded at cost, such an
increase in value is not recognized in the financial statements.

Franchises

Franchises are agreements entered into by two parties in which, for a fee, one party (the franchisor) gives the other party
(the franchisee) rights to perform certain functions or sell certain products or services. In addition the franchisor may agree
to provide certain services to the franchisee. Many franchises exist between governments and companies, such as a franchise
to provide a monopoly service (e.g., utilities) or to use public property to provide a service (e.g., a ferry). A common example
of a franchise between two companies is in the restaurant business, where many units of national chains such as McDonald’s
are locally owned and operated under the terms of a franchise agreement. Another example is the selling of name-brand items
in the automotive parts market, such as Midas Muffler. A franchisee capitalizes the initial cost it pays to acquire the franchise,
whereas it expenses the continuing franchise fees that it pays for services provided by the franchisor in subsequent years
according to the normal matching criteria. If a franchise is granted in perpetuity, it would be considered to have an indefinite
life and would be tested for impairment annually, as we discussed earlier.  However, most franchises have a legal life that is
specified in the franchise agreement.  For these franchises, the franchisee amortizes the related initial franchise cost over its
useful life.

Computer Software Costs

Until the early 1980s most companies expensed the cost of software development. At that time, however, many companies
started to adopt a policy of capitalizing software costs.  In 1983, the SEC stopped such changes until the FASB adopted
appropriate accounting principles.  In 1985, the FASB issued FASB Statement No. 86, entitled “Accounting for the Costs of
Computer Software to Be Sold, Leased, or Otherwise Marketed.”11

There are three categories of costs associated with software that is to be sold, leased, or otherwise marketed directly or
indirectly as part of a product, process, or service. First, software production costs are the costs of design, coding, testing,
documentation, and preparation of training materials. A company includes these costs in research and development expense
until technological feasibility of the product is established. Because companies use different development methods,
technological feasibility is established either on the date the company completes a detail program design or, in its absence,
when it completes a working model of the product. After this date, a company capitalizes all software production costs until
the product is available for general release to customers. No software production costs may be capitalized after the product is
ready for general release; they are expensed as incurred. The accounting for software production costs may be summarized as
follows:

R&D Expense           Capitalize             Expense

Technological General
Feasibility Release
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The company amortizes the capitalized software production costs incurred during the period between technological feasibility
and general release over the expected life of the product, which typically will be a relatively short period, such as five years.
The amount of the amortization expense is the greater of the amount calculated from either (1) the ratio of current gross
revenues from the software to the total amount of current and anticipated future gross revenues from the software multiplied
by the cost of the asset, or (2) the straight-line method. If the net realizable value of the software product is lower than the
asset’s book value, a company writes down the asset to this value and recognizes a loss. The lower value is then recognized
as the new cost and the write-down may not be recovered. Note that two new concepts are involved. First, a new concept of
amortization based on estimated revenues is introduced. Second, the lower of cost or market method is applied to this one
intangible asset.

The second category of costs is the unit cost of producing the software. This would include amounts for the cost of the
disks and duplication of the software, packaging, documentation, and training materials. A company records these unit costs
as inventory and expenses them as cost of goods sold when the related revenue is recognized. The third category of costs is
the maintenance and customer support costs incurred after the software is released. These costs are expensed as incurred.

CONCEPTUAL EVALUATION   FASB Statement No. 86 resulted in most computer software costs being expensed because,
for many companies, the detail program design occurs after the detailed logic of the program is complete and after coding has
already begun. For many companies, software may be a significant, or perhaps the only, revenue-generating asset. As the U.S.
economy moves towards intangible outputs and creative processes, it may be argued that accounting should accommodate
this transition by allowing the results of a company’s creative processes to be recorded as an asset when they are likely to
result in probable future cash flows. Another issue is that many costs incurred before the completion of the detail program
design are not part of research and development but are incurred to perform an activity, just like other production processes.
Therefore, FASB Statement No. 86 expands the definitions of research and development established in FASB Statement No. 2 .
Finally, the amount of cost that a company may capitalize is dependent on the organization of its programming process and, in
particular, the date on which technological feasibility is established. Because the capitalization criterion is based on a point in
time rather than a function, the costs capitalized may vary significantly from company to company depending on whether the
coding and testing parallels, or follows, the detail program design.

Internal-Use Software

AICPA Statement of Position No. 98-1 specifies the accounting for the costs of internal-use computer software.
12

 Costs that
are incurred in the preliminary stage of development are expensed as incurred. Capitalization of costs begins when (1) the
preliminary stage is completed, and (2) management authorizes and commits to funding a computer software project and (a) it
is probable that the project will be completed, and (b) the software will be used to perform the function intended. Once a
company has met these capitalization criteria, it capitalizes the cost of (1) external direct costs of materials and services
consumed in developing or obtaining internal-use software, (2) payroll and payroll-related costs for employees who are
directly associated with the project based on the time spent directly on the project, and (3) interest costs incurred when
developing the software. The company then amortizes the capitalized cost using the straight-line method over the estimated
useful life of the software unless another method provides better matching.

Training costs for using the software are expensed as incurred. Costs incurred for upgrades and enhancements of the
software are capitalized if they meet the capitalization criteria of the SOP, whereas costs incurred for maintaining the software
are expensed as incurred. Impairment is measured and recognized according to FASB Statement No. 121.

Leases and Leasehold Improvements

Leases (or leaseholds) are intangible assets because a right to use the property is held by the lessee, but the property itself
is still owned by the lessor.  However, capital leases are normally included on the lessee’s balance sheet within its property,
plant, and equipment rather than under intangible assets. Leasehold improvements are also intangible assets of the lessee but
normally are included as a separate item in its property, plant, and equipment.

Trademarks and Tradenames

Registration of a trademark or tradename with the U.S. Patent Office establishes a right to exclusive use of a name, symbol,
or other device used for product identification (e.g., Coke™ or Scotch™ Tape). The right lasts for 20 years and is renewable
indefinitely as long as the trademark or tradename is used continuously. Therefore, it typically is considered to have an
indefinite life and is not amortized (unless the company decides its useful life is no longer indefinite).  The company must
review the asset for impairment annually, as we discussed earlier.
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Deferred Charges

Deferred charges (or other “noncurrent assets”) is a category that often is used on a company’s balance sheet as a catchall
category in which several individually immaterial items are accumulated. Examples of items included are intangibles from any of
the categories previously discussed if the company does not include intangibles as a separate category in the balance sheet.
In addition, long-term prepayments such as for insurance, rent, taxes, or moving and plant rearrangement costs may be
included in deferred charges. All deferred charges are amortized over their expected economic lives. As we discussed in
Chapter 3, most of these deferred charges can, and should, be included in other asset categories on the company’s balance
sheet.

Organization Costs

When a corporation is formed, it incurs organization costs such as legal fees, stock certificate costs, underwriting fees,
accounting fees, and promotional fees. Since these costs are essential to the formation of a corporation and since the life of
the company is indefinite, it can be argued that these organization costs are an intangible asset with an indefinite life.

However, AICPA Statement of Position No. 98-5 (which we discussed in Chapter 9) requires that the costs of start-up
activities (including organization costs) be expensed as incurred.13  An argument in favor of expensing the organization costs
is that once the costs have been incurred and the company is formed, all the benefits associated with the costs have been
realized. However, it can be argued that the matching principle is violated because the cost of forming the company is not
matched against the revenue generated by the newly formed company. Also, income tax regulations allow organization costs
to be amortized and deducted from taxable income over 60 months.

UNIDENTIFIABLE INTANGIBLES
We have discussed identifiable intangible assets in previous sections of this chapter. However, many additional intangibles of
a company also contribute to its earning power. These unidentifiable intangibles are often called “goodwill.” Accounting for
such goodwill depends on whether it is internally developed or purchased through a transaction.

Internally Developed Goodwill

All companies develop unidentifiable intangibles. For example, employees at all levels are an integral part of a company. They
are an essential component in the utilization of the assets that are included in the company’s balance sheet and that produce
the products and services of the company. Superior employees may produce products with a higher quality and enable a
company to earn a higher income. Also, service companies and companies that produce computer software rely almost entirely
on their employees to generate revenue, yet record no asset related to their skills and talents.  This unrecorded “asset” is
often referred to as “intellectual capital.” Another example of an unidentifiable intangible is a company that has an
advantageous geographical location. Perhaps it is closer to its raw materials or suppliers or to its major customers. Such a
geographical advantage may enable the company to earn a higher income. Yet a company’s balance sheet does not include
assets relating to such internally developed intangibles as quality, reputation, human resources, or geographical location.14

Two characteristics distinguish intangibles of this type. First, they are considered to be unidentifiable because they are not
separable from the identified and recorded assets. For example, the employees of the company cannot be sold to another
company, and the geographical location cannot be sold without selling the other assets of the company. Second, measuring
the value of these unidentifiable intangibles would be very difficult and less reliable than measuring the value of identifiable
intangibles. Because of these two characteristics, the costs associated with such internally developed intangibles (internally
developed goodwill) are expensed as incurred.

Purchased Goodwill

Purchased goodwill (or simply goodwill) arises when a company is acquired. It is the difference between the purchase price
(market value) of the acquired company as a whole and the fair value of the reported identifiable net assets. Goodwill is
recorded only when a transaction occurs—that is, when a company (or a significant part of a company) is acquired by another
company. The purchased goodwill is the price paid by the acquiring company for the unidentifiable intangibles that were
internally developed by the acquired company. It is recorded as an asset by the acquiring company because a transaction has
occurred that establishes a reliable valuation. From this perspective, goodwill can be considered a residual valuation account
for the additional value associated with the unidentifiable intangible assets. In other words, it is the amount paid for the
acquisition in excess of the cost of the identifiable net assets (assets less liabilities) acquired.
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The capitalization of purchased goodwill is required by FASB Statement No.141, which defines goodwill as:

The excess of the cost of an acquired entity over the net of the amounts assigned to assets acquired and liabilities
assumed.15

Recording the Acquisition

The acquisition of a company can be a very complex matter. To illustrate a simple alternative, suppose that after negotiation
the Sara Company purchases all the assets of the Trevor Company for $790,000 cash and the Trevor Company is dissolved. If
the Trevor Company has identifiable assets with a fair value of $920,000 and liabilities with a fair value of $530,000, Sara
Company would record the acquisition as follows:

Identifiable Assets 920,000
     Goodwill 400,000

   Liabilities 530,000
       Cash 790,000

To record an actual acquisition, instead of debiting Identifiable Assets and crediting Liabilities as shown, the company
would debit or credit each of the individual asset and liability accounts based on their current fair values. Alternatively, if the
Trevor Company is not dissolved, the Sara Company would record the entire acquisition cost in an Investments account.
Subsequently, it would use the equity method (discussed in Chapter 14) and consolidated financial statements (discussed in
advanced accounting books) to account for and report on the investment.

Impairment of Goodwill

For fiscal years beginning after December 15, 2001, a company must review its goodwill for impairment annually at the
reporting unit level.  (Goodwill is never amortized.) The reporting unit is the same as the operating segment that we discussed
in Chapter 5 for segment reporting.  A company must also review its goodwill for impairment whenever events or changes in
circumstances occur that would more-likely-than-not reduce the fair value of the goodwill below its carrying value. Examples
of events or changes in circumstances that indicate goodwill may be impaired include: a significant adverse change in the
business climate or market, a legal issue, an action by regulators, unanticipated competition, a loss of key personnel, and a
more-likely-than-not expectation that a reporting unit may be sold.

A company reviews its purchased goodwill for impairment using a two-step approach.  First, the company compares the fair
value of the reporting unit with its book value (including goodwill).16  The fair value of a reporting unit is the amount at which
the unit as a whole could be bought or sold in a current transaction between willing parties.  Sometimes this information is not
available.  In such a case, the company might determine the recording unit’s fair value by multiplying the market price of its
common stock by the number of shares outstanding (this is called the market capitalization of the reporting unit).  However,
this approach may not be representative of the fair value of the reporting unit, or the reporting unit may not have shares that
trade in an active market.  In such cases, estimates of the fair value may be based on valuation techniques such as multiples of
earnings or revenues, or measured as the present value of the estimated future cash flows of the reporting unit.  Those cash
flow estimates must be based on reasonable and supportable assumptions and should consider all available evidence.

If the fair value of the reporting unit is greater than the book value, goodwill is not considered to be impaired, and the
second step is not necessary.  If the fair value of the reporting unit is less than its book value, the second step of the
impairment test must be performed to measure the amount of the impairment loss, if any. The second step is the recognition of
an impairment loss for the amount by which the implied fair value of the goodwill is less than its carrying value.

To determine the implied fair value of the goodwill, the company first allocates the fair value of the reporting unit to all the
identifiable assets and liabilities of the unit as if the unit had been acquired and the fair value was the purchase price.  Then
the implied fair value of the goodwill is the excess “purchase price” over the amounts assigned to the identifiable assets and
liabilities.  The impairment loss is the difference between the carrying value of the goodwill and the lower implied fair value of
the goodwill.  When the company records the impairment loss, it reduces the carrying value of the goodwill to the lower fair
value.

To illustrate the impairment of goodwill, suppose Sara Company is a single reporting unit and has a book value (assets
minus liabilities) of $3.6 million, including goodwill of $400,000. To test for the impairment of its goodwill, the company first
estimates that its fair value is $3 million. Because this $3 million fair value is less than the company’s $3.6 million book value,
the company must perform the second step.  If the company allocates $2.7 million of the fair value to its identifiable assets and
liabilities, this means that $300,000 ($3 million - $2.7 million) is the implied fair value of the goodwill.  Because the $300,000
implied fair value of the goodwill is $100,000 less than the $400,000 carrying value, Sara Company records the $100,000
impairment loss as follows:
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Impairment Loss on Goodwill 100,000
Goodwill 100,000

The company reports the impairment loss as a separate line item on its income statement as part of income from continuing
operations and reports the new (reduced) $300,000 carrying value on its ending balance sheet.  Every year, the company must
compare the fair value with the $300,000 carrying value to determine if the goodwill is again impaired.

Negative Goodwill

The discussion and examples in this chapter have assumed that purchased goodwill is positive. That is, the price paid for the
company is greater than the fair value of the net assets acquired. However, it is possible that the cash paid is less than the fair
value of the net assets acquired. In such cases goodwill is a negative amount. This situation tends to raise questions about
the rational behavior of the parties involved. The best course of action for the current owners of the company would be to
liquidate it rather than to sell it. An exception is when the acquisition is made by buying common stock that is trading at less
than the value of the net assets.

If such a purchase transaction does occur, FASB Statement No. 141 requires that negative goodwill not be recorded.
Instead, the acquiring company allocates the negative amount proportionately to reduce the amounts assigned to the
noncurrent assets acquired.  The exceptions to this allocation are: financial assets other than those accounted for by the
equity method, assets to be sold, deferred tax assets (discussed in Chapter 18), prepaid assets relating to pension and other
post-retirement benefits (discussed in Chapter 19), and any other current assets.  Any excess that remains after reducing those
assets to zero is reported as an extraordinary gain (as discussed in Chapter 4).

DISCLOSURES FOR INTANGIBLE ASSETS
FASB Statement No. 142 requires a company to disclose certain information about its intangible assets, in either the financial
statements or the notes, including:

1. In the period it acquires intangible assets:
a. The cost of any intangible asset acquired, separated into assets subject to amortization, assets not subject to

amortization, and goodwill.
b. For assets subject to amortization, the residual value and the weighted-average amortization period.
c. The cost of any research and development acquired and written off, and where it is included in the income

statement.

2. In each period for which it presents a balance sheet:

a. For intangible assets that are amortized, the total cost, the accumulated amortization, the amortization expense,
and the estimated amortization expense for the next five years.

b. For intangible assets that are not amortized, the total cost and the cost of each major intangible asset class.
c. For goodwill, the amount of goodwill acquired, the amount of any impairment losses recognized, and the

amount of goodwill included in the disposal of a reporting unit.
d. For any intangible asset impairment, the facts and circumstances leading to the impairment, the amount of the

impairment loss, and the method of determining the fair value.

In addition, a company must report, as a minimum, the total of all identifiable intangible assets as a separate line item (asset) on
the balance sheet.  A company must include amortization expense and impairment losses in income from continuing
operations.  It must report goodwill impairment losses as a separate line item in income from continuing operations (unless the
impairment is related to a discontinued operation).
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CONCEPTUAL EVALUATION OF ACCOUNTING FOR INTANGIBLES

GAAP for internally developed and purchased intangibles are complex and may have some apparent inconsistencies.   For
example, earlier in the chapter we discussed the arguments for and against expensing the R&D costs incurred by a company.
Also, when one company acquires another company, it may acquire the R&D that is in-process in that other company. The
acquiring company expenses, at the date of purchase, the cost of that in-process R&D.  This is consistent with the principle of
expensing R&D costs incurred by a company, but is inconsistent with the general rule that items purchased are assets.  It is
possible that the purchasing company may have an incentive to reduce the amount of the purchase price it allocates to the
acquired in-process R&D.  This would increase the amount the company assigns to goodwill and reduce the total expenses it
will recognize (unless the goodwill becomes impaired).

Another inconsistency may occur because only purchased goodwill is recorded as an asset, while internally developed
goodwill is expensed. Suppose Company A internally develops goodwill, while Company B has purchased a company
identical to A and records goodwill as an asset. Company A, without recorded goodwill, expenses the costs of internally
developed goodwill (such as the costs of hiring and training employees), while Company B does not amortize its purchased
goodwill, but expenses the continuing costs of developing internal goodwill.  However, there are two different elements. One
is the recognition of goodwill that was developed in the past and was purchased; the other is the expensing of the costs of
internally generated goodwill in the current period.

Two major arguments can be used to justify the expensing of internally generated goodwill and the capitalization of
purchased goodwill. First, it would be very difficult to measure the cost of internally generated goodwill with a reasonable
degree of reliability. We discuss the techniques and issues involved in estimating the value of purchased goodwill in the
chapter Appendix to provide a better understanding of the process management goes through when considering the purchase
of another company. However, this process does not result in the cost of the goodwill included on the acquiring company’s
balance sheet. That value results from the actual amount paid by the acquiring company, the recording of which is discussed
in depth in advanced accounting books. While the estimation of goodwill is a valid component of the process, the agreed
purchase price for a company is the result of negotiation. It is influenced by many factors such as the market price of any
securities being exchanged and the synergy that is expected to result from the acquisition. However, to capitalize internally
developed goodwill would raise issues similar to those for R&D, such as which costs should be capitalized and which should
be expensed. For example, do some or all of a company’s marketing costs provide benefits for just the current period, or do
they also provide benefits for future periods?

The second argument for expensing internally developed intangibles is that capitalization would require amortization
because any asset would have a finite life.  However, it would be very difficult to identify the revenues generated and
therefore to decide over which periods, and by which method, to match the amortization expense against the benefits.

The FASB argued that not amortizing certain intangible assets is appropriate because they have indefinite future lives, and
amortizing those assets would not meet the criterion of being representationally faithful.  The Board noted that most
intangible assets have finite useful lives, and to classify an asset as having an indefinite life would require the asset to
generate cash flows indefinitely.  Examples of such intangible assets may include airport route authorities, certain trademarks,
and taxicab medallions.  There is little disagreement that these few intangible assets that have an indefinite life should not be
amortized until there is evidence that they have a finite life.

The decision not to require amortization of goodwill was more controversial.  The FASB argued that the life of goodwill
cannot be predicted with a satisfactory level of reliability, nor can the pattern of benefits it generates.  Therefore the amount
that would be amortized would be only a rough estimate of the decrease in goodwill for the period. The FASB also argued that
many financial analysts ignore goodwill amortization in their evaluation of a company’s income.

In contrast, many people argue that goodwill is an asset with benefits that expire over time and therefore it should be
amortized over a maximum life of, for example, 20 years.  Supporters of this view argue that the goodwill recorded as a result of
a transaction is an asset that is consumed over time and is replaced by internally generated goodwill, and therefore should be
amortized.  Many of these people would also argue that internally generated goodwill should also be capitalized and amortized
over its useful life.

 Another alternative considered by the FASB was to require the immediate write off of goodwill.  The Board rejected this
alternative because the goodwill that is acquired and paid for meets the definition of an asset.  It is also difficult to argue that
the amount paid for goodwill suddenly has no value.  However, this alternative was supported by Accounting Research
Study No. 10.17   Several major arguments can be made in favor of this position.  First, purchased goodwill is different in nature
than a company’s other assets and can not be sold or used independently of the other assets.  Therefore, it is inappropriate to
include it with the other assets on the company’s balance sheet.  Second, because internally developed goodwill is expensed
immediately, this alternative creates a degree of consistency between internally developed and purchased goodwill.  Third, as
it is so difficult to estimate the life of the benefits, any choice of periods over which to amortize the goodwill is arbitrary, thus
immediate write off is justifiable.
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Intangible assets are amortized over 15 years for computing taxable income.  Therefore, there is a temporary difference
between financial income and taxable income for intangible assets (unless those with a finite life are amortized for over 15
years for computing financial income). This temporary difference results in deferred income taxes. As we discuss in Chapter
18, some users would argue that for a growing company (which is increasing its tangible assets), there is no temporary
difference because the company will never pay the deferred taxes. Some users would also argue that reporting deferred taxes
for goodwill is not appropriate because there is no temporary difference due to the goodwill not being systematically
amortized.

Once the FASB concluded that goodwill (and intangible assets with indefinite lives) would not be amortized, it had to
develop am impairment test, as we discussed earlier in this chapter.  Because the impairment test has to be applied annually, it
may add a significant cost to companies.  Many users are also concerned that the impairment loss will not be reliable due to
the numerous estimates that a company has to make.

International Accounting Differences

Accounting principles for intangibles vary across countries. In several European countries, including Germany and the United
Kingdom, goodwill may be written off immediately against stockholders’ equity. Furthermore, when goodwill is recorded as an
asset, most foreign countries have an amortization period of 5 to 20 years. Thus, U.S. accounting principles are not consistent
with those around the world because they require the recognition of an asset and do not allow amortization. Also, in many
countries, intangibles may be revalued upwards and not amortized. For example, in the United Kingdom brand names such as
Schweppes are accounted for this way.

We discussed purchased goodwill in the chapter and we assumed a purchase price, so that the goodwill was the difference
between that price and the fair value of the identifiable net assets. We discuss methods of estimating the value of goodwill for
negotiations or other reasons in this Appendix.

Goodwill can also be considered from an income perspective. In the chapter discussion we suggested that higher quality
products, intellectual capital, and an advantageous geographical location would result in a higher income. But higher than
what? A higher income than the company would earn otherwise, or more generally a higher income than is normal for
companies in that industry? In this context, the rate of return earned by the company is more meaningful than the absolute
value of the income. Therefore goodwill can also be defined as the value attached to the ability of a company to earn a higher
than normal rate of return (an excess rate of return) on the market value of its identifiable net assets.

Estimating the Value of Goodwill

When one company is negotiating to buy another company, the price offered is typically much greater than the book value of
the net assets to be acquired. Three factors can account for the difference between the value of the company as a whole and
the book value of the net assets (assets less liabilities). First, identifiable net assets are generally listed on the balance sheet
at their historical costs. While some current assets and liabilities are listed at amounts that approximate their fair values,
others (such as land and buildings) may have current fair values that are very different from the recorded historical costs.
Second, identifiable intangible assets may be unrecorded (or undervalued). As we discussed in the chapter, R&D costs and
operating costs are expensed as incurred. Therefore internally developed intangibles either are not recorded or are recorded at
only the costs directly associated with the intangible after all R&D costs and operating costs have been expensed. Third,
unidentifiable intangibles may exist that are categorized as goodwill. In the following sections, we discuss several methods
that might be used to value the goodwill of a purchased company. However, it should be remembered that these methods are
only guidelines. The price must be agreed upon by both the purchaser and the seller. Therefore the amount paid for goodwill
in any purchase transaction is determined solely by the parties involved and is not defined by generally accepted accounting
principles.

  APPENDIX: ESTIMATING THE VALUE OF GOODWILL
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To illustrate the previously mentioned concepts, consider the potential purchase of the Kasper Company, which has a
condensed balance sheet as we show in Exhibit 11-4. The book value of the company’s net assets is $200,000 ($400,000 –
$50,000 – $150,000). Since goodwill has been defined to include all the assets that cannot be identified, how can we determine
the value of goodwill? We have discussed goodwill in terms of the ability to earn an above-normal return, and we can use this
approach to develop a value for goodwill. To continue the example of the Kasper Company we must make two assumptions.
First, suppose that the Kasper Company can be expected to earn $50,000 per year in perpetuity and that the normal return
earned by companies in the industry is 10% of the identifiable net assets. In other words, 10% is the normal return required by
investors (the acquiring company) for investments of this riskiness.

What is the value of the whole company? It is the amount that must be invested to earn $50,000 per year, when $50,000 is a
return of 10% on the investment. Therefore, it is the present value of $50,000, in perpetuity, discounted at 10%, which is
calculated as follows:

Earnings
Value of Company =

Discount Rate

$50,000
=

0.10

= $500,000

This valuation means that the Kasper Company is worth $300,000 more than the $200,000 book value of its identifiable net
assets. Discounting expected cash flows would result in a more meaningful measure of value, but we use net income in this
example as an approximation of net cash flows.

As we discussed previously, the difference of $300,000 may result from three causes. First, individual assets may be
recorded at less than their fair values (or liabilities may be overvalued). Suppose that the $200,000 of Kasper Company’s
recorded net assets are estimated to have a fair value of $320,000. Land, for example, may be worth more than was originally
paid. Also, since depreciation on plant and equipment is not related to fair value, it can be expected that the fair values of
these assets will be different from their book values. Second, identifiable intangible assets may be unrecorded. Suppose that
the Kasper Company owns an internally developed patent that has a fair value of $30,000. This provides a total fair value of
identifiable net assets of $350,000. Third, the remaining difference between the value of the company as a whole and the value
of its identifiable net assets is goodwill. For the Kasper Company, this is $150,000 ($500,000 – $350,000).  We summarize the
determination of the value of goodwill as follows:

Value of estimated annual earnings of $50,000, in
    perpetuity, discounted at 10% ($50,000 ÷  0.10) $500,000
Less: Book value of recorded net assets $200,000
         Excess of fair value over book value of

   recorded net assets ($320,000 –  $200,000) 120,000
         Fair value of unrecorded identifiable

   intangible asset                                                                30,000
Value of identifiable net assets (350,000)

Value of goodwill $150,000

Balance Sheet, December 31, 2004

Current assets $125,000 Current liabilities $ 50,000
Noncurrent assets   275,000 Noncurrent liabilities  150,000

               Stockholders’ equity  200,000

$400,000 $400,000

EXHIBIT 11-4   Kasper Company
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Steps Used in Estimating the Value of Goodwill

Now that we have established the relationship between excess earnings and the valuation of goodwill, a company may use a
series of six steps to compute a particular value for another company it is considering purchasing:

1. Estimate the average future annual earnings from the identifiable net assets.
2. Estimate the rate (or rates) of return that should be earned by the company on its identifiable net assets.
3. Estimate the current fair value of the identifiable net assets.
4. Compute the estimated excess annual earnings.
5. Estimate the expected life of the excess annual earnings.
6. Compute the present value of the estimated excess annual earnings.

Two additional steps may follow the calculation of the value of the goodwill:

7. Compute the total value of the company being considered for purchase.
8. Apply sensitivity analysis.

We discuss each of these steps in the following sections, although they may not actually be carried out in the sequence
outlined. For example, the estimation in Step 1 may be a function of the values in Step 3. In addition, access to the records of
the company being considered for purchase makes the estimation process easier.

STEP 1: ESTIMATE THE AVERAGE FUTURE EARNINGS    It is very difficult to develop an estimate of the average future
annual earnings from a company’s existing net assets. Many internal variables, such as management decisions and employee
productivity, affect future earnings. There are also numerous external variables, such as the general state of the economy and
the actions of competitors. Companies find it difficult enough to develop accurate budgets of earnings for a short time in the
future, and it is usually impractical to consider using normal budgeting techniques to estimate annual earnings for sufficient
years into the future that would be useful for the valuation of goodwill.

The alternative approach is to base estimated future annual earnings on the earnings of recent years. A single year is not
likely to be reliable, and extending too many years into the past may be misleading because of changed conditions. The goal is
to select a period that is relevant to the prediction of expected future earnings. The trend of earnings (or a simple average)
over, say, the last 5 years may be extended into the future to provide the estimate of future annual earnings. Such estimates
should be adjusted for any nonrecurring items and for changes in operating and competitive conditions that can be reliably
predicted. Examples of adjustments are:

1. Eliminating unusual gains or losses, extraordinary items, the results of discontinued operations, and the effects of
changes in accounting principles included in the income statement of the company being considered for purchase
because they are not expected to recur in the future.

2. Adjusting for differences in accounting principles. For example, the company being considered for purchase may use
FIFO and accelerated depreciation, whereas other companies in the same industry may use LIFO and straight-line
depreciation. To permit better comparisons, the accounting methods (and related account balances) should be adjusted
to conform to those of the other companies in the industry.

A more sophisticated way to estimate future earnings is to separate income into its revenue and expense components and
to project each separately based on the past figures. It is also desirable to adjust these past figures so that they are based on
the current values that are used to value the identifiable assets being purchased (as calculated in Step 3).

The Baley Company, which is considering acquiring the Greenfield Company, uses the data presented in Exhibit 11-5 for an
analysis. We simplify this example because we calculate an average of past earnings rather than considering trends in each
component. Three adjustments are made to the past earnings figures. First, expected increases in wages that will not be
recovered by future price increases cause a reduction in future  earnings. Second, depreciation is adjusted so that it is based
on the fair value of the assets. Third, intangible assets with finite lives that were not previously recorded are amortized. The
amounts of the depreciation ($12,000) and amortization ($10,000) are based on the additional values ($120,000 and $150,000,
respectively) recorded in Step 3. These amounts are based on an assumed 10-year useful life for the property and plant and a
15-year life for the intangible asset. The Greenfield Company had an extraordinary loss in one of the past 5 years that we have
excluded from the analysis because it is not expected to recur in the future.
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STEP 2: ESTIMATE THE RATE OF RETURN   The rate of return that should be earned by the acquired company on its
identifiable net assets is based on the risk of the investment and the alternatives that are available. It is the rate necessary to
attract investment capital to this kind of business under current conditions. Data on average rates of return are available in
government publications and from various financial services. Such rates are usually based on the book value of the net assets
of the company, and it may be necessary to adjust this rate to reflect the use of the fair value of the assets in the calculation.
Care should be taken to consider the effects of particular accounting methods used by the company. For example, if the
company being considered for purchase uses FIFO, but most comparable companies use LIFO, appropriate adjustments
should be made. In the Greenfield Company example, it is assumed that the appropriate rate of return is 10% after income taxes.

STEP 3: ESTIMATE THE CURRENT FAIR VALUE OF THE IDENTIFIABLE NET ASSETS   Because accounting records are
based on the historical cost principle, it is unlikely that the book value of the net assets of the company being considered for
purchase approximates the current fair value of its identifiable net assets.

The book value of the current assets and liabilities is usually a reasonable approximation of the fair value of these items.
One major exception occurs when the LIFO inventory method is used, because the inventory book value will be less than the
fair value if prices have risen since the adoption of LIFO. Other minor adjustments may be necessary, such as to update the
allowance for uncollectible accounts. Property, plant, and equipment book values are likely to need significant adjustments
and an appraisal may be required. Identifiable intangible assets must be adjusted to their fair values. Noncurrent liabilities may
present some valuation problems. If interest rates have changed since bonds or notes were issued, these liabilities should be
revalued using present value analysis based on current market rates. Also there may be unrecorded liabilities in the form of
future pension payments or contingencies.

The assets may be worth more to the Baley Company than to the Greenfield Company because a combination of the assets
of the two companies may result in total earnings greater than the sum of the earnings of the two separate companies.
Furthermore, since the Baley Company will record the purchased assets at their current fair values, higher depreciation will
result if the fair values are greater than the book values.

Revaluation of the Greenfield Company’s identifiable net assets is as follows:

Estimate of the Average Future Annual Earnings

Average annual revenue for the past 5 years $628,000
Average annual cost of goods sold for the past 5 years $266,000
Average annual operating expenses for the past 5 years     180,000
Expected annual increase in wages not to be recovered by
    increased revenues         40,000
Increase in annual depreciation on the current fair value of the assets     12,000
Annual amortization of tangible assets with finite lives not
    previously recorded     10,000

Expected expenses (508,000)

Expected average annual earnings before income taxes $120,000
Estimated income taxes (30%)    (36,000)

Expected average annual earnings $  84,000

Exhibit 11-5    Greenfield Company
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Book value of identifiable net assets $570,000
Revaluation of LIFO inventory to fair value 90,000
Increase in allowance for uncollectible accounts (10,000)
Revaluation of property, plant, and equipment to fair value 120,000
Fair value of fully amortized tradename 150,000
Revaluation of bonds payable due to decline in interest rates (60,000)
Unfunded projected benefit obligation of the pension plan (140,000)
Current fair value of identifiable net assets $720,000

STEP 4: COMPUTE THE ESTIMATED EXCESS ANNUAL EARNINGS    The estimated excess annual earnings is the
difference between the estimated average future annual earnings and the normal rate of return multiplied by the fair value of
the net identifiable assets. For the Greenfield Company, this amount is computed as follows:

Average expected annual earnings (from Step 1) $84,000
10% return on fair value of identifiable net assets (72,000)
Estimated excess annual earnings $12,000

Annual earnings of $72,000 are necessary for a normal return of 10% on identifiable net assets having a value of $720,000.
Since the company expects to earn $84,000 annually, there must be additional unidentifiable assets in the form of goodwill. It
should be noted that the 10% return was the normal rate based on the historical cost of the assets, but in this example we have
used it as the normal return on the fair value of the net identifiable assets. In ordinary circumstances this is an acceptable
approximation, but if there is a significant difference between the book value and the fair value, a downward adjustment of the
normal rate may be appropriate.

STEP 5: ESTIMATE THE EXPECTED LIFE OF EXCESS ANNUAL EARNINGS    It is sometimes argued that the excess
annual earnings have an infinite life. This is not a realistic assumption, because competition or technological change can
eventually eliminate the advantages that exist at the time of purchase. This does not mean that the company cannot earn a
higher-than-normal return in the future, but it means that if the company does, it will be increasingly a result of the activities
that occur after the purchase. In other words, it will be the result of continuing expenditures on such things as training
employees, R&D, advertising, and production of high-quality products. If such continuing efforts are not made, the goodwill
that existed at the time of purchase cannot be expected to continue. Therefore it seems clear that the excess annual earnings
have a limited life. For the Greenfield Company, we will assume that the excess annual earnings are expected to last for ten
years.

STEP 6: COMPUTE THE PRESENT VALUE OF THE ESTIMATED EXCESS ANNUAL EARNINGS    The usual approach to
computing the present value of the estimated excess annual earnings (goodwill) is to discount these earnings at the normal
rate of return for their estimated life. For the Greenfield Company, the excess annual earnings of $12,000 are discounted at 10%
for 10 years as follows:

Estimated excess annual earnings $     12,000
Present value factor for an annuity of 10 periods at 10%
    (from Table 4 of Appendix D)                                                                     × 6.144567
Present value of estimated excess annual earnings (goodwill) $     73,735

An alternative is to use a discount rate higher than the normal rate of return. This has been suggested because the risk
associated with higher-than-normal earnings is greater than the risk associated with normal earnings. For example, if we use a
discount rate of 20% to capitalize the 10-year excess annual earnings of the Greenfield Company, goodwill is computed at
$50,310 ($12,000 × 4.192472).

STEP 7: COMPUTE THE TOTAL VALUE OF THE COMPANY   The ultimate purpose of estimating the value of goodwill is
to determine the total value of the company being considered for purchase. In our example, the total estimated value of the
Greenfield Company is $793,735, which consists of the $720,000 fair value of the identifiable net assets on which a 10% return
is anticipated, and the $73,735 goodwill on which a 10% return is also anticipated.
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STEP 8: APPLY SENSITIVITY ANALYSIS    Estimates of the future earnings, the rate of return, the fair value of the assets,
and the expected life of the excess annual earnings are used in the calculation of goodwill. A great deal of uncertainty and
subjectivity is involved in these estimates. We emphasize that the calculation of goodwill does not produce a definitive
valuation and is certainly not a final indication of the value of the company being considered for purchase. One additional
step to improve the information that management has when it is involved in the negotiation process to purchase a company is
to perform sensitivity analysis on the estimates used in the goodwill calculation. Sensitivity analysis involves calculating the
change in the estimated value of the company being considered for purchase as a result of changing the values of the items
used in the calculation. For example, a change in the discount rate used to value the excess earnings from 10% to 20% reduces
the goodwill to $50,310, and therefore reduces the estimated value of the Greenfield Company to $770,310. By performing
sensitivity analysis, management has both a value based on its best estimates and a range of values if those estimates are in
error.

The valuation of the goodwill is an initial step toward the valuation of the company being considered for purchase, but the
actual purchase price is the result of the negotiation process. Bargaining strength and skill are probably at least as important
in determining the final price. Nevertheless, knowledge of the value of goodwill is an important element in improving this
bargaining strength.

Other Methods of Estimating Goodwill

Because of the uncertainties involved in the estimation of goodwill, it is sometimes suggested that even simpler rules be used
for its valuation. These include valuing goodwill by such arbitrary amounts as (1) 10 times annual earnings, (2) 4 times excess
annual earnings (of course, numbers other than 10 and 4 could be used), and (3) determining the value of the company by
capitalizing annual earnings at a normal rate (as we used in an illustration earlier in this chapter). Although these might be
useful rules of thumb, it is difficult to argue that because of the difficulties of measurement it is better to attempt only a simple
measurement. However, these alternative valuation methods might be used as a form of sensitivity analysis to complement the
value of goodwill computed under the preferred method discussed earlier, even though they ignore the time value of money.

Another more rational way of reducing the uncertainties is to negotiate a price that involves contingent payments based on
future excess income actually earned. If the company’s shares are publicly traded on a stock market, the market value of the
shares outstanding of the company may be a useful basis for estimating the value of that company. However, the price
established by the stock market is based on the trading of a small number of the outstanding shares and probably does not
give a valid indication of the value of all the shares. In addition, the prices of stocks tend to fluctuate as a result of many
factors, some of which may not reflect changes in the underlying value of the company. However, it is likely that a company
will have to pay more than the current market price of the shares of another company in order to purchase it.

At the beginning of the chapter, we identified several objectives you would accomplish after reading the chapter. The
objectives are listed below, each followed by a brief summary of the key points in the chapter discussion.
 1. Explain the accounting alternatives for intangibles. The cost of a purchased identifiable intangible with a finite life is

recorded as an asset and is amortized. The cost of a purchased identifiable intangible with an indefinite life and an
unidentifiable intangible (goodwill) is recorded as an asset and is reviewed for impairment annually (but not amortized). The
cost of an internally developed identifiable intangible is recorded as an asset and is amortized, except for research and
development costs, which are expensed as incurred. The cost of an internally developed unidentifiable intangible is
expensed as incurred.

 2. Understand the amortization or impairment of intangibles. An intangible asset with a finite life must be amortized.  The
asset is amortized over the economic life.  A company selects the amortization method based on the expected pattern of
benefits that the intangible asset will produce, but if the company cannot reliably determine the pattern, it uses the straight-
line method.  An intangible asset with an indefinite life is not amortized but is reviewed for impairment at least annually.  A
company tests an intangible asset for impairment by first estimating the fair value of the asset.  An intangible asset is
impaired when its fair value is less than its carrying value.  The impairment loss is the amount by which the fair value is less
than the carrying value.

 3. Identify research and development costs. Research is the planned search or critical investigation aimed at discovery of new
knowledge with the hope that such knowledge will be useful in developing a new product or service, or a new process or
technique, or in bringing about a significant improvement to an existing product or process. Development is the translation

   SUMMARY
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of research findings or other knowledge into a plan or design for a new product or process, or for a significant improvement
to an existing product or process, whether intended for sale or use. Research and development costs include materials,
equipment, and facilities, personnel, intangibles purchased from others, contract services, and indirect costs. Research and
development costs are expensed, including the costs of materials, equipment, facilities, and intangibles purchased from
others that have no alternative future uses.

 4. Explain the conceptual issues for research and development costs. The conceptual alternatives for research and
development costs are to expense all costs as incurred, to capitalize all costs as incurred and amortize them over the periods
expected to benefit, to capitalize costs when incurred if specified conditions are fulfilled and record all other costs as
expenses, and to accumulate all costs in a special category until the existence of future benefits can be determined.

 5. Account for identifiable intangible assets including patents, copyrights, computer software costs, franchises, and
trademarks and tradenames.  Each of these identifiable intangible assets is recorded at cost and amortized over its
economic life, unless it has an indefinite life, such as trademarks and tradenames, in which case it is reviewed for impairment
annually.

 6. Account for unidentifiable intangibles including internally developed and purchased goodwill. The costs of internally
developed goodwill are expensed as incurred. Purchased goodwill arises when a company is acquired and is the difference
between the purchase price of the company as a whole and the fair value of the identifiable net assets. Purchased goodwill
is recorded as an asset and is reviewed for impairment annually at the reporting unit level.  A company uses a two-step
approach.  First, the company compares the fair value of the reporting unit with its book value.  If the fair value is less than
the book value, the second step must be performed.  The company first allocates the fair value of the reporting unit to all
the identifiable assets and liabilities of the unit as if the unit had been acquired.  The implied fair value of the goodwill is the
excess “purchase price” over the amount assigned to the identifiable assets and liabilities.  The impairment loss is the
difference between the carrying value of the goodwill and the lower implied fair value.

 7. Understand the disclosure of intangibles. A company must disclose its total research and development expense. Intangible
assets and goodwill are distinguished from tangible assets in the financial statements. A company must also disclose
amortization expense, impairment losses, the method and period of amortization, as well as other disclosures.

8. Explain the conceptual issues regarding intangibles. The major conceptual issues are whether some internally developed
intangibles, such as research and development, should be capitalized, and whether some intangible assets should be
reviewed for impairment instead of being amortized.

9. Estimate the value of goodwill (Appendix). To estimate the value of the goodwill of another company, a company may
estimate the average future annual earnings from the identifiable net assets, estimate the rate(s) of return that should be
earned by the company on its identifiable net assets, estimate the current fair value of the identifiable net assets, compute
the estimated excess annual earnings, estimate the expected life of the excess annual earnings, and compute the present
value of the estimated excess annual earnings.

1 “Goodwill and Other Intangible Assets,” FASB Statement of Financial Accounting Standards No. 142 (Norwalk,
   Conn: FASB, 2001).
2  Ibid., par. 11.
3  Ibid., par. 14.
4  “Accounting for Intangible Assets of Motor Carriers, ” FASB Statement of Financial Accounting Standards No. 44
    (Stamford, Conn.: FASB, 1980).
5  Ibid., par16. Before the implementation of FASB Statement No. 142, all intangible assets were amortized over their
  economic lives, not to exceed 40 years (except those acquired before November 1, 1970 and for which there is no
  eveidence of a decline in value or a limited economic life).
6  “Accounting for Research and Development Costs,” FASB Statement of Financial Accounting Standards No. 2
   (Stamford, Conn.:FASB, 1974), par. 8.
7  Ibid.
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8  Ibid., par. 9-10.
9  Prior to 1994, the legal life of a patent was 17 years from the date of grant.
10  Prior to 1999, the legal life of a copyright was the life of the author plus 50 years.
11  “Accounting for the Costs of Computer Software to be Sold, Leased, or Otherwise Marketed,” FASB Statement of
    Financial Accounting Standards No. 86 (Stamford, Conn.: FASB, 1985). For additional discussion, see Naomi
    Erikson and David Herskovits, “Accounting for Software Costs: Cracking the Code,” Journal of Accountancy,
    November 1985, pp. 81-96.
12 “Accounting for the Costs of Computer Software Developed or Planned for Internal Use,” AICPA Statement of
    Position No. 98-1  (New York: AICPA, 1998).
13 “Reporting on the Costs of Start-up Activities,” AICPA Statement of Position No. 98-5  (New York: AICPA,
    1998).
14  A few attempts have been made to value human resources and record them on the balance sheet.  See, for
     instance, E.H.Caplan and S. Landkich, Human Resource Accounting (New York: National Association of
     Accountants, 1974).
15  “Business Combinations,” FASB Statement No. 141 (Norwalk, Conn.: FASB, 2001), Appendix F.
16  Impairment tests must be performed on other assets of the reporting unit first, so that the resulting fair value of the

reporting unit that is less than the book value must be from goodwill impairment.
17  G.R. Catlett and N.O. Olson, “Accounting for Goodwill,” Accounting Research Study No. 10 (New York:
     AICPA, 1968).

Replace the current text version of the following assignments with those presented below:

QUESTIONS

Q11-3 Explain how a company accounts for the cost of identifiable and unidentifiable intangibles.

Q11-18  Under what conditions is purchased goodwill amortized? Explain how a company determines its goodwill
impairment, if any.

CASES

(Note: The current Case 11-9 is now deleted.  Due to the nature of that assignment, there is no current substitute for it.)

C11-10 Ethics and Intangibles
You are auditing the financial records of a company and you are aware that it has grown fast in the last few years by acquiring
other companies. You look up the disclosure in last year’s annual report, which states, “The company amortizes its intangibles
over periods ranging from five to 15 years.” As you review the company’s records, you find that the company made an
acquisition of a “high-tech” company three years ago and has not recognized any impairment on the related goodwill. In the
last six years, it has made five other acquisitions and has not recognized any impairment related to them. Included in the
acquisitions are several patents that are amortized over nine years and some intangible assets with indefinite lives.
Required   From financial reporting and ethical perspectives, discuss the issues raised by this situation.

 REPLACEMENT ASSIGNMENTS
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MULTIPLE CHOICE
Select the best answer for each of the following.

M11-2 A purchased patent has a remaining legal life of 15 years. It should be
a. Expensed in the year of acquisition
b. Amortized over 15 years regardless of its useful life
c. Not amortized
d. Amortized over its useful life if less than 15 years

M11-4  Which of the following assets acquired in 2002 are amortized?

  Goodwill    Trademarks
a. No No
b. Yes Yes
c. No Yes
d. Yes No

M11-5  What is the proper time or time period over which to match the cost of an intangible asset with revenues if it
is likely that the benefit of the asset will last for an indefinite period?

a. Forty years
b. Fifty years
c. Immediately
d. At such time as diminution in value can be quantitatively determined

EXERCISES

E11-3 Cost of a Tradename  On January 10, 2002, the Hughes Company applied for a tradename. Legal costs
associated with the application were $10,000. In January 2003, the company incurred $8,000 of legal fees in a
successful defense of its tradename.  The tradename was not impaired at the end of 2002 and 2003.

Required Compute the ending carrying value of the tradename for 2002 and 2003.  Should the company amortize the
tradename?

PROBLEMS

P11-2  Cost of Intangibles  The Byrd Corporation engaged in the following transactions at the beginning of 2002:
       

1. Purchased a Hogburger franchise for a five-year, $60,000, 10%-interest-bearing note. The franchise has
an indefinite life providing the terms of the franchise are not violated.

     2. Sold a tradename for $50,000. The tradename had a carrying value of $1,000.
       3. Paid an advertising agency $80,000 to develop a two-year advertising campaign to promote a new

tradename.
      4. Incurred legal fees of $3,000 to register a new tradename.
       5. Purchased the copyright to a new movie for $500,000. The movie is made during 2002 at a cost of $15

million. It will begin showing in 2003 and is expected to gross $10 million during 2003, $20 million during
2004, and $10 million during 2005.

Required  Prepare journal entries to record the preceding transactions, including any appropriate adjusting entries for
2002.
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P11-3 Correct Classification of Intangibles  During the current year, the accountant for the Pinner Corporation
recorded numerous transactions in an account labeled Intangibles as follows:

     
Jan. 2 Incorporation fees $17,500
Jan. 10   Legal fees for the organization of the company    7,500
Jan. 25 Paid for large-scale advertising campaign for the year   15,000

              Apr. 1    Acquired land for $15,000 and a building for $20,000 to house the R&D activities.
The building has a 20-year life.   35,000

              May 15  Purchased materials exclusively for use in R&D activities. Of these materials, 20% are
                             left at the end of the year and will be used in the same project next year. (They have no
                             alternative use.)   15,000

June 30 Filed for a patent   10,000
July 1    Operating loss for first 6 months of the year   12,000
Dec. 11 Purchased an experimental machine from an inventor. The machine is expected to be used
              for a particular R&D activity for two years, after which it will have no residual value. 12,000
Dec. 31 Paid employees involved in R&D 30,000

Required  Prepare adjusting journal entries to eliminate the Intangibles account and correctly record all the
items. The company amortizes patents over 10 years.

P11-7 Intangibles  The Jolis Company has provided information on the following items:
      1. A patent was purchased from the Totley Company for $500,000 on January 1, 2001. At that time, Jolis

estimated the remaining useful life to be 10 years. The patent was carried on Totley’s books at $20,000
when it sold the patent.

      2. On March 2, 2002 a franchise was purchased from the Unal Company for $220,000. In addition, 8% of the
revenue from the franchise must be paid to Unal. Revenue earned during 2002 was $640,000. Jolis
believes that the life of the franchise is indefinite and that the franchise is not impaired at the end of
2002.

       3. Research and development costs were incurred as follows: (a) materials and equipment: $50,000; (b)
personnel: $80,000; and (c) indirect costs: $40,000. The costs were incurred to develop a product that will
go on sale in 2003 and will have an expected life of five years.

       4. A tradename had been purchased for a sugar substitute at the beginning of 1998 for $70,000. In January
2002 it was suspected that the product caused cancer and so the tradename was abandoned.

5. The company purchased the net assets of Lansing Company on September 1, 2002 for $950,000, and the
Lansing Company was liquidated. The Lansing Company had the following book (fair) values: current
assets: $200,000 ($210,000); property, plant, equipment: $750,000 ($900,000); liabilities: $250,000
($250,000).  The goodwill is not impaired at the end of 2002.

Required  Prepare journal entries for the Jolis Company for 2002. The company uses the straight-line method
of amortization computed to the nearest month over the maximum allowable life. Assume that the company
pays all costs in cash, unless otherwise indicated.

P11-10 Goodwill  The Hamilton Company balance sheet on January 1, 2002 was as follows:

Cash $ 30,000 Current liabilities $ 20,000
Accounts receivable 80,000 Bonds payable 120,000
Marketable securities (short-term) 40,000 Pension liability 50,000
Inventory 100,000 Common stock 200,000
Property, plant, and equipment (net)   200,000 Retained earnings    60,000

$450,000 $450,000

The Korbel Company is considering purchasing the Hamilton Company (a privately held company) and
discovers the following about the Hamilton Company:

       1. No allowance for uncollectibles has been established. A $10,000 allowance is considered appropriate.
      2. Marketable securities are valued at cost. The current market value is $60,000.
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      3. The LIFO inventory method is used. The FIFO inventory of $140,000 would be used if the company is
acquired.

    4. Land, included in property, plant, and equipment, which is recorded at its cost of $50,000, is worth
$120,000. The remaining property, plant, and equipment is worth 10% more than its depreciated cost.

    5. The company has an unrecorded trademark that is worth $70,000.
    6. The company’s bonds are currently trading for $130,000 and the common stock for $300,000.
    7. The pension liability is understated by $40,000.

    Required
      1. Compute the value of the implied goodwill if the Korbel Company agrees to pay $500,000 cash for the

Hamilton Company.
      2. Prepare the journal entry to record the acquisition on the books of the Korbel Company, assuming the

Hamilton Company is liquidated.
      3. If the Korbel Company agrees to pay only $400,000 cash, how much is the implied goodwill?
    4. If the Korbel Company pays only $400,000 cash, prepare the journal entry to record the acquisition on its

books assuming the Hamilton Company is liquidated.

P11-11 Intangibles: Expense and Disclosure  
This is an AICPA-adapted assignment.  To update the current one in the text, change the information as
follows:
1999 becomes 2000
2000 becomes 2001
2001 becomes 2002
The tradename is not impaired.

P11-13  Comprehensive  
This is an AICPA-adapted assignment.  To update the current one in the text, change the information as
follows:
2000 becomes 2002
2001 becomes 2003

2 2002 becomes 2004
No intangibles are impaired at year-end.


