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From the Authors

“If this text helps you appreciate the challenges, 
worth, and limitations of financial reporting, 
if it encourages you to evaluate critically and 
understand financial accounting concepts and 
practice, and if it prepares you for advanced study, 
professional examinations, and the successful 
and ethical pursuit of your career in accounting or 
business in a global economy, then we will have 
attained our objectives.”

Through many editions, this text has continued to reflect the constant changes taking place 
in the GAAP environment. This edition continues this tradition, which has become even 
more significant as the financial reporting environment is exploding with major change. Here 
are three areas of major importance that are now incorporated extensively into this edition 
of the text.

Convergence of GAAP and IFRS One of the most important innovations shaping 
our capital markets was the idea of GAAP. It might be said that it would be even better if 

we had one common set of accounting rules for the whole world, which 
would make it easier for international investors to compare the financial 
results of companies from different countries. Fortunately, GAAP and 
international accounting standards have converged to result in a number 
of common standards between GAAP and International Financial 
Reporting Standards (IFRS). And you have the chance to be on the 
ground floor as we develop for you the similarities and differences in the 
two systems that ultimately will be one.

A Fair Value Movement The FASB believes that fair value 
information is more relevant to users than historical cost. As a result, 

there is more information that is being reported on this basis, and even more will occur in 
the future. The financial press is full of articles discussing how financial institutions must 
fair value their assets, which has led to massive losses during the financial crisis. In addition, 
additional insight into the reliability related to fair values is being addressed and disclosed 
to help investors make important capital allocation decisions. We devote a considerable 
amount of material that discusses and illustrates fair value concepts in this edition, including 
its relevance to three major accounting standards updates: revenue, leases, and financial 
instruments.

A New Way of Looking at Generally Accepted Accounting 
Principles (GAAP) Learning GAAP used to be a daunting task, as it is comprised of 
many standards that vary in form, completeness, and structure. Fortunately, the profession 
has developed the Financial Accounting Standards Board Codification (often referred to as 
the Codification). This Codification provides in one place all the GAAP related to a given 
topic. This textbook is the first to incorporate this Codification—it will make learning GAAP 
easier and more interesting!

Intermediate Accounting is the market-leading text in providing the tools needed to understand what 
GAAP is and how it is applied in practice. With this Seventeenth Edition, we strive to continue to 
provide the material needed to understand this subject area. The text is comprehensive and up-to-date. 
We also include proven pedagogical tools, designed to help you learn more effectively and to answer 
the changing needs of this course. 

We are excited about Intermediate Accounting, Seventeenth Edition. We believe it meets an im-
portant objective of providing useful information to educators and students interested in learn-
ing about both GAAP and IFRS. Suggestions and comments from users of this text will be 
appreciated. Please feel free to e-mail any one of us.

Donald E. Kieso	 Jerry J. Weygandt	T erry D. Warfield 
Somonauk, Illinois	 Madison, Wisconsin	 Madison, Wisconsin
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Chapter 1: �Financial Accounting and Accounting 
Standards
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Chapter 2: �Conceptual Framework for Financial Reporting
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financial statement presentation (currently on hold).
•  �Updated Evolving Issue box on most recent information 

concerning non-GAAP reporting.

Chapter 5: Balance Sheet and Statement of Cash Flows
•  �Rewrote “Additional Information” section for most recent 

FASB updates and recommendations on note disclosures 
regarding accounting policies, contractual situations, 
contingencies, and fair value.

•  �New Analytics in Action activity on ratio analysis for 
companies in the Dow Jones average.

Chapter 6: Accounting and the Time Value of Money
•  �New Analytics in Action activity on analyzing business alter-

natives, with consideration of time value of money concepts.

Chapter 7: Cash and Receivables
•  �New opening story, discussing current effect of the 

Tax Cuts and Jobs Act of 2017 in terms of amounts of 
company cash parked overseas.
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problem inventory and (2) importance of identifying 
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Chapter 10: �Acquisition and Disposition of Property, 
Plant, and Equipment

•  �Moved contributions discussion as a new appendix, ex-
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tively manage capital spending.

Chapter 11: Depreciation, Impairments, and Depletion
•  �Updated opening story on technical and environmental 

issues affecting recognition of impaired assets.
•  �Updated footnote 15 to include the financial impacts of 

the most recent legislation, Tax Cuts and Jobs Act of 2017.
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•  �New Analytics in Action activity on analyzing company 

information related to depreciation and impairment of 
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•  �New WDNM box on how goodwill impairments reported 
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•  �New Analytics in Action activity on analyzing goodwill 

for companies in the Dow Jones average.
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•  �New WDNM boxes on (1) advantages of increased em-

ployee benefits over wage growth and (2) how Penn 
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•  �Updated Refinancing Criteria section for short-term obli-
gations expected to be refinanced due to latest proposed 
FASB Accounting Standards Update.

•  �New Analytics in Action activity on analyzing current  
liabilities as part of a valid analysis of liquidity.

•  �New case illustration on determining whether a lawsuit 
liability should be recognized.
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Chapter 14: Long-Term Liabilities
•  �New WDNM box on why some companies are issuing 

100-year and even longer-duration bonds.

Chapter 15: Stockholders’ Equity
•  �Generally updated for content and recent developments.
•  �New Analytics in Action activity on analyzing ROE using 

the DuPont method.

Chapter 16: �Dilutive Securities and Earnings per  
Share

•  �New discussion and illustrations on stock compensation 
costs.

Chapter 17: Investments
•  �New opening story on how new FASB standard on re-

porting loans at amortized cost and equity investments 
at fair value is resulting in wins for banks and losses for 
companies.

•  �Updated discussion of impairments for receivables, avail-
able-for-sale and held-to-maturity debt investments, and 
equity investments.

•  �Deleted dated WDNM box on disclosure of equity invest-
ments.

Chapter 18: Revenue Recognition
•  �Generally updated for content and recent developments.

Chapter 19: Accounting for Income Taxes
•  �Chapter updated throughout to reflect the Tax Cuts and 

Jobs Act of 2017, including a new opening story that dis-
cusses its most important provisions.

•  Loss carrybacks now discussed in a new Appendix 19B.
•  �New WDNM box on impact of a lower corporate tax  

rate.

Intermediate Accounting is completely integrated with Wiley-
PLUS, featuring a suite of teaching and learning resources devel-
oped under the close review of the authors. Driven by the same 
basic beliefs as the text, WileyPLUS allows students to create a 
personalized study plan, assess their progress along the way, and 
access the content and resources needed to master the material. 
Features of the WileyPLUS course include the following:

•  �NEW Integrated CPA Exam Test Prep: Each chapter 
in the text now includes additional content from Wiley 
CPAexcel, which is designed to help students pass the 
CPA exam efficiently. Integrated within WileyPLUS, this 
new content includes CPA exam video lessons, CPA exam 
practice questions, and assignable task-based simulations 
(TBSs), which are the primary form of assessment used 
by the American Institute of Certified Public Accountants 
(AICPA) to assess mastery of the content at the analysis 
and evaluation cognitive level.

•  �NEW Data Analytics: Analytics in Action activities in-
clude corresponding data sets and assignments in Wiley-
PLUS. These resources further prepare and enhance data 

Chapter 20: �Accounting for Pensions and  
Postretirement Benefits

•  �Moved up last part of the continuing pension expense work-
sheet example earlier in the chapter, for improved continuity.

•  �Completely updated section on the reporting and disclosure 
requirements for pensions, now discussed in four categories: 
(1) assets and liabilities, (2) net income, (3) comprehensive 
income, and (4) notes to the financial statements.

Chapter 21: Accounting for Leases
•  �Chapter consists of Updated Chapter 21 available with 

Kieso 16e.
•  �Opening story updated per most recent information on im-

pact of new lease standard on companies’ balance sheets.

Chapter 22: Accounting Changes and Error Analysis
•  �New WDNM box on how substantial depreciation-related 

changes might affect financial information.
•  �Completely updated discussion of converting to the equity 

method in Appendix 22A, given the recent FASB standard.

Chapter 23: Statement of Cash Flows
•  �Expanded WDNM boxes to include recent FASB rule for 

classifying operating cash flows.

Chapter 24: Full Disclosure in Financial Reporting
•  �New discussion of FASB Disclosure Framework project 

on improving the effectiveness of disclosures in financial 
statements, which has resulted in a new concepts state-
ment in August 2018.

•  �New discussion of recent controversy regarding “short- 
termism” of interim reporting.

•  �Moved “Errors, Fraud, and Illegal Acts” section later in 
chapter under “Fraudulent Reporting” for improved pre-
sentation of topics.

analytics skills that students will need in their future 
accounting careers. Intermediate Accounting also in-
cludes a “Data Analytics and Accounting” module within  
WileyPLUS that contains seven interactive lessons with  
industry-validated content to prepare students for the 
evolving workforce, video tutorials of real-world data ana-
lytics applications, and a case study using Excel that allows 
students to manipulate and think critically about data. 

•  �NEW Solution Walkthrough Videos: The library of 
solution walkthrough videos has been expanded with the 
addition of approximately 45 new videos. Question-usage 
data helped determine which assessment content to high-
light, ensuring that this student-favorite resource is avail-
able for the most frequently assigned content. 

•  �Accessible Lecture PowerPoints: PowerPoints are 
a hallmark of many lectures as well as an important 
study tool for students. In addition to the fully accessible  
WileyPLUS course, we have also improved the lecture 
PowerPoints to be accessible, including high-quality alt 
text and screen-reader capabilities.

Improved Digital Assets



This edition continues to provide numerous key learning aids to help you master the text  
material and prepare you for a successful career in accounting.

Proven Pedagogical Framework

Review and Practice
The Review and Practice section, placed after the 
text discussion, offers students the opportunity 
to assess their understanding of the chapter’s 
topics before tackling homework assignments.

Chapter Preview
The Chapter Preview summarizes the major 
issues discussed in the chapter, and provides 
students with a visual outline of the key topics.

Chapter Opener Vignettes
The Chapter Opener Vignettes provide an 
engaging introduction as well as place the 
content of the chapter’s topics in context 
in terms of recent accounting, economic, 
and political developments.

Accounting for Leases

21-1

 1.  Describe the environment related to leasing 
transactions.

 2. Explain the accounting for finance leases.

LEARNING OBJECTIVES

Aft er studying this chapter, you should be able to:

 3. Explain the accounting for operating leases.

 4.  Discuss the accounting and reporting for special 
features of lease arrangements.

Times Are A-Changing
Sir David Tweedie, a former IFRS chairperson, is known for making the following observa-
tion about airline accounting. He noted that one day he would like to fl y on an airplane that 
appears on a company’s balance sheet. What Sir David was referring to is that many of the 
airlines such as United, Delta, and Southwest sometimes do not own their aircraft. The 
airlines lease many of their airplanes due to the favorable accounting treatment they received 

CHAPTER 21
© andersphoto/Shutterstock

PREVIEW OF CHAPTER 21  The following opening story indicates the increased 
significance and prevalence of lease arrangements. As a result, the need for uniform 
accounting and informative reporting of these transactions has intensified. In this chapter, 
we look at the accounting issues related to leasing. The content and organization of this 
chapter are as follows.

ACCOUNTING FOR LEASES

The Leasing 
Environment
• Lessees
• Lessee lease advantages
• Lessors
• Lessor lease advantages
• Conceptual nature of a 

lease
• Finance and operating 

leases
• Lease classification

Finance Leases
• Lessee accounting and 

finance lease example
• Lessor accounting 
• Sales-type lease example

Operating Leases
• Lessee accounting
• Lessor accounting

Special Lease 
 Accounting Problems
• Residual values
• Other lease adjustments
• Bargain purchase options
• Short-term leases
• Presentation, disclosure, 

and analysis

This chapter also includes 
numerous conceptual and 
global discussions that are 
integral to the topics 
presented here.
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when they leased rather than purchased. Presented below are the lease percentages for major 
U.S. airlines in a recent year.

The same held true for many other industries as well. What was this favorable accounting 
treatment? The previous FASB standard on leasing depended on whether a lease qualifi ed as an 
operating lease or a fi nance lease. In an operating lease, companies did not report an asset on 
their balance sheet for the item they leased, nor did they report a related liability for their lease 
obligation. Only if the company had a fi nance lease would companies have to report an asset 
and a related liability on the balance sheet. However, the FASB has recently issued a standard 
on leasing that mandates that all companies will have to report both assets and related liabili-
ties for practically all lease arrangements.

The accounting change will have signifi cant impact on many companies’ balance sheets. 
The top 1,000 U.S. public companies alone have nearly $1 trillion in operating lease liabilities. 
Companies with large off -balance-sheet operating leases will be most aff ected. For example, 
here is a list of companies that will have to capitalize a signifi cant number of operating leases.

Balance Sheet Impact
Assets and Liabilities Increases (in millions)

Walgreens Boots Alliance $32,811 FedEx $17,874
CVS Health 27,151 United Continental Holdings 16,251
AT&T 25,928 Delta Air Lines 16,236
Amazon 22,848 Walmart 15,366
Verizon Communications 20,734 Bank of America 14,500

So Sir David Tweedie, what we can now say is get ready as your wish is about to come true.

Sources: Adapted from Seth Lubore and Elizabeth MacDonald, “Debt? Who, Me?” Forbes (February 18, 2002), 
p. 56; A.  Catanach and E. Ketz, “Still Searching for the ’Rite’ Stuff ,” Grumpy Old Accountants (April 30, 2012), 
http://blogs.smeal.psu.edu; “Who Is Most Impacted by the New Lease Accounting Standards? An Analysis of the 
Fortune 500’s Leasing Obligations,” Lease Accelerator (2016); and Sue Lloyd, “A New Lease on Life,” Investor 
Perspective (January 2016).

Number of planes:

Source: Company reports.

100 400 600 800 1,000

44%
American

The Phantom Fleets: Number of Aircraft and
Percent Carried Off the Balance Sheet

94%

29%
UAL

Spirit

Fleet under
operating 
leases

Fleet owned

13%
Delta

29%
Southwest

Review and Practice
Go to the Review and Practice section at the end of the chapter for a targeted summary review 
and practice problem with solution. Multiple-choice questions with annotated solutions as well 
as additional exercises and practice problem with solutions are also available online.
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the end of the lease, except to return the leased asset to the lessor. [5] For classifi cation 
purposes, the lessee includes the full amount of the residual value guarantee at the end 
of the lease term in the present value test. The lessee does not consider unguaranteed 
residual value as part of the present value test.4

 4.  Payments related to purchase or termination options that the lessee is reasonably 
certain to exercise. As indicated earlier, if the lease contains a bargain purchase op-
tion, the cost of that option should be considered part of the lease payments. Analysis of 
a termination option is indicated in Illustration 21.5.

Facts: On January 1, 2020, Jose Company leases an airplane for 6 years. The annual lease payments are 
$1,000,000 per year, payable at the beginning of each year (annuity-due basis). In addition, the lease agree-
ment specifies that the lease payment increases by $30,000 every year.

INCLUDING VARIABLE LEASE PAYMENTS

Question: What are the lease payments in 2021?

Solution: On January 1, 2021, the lease payment is $1,030,000 ($1,000,000 + $30,000), which is considered 
a variable payment. Given that the amount of the variable payment is known from year to year (the rate 
is set at commencement of the lease and in substance fixed), such variable payments are included in 
calculating the present value of the lease liability.

ILLUSTRATION 21.3  
Variable Lease Payments

Facts: Cabrera Company leases a building and land from Worldwide Leasing for 6 years with monthly pay-
ments of $10,000. The lease contract allows Cabrera to terminate the lease aft er 2 years for a total payment of 
$140,000. At the commencement of the lease, it is reasonably certain that Cabrera will not continue the lease 
beyond 2 years.

ANALYZING A TERMINATION OPTION

Question: What are Cabrera’s lease payments?

Solution: In this case, Cabrera should include the cost of the termination option in its calculation of the 
present value of its lease liability. The total lease payments are therefore $380,000 [($10,000 × 24) + 
$140,000].

ILLUSTRATION 21.5  
Termination Option

Facts: Assume the same information as in Illustration 21.3, except that the lease payments are adjusted each 
year by a change in the Consumer Price Index (CPI).

EXPENSING VARIABLE LEASE PAYMENTS

Question: If the CPI is 100 at January 1, 2020, and increases to 104 on January 1, 2021, what is the 
payment on January 1, 2021?

Solution: The variable payment on January 1, 2021, is $1,040,000 ($1,000,000 × 1.04). Because the amount of 
the variable payment from year to year is not known at the lease commencement date, this payment is not in-
cluded in determining the present value of the lease liability. This additional payment ($40,000) is recognized 
as an expense in the period it is incurred. Similarly, when lease payments vary with a performance measure 
(e.g., sales at a store location, asset usage), the variable amounts will be expensed in the period incurred.

ILLUSTRATION 21.4  
Variable Lease Payments

4As discussed in more detail later, consideration of the guaranteed residual values diff ers for classifi cation of the lease 
and measurement of the lease liability.

Discount Rate To determine whether the present value of the payments equals or exceeds 
90 percent of the fair value of the leased asset, a lessee (like the Delta example presented 
earlier) should compute the present value of the lease payments using the implicit interest 
rate. [6] This rate is defi ned as the discount rate that, at commencement of the lease, causes 
the aggregate present value of the lease payments and unguaranteed residual value to be equal 
to the fair value of the leased asset. [7]
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                 �MORE Illustration 
Walk-Throughs

These unique illustrations include mini-
cases so that students can immediately 
understand how to apply the accounting 
concepts and procedures to specific sit-
uations.

NEW
  Impairment and Presentation of Intangible Assets 12-15

(undiscounted) is less than the carrying amount of the asset, the company measures and rec-
ognizes an impairment loss. [10]

To measure the impairment, the company uses the fair value test. This test measures 
the impairment loss by comparing the asset’s fair value with its carrying amount. The im-
pairment loss is the carrying amount of the asset less the fair value of the impaired asset. As 
with other impairments, the loss on the limited-life intangible is reported as part of income 
from continuing operations. The loss is generally reported in the “Other expenses and losses” 
section of the income statement.

To illustrate, assume that Lerch, Inc. has a patent on how to extract oil from shale rock. 
Unfortunately, several recent non-shale oil discoveries adversely aff ected the demand for 
shale-oil technology. Thus, the patent has provided little income to date. As a result, Lerch 
performs a recoverability test. It fi nds that the expected future net cash fl ows from this patent 
are $35 million. Lerch’s patent has a carrying amount of $60 million. Because the expected 
future net cash fl ows of $35 million are less than the carrying amount of $60 million, Lerch 
must determine an impairment loss.

Discounting the expected future net cash fl ows at its market rate of interest, Lerch deter-
mines the fair value of its patent to be $20 million. Illustration 12.6 shows the impairment 
loss computation (based on fair value).

Lerch records this loss as follows.

Loss on Impairment 40,000,000
 Patents  40,000,000

After recognizing the impairment, the reduced carrying amount of the patents is its new 
cost basis (see Underlying Concepts). Lerch should amortize the patent’s new cost over its 
remaining useful life or legal life, whichever is shorter. Even if shale-oil prices increase in sub-
sequent periods and the value of the patent increases, Lerch may not recognize restoration 
of the previously recognized impairment loss.

Impairment of Indefinite-Life Intangibles Other 
Than Goodwill
Companies should test indefi nite-life intangibles other than goodwill for impairment at least 
annually. The impairment test for an indefi nite-life intangible asset other than goodwill is a 
fair value test. This test compares the fair value of the intangible asset with the asset’s car-
rying amount. If the fair value is less than the carrying amount, the company recognizes an 
impairment. Companies use this one-step test because many indefi nite-life assets easily meet 
the recoverability test (because cash fl ows may extend many years into the future). Thus, 
companies do not use the recoverability test.

To illustrate, assume that Arcon Radio purchased a broadcast license for $2,000,000. The 
license is renewable every 10 years if the company provides appropriate service and does not 
violate Federal Communications Commission (FCC) rules. Arcon Radio has renewed the license 
with the FCC twice, at a minimal cost. Because it expects cash fl ows to last indefi nitely, Arcon 
reports the license as an indefi nite-life intangible asset. Recently, the FCC decided to auction 
signifi cantly more of these licenses. As a result, Arcon Radio expects reduced cash fl ows for the 
remaining two years of its existing license. Arcon performs a fair value test for this indefi nite-life 
intangible and determines that the fair value of the intangible asset is $1,500,000. Arcon there-
fore reports an impairment loss of $500,000, computed as shown in Illustration 12.7.

Underlying  
Concepts
The basic attributes of 
intangibles, their uncer-
tainty as to future benefi ts, 
and their uniqueness have 
discouraged valuation in 
excess of cost.

Carrying amount of patent $60,000,000
Less: Fair value (based on present value computation) 20,000,000

Loss on impairment $40,000,000

ILLUSTRATION 12.6  
Computation of Loss on 
Impairment of Patent 

Carrying amount of broadcast license $2,000,000
Less: Fair value of broadcast license 1,500,000

Loss on impairment $   500,000

ILLUSTRATION 12.7  
Computation of Loss on 
Impairment of Broadcast 
License
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Underlying Concepts
The Underlying Concepts highlight and 
explain major conceptual topics in the 
chapter.
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identical to the tests used by the lessee to determine classifi cation of a lease as a fi nancing 
or operating lease, as shown in Illustration 21.6. Why use the same criteria for both the lessee 
and the lessor? The reason is that the tests are used to determine whether the lessee and 
the lessor have an agreement to transfer control of the asset from one party to the other. If the 
lessee receives control, then the lessor must have given up control.

The FASB concluded that by meeting any of the lease classifi cation tests in Illustration 21.6, 
the lessor transfers control of the leased asset and therefore satisfi es a performance ob-
ligation, which is required for revenue recognition under the FASB’s recent standard on 
revenue. [10] That is, the lessor has, in substance, transferred control of the right-of-use 
asset and therefore has a sales-type lease if the lessee takes ownership or consumes a sub-
stantial portion of the underlying asset over the lease term. On the other hand, if the lease 
does not transfer control of the asset over the lease term, the lessor will generally use the 
operating approach in accounting for the lease. [11] Although not part of the classifi cation 
tests, the lessor must also determine whether the collectibility of payments from the lessee 
is probable. If payments are not probable, the  lessor does not record a receivable and does 
not derecognize the leased asset. Instead, receipt of any lease payments is recorded as a 
deposit liability. [12]12

Accounting Measurement and Presentation
Classifi cation of the lease as either a sales-type or operating lease determines the subsequent 
accounting by the lessor.13 For a sales-type lease, the lessor accounts for the lease in a manner 
similar to the sale of an asset. Under a sales-type lease, the lessor generally records a Lease 
Receivable and eliminates the leased asset. The lease receivable for Sterling is computed as 
shown in Illustration 21.11.14

Any selling profi t on the transfer of the leased asset is recognized by recording sales rev-
enue and related cost of goods sold at the commencement of the lease. The lessor recognizes 

 

What Do the Numbers Mean? Not So Fast

As an illustration of the importance of the control criteria, consider 
the case of computer leasing companies, which at one time bought 
IBM equipment, leased the equipment to their customers, and re-
moved the leased assets from their balance sheets. In leasing the 
assets, the computer lessors stated that they would substitute new 
IBM equipment if obsolescence occurred (a sales return provision). 
However, when IBM introduced a new computer line, IBM refused 

to sell it to the computer leasing companies. As a result, a number 
of the lessors could not meet their contracts with their customers 
and had to take back the old equipment. Thus, control had not been 
fully transferred and the computer leasing companies therefore 
had to reinstate the assets they had taken off  the books. Such a case 
demonstrates one reason why the lessor classifi cation tests must be 
aligned with those for revenue recognition.

12If classifi ed as an operating lease and collectibility is not probable, recognition of lease income is limited to cash 
received.
13We call it a sales-type lease because there is another type of lease for a lessor that uses the fi nance method, called 
a “direct fi nancing lease.” Direct fi nancing leases are not that common in practice; we discuss this exception in 
 Appendix 21B.
14Lease Receivable is often defi ned as only the present value of the rental payments plus the present value of the 
 guaranteed residual value. In the case in which the lessor has an unguaranteed residual value, the total amount is 
often referred to as the net investment in the lease. Another approach is to report the unguaranteed residual value 
separately when making the journal entry. We use the defi nition in Illustration 21.11 for pedagogical reasons; this 
 defi nition (including both guaranteed and unguaranteed residual values) should be used in the homework.

Lease Receivable = Present Value of 
Rental Payments

+
Present Value of Guaranteed 

and Unguaranteed 
Residual Values

ILLUSTRATION 21.11  
Lease Receivable
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What Do the Numbers Mean?
The “What Do the Numbers Mean?” boxes 
further students’ understanding of key con-
cepts with practical, real-world examples.
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intangible assets other than goodwill. If goodwill is present, companies should report it separately. 
The FASB concluded that since goodwill and other intangible assets diff er signifi cantly from 
other types of assets, such disclosure benefi ts users of the balance sheet.

On the income statement, companies should present amortization expense and impair-
ment losses for intangible assets other than goodwill separately and as part of continuing 
operations (see Illustration 12.11). Goodwill impairment losses should also be presented as 
a separate line item in the continuing operations section, unless the goodwill impairment is 
associated with a discontinued operation.

The notes to the financial statements should include information about acquired in-
tangible assets, including the aggregate amortization expense for each of the succeed-
ing five years. If separate accumulated amortization accounts are not used, accumulated 
amortization should be disclosed in the notes. The notes should include information 
about changes in the carrying amount of goodwill during the period.

LEARNING OBJECTIVE 5
Describe accounting and presentation for research and development and similar 
costs.

Research and development (R&D) costs are not in themselves intangible assets. However, 
we present the accounting for R&D costs here because R&D activities frequently result in the 
development of patents or copyrights (such as a new product, process, idea, formula, compo-
sition, or literary work) that may provide future value.

Many companies spend considerable sums on research and development. Illustration 12.12 
shows the outlays for R&D made by selected global companies.

Two diffi  culties arise in accounting for R&D expenditures: (1) identifying the costs associ-
ated with particular activities, projects, or achievements, and (2) determining the magnitude of 
the future benefi ts and length of time over which such benefi ts may be realized. Because of these 
latter uncertainties, the FASB has simplifi ed the accounting practice in this area. Companies 
must expense all research and development costs when incurred (see Global View). [14]

Identifying R&D Activities
Illustration 12.13 shows the defi nitions for research activities and development activities. 
These defi nitions diff erentiate research and development costs from other similar costs. [15]

R&D activities do not include routine or periodic alterations to existing products, produc-
tion lines, manufacturing processes, and other ongoing operations, even though these alter-
ations may represent improvements. For example, routine ongoing eff orts to refi ne, enrich, or 
improve the qualities of an existing product are not considered R&D activities.

Global View
IFRS requires the 
capitalization of certain 
development expendi-
tures. This confl icts with 
GAAP.

Research and Development Costs

 Sales
Company (billions) R&D/Sales

Facebook $ 40,653 19.07%
Motorola 6,380 8.90
3M 31,657 5.84
Boeing 93,392 3.40
Kimberly-Clark 18,259 1.70
PepsiCo 63,525 1.16
Yum Brands 5,878 0.37

ILLUSTRATION 12.12  
R&D Outlays, as a Percentage 
of Sales
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Global View
Global Views provide students with 
specific examples of how global com-
panies (and countries) implement 
key accounting regulations. They also 
provide examples of how and where 
IFRS differs from GAAP.

12-24 CHAPTER 12 Intangible Assets

Evolving Issue Recognition of R&D and Internally Generated Intangibles

  for R&D-intensive companies. Another study found that there was 
a signifi cant decline in earnings’ usefulness for companies that were 
forced to switch from capitalizing to expensing R&D costs, and that 
the decline appears to persist over time.

The current accounting for R&D and other internally gener-
ated intangible assets represents one of the many trade-off s made 
among relevance, faithful representation, and cost- benefi t consid-
erations. The FASB and IASB have completed some limited-scope 
projects on the accounting for intangible assets, and the Boards have 
contemplated a project on the accounting for identifi able intangible 
assets (i.e., excluding goodwill). Such a project would address con-
cerns that the current accounting requirements lead to inconsistent 
treatments for some types of intangible assets depending on how 
they arise.

Sources for research studies: Baruch Lev and Theodore Sougiannis, 
“The Capitalization, Amortization, and Value-Relevance of R&D,” Journal 
of Accounting and Economics (February 1996); and Martha L. Loudder and 
Bruce K. Behn, “Alternative Income Determination Rules and Earnings 
Usefulness: The Case of R&D Costs,” Contemporary Accounting Research 
(Fall 1995). See also the recent critique of the accounting for intangible 
assets in Baruch Lev and Feng Gu, The End of Accounting (Hoboken, NJ: 
John Wiley & Sons, 2016).

The requirement that companies expense immediately all R&D 
costs (as well as start-up costs) incurred internally is a practical 
solution. It ensures consistency in practice and uniformity among 
companies. But the practice of immediately writing off  expen-
ditures made in the expectation of benefi ting future periods is 
conceptually incorrect.

Proponents of immediate expensing contend that from an in-
come statement standpoint, long-run application of this standard 
frequently makes little diff erence. They argue that because of the 
ongoing nature of most companies’ R&D activities, the amount of 
R&D cost charged to expense each accounting period is about the 
same, whether there is immediate expensing or capitalization and 
subsequent amortization.

Others criticize this practice. They believe that the balance 
sheet should report an intangible asset related to expenditures that 
have future benefi t. To preclude capitalization of all R&D expen-
ditures removes from the balance sheet what may be a company’s 
most valuable asset.

Indeed, research fi ndings indicate that capitalizing R&D costs 
may be helpful to investors. For example, one study showed a signif-
icant relationship between R&D outlays and subsequent benefi ts in 
the form of increased productivity, earnings, and shareholder value 

Merck & Co., Inc.

Research and development in the pharmaceutical industry is inherently a long-term process. 
The following data show the trend of the Company’s research and development spending. For 
the period 2004 to 2017, research and development expenditures approximately tripled.
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ILLUSTRATION 12.16  
Merck’s R&D Disclosure
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Evolving Issue
The Evolving Issue feature introduces 
and discusses a current topic in the ac-
counting industry in which the profes-
sion may be encountering controversy 
or nearing resolution. The feature shows 
how the key standard-setting organi-
zations make decisions to adjust to the 
changing global business environment.
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Review and Practice

Key Terms Review

amortization 12-4
bargain purchase 12-14
business combination 12-4(n)
copyright 12-8
development activities 12-19
fair value test 12-15
franchise 12-8
goodwill 12-11

impairment 12-14
indefi nite-life intangibles 12-4
intangible assets 12-3
license (permit) 12-9
limited (fi nite)-life intangibles 12-4
master valuation approach 12-13
organizational costs 12-21
patent 12-9

recoverability test 12-14
research activities 12-19
research and development (R&D) 
 costs 12-19
start-up costs 12-21
trademark, trade name 12-6

Learning Objectives Review

1 Discuss the characteristics, valuation, and amortization 
of intangible assets. 

Intangible assets have two main characteristics: (1) they lack 
physical existence, and (2) they are not fi nancial instruments. In most 
cases, intangible assets provide services over a period of years and so 
are normally classifi ed as long-term assets.

Intangibles are recorded at cost. Cost includes all acqui-
sition costs and expenditures needed to make the intangible asset 
ready for its intended use. If intangibles are acquired in exchange 
for stock or other assets, the cost of the intangible is the fair value 
of the consideration given or the fair value of the intangible re-
ceived, whichever is more clearly evident. When a company makes 
a “basket purchase” of several intangibles or a combination of in-
tangibles and tangibles, it should allocate the cost on the basis of 
fair values.

Intangibles have either a limited useful life or an indefi -
nite useful life. Companies amortize limited-life intangibles. They 
do not amortize indefi nite-life intangibles. Limited-life intangibles 
should be amortized by systematic charges to expense over their 
useful life. The useful life should refl ect the period over which these 
assets will contribute to cash fl ows. The amount to report for amor-
tization expense should refl ect the pattern in which a company con-
sumes or uses up the asset, if it can reliably determine that pattern. 
Otherwise, use a straight-line approach.

2 Discuss the accounting for various types of intangible 
assets. 

Major types of intangibles are (1) marketing-related intangibles, used 
in the marketing or promotion of products or services; (2) customer-
related intangibles, resulting from interactions with outside parties; 
(3) artistic-related intangibles, giving ownership rights to such items 
as plays and literary works; (4) contract-related intangibles, represent-
ing the value of rights that arise from contractual arrangements; (5) 
technology-related intangibles, relating to innovations or technological 
advances; and (6) goodwill, arising from business combinations. The 
accounting for these intangible assets depends on whether they have 
a limited or indefi nite life.

3 Explain the accounting issues for recording goodwill. 

Unlike receivables, inventories, and patents that a company can sell 
or exchange individually in the marketplace, goodwill can be identi-
fi ed only with the company as a whole. Goodwill is a “going con-
cern” valuation and is recorded only when an entire business 
is purchased. A company should not capitalize goodwill generated 
internally. The future benefi ts of goodwill may have no relationship to 
the costs incurred in the development of that goodwill. Goodwill may 
exist even in the absence of specifi c costs to develop it.

To record goodwill, a company compares the fair value of the 
net tangible and identifi able intangible assets with the purchase 
price of the acquired business. The diff erence is considered goodwill. 
Goodwill is the residual. Goodwill is often identifi ed on the balance 
sheet as the excess of cost over the fair value of the net assets acquired.

4 Identify impairment procedures and presentation 
requirements for intangible assets. 

Impairment occurs when the carrying amount of the intangible asset 
is not recoverable. Companies use a recoverability test and a fair value 
test to determine impairments for limited-life intangibles. Companies 
use only a fair value test for indefi nite-life intangibles. Goodwill 
impairments are based on a fair value test of the reporting unit.

With respect to presentation, on the balance sheet, companies 
should report all intangible assets other than goodwill as a separate 
item. Contra accounts are not normally shown. If goodwill is present, 
it too should be reported as a separate item. On the income statement, 
companies should report amortization expense and impairment 
losses in continuing operations. The notes to the fi nancial statements 
have additional detailed information.

5 Describe accounting and presentation for research 
and development and similar costs. 

R&D costs are not in themselves intangible assets, but R&D ac-
tivities frequently result in the development of something a com-
pany patents or copyrights. The diffi  culties in accounting for R&D 
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expenditures are (1) identifying the costs associated with particular 
activities, projects, or achievements, and (2) determining the mag-
nitude of the future benefi ts and length of time over which a com-
pany may realize such benefi ts. Because of these latter uncertainties, 
companies are required to expense all research and development 
costs when incurred.

Illustration 12.14 shows typical costs associated with R&D ac-
tivities and the accounting treatment accorded them. Many costs 
have characteristics similar to R&D costs. Examples are start-up 
costs, initial operating losses, and advertising costs. For the most 
part, these costs are expensed as incurred, similar to the accounting 

for R&D costs. Financial statements must disclose the total R&D 
costs charged to expense each period for which an income statement 
is presented.

Enhanced Review and Practice
Go online for multiple-choice questions with solutions, review 
exercises with solutions, and a full  glossary of all key terms.

Practice Problem

Sky Co., organized in 2020, provided you with the following information.

 1.  Purchased a license for $20,000 on July 1, 2020. The license gives Sky exclusive rights to sell its 
services in the tri-state region and will expire on July 1, 2028.

 2.  Purchased a patent on January 2, 2021, for $40,000. It is estimated to have a 5-year life.
 3.  Costs incurred to develop an exclusive Internet connection process as of June 1, 2021, were 

$45,000. The process has an indefi nite life.
 4.  On April 1, 2021, Sky purchased a small circuit board manufacturer for $350,000. Goodwill re-

corded in the transaction was $90,000.
 5.  On July 1, 2021, legal fees for successful defense of the patent purchased on January 2, 2021, 

were $11,400.
 6.  Research and development costs incurred as of September 1, 2021, were $75,000.

Instructions
 a.  Prepare the journal entries to record all the entries related to the patent during 2021.
 b.  At December 31, 2021, an impairment test is performed on the license purchased in 2020. It is 

estimated that the net cash fl ows to be received from the license will be $13,000, and its fair value 
is $7,000. Compute the amount of impairment, if any, to be recorded on December 31, 2021.

 c.  What is the amount to be reported for intangible assets on the balance sheet at December 31, 
2020? At December 31, 2021?

Solution
a. January 2, 2021

Patents 40,000
 Cash  40,000

July 1, 2021

Patents 11,400
 Cash  11,400

  December 31, 2021

Patent Amortization Expense 9,267
 Patents  9,267

Computation of patent expense:

$40,000 × 12/60 = $8,000
$11,400 × 6/54 = 1,267
Total $9,267

b. Computation of impairment loss:

Cost $20,000
Less: Accumulated amortization ($20,000 × 18/96) 3,750
Book value $16,250
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Instructions
 a. What is the meaning of “discounted value of expected net receipts”? Explain.
 b. How would such a value be calculated for net royalty receipts?
 c.  What basis of valuation for Ferry’s patents would be generally accepted in accounting? Give supporting 

reasons for this basis.
 d.  Assuming no practical problems of implementation and ignoring generally accepted accounting 

principles, what is the preferable basis of valuation for patents? Explain.
 e. What would be the preferable theoretical basis of amortization? Explain.
 f.  What recognition, if any, should be made of the infringement litigation in the fi nancial statements 

for the year ending September 30, 2020? Discuss.
 (AICPA adapted)

CA12.3 (LO 5) Writing  (Accounting for Research and Development Costs) Cuevas Co. is in 
the process of developing a revolutionary new product. A new division of the company was formed to de-
velop, manufacture, and market this new product. As of year-end (December 31, 2020), the new product 
has not been manufactured for resale. However, a prototype unit was built and is in operation.

Throughout 2020, the new division incurred certain costs. These costs include design and 
engineering studies, prototype manufacturing costs, administrative expenses (including salaries of 
administrative personnel), and market research costs. In addition, approximately $900,000 in equipment 
(with an estimated useful life of 10 years) was purchased for use in developing and manufacturing the 
new product. Approximately $315,000 of this equipment was built specifi cally for the design development 
of the new product. The remaining $585,000 of equipment was used to manufacture the pre-production 
prototype and will be used to manufacture the new product once it is in commercial production.

Instructions
 a. How are “research” and “development” defi ned in the authoritative literature (GAAP)?

 b.  Briefl y indicate the practical and conceptual reasons for the conclusion reached by the Financial 
Accounting Standards Board on accounting and reporting practices for research and development 
costs.

 c.  In accordance with GAAP, how should the various costs of Cuevas described above be recorded on 
the fi nancial statements for the year ended December 31, 2020?

 (AICPA adapted)

CA12.4 (LO 5) Ethics  (Accounting for Research and Development Costs) Czeslaw Corpora-
tion’s research and development department has an idea for a project it believes will culminate in a new 
product that would be very profi table for the company. Because the project will be very expensive, the 
department requests approval from the company’s controller, Jeff  Reid.

Reid recognizes that corporate profi ts have been down lately and is hesitant to approve a project that 
will incur signifi cant expenses that cannot be capitalized due to the requirements of the authoritative 
literature. He knows that if they hire an outside fi rm that does the work and obtains a patent for the 
process, Czeslaw Corporation can purchase the patent from the outside fi rm and record the expenditure 
as an asset. Reid knows that the company’s own R&D department is fi rst-rate, and he is confi dent they 
can do the work well.

Instructions
Answer the following questions.

 a. Who are the stakeholders in this situation?
 b. What are the ethical issues involved?
 c. What should Reid do?

Using Your Judgment

Financial Reporting Problem

The Procter & Gamble Company (P&G)
The fi nancial statements of P&G are presented in Appendix B. The company’s complete annual report, 
including the notes to the fi nancial statements, is available online.
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tion’s research and development department has an idea for a project it believes will culminate in a new 
product that would be very profi table for the company. Because the project will be very expensive, the 
department requests approval from the company’s controller, Jeff  Reid.

Reid recognizes that corporate profi ts have been down lately and is hesitant to approve a project that 
will incur signifi cant expenses that cannot be capitalized due to the requirements of the authoritative 
literature. He knows that if they hire an outside fi rm that does the work and obtains a patent for the 
process, Czeslaw Corporation can purchase the patent from the outside fi rm and record the expenditure 
as an asset. Reid knows that the company’s own R&D department is fi rst-rate, and he is confi dent they 
can do the work well.

Instructions
Answer the following questions.

 a. Who are the stakeholders in this situation?
 b. What are the ethical issues involved?
 c. What should Reid do?

Using Your Judgment

Financial Reporting Problem

The Procter & Gamble Company (P&G)
The fi nancial statements of P&G are presented in Appendix B. The company’s complete annual report, 
including the notes to the fi nancial statements, is available online.
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Instructions
Refer to P&G’s fi nancial statements and the accompanying notes to answer the following questions.

 a.  Does P&G report any intangible assets, especially goodwill, in its 2017 fi nancial statements and 
accompanying notes?

 b.  How much research and development (R&D) cost was expensed by P&G in 2016 and 2017? What 
percentage of sales revenue and net income did P&G spend on R&D in 2016 and 2017?

Comparative Analysis Case

The Coca-Cola Company and PepsiCo, Inc.
The fi nancial statements of Coca-Cola and PepsiCo are presented in Appendices C and D, respectively. 
The companies’ complete annual reports, including the notes to the fi nancial statements, are available 
online.

Instructions
Use the companies’ fi nancial information to answer the following questions.

 a. 1.  What amounts for intangible assets were reported in their respective balance sheets by Coca-Cola 
and PepsiCo at year-end 2017?

 2. What percentage of total assets is each of these reported amounts at year-end 2017?
 3. What was the change in the amount of intangibles from 2016 to 2017 for Coca-Cola and PepsiCo?

 b. 1.  On what basis and over what periods of time did Coca-Cola and PepsiCo amortize their intangi-
ble assets?

 2.  What were the amounts of accumulated amortization reported by Coca-Cola and PepsiCo at the 
end of 2016 and 2017?

 3.  What was the composition of the identifi able and unidentifi able intangible assets reported by 
Coca-Cola and  PepsiCo at the end of 2017?

Financial Statement Analysis Cases

Case 1: Merck and Johnson & Johnson
Merck & Co., Inc. and Johnson & Johnson are two leading producers of healthcare products. Each 
has considerable assets, and each expends considerable funds each year toward the development of new 
products. The development of a new healthcare product is often very expensive, and risky. New products 
frequently must undergo considerable testing before approval for distribution to the public. For example, 
it took Johnson & Johnson 4 years and $200 million to develop its 1-DAY ACUVUE contact lenses. Below 
are some basic data compiled from the fi nancial statements of these two companies.

(all dollars in millions) Johnson & Johnson Merck

Total assets $53,317 $42,573
Total revenue 47,348
Net income 8,509
Research and development expense 5,203
Intangible assets 11,842

Instructions
 a.  What kinds of intangible assets might a healthcare products company have? Does the composition 

of these intangibles matter to investors—that is, would it be perceived diff erently if all of Merck’s 
intangibles were goodwill than if all of its intangibles were patents?

 b.  Suppose the president of Merck has come to you for advice. He has noted that by eliminating 
research and development expenditures the company could have reported $4  billion more in net 
income. He is frustrated because much of the research never results in a product, or the products 
take years to develop. He says shareholders are eager for higher returns, so he is considering elim-
inating research and development expenditures for at least a couple of years. What would you 
advise?

 c.  The notes to Merck’s fi nancial statements note that Merck has goodwill of $1.1 billion. Where does 
recorded goodwill come from? Is it necessarily a good thing to have a lot of goodwill on a company’s 
books?
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Bridge to the Profession

FASB Codification References
  [1]  FASB ASC 350-10-05. [Predecessor literature: “Goodwill and 

Other Intangible Assets,” Statement of Financial Accounting 
Standards No. 142 (Norwalk, Conn.: FASB, 2001).]

  [2]  FASB ASC 350-30-35. [Predecessor literature: “Goodwill and 
Other Intangible Assets,” Statement of Financial Accounting 
Standards No. 142 (Norwalk, Conn.: FASB, 2001), par. 11.]

  [3]  FASB ASC 805-10. [Predecessor literature: “Business Combina-
tions,” Statement of Financial Accounting Standards No. 141R 
(Norwalk, Conn.: FASB, 2007).]

  [4]  FASB ASC 350-30-35. [Predecessor literature: “Goodwill and 
Other Intangible Assets,” Statement of Financial Accounting 
Standards No. 142 (Norwalk, Conn.: FASB, 2001), par. B55.]

  [5]  FASB ASC 805-10-20. [Predecessor literature: “Business Combi-
nations,” Statement of Financial Accounting Standards No. 141R 
(Norwalk, Conn.: FASB, 2007).]

  [6]  FASB ASC 805-10-30. [Predecessor literature: “Business Combi-
nations,” Statement of Financial Accounting Standards No. 141R 
(Norwalk, Conn.: FASB, 2007).]

  [7] FASB ASC 805-20-15. [Predecessor literature: None]
  [8] FASB ASC 350-20-15. [Predecessor literature: None]
  [9]  FASB ASC 805-10-30. [Predecessor literature: “Business Combi-

nations,” Statement of Financial Accounting Standards No. 141R 
(Norwalk, Conn.: FASB, 2007).]

[10]  FASB ASC 360-10-05. [Predecessor literature: “Accounting for 
the Impairment or Disposal of Long-lived Assets,” Statement of 
Financial Accounting Standards No. 144 (Norwalk, Conn.: 2001).]

[11]  FASB ASC 350-30-35-17A-19. [Predecessor literature: “Goodwill 
and Other Intangible Assets,” Statement of Financial Accounting 
Standards No. 142 (Norwalk, Conn.: FASB, 2001).]

[12] FASB ASC 350-20-35-31. [Predecessor literature: None].
[13]  FASB ASC 350-20-35. [Predecessor literature: “Goodwill and 

Other Intangible Assets,” Statement of Financial Accounting 
Standards No. 142 (Norwalk, Conn.: FASB, 2001).]

[14]  FASB ASC 735-10-25-1. [Predecessor literature: “Accounting 
for Research and Development Costs,” Statement of Financial 
Accounting Standards No. 2 (Stamford, Conn.: FASB, 1974), 
par. 12.]

[15]  FASB ASC Master Glossary. [Predecessor literature: “Accounting 
for Research and Development Costs,” Statement of Financial 
Accounting Standards No. 2 (Stamford, Conn.: FASB, 1974), par. 8.]

[16]  FASB ASC 805-10. [Predecessor literature: “Business Com-
binations,” Statement of Financial Accounting Standards No. 
141–Revised (Norwalk, Conn.: FASB, 2007), par. E11.]

[17]  FASB ASC 730-10-25-2. [Predecessor literature: “Accounting 
for Research and Development Costs,” Statement of Financial 
Accounting Standards No. 2 (Stamford, Conn.: FASB, 1974), par. 11.]

[18]  FASB ASC 730-20-05. [Predecessor literature: “Research and De-
velopment Arrangements,” Statement of Financial Accounting 
Standards No. 68 (Stamford, Conn.: FASB, 1982).]

[19]  FASB ASC 720-15-25. [Predecessor literature: “Reporting on the 
Costs of Start-up Activities,” Statement of Position 98-5 (New 
York: AICPA, 1998).]

[20]  FASB ASC 915-205-45-1. [Predecessor literature: “Accounting and 
Reporting by Development Stage Enterprises,” Statement of Financial 
Accounting Standards No. 7 (Stamford, Conn.: FASB, 1975), par. 10.]

[21]  FASB ASC 720-35-05-3. [Predecessor literature: “Reporting 
on Advertising Costs,” Statement of Position 93-7 (New York: 
AICPA, 1993).]

Codification Exercises
If your school has a subscription to the FASB Codifi cation, log in and 
prepare responses to the following. Provide Codifi cation references 
for your responses.

CE12.1 Access the Codifi cation glossary (“Master Glossary”) to 
 answer the following.

 a. What is the defi nition provided for an intangible asset?

 b. What is the defi nition of goodwill?

 c. What is the defi nition of research and development (R&D)?

 d. What is a development stage entity?

CE12.2 Your friend Harry does not understand the concept of an in-
defi nite-life intangible asset. He wonders, “Does this mean the life is 
infi nite?” What does the authoritative literature say about indefi nite-life 
intangible assets?

Analytics in Action
Accounting software systems collect vast amounts of data about the economic events experienced 
by a company and about the parties with whom the company engages, such as suppliers and 
customers. Business decision-makers take advantage of this wealth of information by using data 
analytics, which often employs both software and statistics, to draw inferences and make more 
informed business decisions. As both data access and analytical software improve, the use of data 
analytics to support decisions is becoming increasingly common at virtually all types of companies.

For example, consider goodwill, which has been rising briskly since 2011, to a total of 
$3.408 trillion among all corporate fi lers in 2015. The bad news is that impairments have plum-
meted further during this same period, from a low of $34.66 billion in 2013 to $83.02 billion 
in 2015 (see http://www.radicalcompliance.com/2016/05/04/impairments-hinting-at-bigger- 
problems-ahead/). So are goodwill impairments more likely as goodwill balances rise? Business 
decision-makers would defi nitely want to investigate this trend further using data analytics.

Instructions Go to WileyPLUS for a data analytics exercise focusing on goodwill for companies 
in the Dow Jones average.
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Additional Professional Resources
Go to WileyPLUS for other career-readiness resources, such as 
career coaching, internship opportunities, and CPAexcel prep.

LEARNING OBJECTIVE 6 
Compare the accounting for intangible assets under GAAP and IFRS.

There are some signifi cant diff erences between IFRS and GAAP in the accounting for both intangible 
assets and impairments. IFRS related to intangible assets is presented in IAS 38 (“Intangible Assets”). 
IFRS related to impairments is found in IAS 36 (“Impairment of Assets”).

Relevant Facts
Following are the key similarities and diff erences between GAAP and IFRS related to intangible assets.

Similarities
•  Like GAAP, under IFRS intangible assets (1) lack physical substance and (2) are not fi nancial 

instruments. In addition, under IFRS an intangible asset is identifi able. To be identifi able, an 
intangible asset must either be separable from the company (can be sold or transferred) or it 
arises from a contractual or legal right from which economic benefi ts will fl ow to the company. 
Fair value is used as the measurement basis for intangible assets under IFRS, if it is more clearly 
evident.

•  With issuance of a converged statement on business combinations (IFRS 3 and SFAS No. 141—
Revised), IFRS and GAAP are very similar for intangibles acquired in a business combination. That 
is, companies recognize an intangible asset separately from goodwill if the intangible represents 
contractual or legal rights or is capable of being separated or divided and sold, transferred, licensed, 
rented, or exchanged. In addition, under both GAAP and IFRS, companies recognize acquired 
in-process research and development (IPR&D) as a separate intangible asset if it meets the defi ni-
tion of an intangible asset and its fair value can be measured reliably.

•  As in GAAP, under IFRS the costs associated with research and development are segregated 
into the two components. Costs in the research phase are always expensed under both IFRS and 
GAAP.

Diff erences
•  IFRS permits revaluation of limited-life intangible assets. Revaluations are not permitted for good-

will and other indefi nite-life intangible assets.

IFRS Insights

CE12.3 What guidance does the Codifi cation provide concerning the 
disclosure of research and development (R&D) costs?

CE12.4 What is the nature of the authoritative guidance for advertising 
costs for entertainment companies?

Codification Research Case
King Company is contemplating the purchase of a smaller company, 
which is a distributor of King’s products. Top management of King is 
convinced that the acquisition will result in signifi cant synergies in its 
selling and distribution functions. The fi nancial management group 
(of which you are a part) has been asked to prepare some analysis of 
the eff ects of the acquisition on the combined company’s fi nancial 
statements. This is the fi rst acquisition for King, and some of the 
senior staff  insist that based on their recollection of goodwill account-
ing, any goodwill recorded on the acquisition will result in a “drag” on 
future earnings for goodwill amortization. Other younger members 
on the staff  argue that goodwill accounting has changed. Your super-
visor asks you to research this issue.

Instructions
If your school has a subscription to the FASB Codifi cation, log in and 
prepare responses to the following. Provide Codifi cation references 
for your responses.

 a.  Identify the accounting literature that addresses goodwill and 
other intangible assets.

 b. Defi ne goodwill.
 c. Is goodwill subject to amortization? Explain.

 d.  What is the quantitative impairment test? Are defi ned taxes con-
sidered in the test? Explain.
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Standards No. 142 (Norwalk, Conn.: FASB, 2001).]

  [2]  FASB ASC 350-30-35. [Predecessor literature: “Goodwill and 
Other Intangible Assets,” Statement of Financial Accounting 
Standards No. 142 (Norwalk, Conn.: FASB, 2001), par. 11.]

  [3]  FASB ASC 805-10. [Predecessor literature: “Business Combina-
tions,” Statement of Financial Accounting Standards No. 141R 
(Norwalk, Conn.: FASB, 2007).]

  [4]  FASB ASC 350-30-35. [Predecessor literature: “Goodwill and 
Other Intangible Assets,” Statement of Financial Accounting 
Standards No. 142 (Norwalk, Conn.: FASB, 2001), par. B55.]

  [5]  FASB ASC 805-10-20. [Predecessor literature: “Business Combi-
nations,” Statement of Financial Accounting Standards No. 141R 
(Norwalk, Conn.: FASB, 2007).]

  [6]  FASB ASC 805-10-30. [Predecessor literature: “Business Combi-
nations,” Statement of Financial Accounting Standards No. 141R 
(Norwalk, Conn.: FASB, 2007).]

  [7] FASB ASC 805-20-15. [Predecessor literature: None]
  [8] FASB ASC 350-20-15. [Predecessor literature: None]
  [9]  FASB ASC 805-10-30. [Predecessor literature: “Business Combi-

nations,” Statement of Financial Accounting Standards No. 141R 
(Norwalk, Conn.: FASB, 2007).]

[10]  FASB ASC 360-10-05. [Predecessor literature: “Accounting for 
the Impairment or Disposal of Long-lived Assets,” Statement of 
Financial Accounting Standards No. 144 (Norwalk, Conn.: 2001).]

[11]  FASB ASC 350-30-35-17A-19. [Predecessor literature: “Goodwill 
and Other Intangible Assets,” Statement of Financial Accounting 
Standards No. 142 (Norwalk, Conn.: FASB, 2001).]

[12] FASB ASC 350-20-35-31. [Predecessor literature: None].
[13]  FASB ASC 350-20-35. [Predecessor literature: “Goodwill and 

Other Intangible Assets,” Statement of Financial Accounting 
Standards No. 142 (Norwalk, Conn.: FASB, 2001).]

[14]  FASB ASC 735-10-25-1. [Predecessor literature: “Accounting 
for Research and Development Costs,” Statement of Financial 
Accounting Standards No. 2 (Stamford, Conn.: FASB, 1974), 
par. 12.]

[15]  FASB ASC Master Glossary. [Predecessor literature: “Accounting 
for Research and Development Costs,” Statement of Financial 
Accounting Standards No. 2 (Stamford, Conn.: FASB, 1974), par. 8.]

[16]  FASB ASC 805-10. [Predecessor literature: “Business Com-
binations,” Statement of Financial Accounting Standards No. 
141–Revised (Norwalk, Conn.: FASB, 2007), par. E11.]

[17]  FASB ASC 730-10-25-2. [Predecessor literature: “Accounting 
for Research and Development Costs,” Statement of Financial 
Accounting Standards No. 2 (Stamford, Conn.: FASB, 1974), par. 11.]

[18]  FASB ASC 730-20-05. [Predecessor literature: “Research and De-
velopment Arrangements,” Statement of Financial Accounting 
Standards No. 68 (Stamford, Conn.: FASB, 1982).]

[19]  FASB ASC 720-15-25. [Predecessor literature: “Reporting on the 
Costs of Start-up Activities,” Statement of Position 98-5 (New 
York: AICPA, 1998).]

[20]  FASB ASC 915-205-45-1. [Predecessor literature: “Accounting and 
Reporting by Development Stage Enterprises,” Statement of Financial 
Accounting Standards No. 7 (Stamford, Conn.: FASB, 1975), par. 10.]

[21]  FASB ASC 720-35-05-3. [Predecessor literature: “Reporting 
on Advertising Costs,” Statement of Position 93-7 (New York: 
AICPA, 1993).]

Codification Exercises
If your school has a subscription to the FASB Codifi cation, log in and 
prepare responses to the following. Provide Codifi cation references 
for your responses.

CE12.1 Access the Codifi cation glossary (“Master Glossary”) to 
 answer the following.

 a. What is the defi nition provided for an intangible asset?

 b. What is the defi nition of goodwill?

 c. What is the defi nition of research and development (R&D)?

 d. What is a development stage entity?

CE12.2 Your friend Harry does not understand the concept of an in-
defi nite-life intangible asset. He wonders, “Does this mean the life is 
infi nite?” What does the authoritative literature say about indefi nite-life 
intangible assets?

Analytics in Action
Accounting software systems collect vast amounts of data about the economic events experienced 
by a company and about the parties with whom the company engages, such as suppliers and 
customers. Business decision-makers take advantage of this wealth of information by using data 
analytics, which often employs both software and statistics, to draw inferences and make more 
informed business decisions. As both data access and analytical software improve, the use of data 
analytics to support decisions is becoming increasingly common at virtually all types of companies.

For example, consider goodwill, which has been rising briskly since 2011, to a total of 
$3.408 trillion among all corporate fi lers in 2015. The bad news is that impairments have plum-
meted further during this same period, from a low of $34.66 billion in 2013 to $83.02 billion 
in 2015 (see http://www.radicalcompliance.com/2016/05/04/impairments-hinting-at-bigger- 
problems-ahead/). So are goodwill impairments more likely as goodwill balances rise? Business 
decision-makers would defi nitely want to investigate this trend further using data analytics.

Instructions Go to WileyPLUS for a data analytics exercise focusing on goodwill for companies 
in the Dow Jones average.

c12IntangibleAssets.indd Page 12-42  26/10/18  8:56 AM f-0551 /208/WB02413/9781119503705/ch12/text_s

Data Analytics
Analytics in Action activities discuss 
how data analytics are used for spe-
cific accounting situations as well 
as offer hands-on experience so that 
students understand the power and 
value of analytical tools.
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Financial Accounting and 
Accounting Standards

1-1

PREVIEW OF CHAPTER 1  As the following opening story indicates, the U.S. system 
of  financial reporting has long been the most robust and transparent in the world. However, 
to ensure that it continues to provide the most relevant and reliable financial information 
to users, a number of financial reporting issues must be resolved. These issues include such 
matters as evaluating global standards, increasing fair value reporting, and meeting multiple 
user needs. This chapter explains the environment of financial reporting and the many factors 
affecting it, as follows.

FINANCIAL ACCOUNTING AND ACCOUNTING STANDARDS

Financial Reporting 
Environment
• Accounting and 

capital allocation
• Objective of 

financial reporting
• Need to develop 

standards

Parties Involved in 
Standard-Setting
• Securities and Exchange 

Commission
• American Institute of 

CPAs
• Financial Accounting 

Standards Board

Generally Accepted 
Accounting Principles
• FASB Codification

Major Challenges in 
Financial Reporting
• Political environment
• Expectations gap
• Financial reporting 

issues
• International 

accounting standards
• Ethics

This chapter also includes 
numerous conceptual and 
global discussions that are 
integral to the topics 
presented here.

© andersphoto/Shutterstock

CHAPTER 1

 1. Describe the financial reporting environment.

 2. Identify the major policy-setting bodies and their 
role in the standard-setting process.

 3. Explain the meaning of generally accepted 
accounting principles (GAAP) and the role of the 
Codification for GAAP.

LEARNING OBJECTIVES

Aft er studying this chapter, you should be able to:

 4. Describe major challenges in the financial reporting 
environment.
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Exciting Times
A recent report says it best: “Accounting information is central to the functioning of interna-
tional capital markets and to managing small businesses, conducting eff ective government, 
understanding business processes, and . . . how economic decisions are made. . . . . Across the 
globe, a common characteristic of economies that fl ourish is the presence of reliable account-
ing information.” 

Many in the United States take pride in our system of fi nancial reporting as being the 
most robust and transparent in the world. Yet even with continued improvement in fi nancial 
reporting over the last 20 years, we have had many accounting scandals occurring at compa-
nies like Enron, AIG, WorldCom, and Lehman, as well as the fi nancial crisis of 2008. How-
ever, as with many diffi  culties, there is often a silver lining. As one commentator noted, “Those 

accounting scandals were a crisis we should be thankful for; 
we got through it and a law was passed (Sarbanes-Oxley Act), 
and it works.” A key feature of this law is that company exec-
utives are required to attest to the accuracy of their compa-
nies’ fi nancial statements. 

To better understand where we are, the Center for Audit 
Quality conducts a yearly survey that measures investor con-
fi dence in such categories as U.S. capital markets, audited 
fi nancial information, and U.S publicly traded companies. As 
shown in the chart, the results indicate that the 2008 fi nan-
cial crisis took a bite out of investor confi dence. However, 
investor confi dence has rebounded dramatically and is at its 
highest level since the survey was initiated—perhaps because 
of Sarbanes-Oxley. 

The question now is how can we continue to improve? Here are some possibilities on how 
we can enhance the existing system of fi nancial reporting.

 1.  Today, equity securities are broadly held, with approximately half of American house-
holds investing in stocks. This presents a challenge—investors have expressed concerns 
that one-size-fi ts-all fi nancial reports do not meet the needs of the spectrum of 
investors who rely on those reports. While many individual investors are more interested 
in summarized, plain-English reports, market analysts and other investment profession-
als may desire information at a far more detailed level than is currently provided. Tech-
nology may help customize the information that the diff erent types of investors desire.

 2. Companies also express concerns with the complexity of the fi nancial reporting sys-
tem. Companies assert that when preparing fi nancial reports, it is diffi  cult to en-
sure compliance with the voluminous and complex requirements contained in 
U.S. GAAP and SEC reporting rules. This is a particularly heavy burden on smaller, 
non-public companies, which may have fewer resources to comply with the wide range 
of rules.

 3. We also need to consider the broader array of information that investors need to make 
informed decisions. For example, the percentage of a company’s market value that can 
be attributed to accounting book value has declined signifi cantly from the days of a 
bricks-and-mortar economy. Thus, we may want to consider a more comprehensive 
business reporting model, including both fi nancial and nonfi nancial key perfor-
mance indicators.

 4. Finally, we must also consider how to deliver all of this information in a more timely 
manner. In a world where messages can be sent across the world in a blink of an eye, it is 
ironic that the analysis of fi nancial information is still subject to many manual processes, 
resulting in delays, increased costs, and errors.

Thus, improving fi nancial reporting involves more than simply trimming or reworking the 
existing accounting literature. In some cases, major change is already underway. For example:

• The FASB and IASB have recently issued less-complex, more-understandable standards 
in the important areas of revenue recognition, leasing, and fi nancial instruments.
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