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Abstract: Intangible assets are generally not included in fivancial
statements of the compan Many companies do not recognize
investigate ways to maximize the income to be e@rirom intangible asset
It is generally accepted by the academicians andi@ls by the practitioner
that investments in intangibles are important sesroof future profits.
However restrictive accounting asset recognitiolesu mean that mo
intangible assets cannot be included in the balastoeet, especially if the
are internally developed. Instead, all costs inedgrrto develop intangibl
assets are usually chged as expenses in the income statement.
companies which invest in intangibles, this immid&xpensing means tt
the current profit and net assets of a company higih R&D costs’ level ar
reduced, while future reported profits are oftereistated. In this article |
make an attempt to focus on problems by identifgimgj recognizing in th
financial statements internally generated intangilalssets, that are mair
product of norproject development activities, e. g. research

development cos. In conclusion | propose a possible way to avoidgdme
degree the problems with presenting intangible sssefinancial statemen
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With the change in economic conditions due to thadion from industrial tc
information society, investments in intangible asssee becoming increasingly importi
for enterprises. There are radical transformatitias alter not only the organization &
functioning, but the very nature of the econc. The external users of financial stateme
and the companies themselves are interested irepagvelopment of approaches, sc
and methodology of financial disclosure in ordesymchronize it with the new econon
realities, as the financial informon is a basis for the functioning of markets fdoedtion
and reallocation of capital. If the system of aadmng rules for compiling financie
statements is only formally fitted to perform sughole, this redistribution in the glok
economy would nbbe optima
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New economy, although described with different nanie the literature is
economy driven by information and knowledge as spploto so-called "old economy".
Unlike the time before the fifties of previous agnyt nhowadays there is a shift from mass
production to production based on intensive udenofvledge.

As a result of such economic development emerge@va type of enterprises
based on knowledgeSuch enterprises have few if any tangible assbts intangible
assets displace physical capital as the main safrealue. The result can be summarized
as fallows: There is a change in the nature of@@tpons and the assets they use and need.

On the other hand investors tend to react to thmanof changes in the economy
on business in real time, regardless of the delagedrage of these processes in financial
reporting. The consequence is that the deviatiotwdesn market and book value of
companies increases.

It can be concluded that the reasons for investranntangible assets are mainly
two: the change in the way businesses function asesalt of global economic
transformation to information society and secontlly associated change in the investment
decisions of investors.

The described processes determine the increasestesnt of financiers,
accountants, managers, statisticians, financidysissand regulatory bodies to those assets,
and from the perspective of investors and creditarginly the possibility to assess their
value and the income from them. Source of the maligtble information about an item of
property, and related items in the income, casWdland costs is the financial statement.
To be useful for making economic decisions by #erg, the information presented must be
relevant and reliable. Therefore, this article vattempt to analyze the adequacy of the
presentation of intangible assets in the finarstialements of the compantes.

In the Conceptual framework for financial reportisgwritten down:*Asset. An
asset is a resource controlled by the entity asaltrof past events and from which future
economic benefits are expected to flow to the ynit 4.4(a)] "

Based on these general critefiAn assetis recognised in the balance sheet when
it is probable that the future economic benefit flow to the entity and the asset has a
cost or value that can be measured reliably.” .f@}

In addition to the general asset definition, thénitéon in IAS 38 Intangible assets
states:

Intangible asset is an identifiable nonmonetaryet@gsthout physical substance.
Identifiable means that it is separable (capabldeihg separated and sold, transferred,
licensed, rented, or exchanged, either individualytogether with a related contract) or
arises from contractual or other legal rights, rdgss of whether those rights are
transferable or separable from the entity or fraheorights and obligations.

2 post-industrial economy, knowledge-based econseryjce economy, knowledge society, research
intensive society, knowledge economy, informatige a

3 B., Nick. "Intellectual Capital: An exploratory stdthat develops measures and
models",Management DecisiQr36, 2, 63-76.

4 The analysis will be fulfilled in accordance witie rules in the composition of IAS/IFRS.

® |AS 38, par. 11 and par. 12
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Moreover, under IAS 38 rules the possibility focagnition of intangible assets in
the financial statements is based on their origihey are divided into two main types -
externally acquired and internally generated asdatsbe recognized, assets should not
only be controlled by the enterprise, but identifta When the asset is received from
outside the enterprise it is always identifiableaa®sult of the acquisition, has a monetary
value and is probable that economic benefits Wallvfto the acquirer. Consequently, these
assets are part of the property and can be recatjmizthe financial statement. Internally
generated intangible assets are not always recegjraz such for accounting purposes.
Often they are not identifiable due to legal prttet but are identifiable because of their
economic nature and may be subject to a legaldmdios. Unidentifiable intangible assets
are neither legally protected nor can be subjeetti@nsaction and the resulting ownership
rights can not be acquired, i.e. it is considerbdt tthey are not market realizable.
Accounting incorporates unidentifiable intangibksets of the entity under the concept of
"internally generated goodwill." In the accountilegislation there is no definition of this
concept because this kind of goodwill is not rafecin the financial statements. This does
not mean that investments in creation of such sasset not made on purpose. Rather
similar to the other ones, those are also beingldped in order the enterprise to obtain
economic benefit.

As another condition the definition states thategioognize a resource as an asset,
the entity must be able to control it. For the msgs of control criterion is crucial whether
the entity has the power to dispose of the asseestablish whether there is a control must
be implemented other criterion - the entity haghtrto future economic benefits. For the
criterion is fulfilled, the entity must be able ltmit third party access to economic benefits
from asset, and to assume the risks of its use.

In general, ownership determines the right to arain asset. In terms of I1AS
control right does not coincide with the legal urstiending of the subject. The control
criterion is applicable in accounting in accordamdgth the principle of "substance over
form", i.e. asset can be controlled and in theeséime it is not necessary to be owned,
such as manufacturing know-hSw.

Concerning the application of common features drawmintangible assets, there are
some peculiarities. First, to establish the existeof intangible assets in the enterprise and
consequently the possibility of their identifiatyilshould exist evidence of their occurrence in
the past. In other words, to proof the existencarofintangible asset an entity must have
physical evidence. Though it should be noted thetaterial component does not determine
the economic value of the asset, only proofs hisemic existence in the enterprise. This
understanding is included for example in termsropprty rights, but it is applicable in the
same sense to intangible assets. These rightsnhegently intangible assets, but to be
exercised, however, it should be a document basgdree for the economic (and legal)
ownership over them, and limited access of thirdigmto earn from their use. Thus, to
ensure economic existence of an identifiable irtdagsset in the enterprise there should be
some physical evidence such as contracts, liceinsejng, letter files and the like. Examples
of an intangible asset are customer bases, whicfirm@mtion can be customer lists, contracts

® Under a legal agreement for transfer of know-hmve relinquishes a fact, not right, the subject of
the assignment are knowledge, skills, experienbéwat the time of the conclusion are inaccessible
to the party seeking to acquire. From a legal pointiew the Commerce act in Bulgaria governs the
contract for a transfer of know-how as a licenseament.

135



Nikolina Grozeva

for future and past deliveries, subscription arosstiber lists. With regard to developed and
patented technologies, trademarks, copyrights sethare relevant registration documents.
With respect to unpatented technology or otherwamed as know how those are drafts,
drawings, sketches, instructions, charts, memosaruh.

The existence of material evidence, however, doas determine whether the
intangible asset has an economic value to the miger And value of intangible assets is
created by its immaterial substance and by the aoanbenefits of owning it. Economic
benefits can be reflected in an increase in revenaecrease of costs. Economic benefits are
measured by comparing the magnitude of the econmmiene inherent in the asset with the
magnitude of the income which the owners wouldizeaf they did not control the asset.

For recognition of intangible assets in the finah@tatements along with the
definition should be executed two more generakgat asset can be a subject to reliable
financial estimate and it is probable that futureremic benefits from its use will flow. The
emphasis is on reliable valuation of the assetthadgrobability. Consequently in respect to
the first criterion the possibility of evaluatinget economic value of the asset is the leading
requirement. Between value and evaluation is gépexalifference. The evaluation process
can be regarded as determining the value for atiogupurposes, which may be different
from the economic value of the asset to the ergerpiherefore the accounting standards,
that are treating different assets’ groups, inclgdiAS 38, provide rules on so-called "initial
measurement”. This is the input value at which ssetis recognized in the accounting.
Hence cost is measured differently depending orgémealogy of an intangible asset. Upon
acquisition through a transaction with a third pattis easily identifiable and recognition
criteria are met. Upon acquisition of an intangibleset through its development in the
enterprise the cost of purchase is his productiost end for it to be recognized in the
financial statements must be completed six additioriteria. In IAS 38 is made conditional
distinction of the stages of asset’s productiotwio phases - research phase and development
phase. According to the standard’'s rules in thet fiphase should be analyzed the
requirements, that the asset is made for througluation of the alternatives for its use and as
a result it should be created a prototype formulaegipe. Then the project is tested for
recognition, i.e. whether it is technically feasiblan entity has a financial resource to
complete it, the intention and ability to use oit #& asset, the manner of determining the
probable future economic benefits and reliablerddteation of the expenditures attributable
to the intangible assets during its developmentthé following development phase the costs
are capitalized and the cost of the asset is firddtermined. This approach assumes that all
purposefully generated intangible assets that fassigh the described process must be
recognized in the financial statement.

Brands, mastheads, publishing titles, customes, lestd items similar in substance
that are internally generated should not be reaaghas assets.

Notwithstanding within the IAS there is a possililof recognizing and measuring
the aforementioned intangible assets, that is etgdlby IFRS 3 Business Combinations.
To qualify for recognition, intangible assets momget the definition of the Framework for
the Preparation and Presentation of Financial Bimés to the date of acquisition and be
part of the acquired business and not a resultdiste transaction.

"IFRS 3, par. 11 and 12.
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As a result of the requirements in IFRS 3 for tleguirer might arise three
possible groups of assets, subject to recognition:

» Assets that were recognized in the balance shetfiecdcquiree and are included
in the balance sheet of the acquirer at the adopngiate;

e Assets that were recognized in the balance of egquibut do not meet the
definition of an asset and are not recognized érbilance sheet of the acquirer;

» Assets that were not recognized in the balanceqafree, but on date of the
business combination meet recognition requiremantstherefore are recognized
in the balance sheet of the acquirer.

According to the problems discussed in this artitkeinteresting to investigate
the opportunities for recognition of assets from third group. Logically, the acquirer will
recognize intangible assets for which there wasstiction within the meaning of IAS 38.
These are mainly internally generated intangibketsswhich are classified for purposes of
recognition and measurement in illustrative exampie IFRS 3. In terms of initial
recognition standard identifies the following clessof intangible assets that can be
distinguished:

e Marketing-related intangible assets - Trademarkaget names, service marks,
collective marks and certification marks; trade sdrenewspaper mastheads;
internet domain names; non-competition agreement.

» Customer-related intangible assets — customer, listier or production backlog;
customer contracts and related customer relatipeshion contractual customer
relationships.

« Artistic-related intangible assets — plays, operhaallets; books, magazines,
newspapers and other literary works; musical wopkstures and photographs,
video and audiovisual material.

« Contract-based intangible assets — licensing, tpyahd standstill agreements;
advertising, construction, management, service apply contracts; leas
agreements; construction permits; franchise agratame

» Technology-based intangible assets — patented aéady) computer software and
mask works; unpatented technology; databases; sectets.

Initially the assets are measured at fair valu¢gherdate of business combination.

From the analysis of the rules for recognition andasurement set out in the
considered accounting standards for internally ged intangible assets can be derived
some important conclusions.

First there is no doubt that the IASB supports\ileev that these kind of assets can
generate future economic benefits for the entezpais they are included in the range of
recognition. Such treatment is evident for the viesupported by the author, that
independent of their genealogy intangible assetsgss economic value for their owner.

Secondly that economic value can be measuredrfandial statement’s purposes.
The approach is based on current measurement dnagisonsists in determining the fair
value of identified intangible assets. Thereforeeré is an accounting estimate for
internally generated intangible assets, even ttwst can not be determined in the period

8 According to the illustrative examples to IFRS 3.
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incurred. In other words, they are measurable F&r purpose of financial reporting.

Regarding the methodology of evaluation of intatgilassets acquired in business
combination, I1AS 38 provides guidance for applyihg valuation approach adopted in the
standards generally.

Tree levels of evaluation are developed by the I1ASBe first is quoted market
prices in active markets. The second is a fairevaletermined on the basis of transactions
with similar assets. The last third level is thdueaof the asset, calculated by applying
valuation techniques in the market, income or apgiroach. On the other hand by the
application of fair value as an indicator for measeent after recognition, paragraph 78
and following state, that it can be determined dnlgase that an active market for the asset
persists. Generally it is not allowed another watydefining the fair value of an intangible
asset, which makes it virtually impossible for c@mjgs to apply revaluation model to the
majority of intangible assets. Therefore it be doded that for internally generated
intangible assets this model is highly relevanideyermining an input value, and in many
cases it's also the only applicable for example mihey arise in the course of business, not
as a result of planned design. Next, the concefaaifve market" as defined in IAS 38 can
not adequately be applied to intangible asseté émnsactions with them at least prices
are not available to the public, with few excepsi@ich as some types of software. Certain
kind of market for intangible assets exists and thithe market for business combinations.
There they could be identified, assessed, bougtitsatd. This market could serve as a
reference indicator for evaluation.

Defining a broader recognition range IASB in faistidguishes between intangible
assets on a different basis, i.e. not accordinthe@ origin. Formally assets acquired in a
business combination are bought in a transactiora¢cordance with the definition - as a
result of a past event), but in practice the faat for the acquisition of another entity, the
acquirer has paid a total cost is not directlytesldo their identification. Identifiability of an
asset as a result of a past event does not mean tibcases the establishment of the cost of
its acquisition, i.e. connection with specific &gt a necessary condition for identifiability.
More significant is that this approach distingusHeetween intangible resources, which
generally can be classified and valued for accagmiurposes and those that do not meet the
definition and criteria for recognition as assetsduse they are purely economic advantages
that can not be distinguished from the business aghole and contained within what
standards identified as "goodwill." In the group wfrecognized assets are included such
intangibles as trademarks and trade names, custmses and others that have arisen due to
the nature of business, but are not recognizaidenthe requirements in IAS 38. But when
goodwill arises from a business combination thesseta are separated from it because they
meet the definition of intangible assets and camadsessed in accordance with the benefits
that are supposed to bring. Therefore, there isnisistency in the treatment of one and the
same object in individual accounts and consolidéiteahcial statements. More importantly,
in relation with the new economic conditions, thmar value for companies, bear revenues,
which ultimately reflect in retained earnings. Aseault of these circumstances, especially in
high tech, pharmaceutical, biotech and other br&ctpecialized in the production of
intangible assets, the internally generated intdegissets, including goodwill, determine the
market value of companies significantly higher tHancarrying value of their net assets. This
difference and its impact on investment decisiams laence on trade in capital markets are
subject to attempts to define, measure and clasgdpgible assets for which no information
is included in the financial statements in a nundi¢heoretical and empirical research.
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A survey by the Canadian Institute of Chartered dAmtants proves that
intangible resources are seen as critical to tikeess of the company by the top managers
of companies in the Canadian Financial Post 300 @8dFortune 5008. The largest
software manufacturer in the world, Microsoft haslized more than 90% revenue from
the sale of standard software. Simultaneouslyctimapany occupies a leading position in
the lack of information in its financial statemefis the value of intangible assets. Already
in 1996 the market capitalization of Microsoft laseeded 11.2 times the book value of its
tangible assets. “The missing value" is largely tharket value of intangible assets of
Microsoft, which found no place in its financiab&ments. In contemporary practice of
financial reporting this is a rule rather than aweption and illustrates one of the major
limitations in the existing accounting model. Thare studies that show that between 50-
90% of the value that firms create comes from manamt and use of intangible asgéts.
According to the latest statistics of OceanTomoghare of intangible assets in the market
value of the S & P 500 for the period 2005-2010 amed to 80% vs. 20% in favor of the
tangible oned!

In 2007 KPMG made a survey in companies operatingGermany, but
unfortunately their number is not mentioned. Itswdevoted to the not recognized in
financial statements intangible assets, their ingrae to generate value for companies and
matters concerning their managemernthe introduction states that IAS 38 and IFRS 3
deal in detail with issues related to financial agimg and measurement of intangible
assets. However, consistent treatment has not &gld@aved yet. One of the conclusions
that the consultants of the auditing company redddghat more than 50% of companies
perform systematic identification of unrecognizedangible assets on its balance sheet
through inventory and managers indicate that thepgmtion of unrecognized intangible
assets in the overall composition of assets amdutates4%. As most significant for the
performance of the company of the total intangéwsets, managers identify the brands,
relationships with customers and licensing agreemes2% of respondents believe that
unrecognized in their financial statements intalegdssets may be sold separately.

The examples confirm the view that intangible asseé a priority for business in
current economic conditions. They exist in industng contribute significantly to generating
revenue and profits, and hence the distributiodigflends, no matter whether these assets
are reflected or not in the financial statememtghk case with intangibles can be argued that
the legislation is indebted to the business. Restei rules for recognition of intangible assets
adopted in IAS 38 reflect highly the quality of dincial statements. On the other hand the
rules for recognition of intangible assets in IFSHdw that they could be covered by the
accounting in a more adequate way. In this respdwlieve that this approach is more
appropriate for the fair presentation of finangabkition and could, by a specific adaptation
be applied outside the context of business conibimatAnd even more, as indicated in the
example above, managers have developed technigueisventory and identification of
unrecognized intangible assets in their enterprisétherwise, though it claims to be

9 Stivers, B. P., T. J. Covin, N. G. Hall, and S. Sthalt. Harnessing corporate 1Q. CA Magazinel/04,
1997

10 Hope, J., and T. Hope. Competing in the third wallee ten key management issues of the
information age. Boston, Harvard Business Scho®88lctp. 172.

1 http://www.oceantomo.com/productsandservices/imrests/intangible-market-value

2 KPMG,Patente, Marken, Vertraege, Kundenbeziehurdéerttreiber des 21. Jahrhunderts.
http://mwww.kpmg.de/docs/StudiePatente_211207.pdf
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"prudent” the accounting treatment of internallyngmated intangible assets leads to
mismatching the cost for creating them with revefiaen their use. The costs are taken up
rapidly and completely within the periods of thexecution, and revenue from these costs are
realized in subsequent periods, which resultsnaritial results. Cash flows from operating
activities are burdened with payments that area#lgtinherent to the investment activity.
This practice is convenient for avoidance of sigaift value of depreciation costs, and where
appropriate — impairments too. Even if the investheests can not be directly included in the
price of an asset, they can be estimated based avketmvalue of the company and in
accordance with the valuation principle in 1AS 38oreover, even those assets will be
recognized in case that certain additional critar@met, they are often not capitalized in the
balance sheet due to the possible alternativegrplementation of accounting rules. For
example, many large companies, software vendorgnize as current the entire cost of
development under the pretext that the costs ieduafter technological feasibility of
achieving (working model) are insignificant or tithnical feasibility of the project can be
determined prior to final completidn.

Hidden intangible assets generate value that masagesh to increase and
shareholders to receive. The requirement set bjA88 that they should be identified and
evaluated in accordance with IFRS 3 is not accalefhe value of intangible assets should
be amortized systematically and when needed — negban order to match with revenues
stemming from control over them. Not least, it seemhat the goodwill reached
unbelievable portions, reaching 80%, 100% and rtieee 1009 of the equity of large
companies, because the companies include almo#teatcquired intangible assets in it.
The introduction of rules for identifying and evafing internally generated intangible
assets in business combinations do not lead tsfaetidry results, according to a survey of
KPMG.® For management of the acquiring company a possitaleision of additional
assets in the entity’s property is at least notrdble due to negative impact of the cost of
amortization on their future earnings. Their inadusin the sum of goodwill on the other
hand is safe, as at the time of acquisition it @& Associated with future losses.
Management is willing to reduce any potential lesf®@m the business combination, in
order to demonstrate good financial results espgcia the periods that follow the
transaction. As a result of such manipulative antiog policy the major intangible asset in
the balance sheets of large corporations is pigcigeodwill. In periods of economic
growth the goodwill will generate revenues and igpfbut in times of crisis, when
corporations sell their business units that opeaata loss, such transactions are followed
by massive write-offs of its value through impaime

The depicted trends are further evidence for thednef inclusion of intangible
assets more fully in the financial statements. Dmpiag the possibility of recognizing
internally generated intangible assets is a stepdrright direction. This possibility should
be extended to intangible assets that arise irottimary course of business, this will not
only help to assess the "missing value" of the camigs, but will make the rules on
accounting for business combinations really appleaas it will reduce alternatives.

13 See the financial statements of Microsoft for eglem
1 Handelsblatt Firmencheck “Altlasten bedrohen deggts=irmen” Handelsblatt No. 195/ 08.10. 2008
15 Intangible Assets and Goodwill in the context oEBess Combinations, KPMG 2010.
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5 NEMATERIJALNA SREDSTVA
U GODISNJIM FINANSIJSKIM IZVESTAJIMA PREDUZE CA

Rezime: Nematerijalna sredstva uglavhom nisu uldjna u finansijske
izveStaje preduza. Mnoge kompanije ne prepoznaju ili istrazujdina da se
maksimizira dohodak koji pat od nematerijalnih sredstava. OpSte je
prihvateno od strane akademske zajednice, kao i od paa#tda su ulaganja u
nematerijalna sredstva bitan izvor badg profita. Meutim, restriktivna
ratunovodstvena pravila prepoznavanja imovine ¢enada véina
nematerijalnih sredstava ne mogu biti u&§na u bilans stanja, ndito ako
su interno razvijena. Umesto toga, svi troSkovivoga nematerijalnih
sredstava uglavnom se prikazuju kao rashod u hilaispeha. Za preduze
koja investiraju u nematerijalna sredstva, prikarje kao rashod ztiada se
tekwi profit i neto imovina preduza sa visokim troSkovima istrazivanja i
razvoja smanjuju, dok su budprofiti ¢esto preuvedani. U ovom radu autor
pokuSava da se fokusira na probleme indektifi&uju prepoznajai u
finansijskim izveStajima interno generisana nenijalea sredstva koja su
uglavnom proizvod npr. troSkova istraZzivanja i mjav U zakljgku se
predlazu mogéi n&tini da se u izvesnoj meri izbegnu problemi iskarjaa
nematerijalnih sredstava u finansijskim izvestajima

Klju €éne reti: nematerijalna sredstva, MSFI 38, MSFI 3.

141



