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I ntroduction

Internally generated intangible assets are repdotech number of
companies, including multinational corporationspfirdifferent industries
— ranging from engineering and car industry overptaceutical industry
to petrochemical industry etc. — that prepare tfieancial statements in
accordance with International Financial Reportinngn8ards (IFRS); the
existence of these assets is closely connectedtivthssue of research
and development (R&D). The scope of using IFRSnisthe Czech
Republic set out in Act No. 593/1991 Coll., on Aganting, as amended;
a brief interpretation of corresponding legislativées and regulations is
provided by VaSek (2012) and can be seen as the floaghis article. As
an example, the consolidated income statement ef jdint-stock
company SKODA AUTO (2013) — currently the leader“6Zzech Top
100" (2013)- for 2012 prepared in accordance with IFRS sh@ssarch
and development costs in the amount of CZK 7,34liamj and in the
balance sheet as at 31 December 2012 the capitaleseelopment costs,
that will influence the consolidated income in théure, amount to
CZK 14,333 million. To give another example, in tleensolidated
financial statements of UNIPETROIl, s* (2013), the research costs
recognised as espenses reduce the net income I8riROCZK 10,514
thousand, and the capitalised development costsregerted in the
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residual amount of CZK 105,874 thousand as at 3dedéer 2012. It is
evident that these amounts are anything but nédgigespecially in the
case of SKODA AUTO, a. s. the line item has a sigant impact on the

overall picture provided by the financial statensent capitalised

development costs account for 76 percent of coma@d intangible

assets (as at 31 December 2012) and 8 percentt ajredolidated assets
(as at 31 December 2012). In pharmaceutical ingaisé risk of carrying

out R&D is usually considerably higher than in greviously mentioned
industries and in the consolidated financial statets of Sanofi group —
Zentiva Group a. s., the Czech firm, is a parthe$ group — consolidated
research and development costs run into millionsewfos. The last
example is a Norwegian group Visma (2013), inclgdihe Czech firm

Active21, s. r. 0., that provides domain names &gl hosting related
services and reports software research and develapeosts for 2012 in
the amount of NOK 317,639 thousand (about EUR 3Bam).

If a company/group wants to be the industry leaesne of the key
“players”, it simply has to conduct research andetlgpment, at least to a
certain level, and keep on working on new prodacis services that will
attract new customers in the future, be society emdronment-friendly
and most importantly generate positive cash flowc@urse, this poses a
risk—tovaryingdegreesor individual companies and industries — whether
the research and especially development actiwti#dbe successful and
have a positive impact on the value of the compadihys is reflected by
IFRS rules and regulations on the recognition of’R#&nd related costs in
the financial statements prepared in accordande WRS.

1 Intangible aspect of research and development in
financial reporting under IFRS

Research and development under IFRS is regulatedABy 38
Intangible Assetand despite the substantial differences betwe&S IF
and U.S. GAAP in this area and the ongoing convergeproject, the
standard has seen no recent amendments and nceshamegplanned for
the nearest future. In any case, the long termilgyals to companies’
advantage. Research and/or development may respitoduct recipes,
prototypes, debugged structures, new compositiondesign of the
product, improved production process, new funclipnaf an existing
product, tested and well-chosen materials or evew mternet sites
(Prochazka, 2011). To simplify slightly, the gositd develop knowledge
that would be useful for the company in its futbresiness activities and
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so the area is ruled by the intangible assets atdndAs a result, an
intangible asset may be recorded and the initipeegitures recognised
as expenses only at the time when the developmetitita starts
generating revenues and cash inflows, i.e. atithe of the sale of cars,
drugs, fuel etc.

Intangible assets can generally be acquired in wags: either (i)
purchased (separate acquisition of a given intdmgasset — licence,
franchise, software and even results of researath @evelopment
activities of another company — or purchased asard @f a business
combination when intangible assets, including #msuits of research and
development activities, are identified among thegeaof acquired net
assets), or (i) internally generated. In the ficgtse, recognition of
intangible assets poses no problem; quite the aogntrthe IFRS
recognition criteria — identifiability, control, fure economic benefits and
reliable measurement — are expected to have beemAmeegards R&D,
entities disclose in their financial statementg items called “In-process
Research and Development (IPR&D)” measured at ficstiocost (or at
fair value in case of a business combination) andrased over a period
of time in which the entity uses it for the prodant and sale of its
products/services. The entity can also reduce atsevwhen expecting
lower or even zero returns (recognises an impaitioss). This approach
is similar to that of any other purchased intargéntset.

However, the approach changes when looking at ttiernally
generated intangible assets — the second way afiraqy) intangible
assets — potentially an outcome of internal R&Deirthrecognition and
measurement is subject to additional specific IF&fiirements because
the decision based solely on generally and widelylieable principles
can be rather difficult and complex.

Every intangible asset, including internally gemeda one, from
research and development activities, must compih whe intangible
asset definition that implies the following chamtics:

= identifiability, i.e. the potential of an intangélasset to be to
distinguished from goodwill; this is realised whan intangible
asset is (i) capable of being separated from thieydnan be sold,
transferred, licensed etc.) or (ii) arises from tcactual or other
legalrights(acquiredicence franchise, protected recipe, registered
trademark etc.). In the case of R&D, there is & nws/olved in
dividing the results and related costs from the obsnaintaining
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andenhancingnternallygenerategoodwill,i.e.generahwareness,
knowledge about the entity, its good name in sggiet

= control, which means the capacity of an entity itam the future
economic benefits form the given asset and redtietaccess of
other entities/people to these benefits (based ioendes,
copyrights, treaties on employees and informatiomfidentiality,
registered trademarks etc.);

= the capacity to bring future economic benefits maglude
revenue from sale of products/services (connected the
intangible asset — the outcome of research and|aawent
activity) or cost savings (introducing more effitieproduction
process, reduction of personnel costs).

An intangible asset can be recognized in the belasceet —
capitalised — if it meets, apart from the defimticharacteristics, also the
following recognition criteria that consist in e probability that the
future economic benefits will flow to the entityndh (ii) the reliability of
the measurement. And for the internally generat¢gingible assets, i.e.
results of R&D, here lies a risk and IAS 38, theref introduces
additional and more detailed rules distinguishimg tresearch from
development phase.

2 How and when to recognize resear ch and development
in the financial statements

IAS 38 defines research as original and plannedestigation
undertaken with the prospect of gaining new sdienand technical
knowledge and understanding, and as examples ednas activities the
Standard mentions activities aimed at obtaining nkmowledge;
searching for, evaluating and finally selecting laggions of research
findings; looking for alternative materials, dews¢ce@roducts, processes,
systems or services; and formulating, designing fmally selecting
possible production alternatives. In the contextFd®S, the main point
when considering research is the fact that althatghe is no question
about the usefulness of research for the entitigaificantly high risk
stems from the inability to fulfill the criterionfoprobable future
economic benefits; in other words, the probabilihat the future
outcome of current research activities will britg tentity positive cash
flows to cover all the expenditures incurred durthg research phase.
The risk is huge, Prochazka (2011) describe rekeantivities as
“experimental with unpredictable results”, and, rdfere, IAS 38

13



Vasek, L. — Filinger, M.Influence of Internally Generated Intangible Assets
on Financial Statements Prepared in Accordance VAHERS.

requires all expenditures on research to be resednand disclosed as
expenses reducing net income when incurred. Anitategation of these
expenditures and their presentation in the statewfeiinancial position
is forbidden regardless of the nature of the exjtered— it can be wages
and salaries, purchased external services, vacoasumed materials as
well as specific equipment used over a longer pesidime.

IAS 38 defines development as the advancing or razbah research
stage, in particular the application of researchdifigs or other
knowledge to a plan or design for the new or sultistly improved
materials, devices, products, processes, espedigigre the start of
commercial production or use. According to the 8&ad, development
activities include the design, construction anditgsof prototypes and
models in their pre-production/pre-use phase; tegt of tools or forms
involving new technology; the design, constructenmd operation of a
pilot plant that is not of a scale economicallysieée for commercial
production. As such development has more specifaracteristics and
under the ideal conditions should lead to the meabf commercially
feasible product/service. The probability of fute@@nomic benefits and
cash flows to the entity from the results of thevelepment phase is
already higher in comparison with the researchestayl the recognition
of an intangible asset is essentially expected. thetbasic principle is
further complemented by other rules and an entitystmmeet all six
following requirements in order to recognise andasuge the intangible
asset (development cost):

1. the technical feasibility of completing the intabigi asset is such
that it will be available for use or sale;

2. there is an intention to complete the intangiblseagnd use or
sell it;

3. the entity is able to use or sell the intangibleetis

4. the entity can demonstrate how the intangible asgkegenerate
probable future economic benefits; it can demotsstréhe
existence of a market for the output of the intalegasset or the
intangible asset itself or, if it is to be usedemmally, the
usefulness of the intangible asset;

5. adequate technical, financial and other resour@esinplete the
development and to use or sell the intangible amsetvailable;
and

6. the entity is able to measure reliably the expeméiattributable
to the intangible asset during its development.
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To put it simply, the requirements force an entdyprove that the
outcome of the development will provide cash inffowYet the
requirements are not completely objective, to widlependent of the
entity and its management. Fulfillment of requiremn€2) depends on
stated and declared management intention suppbyted business plan
and strategy. Requirements (3), (5) and (6) depentthe character of the
development activity as the development of a dnayy car or antivirus
program differs with respect to a possible reguiafgermission prior to
the commercial feasibility as is the case for dragsl the financial
position of an entity, its health, availability ofvn resources or ability to
borrow necessary resources (so called entity-gpecibnditions); if
necessary, this can be supported by various prem@seyrant a loan.
Requirement (4) is in a way quite restrictive asfutifillment is linked to
the test of assets’ carrying amounts, or cash géngrunits as defined by
IAS 36, i.e. include the potential intangible adsetn development, or its
future impact in the projection of discounted cstvs.

This individualistic character and entity subjeitfivmpose demands
also on auditors when auditing the financial staet®s to check whether
the entity chose the approach satisfying the requénts and whether it
(i) does not caplitalise still risky intangible ats which are not allowed
to be capitalised and the entity’s intention i9&overly optimistic in its
expectations and so postpone the potential losgesfuture periods or,
on the contrary, (ii) does not capitalise intangibksets due to excessive
caution despite the fact that the completion ofettgyment and its future
usefulness is rather probable. Under IFRS, anyeh&s no choice and
simply has to capitalise development costs as smothe requirements
are met. Of course, past experience and a suctpssviously completed
development do play a role.

The ability to clearly divide the research phasemifrinto the
development phase lies at the core of capitalisat®S 38 defines R&D
and at the same requires research phase expesditube recongised as
expenses and vice versa development phase expesditube capitalised
as an intangible asset once the specific requiressnare met. While
research and development phases are broader texealsto represent
certain time periods, R&D is more or less linked ttee activities
themselves. Research phase is usually longer tieresearch itself and
continues into the period of development activit@s long as the
requirements are not yet fulfilled and the devetbjpeoject cannot be
seen, with high enough probability, as economicaifjple for the future.
The development phase can also extend into thedgafter commercial
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start when the development results are still “timeed” e.g. as a response
to customers’ reactions. Certain risk for both actants and auditors
when choosing the right accounting approach ligbénfact that an entity
and its employees can already see the activitieeaslopment while for
IAS 38 they are still only in the research phakanlentity cannot clearly
distinguish between the research and developmexgeplt must treat all
relevant expenditures as if incurred in the redegsbase only and
expense them immediately.

3 Measurement of research and development based on
historical costs

Proper identification of the development phase &mal following
fulfillment of requirements for the obligatory ctgdisation play also an
essential role in the correct measurement of the ineangible asset. An
entity shall not capitalise expenditures that halready been expensed.
Expenditures to be capitalised need first to saadfIAS 38 requirement;
the focus of attention is on periods when expenetare first recognised
as expenses and only then all the requirementsnate and the entity
comes with an idea to capitalise the expenditurgsiiag that it anyway
all happened within the same accounting periods Tdpproach goes
against IAS 38. Moreover, these expenditures ntigive been disclosed
as expenses in the interim financial statements vaitid respect to the
continuity of accounting periods they cannot sudiglbe capitalised.

Capitalised development cost recognised as parthef cost of
internally generated intangible asset comprisesdiadictly attributable
costs necessary to create, produce, and prepaesskeeto be capable of
operating in the manner intended by management; 38 Supplements
this general definition with examples mentioning. ecosts of materials
and services used or consumed in the developmests of employee
benefits arising from the development or fees wister a legal right.
Internally generated intangible asset can alsorbhec qualifying asset in
which case the borrowing costs (interests and feas3titute an element
of its cost in accordance with IAS Bdrrowing Costs.

In comparison, the following items cannot becomegonents of the
cost: selling, administrative and other general rogad expenditure
unless this expenditure can be directly attributepreparing the asset for
use, any inefficiencies and initial operating Iessecurred before the
asset achieves planned performance as well as d@ixpenon training
staff to manage or operate the intangible asset.
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As soon as the development phase is finished andn#ty starts
using the outcome recognised as an intangible dsseits business
activities — producing and selling new product®viting new services —
the amortization period usually begins. For the disetion purposes,
IAS 38 distinguishes:

= intangible assets with finite useful lives that amortised —
usually using the straight-line method — over gtineated useful
lives determined by economic and legal factors; and

» intangible assets with indefinite useful lives thate not
systematically amortised but annually tested ed&ymonths for
impairment.

The outcome of the development belongs usuallfedfitst category
and in most cases a finite useful life can be estoh determined
especially by the expected selling period of the peoduct.

4 Are Requirements on Presentation and Disclosure
Sufficient to provide Useful Infor mation?

The conceptual framework for financial reportingséa on IFRS
specifies the so called qualitative characteristiob accounting
information whose fulfillment ought to ensure thptesented and
disclosed information is useful for the users dr@rteconomic decisions.
For detailed explanation of individual charactécstsee Vasek (2012).
Information about R&D is definitely highly relevartboth with respect
to the related risk and potentially high rewardsase the entity succeeds
— for the users and it is perfectly adequate to ateimadditional
information on the impact of connected transactiams the overall
entity’s financial situation and performance. Frothe enhancing
characteristics, comparability is to be mentionddwang the users to
compare presented information in time and betweaeividual entities,
which increases the usefulness of such informdbolecision purposes.
In this context, presentation and disclosure diffetween companies and
there are both subtle and noticeable differencélsaim actual reporting.

It is quite evident that assessing the existenceresfearch or
development for the IFRS purposes is not an eastemaowever, this
fact is not adequately reflected in the requiremdat disclosure in the
financial statements, namely in the notes sectim.entity has one
crucial obligation to present the amount of R&D emgitures recognised
as expenses during the period; this amount doese®ut to be presented
directly on the face of the statement of compreivenscome, disclosure
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in the notes is enough. Even though IAS 38 doeduntiter elaborate on
the issue, the presented amount is to be the syjnR&D expenditures
incurred during the given period and not capitaliss the requirements
have not yet been met, and (ii) previously incuriat capitalised
expenditures amortised during the presented perfgaproaches of
individual companies differ and not all the pres¢ions fully comply
with the IAS 38 obligation, which somehow redudss above mentioned
comparability. The following approach is used ire ticonsolidated
financial statements of SKODA AUTO, a. s. that iggised in its income
statement for 2012 R&D costs amounting to CZK 7,84ilion out of
which CZK 4,848 million are non-capitalised restaand development
costs and the rest are, therefore, amortisationimpairment losses of
development costs. In comparison, UNIPETROL, gresents in the
notes to its consolidated financial statements20t2 an item called
“Research costs” in the amount of CZK 10,514 thodsdowever, the
amount of costs recognised as expenses or total R&Rs are not
disclosed. Yet, there is no question about thetexé® of capitalised
development costs and their amortisation over #rmog of four years.
Sanofi presents directly in the income statememt 3012 an item
“Research and Development Costs” of EUR 4,922 omllivhich includes
only non-capitalised R&D costs. Capitalised develept costs are
hidden within the set of intangible assets and tlespective amortisation
and no detailed information about their size isvjated.

Further information disclosed in the financial staent already refers
to intangible assets in general and the reconoiiabf their values.
Information is provided for individual classes thH&S 38 defines as
groupings of assets of a similar nature and usanientity’s operations.
Capitalised development costs do not need to ben@ependent class
even though it is definitely to be considered. SKOBUTO, a.s.
classifies development costs into two classesafpjtalised development
costs of manufactured products and (ii) capitalidedelopment costs of
products under development; the reconciliationgdbt the opening and
closing balances thus shows the amount of newljtaleged costs or the
amounts transferred between individual classes whetevelopment
phase is completed. In comparison, UNIPETROL, airgludes
capitalised development costs within the remainolgss under the
heading “Other Intangible Assets”, so there is mtailled information
about the changes in their values over time. Smaifgproach is adopted
by Sanofi. And slightly different approaches coh&ldiscovered in many
other financial statements prepared in accordanite RS, which
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further stresses the importance of maximum caumth when checking
this area in the financial statements and when renguthat all the
relevant requirements are met.

Fulfilling the requirements for the capitalisatiohdevelopment costs
impacts not only the statement of financial positimcome statement
and the notes, but also the statement of cash fltawsnore details see
IAS 7 Statement of Cash FlowExpenditure recognised as cost of an
internally generated intangible asset is classifrethe statement of cash
flows within thecashflow from investingactivities(Vasek,2006a,2006b),
while non-capitalised expenditures from both reseand development
phases are recorded within the operating activifiaken from an entity’s
point of view and its financial management, the islen on the
development phase and the obligatory capitalisatioexpenditures can
be influenced by the current level of “CAPEX” omptal expenditures.

To achieve higher level of comparability and, & same time, to end
the recurrent discussions — within the entity amieen the entity and its
auditors — whether or not to capitalise the exgeneliincurred during the
development and whether or not all the requirembate been met, all
that needs to be done is a minor change in IFR@doncile them with
the already for long time existing rules and regates of U.S. GAAP. As
stated above, there is a fundamental differencevdmst IFRS and U.S.
GAAP in the area of R&D as U.S. GAAP requires alpenditures
incurred in the research and development to be uhratedy recognised as
expenses and thus forbids any kind of capitalisaf\dasek, 2005). For
example 3D Systems Corporation, that recently fedutgs long-term
business activities on the more and more discus3@d printing
technology and its use for private and industryppses, presents
research and development expenses amounting to 23303 thousand
in 2012, with a year on year increase of 62 pergemomparison with
2011 and 216 percent with 2010. Looking at both,operating income
and total income together with highly positive cdisiwv from operating
activities, the company seems to be doing wellyetdt must satisfy the
strict and categorical requirement forbidding aapitalisation.

Since 2002 IFRS and U.S. GAAP have been part ottm¥ergence
process and intangible assets together with thearels and development
represent one of the issues to be tackled. Nevesthen December 2007
any common reconciliation activity — that wouldalstroduce a unified
approach to research and development — was intedignd until now
has not been resumed. And that is why there willl Is¢ differences
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between financial statements prepared in accordaitbelFRS or U.S.
GAAP, which goes against the goal of worldwide canapility.

Conclusions

Research and development represent a very compéex & financial
reporting based on principles and requirementt@rhational Financial
ReportingStandardbecausé addresses entities’ internal activities whose
outcomecanbeeventuallyrecognised as an internally generated intangible
asset. Companiesinvolved in so distinct industries as mechanical
engineering, pharmaceutical industry, software engineering or
petrochemical industry invest considerable sumsnohey to gain new
knowledge which could be further used in their basg activities.
Sometimesheyare successfulit other times their efforts are fruitless and
theymuststartall overagain — search somewhere else and learn something
new. In any case, their activities are connectat @xperimental risk and
an uncertainty about the potential outcome andretbee, the IFRS
accounting rules are cautious and very careful. rigitto such an extent
as U.S. GAAP accounting rules that are still coasablly stricter.

Since IFRS require the capitalisation of expendguncurred during the
development phase once all the specific requiresrard down in IAS 38
are fulfilled, entities have no choice but to digtiish between research
and development and assess the technological fi@ggsimd commercial
viability of the development outcome. And becaube tssessment,
whether or not these requirements are met, is lyedependent on the
entity and its management, there is room for egsimanagement as
pointed out by Welc (2011) in his research papeextreme case, certain
level of unlawful conduct in accounting can be ¢desed (Molin, 2012).

Comparability of information about research andelepment provided
in the financial statements of various companiefaisfrom perfect as
demonstrated by the excerpts from real companiesh€ial statements —
discrepancy in the terms used causes uncertaioiyt dfte meaning of the
disclosed items — and certain clarification of tequirements would be
quite useful for improving the presentation basedIlERS. A possible
alternative for IFRS is to move in the directionlbs. GAAP, not for the
first and definitely not for the last time, to dissv development costs
capitalisation and to recognise them as expenses witurred as is the
case with research costs. Incidentally, this ie #ie approach adopted by
the IFRS for SMEs. So simple and straightforwaret, 3o efficient and
comparable.
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Influence of Internally Generated I ntangible Assets on
Financial Statements Prepared in Accordancewith IFRS

Libor VASEK — Marek FILINGER

ABSTRACT

This article looks at the very intricate and higltgntentious issue of
internally generated intangible assets as presemedhe financial
statements prepared under IFRS, with a specialsfacuresearch and
development. In the first section, intangible asset defined and then
further classified as either purchased or inteyna@énerated; crucial
distinction when choosing the right approach. Teeosd section deals
with research and development in a greater detdilpgovides not only a
number of answers, but also raises several keytignese.g. the question
of objectivity and possible earnings managemenitdigection is devoted
to measurement issues and in the last sectioretaer finds excerpts
from financial statements of different companiesfrvarious industries
which illustrate the fact that some useful inforimatis clearly missing.
The conclusion suggest an easy, yet very efficodution in tune with the
ongoing convergence process between IFRS and LABPGnhamely to
move IAS 38 in the direction of U.S. GAAP and torbid any
capitalisation of development costs.
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