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INTRODUCTION

"I'11 tell you how I came to think of
it," said the Knight. "You see, I said to
myself, 'The only difficulty is with the
feet: the head is high enough already.'
Now, first I put my head on the top of the
gate--then the head's high enough--then 1
stand on my head--then the feet are high
enough, you see--then I'm over, you see."

"Yes, I suppose you'd be over when that
was done,™ Alice said thoughtfully; "but
don't .you think it would be rather hard?"

"I haven't tried it yet," the Knight
said gravely: "so I can't tell for certain--
but I am afraid it would be a little hard."

Through the Looking Glass

There are at least two general economic
concepts which are quite fundamental to the practice
of accounting, the concept of periodic income and
the concept of wealth. From an economic point of
view, income is devoted to consumption expenditure
and saving while the term 'wealth' implies a store
of real assets. Income is a flow through a period
of time; wealth is a stock as at instant of time.

The aim of accounting practice is to measure periodic
income, to show its disposition and to show the effect
of retained income upon wealth.

In displaying changes in wealth the balance

sheet is used as a devise and assets appearing on it



may be conveniently divided into three main categoriesg
Real or Physical assets, Deferred Expenditure (benefi-
ting the activities of future accounting periocds),

and Intangibles. It is the third of these categories
which is the main concerm of this paper.

There are however few implicit assumptions
that need to be stressed in this connection, First,
that the same accounting method is being consistently
employed; second, that accounting is made for a
continuing entity with definite and limited boundaries;
third, that money is a stable store of value. These
are nécessary if accounting measurements are to be
objectively reliable,

The central theme of this thesis is to
make a systematic study of the economic significance
of the special accounting treatment to which intan-
gibles are subjecteds The argument is developed on
the following lines.

Intangibles are treated in accounts in a
special way. They are assumed to be of a very doubt=
ful character and consequently they are writteﬁ-off
in a short period of time. The treatment of intan-
gibles in éccounts manifests itself in certain and
measurable economic phenomena such as the liquidity

position of the firm, the pricing policy of public



utilities, the business cycle and the valuation of
national wealth.

In this thesis no reference is made to quan-
titative wvalues except in so far as they illustrate a
point or strengthen an argument. This however, does
not mean at all that such an analysis is not possible,
only it is outside the scope of the present endeavor.
It isrthe aim here to show effects in theory rather
than in actual application.

The extent of the effects may be small or
insignificant as to have no material influence on the
economic conditions of the community. In most probabi-
lities this would be the situation; yet it is the
writer's conviction that the attempt is worth the effort.

An apology is due at this stage. Reference
to English accounting procedure is very frequent, and
only occasional reference is made to American practice.
In no way does this underestimate the reliability or
value of the latter; it is only the writer'!s longer
acquaintance with English practice and the fact that
any procedure will serve the purpose of this analysis
that set the limit of the enquiry in regard to the
accounting treatment of intangibles.

As it is in the purpose of the thesis to dis-

cuss intangible property, it seems essential to define



L

the term and to study the bases upon which assets are
classified into intangible and tangible.

In accounting literature many attempts at
defining the term are made, each accountant defining the
term with a special concept in mind. Howewer, if a
careful study of the many definitions given be made,
it would obviously show that special criteria served
as the motive behind the definitions.

To understand clearly what is meant by the
term, and to formulate a definition that will be used
consistently throughout this thesis, a critical approach
to the many current definitions and conceptions of the
term and the underlying principles and criteria would
be appropriate.

Physical Existence as a Criterion

One of the bases for distinction between
tangible and intangible property which is most commonly
employed, is the materiality of the property in question.
Thus intangibles are sometimes defined as ".... those
items of property whose values do not exist in, or not
represented by, things capable of being touched, weighed,
handled, and measurcd in terms of physical units. Good-

will, trade-marks, patents, copyrights, franchises, etc.,

are included."(1l) Spicer and Pegler classify assets

(1) Yang

Je«M., Goodwill and Other Intangibles (New York:
The Ronald Press Company, 1927), Dek.



into tangible and intangible but include in the latter
sundry debtors. "Assets are also classified as tangible
or intangible, the former comprising those assets

which can be touched (Latin tangere--to touch), e.g.,
stock, cash, plant, etc., and the latter, those assets
which have no physical form, e.g., goodwill, patents,
sundry debtors, etec."(2) A survey of definitions will
show that receivables, securities, contracts and orga-
nization expenses are sometimes included in the one,

and sometimes in the other class. Organization expenses
are sometimes denied the qualification 'asset', and are
classified under a distinct heading to denote that they
are merely deferred charges. Pickles and Dunkerley
classify preliminary expenses of a limited company

as fictitious assets.(3) This classification is especially
true when the organization expenses are small in value.
Holmes lists as intangible assets, copyrights, formulas,
franchises, goodwill, leaseholds, licenses, patents,
trade-marks and trade-names (4) and excludes receivables,

securities and organization expenses.

(2) Spicer, Ernest E. and Pegler, Ernest C., Bookkeeping
and Accounts (London: Pitman & Sons, Lt&., 1950),p.27.

(3) Pickles, William and Dunkerley,G.W., Accountanc
(London: Pitman & Sons, Ltd., 1951), —l——lp. 3he

(4) Holmes, Arthur W., Auditing Principles and Procedure
(Chicago: Richard D, Irwin, Inc., §§§I), Ppe LLB, 4,50,

452, 45k, k55, 456, 457



The cause for the difference in opinion
regarding the definition of the term when the same
criterion is employed, seems to rest in the meaning
of the criterion itself, Some conceive of the term
'material property? as comprising assets that have
a separate and independent physical existence, that
can be seén, touched or handled. Some other writers
use the term to mean such property having a separate
physical existence and rights to receive such property
in the future, thus including receivables, contracts
and securities. Among accountants using the term in
the fofmer sense are Spicer and Pegler, while Holmes,
Yang and Hatfield use the term in the latter sense,.(5)

Reglizability as a Criterion

As far as accountihg practice is concerned,
securities and receivables are treated as tangible
assets because they represent enforceable rights whose
value is normally realizable in money. In this treat-
ment there is an implicit assumption that tangibility
depends not so much on materiality as it depends on
liquidity and certainty of the value of the asset.
Taking this as a basis for classification Carter defines
intangibles as ".... those the real value of which may
be exﬁremely doubtful and might quite conceivably be

(5) Spicer and Pegler
Yang, loc. cit,; fia ield, Henry Rand, Accounting: Its
Principles and Problems (ﬁew York: D. Appleton and

ompany, 9y Pe

g%. cit., ps 27; Holmes, loc. cit.,
ti



nothing, such as Goodwill, Patents and Trade-marks, or
items which are merely debit balances not written offM6)
Furthermore Carter uses the terms Intangible and Ficti-
tious interchangeably;(7) Pickles and Dunkerley classif
assets into tangible and intangible but make special
emphasis ".,.s that the latter are not necessarily
fictitious. Goodwill, for example, provided it is
represented by actual value, is definitely a fixed
asset, not withstanding its intangibility." (8)

However, if liquidity and certainty of value
be taken asthe criteria for classification of assets,
new problems would unavoidably arise. Taking as an
example a highly specialized fixed asset which, other
things being equal, is not marketable, it would be
difficulty to classify it as a tangible asset. The valwe
of this and of similar assets is so closely attgched to
the business 1itself, that realizability #ould not serve
as a good criterion for its classification. Furthermorg
one might congeive of cases where trade-marks or trade-
names, which are representative of intangible assets,

can be objects of independent valuation and might command

(6) Carter

Roger N., Advanced Accounts (London: Pitman &
Sons, Ltd., 1950},%‘."2."' T

(7) loc, cit.

(8) Pickles and Dunkerley, loc. cit.



immense value on the market.

Assipnability as a Criterion

Accountancy is a tool of management and hence
when a certain asset is classified as intangible, it
should be so designated Because of the managerial con-
venience resulting from such designation,

The assignability of costs to individual items
of property has been suggested as a basis for classifi-
cation of assets into tangible and intangible., This
proposal looks on the classgification itself as an attempt
to assigh the total value of a business to the individual
items of property comprising the business. Thus freight
and installation costs are charged directly to the asset
or assets installed. Such costs as cannot be assigned
to a special physical property would form part of the
intangible assets. Costs incurred in promoting an
organization, especially when the costs are high, are
treated as intangible assets. As Yang buts 1t, Miane
intangibles are the residuum, the balance of the legi-
timate values atéaching to an enterprise as a totality,
over the sum of the legitimate values that are assignai
ble to the specific items of material property." (9)

There are special problems attached to the

(9) Yang, op. cit., p. 6.



valuation of the so-called intangible assets and
therefore they are subject to a speclal accounting
procedure described in detail in a later chapter,

Definition of Intangibles

To avoid the wide difference of opinion
regarding the definition of the term and to provide a
useful basis for discussion, the following operational
definition formulated by the American Institute of
Accountants will be adopted and consistently followed
throughout this paper.

"Intangible assets are defined as meaning
patents, copyrights, secret processes and formulas,
goodwill, trade-marks, trade~brands, franchises, and
other like property." (10)

For the logical sequence of the argument, the
thesis is introduced by a chapter on some individual
items of intangible property, a chapter on their economic 3
characteristies and a third on accounting procedure and
theory. The last three chapters are concerned with the
economic implications of the treatment of intangibles in

accounts,

(10) American Institute of Accountants, "Report of Committee

on Terminology", Journal of Accountancy, XXXV (1922),
466+ Quoted by ﬁatTTeId, loc, cit,
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CHAPTER T
SOME INTANGIBLE ASSETS

In this chapter an attempt is made to trace
the development of the meaninz of the more common forms
of intangible property and to formulate or adopt defi=
nitions of individual items of such property.

As it is the opinion of the writer that the
accounting treatment of individual items of peoperty,
although varied, bears the same significance when
considering its effects on the individual firm or the
economy as a whole, establishment of relationships as
between goodwill and the rest of the intangible items
discussed below is attempted.

A+ GOODWILL

The term 'Goodwill?! has gradually grown up
with the growth of industry and trade. In ite simplest
forms, the term relates to the good repuration of the
entrepreneur, as an efficient and honest worker, and
to the advantageous location of a store convenient to
customers. However, it was not recognized as an asset

in courts until the year 1743. (1)

(1) Dawson, Sidney Stanley, The Accounitant's Compendium
(London: Gee & Co., 19047, p. 190.
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The earliest reported legal definitioh is
probably that of Lord Eldon in Crutwell v. Lye in the
year 1810, "Goodwill", says Lord Eldon, "is nothing
more than the probability that the old customers will
resort to the old place." (2) In this case however, the
business was that of a transport agent, where the value
of goodwill depended basically on location. Some years
later, Vice=Chancellor Wood in the casé of Churton v.
Douglas interpreted the definition given by Lord Eldon.
He said: "Lord Eldon did not mean to confine the rights
involved in the term goodwill to the advantage of
occupyingrpremises to which customers were in the habit
of going. Goodwill must mean every advantage, (affirs-
mative advantage, if I may so express 1it, as contrasted
with the negative advantage of the vendor not carrying
on the business himself) that has been acquired by the
old firm by carrying on its business, everything
conneected with or carrying with it the benefits of the
business." (3)

In the case of the Commissioners of Inland
Revenue v. Muller, Lord Macnaghten defined goodwill as

a "es.s thing easy to describe, very difficult to

(2) Quoted by Cropper, L. Cutberth, Accounting (London:
MacDonald and Evans, 1937), p. 62,

(3) Quoted by Dawson, loc. cit.
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define., It is the benefit and advantage of the good
name, reputation, and comnection of a business. It
is the attractive force which brings in custom. It is
the one thing which distinguishes an old-established
business from a new business at the first start....
For my part, I think that if there is one attribute
common to all cases of goodwill it is the attribute
of locality, for goodwill has no independent existence.
It cannot subsist by itself. It must be attached to
a business. Destroy the business and the goodwill
perishes with it, though elements remain which perhaps
may be gathered up and be revived again." (4)

The stress in these early legal concepts of
the term was primarily on the advantages derived by a
business from location of the store and the good
reputation of the entrepreneur.

Definition of Goodwill

Many attempts at definition of the term have
been made, and the definitions have greatly varied not
only in their wording but also in their intent., Defi-
nitions were given restricting the meaning of the term
to the advantageous location of the business or the

good reputation of an entrepreneur, The definition

(4) ibid., p. 191.
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given by Lord Eldon in Crutwell v. Lye in 1810 is a
good example of the narrow conception of the term,
Other broad definitions were given which rendered
the meaning of the term vague. The definition given
by Dr. Johnson, an executor of a brewer, is so formu-
lated to include every possible potentiality to make
profits. He said: "We are not here to sell a parcel
of boilers and vats, but the potentiality of growing
rich beyond the dreams of avarice." (5)

Hatfield restricts the meaning of the term
| to the established connections of the business.
"Goodwill, which may be taken as the typical form of
intangible assets, re-presents the value of
business connections, the value of the probability
that preseﬁt customers will continue to buy in spite
of the allurements of competing dealers." (6) The
same attitude has been held by Justice J, Warington
in the Hill v. Fearis case. To him " The goodwill
of a business is the advantage, whatever it may be,
which a person gets by continuing to carry on, and

being entitled to represent to the outside world that

(5) ?uoted by Whithers, Hartley, Stocks and Shares
London: Elder & Co., 1911), p. 73.

(6) Hat{igld, Accounting: Its Principles and Problems,
Pe .
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he is carrying on a business, which has been carried
on for some time previously."(7)

Pickles and Dunkerly, while recognizing the
difficulty of the appraisal of the term hold the same
view and define the term as "an intangible, but not
necessarily fictitious, asset representing the value--
however difficult its appraisement may be--to its own-
er of benefits arising from the business in question,
such as the sole right tc enjoy the profits of the
business, and where goodwill has been gcgquired, the
sole right of succession to the advantages of the busi-
ness which have been built up in the past." (&)

Couchmann(9) and Guthmann(10) both relate
goodwill to the value of the business as a whole, and
hold that whenever a business in toto is worth more

than the total of the individual items of property

(7) Warrington, J., in Hill v. Fearis (1905), 1 Ch.
466. uoted by Spicer and Pecler, Bookkeeéping and
Accounts, p. 152.

(8) Pickles and Dunkerley, Accountancy, p. 624.

(9) "It is that value more or less intangible and
indefinable which causes any business to be con-
sidered worth more than the investment which it
represents."” Couchmann, Charles, The Balance Sheet,
(New York: The Century Co. 1924)

(10)" The capitalized value of earning power in excess
of the normal return on the net investment in tan-
gible property.™ Guthmann, Harry G., The Analysis
of Financial Statements, {New York: Frentice Hall

nc., 1935), p. 1k5.
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represented by net worth, the business would have
an element of goodwill in it.

Grunsky and Grunsky limit the term to one
aspect of intangible values, namely, competition.(11)
Other writers recognized the variable nature of good-
will and held that "the precise content of goodwill
will vary with the particular business."(12) A
similar concept of the term, is the definition of
Lord Justice Lindley in one of the English cases.

He said: "Goodwill regarded as property has no mean-
ing except in connection with some trade, business

or calling. In that comnection I understand the work
to include whatever adds value to a business by reasm
of situation, name and reputation, connection, intro-
duction to old customers, and agreed absence from
competition, or any of these things, and there may

be others which do not occur to me"(13)

(11) "It represents the intangible element of value
in an ordinary business and is applied generally
in those cases where there is competition with
other like business ventures." Grunsky, Carl
Ewald and Grunsky, Carl Ewald Jr., Valuation,
Deprecigtion and the Rate Base (London: John

iley ons, (), Ps <7

(12) Cropper, loc. cit.

(13) Quoted by Kester, Roy B., Accounting Theory and
Practice, (New York: The Ronald Press Co., 1018),

) AL




16

Conclusion

The term 'Goodwill' is a master valuation
account covering many different intangible elements
of value and consisting of a combination of one or
more of these elements depending on the type and
nature of the individual business undertaking. These
intangible elements of value grow out of all kinds
of past efforts in an attempt to make profits, usual-
ly protected under various names and include such
attitudes as friendship which involves recognition of
a person's ability, habits formed upon the constant
recurrence of such favorable judgmenQ or choice in
the form of patronage of customers, locational benefits,
good credit, established connections, trade-marks and
trade-names, personal integrity of the entrepreneur,
patent rights, organization, current contracts and
agreements and the like.

B. Trade-marks and Trade-names

The use of tradkmarks dates back to the very
earliest times. Various inscriptions and bricks bear-
ing names were found dating back to early Egyptian and
Greek times, and such marks continued to be in use up
till the present time. Even protection against imita-
tion and infringement of such marks was granted as

early as 1512 by the Council of Nuremburg. The decree



17

of the said council provides, "Whereas, a certain
foreigner, who sells engravings under the Council
Chamber, has, among others, certain ones bearing the
signatures of Albert Durer therefore, it is ordered
that he shall obliterate all such signatures, and
keep no more such engravings in future, and if he
shall neglect so to do, he shall be brought before
the Council of fraud....An edict of Charles V of

May 16, 1544, concerning Flemish tapestries, provid-
ed that 'any master workman who makes or causes to be
made any such tapestry, shall work upon one end and
upen the bottom of the said tapestry o mark or symbol,
and such signs as the city may require, that it may
be known by the said marks of what city and of what
master the said tapestry is a product."(14)

However, no adequate relief against infringe-
ment was granted by English Courts until 1838 and in
New York state not until 1845.(15) Since the year
1875 the right of using trade-names was regulated in

England, first under the Trade Marks Registration Act

(14) Rogers, Edward S., Good-Will, Trade-Marks and
Unfair Competition (Chicago: A. W. Shaw Company,
19197, p. 39.

(15) ibid., pp. 47, 48.
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of 1875 which was reviewed and ammended. The act now
in force is the 1905 Trade-lMarks Act. In the United
States of America, the use of trade-marks and names
is regulated by the statute of February 20, 1905.

In the case of Larabee v. Lewls, Justice
Crawford defined a trade-mark as "the name, symbol,
figure, letter, form, or device used by a manu-
facturer or merchant to designate the goods he manu-
factured or sold by another, to the end that they
may be known in the market as his, and to secure such
profits as result from a reputation for superior skill,
industry or enterprise."(16)

The name of an individuwal may be registered
as a tradmark. However, registrztion is not neces-
sary for its validity; it only provides firm legal
evidence in case of infringement. "A name so used is
called a trade name."(17) The only legal difference
between a trade~mark and a trade-name is that tle

fermer applies to a product while the latter applies

(16) Larrabee v. Lewisg, 67. Ga.562, 563. wQuoted by
Yang, Goodwill and Other Intangibles, p. 57.

(17) Leake, P.B., Commercial Goodwill: Its History,
Value, and freatment in Accounts (London:
itman & Sons, Ltd., 19 , Po 11.
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to a business.

A difficulty arises where the surname of an
individual is used aé a mark for goods produced by him.
In the case of Brinsmead v. Brinsmead, it was held by
the judge that the defendant "Brinsmead could not be
restrained at the instance of the plaintiffs from
putting his own name on pianos made by him, although
the fact of his doing so might bring him some advan-
tage in connection with the sale of the pianos made
by him in consequence of his surname being the same
as that of the plaintiff firm."(18)

Although it would seem as a matter of first
impression that the name of a person is as good a
distinctive mark as anything, yet names that are very
common would present endless di fficulties, and it
would not he fair at all to restrict one's use of his
own name. The case of Brinsmead v. Brinsmead is a
good example of a possible difficulty.

Geographical names also are not very die-
tinctive and present practically the same problems
that are presented by the use of personal names as

trade-marks.

(18) 29 T. L. R. 706, C. A. (1913) Quoted: ibid.,
P. 12,
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The Supreme Court of the United States has
adopted the following definition, similar to the
definition given by Justice Crawford in the Larrabee
v. Lewis case. "A trade-mark it a word, letter, device
cr symbol or scme combination of these used in con-
nection with an article, and either inherently or by
association pointing Adictinctly to the origin or
ownership of the article to which it is applicd.m(19)

There is no much difference of opinion on
the definition of the term, and definitions given by
English as well as by American courts are similar in
almost all respects.

Relation of Trade-Marks and Trade-Names to Goodwill

"The name is the means by which I am able
unmistakably to fix the good-will 1hich I have toward
this particular article of merchandise. It is not
dependent upon a place, it designates a thing....And
there is no possibility of creating or perpetuating
a good-will without some identifying means."(20) A
trad-mark or name, is the only means by which a con-
sumer can differentiate the various types and qualities

of goods, especially where dompetition as to quality

(19) Quoted by Rogers, op. cit’, p. 75.
(20) ibid., p. 19.



21

is keen, and differentiation between different products
is difficult. On the other hand, it is the only methal
which a manufacturer can employ, to distinguish his
merchandise from other similar merchandise and transmit
the goodwill of his business to the consumer of the
goods to which his trade-mark is attached. They are
"what make goodwill effective."(21)

English Law prevents the assignment of a
trade-mark or trade-name independent of the zoodwill
of the business. (22) The reason for the prevention
of the independent assignability of trade names and
marks is that such assignment might promote decep-
tion of the consumer from the point of view that goods
of a quality completely different from the one already
known by the consumer might be stamped with the mark
or name thus gaining an advantage on the account of
the consumer, while if the business was totally sold,
then there would be reasonable assurance that the same

quality of goods will bear the,same label or mark.

(21) ibid., p. 29.

(22) Article 22 of the Trade-Marks Act of 1905 provides
that "A trad-mark when registered shall be assign-
ed and transmitted only in connection with the
goodwill of the business concerned in the goods
for which it has been registered and shall be
determinable with that goodwill."
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Although it is primarily a part of the good-
will of business, a trade-mark as such might betome
the direct object of valuation especialiy when, in a
complex economic society, the producer becomes so
remote from the consumer that the only recognition
the consumer would have towards the goods would be the
name or mark by which the product is known. In such
cases, the goodwill of the business would primarily,
if not totally, consist of the brand name, other ele-
ments of intangible value being negligible. The loca-
tion of the business and the reputation of the entre-
preneur might be of an insignificant value compared
with the value of the name, by which the product is
known. Examples of this would be the many internation-
ally known brands such as Coca Cola, Arrow Shirts,
Parker Pens, Quink Ink, Palmolive Soap, etc., where
the trade-names themselves are of tremendous value.
The point to stress here would be that the trade-mark
or name used by a business might form a major part of
its goodwill, and therefore the goodwill will be valued
in terms of the name :or mark used.

C. Patents and Copyrights

A patent is an "....exclusive privilege grant-
ed by the Crown to the true and first inventor of a new.

manufacture, or method of making articles according to
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his invention."(23) In England today the patent pri-
vilege is still de jure an act of grace of the Crown -
de facto it is obtained as a matter of right. It
consists of a grant ‘from the government to a patentee
of an exclusive right to use or sell an invention for
a period of time. The duration of a patent is limited
to seventeen years in the United States,(24) and sixteen
years in the United Kingdom(25) at the expiration of
which time this 'exclusive privilege' ceases. A patent
differs from a trade mark in that it gives its possessor
an exclusive right to use a device or sell an article,
while the tradeémark gives its possessor an exclusive
right to use a symbol or a mark to distinguish the
products he sells from other similar products. Anocther
major difference is that a trade-mark, unless consis-
tently used, lapses and the owner's right to it lapses
also; a patent continues to be valid all through the
term of its duration whether it was used or not.

To be patentable, a thing should be new and
useful, and the application should be made by the

person who invented the idea and first disclosed the

(23) Dawson, op. cit., p. 348.
(24) Holmes, Auditing Principles and Practice, p. 450

(25) Patents and Designs Acts 1907, Part I., Section
1-(1); ammended in 1919, section 6-(1).
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invention to the patents office.(26)

"Copyrights are monopolistic privileges,
similar to patents, granted by the government for the
reproduction and sale of printed or otherwise produced
writings, drawings, musical compositions, maps, works
of art, etc."(27)

In the United States copyrights are granted
for a period of twenty eight years and are renewable
once.(28) In the United Kingdom the term of the copy-
right covers the lifetime of the author and an addition-
al seven years, or for forty two years whichever is
longer.(29) The International Convention for the
Protection of Literary and Artistic Wiorks grants a
term which covers the life of the author and fifty
years after his deah.(30) 1In essence, copyrights are

but patents for literary and artistic work.

(26) Pat?ngs and Designs Acts 1907 Part I, Section
L ={1).

(27) Holmes, op. cit., p. 454.

(28) ibid., p. 454.

(29) Dawson, op. cit., p. 95.

(30) International Convention Revising the Berne Con-
vention for the Protection of Literary and Artistic

Works, June 1948, (London: His Majesty's Stationery
office, 1949), Article 7, Section (1§.
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Relation to Goodwill

It seems obvious that a patent affects the
supply of a commodity only, and in this respect does
not have any direct relation to goodwill. However,
when the patent enables a business to be the sole
seller of a particular commodity for a number of years,
habits will be formed by the consumer to the effect of
fostering the goodwill of the business. The associa-
tion of the patented product with the trade mark under
which it is sold will be so close as to suggest the
same thiﬁg to the consumer. Other similar products
manufactured and sold under other trade-names or marks,
after the expiration of the patent's term, normally
suggest to the average consumer, inferior quality goods

The reputation which the patentee aéquires
during the term of his patemt. is an element of good-
will; yet, there is a major difference existing bet-
ween goodwill and a patent. The fomer is primarily
based on competition; goodwill is possible only when
the consumer has the freedom to choose between alter-
native products. Once such freedom ceases to exist,
goodwill can in no way be present. On the other hand,
a patent suggests exclusion, and hence cannot co-exist

with goodwill. It adds value to good-will after the
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expiration of the term of its existence.

D. Going - Value

"Going value may be defined as the value
created in connection with the gradual development of
the business during the post-opganization and post-
construction period. It represents the sacrifice of
return incurred by utility owners through the invest-
ment of capital in physical plant necessarily cons-
tructed in advance of its full utilization by the
community, the outlay for maintenance of the surplus
plant while the business is being developed, and the
initial cost of selling service to customers."(31)

The term going value has its origin and ap-
plication in the valuation of public properties, and
is largely restricted to this type of property. It
is an allowance in valuation for losses sustained
during the period preceding the time when the utility
has developed on a paying basis. "Going value is
created by the outlay of cash or the sacrifice of
return in the process of developing the business of

every public utility. Its amount may be measured ap-

(31) Case Studies in Business, "Going Value as an
Element in the Valuation of Public Utility™",
Harvard Business Review, I, Oct. 1922 - July
1923, p. 30Z.
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proximately by an analysis of the costs necessarily
incurred under good management in the process of
developing the business. Compensation for this outlay
must in justice be given to the owners of the utility
either through curfent amortization of the going value
asset, through deferred amortization, or through capi-
talization. The choice of method will depend upon the
nature of the particular utility business and considem-
tion of public policy."(32) In the case of Des Moines
Gas Co. v. City of Des Moines the United States Supreme
Court recognized this element of value in a public
utility. "That there is an element of value in an as-
sembled and established plant, doing business and earn-
ing money, over one not thus advanced in self-evident.
This element of value is a property right and should be
considered in determining the value of the property
upon which the owner has the right to make a fair return
when the same is privately owned though dedicated to
public use."(33)

Other definitions were given, all agreeing as
to the major concept of the term. Thus it has been

decided by U. 5. courts that "The going value of a

(32) ibid., p. 360.

(33) June 14, 1915, 35 Sup. Ct. Rep. 815, Quoted:
ibid., p. 360.
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utility is to be determined only on a basis of off-
setting annually against actual gross earnings all

bona fide operating expenses, including repairs, main-
tenance, taxes, reasonable annual depreciation charge,
and a fair return on the investment, during all the
years since the inception of the utility, provided the
project is properly conceived and an undue period has
not been required to develop the business,on a paying
basis, the amount of excess of annual deficits over
surpluses at the time of the valuation being capitalized
as 'going value'."(34) Grunsky and Grunsky define the
term as meaning "The increment of value which is due to
the fact that a business has been established and brought
‘upon a paying basis."(35)

As to how much this 'increment of value' should
be, is where opinions have been quite at variance. How
ever, individual cases are usually studied independently
and court decisions in this connection depended mainly

on the particular conditions of the utility in ques-

(34) Belleville v. St. Clair County Gas & E,, Co,(III),
P.U.R., 1915 F, 235. Quoted by Morgan, Charles,
Regulation and Management of Public Utlllties
(Cambridge, Massachusetts: Houghton Mifflin
Company, The Riverside Press, 1923) p. 283.

(35) Grunsky and Grunsky, loc. cit.
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tion.(36) It is outside the scope of this thesis to
trace the various developments of the concepts of the
term. The most outstanding of these interpretations
and the relation of going value to goodwill will be
briefly discussed in this chapter.

The Cost-Basis of Valuation

In the valuation of utility undertakings, it
is sometimes argued(37) that the value of a going con-
cern consists of the unexpired capital outlay on the
plant, and that apart from this, no other values exist.
Going value being allowed for when valuing the utility
as an entity. -The capital outlay being computed by

deducting from the cost, adjusted to price fluctuations

(36) In several cases the valuations of going value
actually allowed have been as follows: (H.B.R.
vol. 1, p. 361).

300,000 dollars, where the valuation of other
assets was 2 246 000 dollars. Des loines Gas

Lo. v. Des Moines Supra.

800,000 dollars where the valuation of other as-
setts was 12,000,000 dollars. City gf Denver
v. Denver Unlon fiater Co.,
. City of Denver: U.S. Supreme Court Mar. 4, 1918
l ;OO 000 dollars where the investment in plant
was 500 000 dollars. Re Appalachian Power Co.
West Virginia Public Service Commission, 1919.

(37) Leake, op. cit., p. 105; Justice Savage in

T. Water District v. Maine Water
99 Me. 371, 376. Quoted by Yang, op. cit.,

p. 53
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of the physical property, an annual charge spread over
the estimated life of the equipment in use. It is
contended, however, that the expenses incurred in the
installation of the machinery is included in the
capital outlay.

Going Value and Established Business Connections

A more liberal interpretation of 'going value'
is that it results from having established connections.
According to this view, the term 'going value' is used
to express the capitalized value of early losses in-
curred for the purpose of developing the utility. The
period during which such losses are incurred is termed
by Morgan the 'maturation period'."(38)

Although monopolistic in character, a utility
cannot normally escape this preliminary period of de-
velopment. In the Wisconsin practice,(39) all legitimde
losses incurred at any time are amortized and included
in the valuation of wutilities, for rate-making.

Capitalized Value of Excess Earnings

A third interpretation of the term is based on
the valuation of a utility for public purchase, on the

assumption that rates have already been determined.

(38) Morgan, op. cit., p. 119.
(39) ibid., p. 284.
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attends and characterizes a business as a going industry
and has developed and become attached thereto in the course
of time."(40)
E. Franchises

A franchise is a privilege granted by the com-
munity to a private person or corporation for use of the
public property.(4l) In other instances a franchise
has been defined as "any privilege or right granted by
legislative authority to engage in a particular busi-
ness.'(42)

In ordinary business undertakings, persons are
free to invest their property in profitable business
wit hout a special governmental sanction. Busimesses which
are public in nature, need public recognition, and there-
fore, a special permit to operate. Such a permit or
grant assumes the farm of a franchise.

The economic nature of a franchise varies from
a mere pemit éo construct and operate a business in a
particular locality for a short period of time, to a

practical guarantee of monopoly for an indefinite period

(40) Justice Marshall in leton Water Works v. Railroad
Comm., 154 Wis. 121, 155. Wuoted by Yang, op. cit.,
pe 71l.

(41) Kester, op. cit., p. 355.

(42) Grunsky and Grunsky, op. cit., p. 66.
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of time. The strength of the franchise dépends on the
particular circumstances and conditions existing at the
time the franchise was granted and the provisions and
stipulations of the particular grant.

The value of the franchise, however, is der-
ived from the large earning power of the company ow-
wing it and the prospects for the continued enjoyment
of such high profits. The mere existence of a franchise
does not add value to the enterprise; it is valueless
unless it proves to be a cause for more than normal pro-
fits. If profits are regulated and brought down to a
normal rate, through the regulation of rates charged by
the utility, the franchise will lose its significance
and value. One can conceive of cases where the franchise
may have a negative value.

Relation to Goodwill

In substance, a franchise is a right granted
by a public body to construct, operate and enjoy the
profits derived therefrom. It is only a guarantee to
continue to earn a reasonable rate of income; it gives
its possessor no other advantage. In this sense it be-
comes closely allied to 'going value', which in a sense
is the goodwill of a utility.

This 'Eé no way means that a franchise and

goodwill are similar. They are completely distinct
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from the legal as well as from the economic points of
view. The franchise is only the right to keep good-
will as distinct from goodwill itself. The ascertain-
ment of value in both cases is similar with one ma jor
difference. In the case of a utility competition is
usually protected against, while in private businéss
undertakings the existence of competition may affect

materially the value of goodwill.
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CHAPTER II .
ECONOMIC CHARACTERISTICS OF INTANGIBLE PROPERTY

The accounting treatment of intangible
property does not provide the sole basis for their
valuation or evaluation. Therefore, to complete the
picture and to provide a more solid basis for dis-
cussion, a study of some economic aspects of intan-
gibles together with the source of their value is
attempted in this chapter.

Excess Profits as a Source of Value

Whenevér the net return on the capital in-
vested in the physical elements of an enterprise exceeds
the normal rate of return(l) on that capital, there will
be other elements of value in the same not represented
by the cost of any physical portion thereof. Such
values being apart from the actual investment in physical

properties are usually regarded as intangible values.

(1) A normal rate of return is an expected rate of
profit which is "high enough to attract capital
into an industry, in view of the peculiar condi-
tions and circumstances -attending the industry in
regard to costs and risks during the period of
its development. Yang, Goodwill and Other Intan-
gibles, p. 99, It is implicitly assumed therefore,
that businesses of different nature and risk have

different normal rates of return, depending on the
period of development of the busineas and the amount
of risk involved.



36

"Ordinarily the sum of all intangible values will be
the capitalized net annual earnings, less the invest-
ment in the physical properties (if the accounting
system throughout has been proper and the enterprise
has met with no untoward experiences) or what may
generally be a safer approximation, the capitalized net

earning, less the cost of reproducing the physical pro-

&
perties."(R)

A commercial school, for example, has invested
10,000 pounds in the business. The total net earnings,
after allowing for all legitimate chaWges and deprecia-
tion on school equipment amounted to 15,00C pounds, i.e.,
150 percent on the investment. Assuming that an average
annual net profit of 30 percent is reasonable on capital
invested in similar businesses, and assuming that such
returns are permanent, the capitalized value of the
business would be 50,000 pounds. The total intangible
values of this business would be 40,000 pounds. That is
to say, if the possibility of competition is ruled out,
a valuation five times the capital investment will be

made in case the business is to be revalued either for

sale or any other reason.

(2) Grunsky and Grunsky, Valuation, Depreciation and the
Rate-Base, p. 58.
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In general, such intangible values might
result from various factors. A patent covering a
certain process of manufacture might decrease costs
materially and hence result in a surplus, thus contri-
buting to the intangible values of the business. Exces-
sive productive efficiency, foresight of the entrepre-
neur in perfecting the process of production and ability
to attract and keep customers are but few possible causes
contributing to the existence of a surplus in a business
concern.

The term 'excess-profits' however, needs clari-
fication. According to Leake the term means "the amount
by which revenue, increase of value, or other advantage
received exceeds any and all economic expenditure in-
cidental to its production.”(3) The term 'economic
expenditure! includes current expenses, depreciation on
wasting assets other than goodwill, salaries and other
remunerations necessary to secure continued successful
management, and a reasonable rate of interest taking
into consideration the nature and degree of the risk

undertaken. (4)

(3) Leake, Commergial Goodwill, p. 18.

(4) ibid, pp. 19, 20.
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However, for practical purposes of valuation,
a normal rate of return will be that rate, which the
prospective buyer of a business expects to get on his
investment after buying the business.

In the example given above, a prospective
buyer of the school expects to gef 30 per cent net earn-
ings, on his investment, and therefore the capitalized
value of the business at that rate was taken at 50, 000
pounds. Ordinarily, in businesses of this nature where
the capital outlay is relatively small and entry to the
market is not restricted, competition is expected to cut
profits down. An intending purchaser, therefore, taking
into consideration this as a hazard might conclude that,
while eamings of 30 per cent a year on the tangible
property is reasonable, a higher rate of return must be
taken on the uncertain intangible values. He may be
Justified in concluding that a 50 percent on intangiﬁle
property should be allowed and hence the capitalized
value of the school would be 34,000 pouhds calculated
as follows:

Total annual net profits 15,000.-
Less 30 percent on the value of the phy-

sical property standing at 10,000 pounds. 3,000.-

Net annual return on intangible values. 12,000.-
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12,000 pounds capitalized at the rate
of 50 per cent. 24 ,000. -
Therefore, the value of the business to this intending
purchaser would be the sume of 24,000 pounds, being the
capitalized value of excess profits, anmd the original
capital outlay which is 10,000 pounds, instead of the
original figure of 50,000 pounds.

As long as intangible property is assumed to
be the result of the existence of a surplus in a busi-
ness, it would be obvious that such ihtangibles are
necessarily of either differential or monopolistic
character. Contréry to the common conception of the
case, patents, trade-marks, trade-names, goodwill and
other similar property are valuable only in so far as
they are not similarly possessed by every business enter-
prise. Once they become universally employed they cease
to be of any value.

It is not uncommon however, that certain items
of individual property such as tradémarks become a neces-
sary adjunct of an ordinary business that they become an
item of necessary cost of the operation of the business.
In such cases the ownership of such rights does not give
the business any differential or monopolistic advantage,
but failure to possess such rights might be disadvantage-

ous to the business.
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Bxamples of such rights are trade-marks and
trade-names. In the modern complicated business world,
a commodity void of a trade mark might not be easily
marketable, and hence a trade-mark becomes a necessary
cost of the distribution of the product similarly owned
and utilized by most entrepreneurs. Only in cases where
such trade-names become definitely established and well
known to the consumer that they would have any value of
their own recognizable as an asset in the books of
accounts, and then the value attached to the trade-name
would be more of the nature of goodwill.

Relation of Intangible Values to the Business in which
they Origzinated.

A characteristic allied to the differential
nature of intangible assets, is their rigid attachment
to the business in which they have originated. Being
the product of success in business rather than the
objects of indepehdent values, they do not belong in
the general market. "Legal goodwill cannot be separated
and cealt with apart from the business out of which it
arises."(5) What contributes more to the absence of a
general market for them is their intangibility. "They

are not only incapable of separate disposal from the

(5) ibid, p. 14

g
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business but assume no material form and possess no
technical serviceability."(6)

It may be argued however, that fixed assets
employed in a particular business do not belong, general-
ly speaking, in the general market, especially as the
same type of assets possess different values to different
businesses. OUn the other hand, even when admitting this
argument, it remains true that for purposes of valuation,
similar assets on the market would serve as basis for
comparative valuation, which to all practical intents and
purposes is a satisfactory basis.

In another part of this thesis(7), it is argued
that there is no definite relationship between the cost
of developuent of an intangible asset and its value to
the business. It might be added here that it is not only
that the actual cost of their development is not indica-
tive of their value, but that there is no market value
to speak of. Hence cost or the market valuation rule
conventionally applied in practical accountancy does not

satisfactorily apply in the case of intangible property.

(6) Yang, op. cit., p. 16

(7) cf. infra, Chapter III,
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Special Valuation Problems Presented By Intangibles

A characteristic peculiar to all intangible
property is the difficulty of their valuation and the
imputation of such valuation to individual items of
intangiﬁle assets. The determination of the surplus
upon which such valuation is to be made, the number of
years' purchase, the rate at which the surplus is to be
capitalized and the determination of that portion of the
surplus which is due to intangible property, are all
problems which are to be faced when a valuation of intan-
gibles is to be made.

Income of an enterprise is the joint product
of all elements of value possessed and utilized by it.
The measurement of the contribution made by each factor
of production presents a special problem. In the case of
marketable property, the value of each individual asset
item will be determined by a study of the prices of si-
milar assets on the market, allowing for depreciation and
other legitimaté charges. When no market exists for a
specific property item, such as goodwill, trade-names,
etc., rough estimates will have to be made on bases al-
ready discussed, usually in the form of a collective
master valuation account conveniently called 'Goodwill'.

When it comes to the breaking down of this
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account to its component parts, the problem becomes
even more complicated. To say that a certain portion
of excess earnings belongs to, or-results from trade-
names, while another part results from goodwill proper,
is absurd. It would be the same as trying to impute
portion of profits to machinery and other portions to
labor, management, etc.

If imputations of profits is to be made to
tangible items of property, the method that would reason=-
ably be employed would be to study the effect of the
withdrawal from, or introduction to, the business of
such property. As tangible property is ordinarily con-
trollable by management, such study would, at least
theoretically, be possible.

On the other hand, intangible property is
dependent to a large extent on factors that are complete-
ly external and are therefore outside the control of
management. The taste of consumers and their willing-
ness to buy the products of a certain business form a
major part of the goodwill of the business. Management
cannot introduce or withdraw from the business, and still
keep t he business going, any of these or of similar
elements.

Another basis for imputation of excess profits

would be a comparative study of the earning of this

SO L
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business with other similar businesses not owﬁng ele-
ments of intangible values, and try to make the imputa-
tions accordingly. The difficulty is in finding such
a business.

Cbmparison might be made between the earnings
of the business at the present stage, with its earnings
before it came into possession of a certain intangible
property. A problem here arises when one intangible ‘
property possessed by the business helped create another
intangible asset. An example would be a trade-mark as
a source of good=-will to the business.

As business earnings are also variable in
nature, the value of intangible property would seem
to be indefinite and indeterminable.

Economic Characteristics of Goodwill

Friendship and good reputation and other human
relations, though valuable in a sense do not lend them-
selves to economic valuation and cannot be expressed in
terms of money. From this point of view, the definition
made by Lord Justice Lindley in the case of Commissioners
of Inland Revenue v. Muller cited in the first chapter
is taken into consideration. Goodwill of a professional
person such as a physician or a lawyer is valuable only

to the person with whom it originated; once he stops to
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exist, it ceases to exist. M"The practice of a physician
is a thing so purely personal, depending so absolutely
on the confidence reposed in his personal skill and
ability, tlat when he ceases to exist it necessarily
ceases also, and after his death can have neither an
intrinsic nor a market value."(8&)

The reason why the goodwill of a professional
is not economically valuable is twofold. First, it is
not transferable. In a sense, it can be argued that
the location of an office of a professional person might
be valuable if another person of the same profession uses
that office. However, while there is some truth in this
argument, the advantage which is derived by the new
occupant is doubtful, at least in the long-run. The ques-
tion of the transferability of such goodwill is a question
of degree, which, other things being equal, is low.

Another reason for its lack of value is that
it has no exchangeable value; it cannot bLe expressed in
terms of money. Economic goodwill should satisfy three
conditions:

1. It should be persistent and of definite duration.
2, It should be useful to its possessor.
3. It should be transferable and should have an exchange

value.

(8) Mandeville v. Harman, 1866, 42 N.J. Eq. 185,194. Quoted
by Yang, Goodwill and Other Intangibles, p. 2k
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Before something is to be valued, a reason-
able degree of assurance should be present to the ef-
fect that the thing under valuation will continue to
have approximately the same value, after such valuation
is completed. Although definite assurances cannot be
normally given, there should be nevertheless, en_ough
éonviction that, such values are not likely to change
considerably. The conventional ways and means of valua-
tion are practical and useful in this connection, although
they sometimes are over-conservative.

' As goodwill is a result of an exceptional fac-
tor, i.e., more than normal profits, it is assumed that
it is useful to its possessor. When considering the
definition of goodwill arrived at in the preceding
chapter, it was assumed that keeping customers is an
essential element of goodwill. Yet, a busiﬁess which
charges lower thanh profitable prices will have 3 very
high tuhover and thus in a sense, possess elements of
goodwill. Such goodwill is ?ictitious and only imaginary.
Unless special benefits not enjoyed by similar businesses
accrue to an entrepreneur his business cannot be said to
posses economic goodwill.

Assets appearing on a balance sheet of a busi-

ness draw their value from two major factors. One is

-
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the benefits derived by the business owning them in

the form of some contribution to its productive ability,
and the second is their exchangeable value. The more
fixed the assets are, the less exchangeable is their £
value. In all cases however, as long as the value of
each asset is expressed in terms of money, they are
assumed to have a market value. Goodwill, and to that
effect all other intangible property, are the most fixed
of all fixed assets and therefore are assumed to be the
least exchangeable. Yet in cases of the sale of all the
business such val®€s are allowed for, and therefore are
exchangeable.

Comparison of the goodwill of a business with
that of a professional person will make obvious the
necessity of transferability as a characteristic of
economic goodwill.

Economic Characteristics of Trade Marks

Through the force of habit and within relative-
ly wide limits, the consumer will be always willing to = 3
buy goods he used to buy, even at relatively high prices, K-‘
and will be very reluctant to change the 'quality' of such | -_}
goods. The only obvious means of identifying a quality
of manufactured goods is the trade-marks and names which

such goods bear. From this point of view, a trade-mark
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helps to form such habits and attitudes and therefore
gives the entrepreneur certain advantages which will
permit him to make higher profits. ¥
In a sense such marks are monopolies, at &
least in the popular sense of the temrm. Economically,
one does not derive a monopoly by merely securing a
right of this sort, it is essential that he should _ 3
acguire sufficient control of the supply of the product
in question that he can regulate its price. It is
very doubtful that the owner of such a right can accom-
plish such a purpose, yet it primarily depends on the
intensity of the recognition of the mark by the public.
However, one is justified in Ssaying that the
use of trade-marks in general gives the business a
differential profit resulting from an increase in turn-
over.
Selling costs are also decreased by the use
of trade-marks. A major portion of the selling costs
of a manufacturer consists of advertising expenses which
need to be incurred heavily only in the first stage of
the establishment of the business, or the introduction ?
of the article thus labelled into the market. Such costs
however, are usually charged to the asset account directly

and henceforth depreciated annually with the asset trade-
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mark.(8) In the long-run, therefore when a brand be-
comes known, the major part of the selling expenses
which is advertisement will definitely decrease.

- Economic Characteristics of Patents ‘and Copyrights

The patent system as a method of securing:g;-
clusive right to use an invention is an attempt to en-
courage invention by assuring a pecuniary reward to
the inventor. Such a reward is paid by the society in
proportion as this invention is useful to it. If the
réward is given in the form of a monopolistic positioh
in the market, then the reward will be .equal to theret

revenue that the patentee can exact from society, and

(8) "The proper view to take of advertising expenditure
is that it is an investment. It is the purchase
price of the most valuable of all commerical prop-
erty, a business good will and a public friendliness."
Rogers, Edward, Goodwill, Trade-Marks and Unfair
Gompetition, p. 117.

"The producer of a nationally advertised foodstuff,
outlined his plan in this way: 'We figure that it
takes five years to get a foothold in a market.

This number is merely our guess at the average time.
In some cases it takes three or four, in others
longer. We figure that our total advertising ex-
penditure for five years back represent an investment
in good will at par. At the beginning of 191i we
charged off 1908 advertising and held the rest on
the books as a goodwill asset. We realize that
this plan is entirely arbitrary.'" ibid., p. 28
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the usefulness of the invention to it will be equal to
the price which the society is willing to pay.

Thus the patent system is an attempt to in-
clude the production of inventions under the same
framework of pricing as the productién of other eco-
"nomic goods and services and to do that by limiting
the use of the invention.

The economic nature of a patent varies from
the exclusive right to use a very minor improvement to
a minor manufacturing process, to an exclusive right to
sell a useful and much needed commodity. DBetween these
two extremes infinite gradations of 'exclusive rights!
may be enjoyed by different patentees.

A patent is not necessarily synonymous to
monopoly. It is definitely not a monopoly if the
patent covers a minor manufacturing process, as the
same product or very close substitues may be sold in
the market at competitive prices. However, if thé
patent covers a whole article, and therefore its supply
becomes necessarily controlled, the patent cannot escape fﬁJ
securing a certain degree of monopoly on the product in :

question.

Patents covering parts of manufacturing pro-
Cesses are expected to result in internal economies, and

the pooling of such patents under one control might



51

result in a material reduction in the cost of production.
Although competition is theoretically possible because

of the absence of legal restraints for the production of
similar products, yet such competition would not be prac-
tically possible because of the difference in the cost

of production, between the business owning such patents
and other businesses having no access to the cost-saving
methods.

It should be noted however, that most of the
patents registered every year, cover only minor details
improving certain procegses of manufacture. Relatively
few patented devices prove to be useful and commercially
feasible and are in actual use.

The value of a patent covering a manufactur-
ing process, and resulting in a saving in costs, will
be determined by the capitalization of the producer's
surplus, or the income in excess of what other similar
industries, having no access to the efficient means of
production, obtain.

Copyrights, on the other hand, cover complete
works. No two works can be exactly aiike,‘and there-
fore, the control over the means of production such as
the printing press, printing tools, etc. are not

instrumental in bringing a control over the product.




CHAPTER III

VALUATION AND ACCOUNTING TREATMENT

The valuation of goodwill and other in-
tangible assets presents many complexities. The
general principle of valuation at cost rather than
market may be said to apply here. What constitutes
cost is difficult to determine. A corporation buying
out a firm, may pay an amount of money in excess of
the value of the net assets for goodwill. Goodwill
acquired by purchase is .recognized in the books of
account at the price paid for it, and the price paid is
deemed to be the cost of goodwill. On the other hand,
the vendor firm establishing its goodwill over a long
period of time is not allowed to show a good=-will account
in its books, unless specific expenditures were made
for that purpose. 1t is deemed good accounting practice
not to recognize goodwill in the books unless paid for
by purchase. Many circumstances might arise calling for
the valuation of goodwill; some of the most common: of
these situations are discussed below.
A. Procedure

The usual method of valuing goodwill requires
an estimate of the period during which the excess-profits
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of the business are reasonably expected to continue.

"The determination of the amount of excess profits is
generally based on the records of the past experience

of the firm or corporation gelling its goodwill."(1)
Valuing it requires a consideration of the determina-
tion of a normal rate of profit, and a determination of
the value of the net assets used in the business.

All these items are of a speculative nature,
_the estimation of which is necessarily approximate. It
should be attempted however, if goodwill is to be valued.
Profits which are to be taken into consideration should
be -only those profits arising from activities for which
the business was originally established. Capital profits
and profits resulting from operations and transactions
not usually undertaken in the ordinary course of business
should be eliminated when averaging profits, and the num-
ber of years to be averaged vary with the nature of the
business, usually ranging between two and five years.
Once 'excess-profits' are determined, a rate at

which capitalizati on of these profits is to be made shoul
be determined and accepted. The capitalization of excess

profits at the rate agreed upon, gives the value of all

(1) Hat{igld, Accounting: Its Principles and Problems,
De .
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intangible property as accepted by the valuers. In
view of the difficulty of imputation of such a payment
to specific items of property it is customary to al-
locate it totally to goodwill regardless of the c¢om-
ponent elements that may enter into, andgive rise to
excess earnings. When intangible property is separate-
ly acquired by a going concern through purchase, the
amount paid is usually designated according to the
right pﬁrchases, and recognized as assets to the extent
of the consideration paid.

: In the case of patents, recognition in ac-
counts is based on cost. The cost of patents to a

firm being "....whatever amount it may pay for them

in cash or its equivalent, or the obligation to pay
cash, which may be in the form of a true liability or
of capital stock issued."(2) The experimental work
required to perfect the device patented constitutes

the major item entering in the cost of a patent.

Other additional costs necessary to secure the full
enjoyment of the right are considered as legitimate

charges against the patent.

(2) Couchman, Charles, The Balance Sheet: Its Prepara-
tion, Content d Tnterpretation (New York: 3
entury Co., 19247, p.
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A problem arises in connection with the

determination of the amount of experimental expenses

chargeable against the patent. Experiments might be
carried on for a long period of time, amounting to a el ol
large sum with a resultant discovery of a device or
process which is a minor one. In other cases, dis- '?gé
coveries of very importagt devices, processes, or
even articles may be accidentally made. Both of these . ,%-
‘discoveries are patented. How much to value each, 4
presents a real difficult problem. The valuation of - J §.
a patent, therefore, is necessarily arbitrary and 7
approximate. A B
Copyrights are valued in the same manner as 5
patents, at cost. To the original grantee the cost 'V'fé
of the copyright may be the expenses incurred in regis- ‘
tering the copyright. To an assignee of the original ; *Q
grantee, it is recorded at its full purchase price. :
However, continuous revaluation amd appraisal of the e |
value of the copyright is necessary.  1 t
Again the cost basis is employed in t he case - ,f@)ﬂ
of trade-marks. The cost of registration, and other

legitimate expenses connected with the trade-mark, S AR
Iyt 5

constitute its cost. Sometimes a portion of the adver-
tising expenses is capitalized under the caption 'trade-

mark'.




Franchises are also valued at cost. The {éﬂ
term 'cost'!' covers all-legal expenses necessary to it
secure the grant, payments to the municipality or
state granting it, and other legitimate expenses.

The basis upon which intangibles so ac-
quired are recognized in accounts as assets (in con-
trast with non-purchased intangitles) is manyfold.
First, it is held by accountants that payment for good- e o
‘will gives rise to a definite value in the same way as
in the purchase of other properties. Second, in regard

to commensurability, payment for intangible property

B A% v
i, 1 & g,

is a basis sufficiently accurate for an accouﬁting entry
although the price paid may not be an exact measure of

its absolute value. Thirdly, as long as the investment

e e

indicates the significance of the intangible factors _
acquired, their contribution to the earnings of the |
business becomes more or less of a definite character,

and are deducted from gross income as they expire. They

become a par£ of business costs.

The consideration paid for the acquisition I_;£§‘
of intangible property based upon a series of excess “;_f;
earnings is similar to a payment for‘ihe purchase of , _jj%
an annuity, the method of computation in both cases ' ﬁrj

being the same. In a sense it is also similar to a
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deferred expense, for the payment is made on the basis
of a benefit that may accrue to the business in the
future; in both cases the payment is an element of
cost. No recourse for the enterprise against the
original seller remains.

A major difference exists between intan-
gible factors on one side and annuities and deferred
assets on the other side in that both the latter re-
present definite values realizable in the ordinary
course of business. Deferred assets are relatively
more certain of realization through the price of goods
sold in so far as they are basic and necessary for the
operation of the business. Annuities are definite
legal claims on definite legal persons. Intangibles,
being factors extraneous to the business depend on in-
definite factors such as human reactions which are not
based on genuine- economic necessities. It is therefore
recommended by accountants that assets resulting from
such payments should be regarded as a special class of
property distinct from other investment values.

Revaluation of Purchased Intangibles

In this chapter due consideration is given for
the justification of the treatment of intangibles as

assets to the purchaser. An attempt will be made now
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to study the position of 1ntgngibles, once recognized
as assets, and the way they are handled in accounts.

According to the orthodox theory, intangibles
acquired by purchase may not be appreciated in value.
Their appreciation would be equivalent to the recog-
nition in books of accounts as assets, of such values
that are developed by the business itself, hence the
consequent similarity in treatment.

As for depreciation of intangibles wide
difference in opinion obtains. Some accountants hold
that they should be depreciated in the shortest pos-
sible period of time. Others hold that depreciation
should not be charged to them at all because they are
not subject to wear or tear or consumption through the
ordinary course of business. This however is discussed
later in this chapter

The confusion seems to rest in the basis
taken for their valuation. Current profits do not
serve as a good basis for'revaluation.

Nature of Consideration

Distinction should be made between two pos-
sible views of the nature of the consideration given in
exchange for intangible values. In a way the payment

made may be recognized as a premiﬁm or advance payment
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for an annruity of a series of excess earnings. If this gif
view point is taken, then intangibles would be more. of

the nature of deferred assets and therefore from an =

accounting point of view depreciation cannot be avoided.
On the other hand, no appreciation in value may be
recognized since there is no reliable measure for the
enhancement of their value, money paid being the only
measure of value available. €f$
Another point regarding thelinherent nature i
of intangibles must be mentioned here, namely, that
even if it is possible to appreciate their value on
the basis of excess earnings there will continue to
exist the difficult problem of imputation of the excess
income to individuai items of property. Whether the

enhanced earnings are due to the intangibles acquired

4
4
]
‘i
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or to the new combination of these factors with old
management is Wifficult to answer.

Another way to view the case would be to
think of the consideration given in exchange of intan-
gibles as a purchase price of the properties per se.
If this view of the case is taken, then intangibles
would have to be treated in accounts in the same way as
other assets are treated. Depreciation and appreciation
in value will have to be recognized whenever sufficiently
reliable proof is available. :
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These two concepts are two aspects of the ?‘@U
same problem, and the problem of revaluation is better
viewed from this rather than from the current income
point of view. Purely accidental influences may tempora-
rily upset the earning capacity of a concern which dof
not justify either the appreciation or depreciation of

the intangible property. Examples of these circumstances

S

A s maiie ¢ a4

are the upward and downward swings of the trade cycle
and the temporary rise or drop in the rice of certain
factors affecting the concern's income. Hence the rise
or fall in the earmings of a concern for one or few
accounting periods cannot be taken as conclusive evidence
for the revaluation of intangible property.
In view of this, it may be possible that the

keeping of intangible values indefinitely in accounts

as assets would be justified on the basis that purcha sed
intangibles are vanishing and new intangible values are: LY
being developed, weplacing the old ones. 1In this - case : ;f{
dividends might have been declared out of capital because 'IH
of the overstatement of earnings due to the failure. to ;‘
account for depreciation of intargibles. Their value ;;J
and life cannot be tested on the basis of profits alone :;;f
since undue confusion will result. Nor can they be
genuinely appreciated except_throughrﬁhe income record

of the purchaser. A rational principle might be found
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in apportioning the total asset value during the periods
for which the excess earnings were capitalized when
calculating the purchase price.

In the case of goodwill the number of years'
purchase will determine the number of years over which
it is to be written off. This procedure-is similar to .
the treatment of premiums on bonds, i.e., the premium
being written off over the life of the bond on which
the premium was paid. The same procedure is followed
in the case of any other asset acquired for the purpose
of further production. As. soon as they are acquired, they
are depreciated at a predetermined rate and whenever proof
to the inaccuracy of the treatment is available, corres-
ponding adjustments will be made. No serious error
would result if the same principle is used in the case
of intangible property. ;

Circumstances Calling for the Valuation of Goodwill

However, unless-acquired by purchase, goodwill
is not usually recognized in books of account, except
in a few cases, where, although it is not acquired by

actual purchase, is of the nature of a purchase. Some

of the most important circumstances calling for the

valuation of goodwill are:

l. Admission of a new partner to a partnership,

T Sy S

2. Death or retirement of a partner,

O Iy, 70 oo
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3. Dissolution of a partnership when such dissolution
includes the sale of the business to an individual,
firm or corporation, |

be A change in the ratio of sharing in profits and
losses.

Admission of a New Partner

In the same way as a prospective buyer of a
business is prepared to make a payment for the goodwill
of the business he wants to acquire, a prospective part=-
ner is prepared to pay for a share in the business. The
principle is the same in both cases; whereas the payment
to be made by a prospective purchaser of a business is
for the whole of the business, the payment made by a
prospective buyer is for a share of the advantages of
the business.

The accounting treatment of the payment made
by the new partner is different according to the terms
of the agreement for the admission of the new partner.
In general, there are two methods by which the admission
of the partner may be accomplished. According to one,

the new partner pays the old partners personally a pre-

mium for the goodwill of the business. This payment is

divided between the old partners according to their old

profit-sharing ratio,

3
. |
- |

v
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The receipt may be treated as a private transe-
action, and therefore no entries need to be made in the
firms? books. It might be treated as a firm's transac-
tion, the cash being immediately withdrawn. The entries
needed are two. One is the debit to the cash account of
the premium received, and a credit to the capital accounts
of the old partners in their old profit-sharing ratio.

The other entry is to reverse the first entry and thus
cancal 1ty 7

It might be treated as a firm's transaction, the
cash being retained in the business. The entry needed
is to debit a cash account and to credit the old partners!
capital accounts proportionate to their old-profit sharing
ratios.

Accordiﬁg to this first method, no goodwill
account appears in'the'books of the firm, and the payment
made by the new partner is treated as a premium for his
admission into the partnership,

Circumstances may arise, however, where a person
is admitted as partner into a firm on condition that the
0ld partnership be revalued and goodwill be recognized in
the books of the firm.

Death or Refigement of a Partner
s Follewing the rule discussed in the preceding
paragraph, a retiring partner (and to that effect the

* -_‘,_,‘1;““.‘&;..-:‘ >
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beneficiaries of a deceased partner) would expect to
receive a compensation for the surrender of his rights
in the partnership. The determination of the retired
or deceased partner's share of the goodwill of the
business dependshainly on the partnership agreement.
In the absence of an express agreement, the partner-
ship assets and liabilities are to be valued and
must be taken at a "fair value", thus involving the
recording of entries for appreciation and depreciation
of asgets and liabilities, and the intreduction of
omitted items such as goodwill, The net effect of
such entries is a profit or loss which is divisible
according to the profit and loss sharing ratios.

The partnership is revalued and goodwill is
debited iﬁ the books at its full value and credited to.
the individual partners! accounts.

Dissolution of a Partnershig
When a firm is to be sold to another firm or

company, the latter will usually pay, in addition to
the actual value of the net assets, a sum for goodwill,
Such an amount received by the partnership, in so far
as it was not recorded in the books of the firm, is

@ profit which will be transferred to the partners!?
capital accounts in the proportion of their sharing of

profits,
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Goodwill as a separate account will not
appear in the books otfthe firm at the time of dise
solution, It will be treated as a profit which is
first debited to the cash account and credited to
a profit and loss account, which will be transferred

to the capital accounts of the partners.

Change of Profit-Sharing Ratios

When partners in a firm agree to change
the rgtio in which they share in profits, it becomes
necessary that all profits or losses made prior to
this agreement which are not divided between the partners,
should be divided according to the old profit-sharing
ratio, before the new agreement is enforeed. Such
unrecorded items as goodwill should, therefore, be
revalued and credited to the old partners! capital
accounts,

In this case an account 'Goodwill! will be
opened and will be recognized in the books as an asset.
Recognition in Accounts

As has been discussed early in this chapter,
goodwill is normally recognized in accounts on purchase
by cash or equivalent, or on revaluation of a business
because of a change in its internal structure. Instances
can be cited where a goodwill account is opened whefe

no cagh expenditure or its equivalent is made. It is
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urged by accountants, however, that such a recognition
should not be made unless exceptional conditions or
circumstances impel it. Non-purchased intangibles
developed by the business itself are rarely recognized
in accounts and when recognized they are subject to
many serious limitations.

_Advertising as Cost of Goodwill

Goodwill might be built up through adver-
tisement., By creating a demand for a product newly
introduced to the market, or increasing the demand for
an article already in the market, advertising helps
inerease the profits of the-business and create a
goodwill for it, It is obvious however, that a
certain amount of advertising is necessary to maine
tain a normal demand for the product, which is of the
nature of an expense charged directl& to the profit
and loss account. Advertising in excess of this
normal, which is expected to contribute to the profits
of future periods, may be looked upon as.an expenditure
on account of goodwill., This is difficult to determine
eépecially in the case of advertising for a.product
where the normal cost of advertising is not yet known,

Although such expenditure is a means of
creating goodwill for the business, it is carried as
a prepaid advertising expense and is written off
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rapidly over a beriod of two to five years depending :ﬁif
on the amount of the expenditure-made. At the time
the entry is made, prepaid advertising, if properly
estimated, would represent the éost of that part of S|
business goodwill created by advertising, and when
written off no indication of the existence of such
goodwill will be found in the balance sheet. The

evidence of it must be sought in the statement of

PN g L
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revenue, and will be indicated only be the existence

of more than normal profits.

!

i

Initial Deficits as Part of Goodwill
Arguments éimilar to those presented for ki ;

the capitalization of advertisement expénses and i

. including the capitalized value under goodwill, are
advanced in connection with deficits or heavy losses ﬁ}&
incurred in the initial stages of the operation of
a business as capital expenditure made in the _z.i
acquidbent of goodwill. A similar procedurse has i R
considerable recognition in the case of public uti- g 5
lities, and appear on the balance sheet as part of ‘.’Tﬂ
the 'going-value? account. The basgs for capitali-  :i]%
zation of early deficits in the case of ordinary : ‘ i;£ﬂ
businesses are different from those in the case of ' '.fiff'

public utilities and seem to find more justification - N

()
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in the case of phe latter because of the arbitrary
manner of the fixing of rates, based to a large
extent on the capital investment of the utility.

It must be noted that whenever an item
is capitalized which would otherwise be charged to
revenae, the profits of the period will be corres-
pondingly increased. The apparent increase in the
brofits is represented by an increase in intangible
values én the balance sheet. This treatment might
lead to detrimental consequences especially in the
case when such deficits are large and profits are
distributed to shareholders out df profits that are
more apparent than real, thus decreasing the net worth
of the business by amounts equal to the capitalized
expenses.,

Under ordinary circumstances, the carrying
of a deficit as an asset account does not meet with
the apprbval of accountants and is neither commendable
nor justifiable,

Preliminary Expenses

The account comprises the cost of preparing
and printing the memorandum and articles of association,
the charges and fees of lawyers, accountants and others
properly engaged in the formation of the company, the

cost of printing and advertising of the prospectus, the
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fees and duties payable on registration, the cost of
printing share certificates, the commission payable

to underwriters and other legitimate expenses incurred

.

prior to the registration of the company.

Although this class of expenditure is unavoi-
dable, it cannot be properly treated as capital expen-
diture, and cannot also be treated as an expense
chargeable against revenue account of the first year
of operation. Preliminary expenses contribute to the
existence of the company in the same as installation
expenses contribute to the value of the machinery thus
installed, and therefore they are temporarily capita-
lized and written off over a period of two to five
years depending upon the amount of the expenditure.
However, it is usual to have a provision in the
articles of association specifying the period over
which the preliminary expenses are to be written off,
or reduced to a saleable value, out of profits.

The recognition of formation expenses as
an asset in the books of accounts, whether under the )

caption 'Goodwill' or 'Formation Expenses'! has the

YNNI W £

same significance, especlally as the same depreciation

rate applied to goodwill is applied to preliminary
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expenses, However, the separate classification of
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source of the asset account clearly. Goodwill
indicates superior earning power; formation expenses
indicate a deferred expense account. Hence the
distinction is necessary and is in no way unimportant.

Recornition of Goodwill on Incorporation

A partnership may be incorporated with the
former partners holding most, or even all the shares
of the new company. Other than the legal change of
ownership and organization, the business may not have
been changed; the same business being carried on with
the same equipment employed by the partnership. Never-
theless, stocks or shares issued by such companies
may be at a par which is in excess oqthe value of
the properties as previcusly recognized by the
' partnership, with such excess treated as a goodwill
which has been sold to the new company. In reality,
the same owners previously running the business as
partners, control it after incorporation as board of
directors, with all the transaction being only

nominal.,

-

It might be argued howe.ver, that the mere

incorporation of a business brings with it advantages }
not possibly enjoyed by other forms of business orga- ' f4%
Yk

nization as a legal person having continued existence b

independent of the owners of the business, and the
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ease with which ownership can be transfered’are all
advantages that should be reacognized.

In bookkeeping praetice a goodwlll account
is opened which will take care of the excess of the -i
total stocks issued over the existing property after ¥
adjustment of individual asset values.

Recognition of Goodwill on Consolidation

-

In the case where several corporations are «‘;
consolidated through the medium of a new corporation .
either by amalgamation or absorption, it becomes
necessaty for each of the combining companies to
revalue its properties and recognize missing items
of property., The value of the business under reva-
luation is usually taken to be squal to the total
market value of the issuad stock of that business.

If the market price of the issued stock is above the

par value of same, a goodwill account will be recog=-
nized to the full extent of the difference betws=en market
and par values of the issued stock.

Profits Prior to Incorporation as Goowill

A company might agree to buy a business as
a going concern as on'a date which is prior to its !
fulfillment of the requisite legal fbfmalities for \
incorporation., OSuch profits are deemed to be capital

profits not available for distribution as dividends to
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shareholders. It is held that a company eannot maks
profits or carry on businsss before it starts its
legal‘existencc.

The vendor of such a business to a company
will normally estimate the profits to be derived from
the business operations between the dates of the nomie
nal and actual sale of the business and adds it to
the purchase consideration as part of the goodwill of
his business, pre-incorporation profits will be credited
to a goodwill rather than to a revenue account so as
to decreasekhe goodwill account by the amount origi-
nally added by the vendor of the business. Loss prior
to incorporation is treated conversely.

Depreciation of Goodwill

The question whether goodwill, once recognized
in accounts should_contiﬂue to be so recognized or
whether it should be subject to periodiaal appraisal
or to regular depreciation on the same footing with
other fixed assets such as machinery, is another
question on which opinions differ.

Among accountants favoring the writing off

of goodwill is Leake, while Kester and Couchman (3)

(3) ieake, Commercial Goodwill, p. 70; Kester, Accountin
Theory and Practice, p. 357; Couchman, op. cIt,, p. I§8.
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hold that it is unnecessary or even improper. Even
amoung those accountants favoring the writing off of
goodwill, there.is no agreement as to the circumstances
under which this is to be done. The common view of

the case is to depreciate goodwill against unusually
high profits made during any one year, while some
accountants hold that it should be made only when

the business is making profits below what was expectéd.

In accounting practice, however, it has
been long recognized that shrinkage in value of fixed
assets need not be taken into account when determining
profits. (4)

From one point of view, goodwill is the most
fixed of all fixed assets, It ig rigidly attached to
the business and cannot be conveniently disposed off
without disposing of the busiress as a whole. Moreover,
the very indefiniteness of the value of goodwill renders
its over-estimation less harmful than that of other
assets. It is quite known by alle accountants that the
value of goodwill as appearing on the balance sheet
1s no Indication of its present value and that constant

periodical revaluation is necessary. As for credit

(4) Wilmer v. Macnamara, and Staflez v. Read Bros. Ltd.
Quoted by Pickles and Dunker ey, Accountancy, p. 932.
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purposes it has little value in a flrancial statement,
"eees as bankers almost invariably eliminate it from
‘consideration". (5)

However, there is no similarity whatsoever
between the diminution in value of goodwill and other
fixed assets. Goodwill is not consumed, nor is it
subject to wear and tear or obsolescence or diminution
in value through efflux of time. The value of goodwill
is primarily dependant on the profits made in any one
yéar, and as profits fluctuate, the value of goodwill
necessarily fluctuates. The mere existence of high
profits is by itself an excellent indiecation that
goodwill as recognized in books of accounts is valuable
and need not be decreased in value., When profits are
low, the possibility of making provisions to absorb
the charge against goodwill will probably be impractical,
Goodwill is not a statié item of property; it grows when
the business grows, and.decreases in walue when the
profits of the business decline. When profits shrink
the account 'goodwill? as appearing on the balance
sheet becomes of the nature of a debit balance of the
profit and loss account not written off, because there

1s no suitable account to which it can be charged,

(5) Couchman, loec. git,

o
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As Couchman expresses it, "e.... to put it briefly,
if you can write it down, you need not; if you
cannot, you should." (6)
The charge to revenuve for the purpose of
reducing the value of goowill has the effect of
creating a secret reserve which tends to strengthen
the financial position cof the business. From this
point of view, the practice of depreciating goodwill
through revenue is commendable.
From another point of view, the theory of
the permanence of goodwill is inconsisfent with the
theory of its valuation as the purchase of a tempom
rary annuity. As the price of goodwill represents
the purchase price of a series of excess profits, it
would be only logical, that it should be written off
with reference to the duration of the annuity; it should
be written off ‘during th#period of its calculated
duration.
As it has been mentioned above, goodwill
is a very uncertain fixed asset. The only justifi=- J

cation for its depreciation is conservatism. Where

the value of goodwill is obviously erronous, that it

(6) locz gitt
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is not worth its book value, the decline in value is met
by a reduction in capital rather than by a charge to
revenue.

Depreciation of Copyrights and Patents

Copyrights and patents have a definite
legal duration, which, for purposes of depreciation
is the period over which the cost of a patent or
copyright is written off. However, they often become
worthless long before the expiration of their legal
existence, and therefore it has been recommended by
some accountants that charges to revenue in virtue
of depreciation should be supplemented by a charge
for obsolescence. Bennet suggests that ".... it would
seem conservative to set up a reserve to cover the
contingency of possible obsolescence due to better
patents issued to others in addition to the annual
credit made directly against the asset".(7) Improve-
ments on a patent may be secured by other than the
original patentee, and therefore, before the legal
period of duration of a patent expires, the value of
the patent is likely to depreciate at a rate which is

higher than the ordinary rate of depreciation which is

(7) Bennet, George E., Advanced Accounting (New York:
McGraw Hill Book dompany 1922), Dellks
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usually applied. In view of this it would be only
reasonable to write off the cost of patents sooner
than their legal term,

On the other hand, arguments might be
advanced to the effect that the rate of depreciation
applied to a patent should be lower than the usual
rates It might be argued that since a company holding
a patent is in a better position to make improvementc
on it, and to design and develop inventions that are
auxiliary inventions, the possibility is that such
a firm will develop a system of exclusive rights
which tends to strengthen cne another to such an
extent that outside competition during the life of the
original patent will not be possible and that the
actual useful life of such a patent might be prolonged
beyond its legal term of existence.

The question that suggests itself under
such conditions, is whether it is possible or not to
measure the strength of a patent and to estimate the
useful term of existence, especially in its early period
when new inventions are not yet patented, or if.patentéd,
the practicality of their use is not yet tested. Another
question is whether or not the rate of depreciation to
be applied should be reviewed every time a new patented

right to an invention is made, and what are the criteria

N N "
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to be considered when revision of the rate of dep-
reciation is attempted. These questions do not seem
to have definite answere, nor definite answers are
possible. Evidences and subjective judgments reign
in the valuation of patents, as well as in the valua-
tion of all other indefinite asset values. Although
accounting practice adheres consistently to a conser-
vative policy in regards to intangible values, it
should be remembered that only a few asset items
appearing on a balance cheet are of a definite
character. Consequently, it -would be only reasenabls
to depreeciate the cost of a patent or a copyright on
the basis of equal installments based on their legal
duration and that special additional provisions for
obsolescence should be made when evidences are available
to that effect,

The Nature of the Derpeciation for Patents and Copyrights

An interesting yet a difficult problem
arises in connection with the depreciation of copyrights
and patents regarding the nature of the debit entry
when the asset account is credited, An analysis of
the costs incurred in the acquisition of such rights
is necessary. The cost of g patent or a copyright

consists of the following main classes of expenditure: (&)

(8) loc. cit.
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i. Cost of producing the invention or the manuscript;

ii, Legal fees involved;

iii. The expenses incurred in protecting it from
infringement.

The cost of producing the invention in the
case of a patent, and the cost of the manuscript and
its editing in the case of 2 copyright, seem to be
legitimate charges to the cost of production, for
they are necessary expenses in getting the design,
manufacturing processes, or the product itself, into
existence, _

In regards to the legal expenses incurred
in connection with the registration of the patent and
the expenses incurred in its protection from infringement,
the charge depends on many considerations most prominent
of which is the nature of the patent itself. If the
patent covers a whole article, these expenditures will
not contribute to productive efficiency, but are
primarily connected with the distributive phase of
operation., In this case the charge is more reasonably
made to the selling expenses of the busipess.,

On the other hand if the patent covers a
process of production which makes poésible a more
efficient method of production, these sxpenses will be

more of a manufacturing nature and there fore are more
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legitimately charged to the cost of production
directly.

A problem would arise when the patent is £
related to both the selling and productive activities.
In such a case arbitrary rules would have to be used
to secure a reasonable apportionment of the charge.

An example of a patent related to the selling and
productive activities, would be a patent covering an
essential manufacturing process, which enables the
patentee to control the supply of a commodity.

Another interesting. problem might arise
when the patent has been carried in the books at more
than actual cost. The charge for depreciation is
usually made to the cost of manufacturing, although
it seems more reasonable to charge it to the account
to which the original appreciation in the value had
been creditéd. Thus if the amount in excess of cost
had been credited to a capital reserve account, this
same account should be debited when depreciation of
the patent is made, but only to the amount previously
recognized in excess of cost. The rest of the deprecia-
tion charge should be pro-rated between the manufactur- *i

ing and selling costs in the above manner.
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Relation of Depreciated Patent and Copyrishts to
Goodwill

It is argued that patents and copyrishts
contribute to the goodwill of the business.ﬁuring
their 1life time and therefore ".... it is urged that
goodwill of at least equal value will have grown up
during the life of the patent and that the cost of
the patent may therefore be considered as the cost of
the gocdwill gradually acquired during the life of the
patent", (9)

Arguments a: %o how a patent or a copyright
contributes to the goodwill of the business has been
discussed elsewhere in this thesis., It should be noted,
however, that the relationship between a patent ar
copyright and goodwill is an incidental one and that
the transfer through depreciation of the cdst of the
patent or copyright to goodwill only on the basis of
the probability that goodwill might be built up through
publicity gained through the use of the former is not
reasonable since accounting is designed to show definite
values and estimates of definite values in so far as they
are reasonably ascertainable. Probabilities and possi-

bilities should not be included in accounts.

(9) Hatfield’ QEL Cit.’ pc 129
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A person manufacturing a product under a
patent can acquire a goodwill only through the excel-~
lence of his work independent of the patent itself,
Once goodwill develops, it becomes subject to valuation
paractices and methods discussed elsewhere in this
paper. In most probabilities, goodwill developed
through the use of a patented right or a copyright,
does not lend itself to genuine valuation until the
term of such an acquired right elapses and distinction

between voluntary and forced patronage bescomes possible,

B. Some Notes On Procedure

As discussed in a previous éhapter, there
is no clear cut distinction between tangible and
intangible property 6f a business enterprise. An asset
belongs to the intangible group of values only because
it is subjectnto a class of considerations requiring
Separate attention.

The question as to the proper treatment of
intangible values is among the most difficult problems
of valuation. Whether they are to be regarded as mere
earning powers not bo be recognized in books of account,
or to be recognized as the capitalized value of such
an earning power as assets, requires a study of the
underlying principles and concepts of accounting values,

According to the common business view of the
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case, assets are ".... the property and possessions

of a business". (10) They represent all the economic
resources of a business enterprise which are regularly
utilized in the revenue producing activities. They
differ from the economist's fcapital' in that they
cover all pecuniary values which a business enter-
prise may possess, thus including personal accounts
and consumers' goods, while the latter comprises only
‘that part of the wealth of a community which is
utilized in further production.

The term 'earning power' is used in this
connection to signify a rate of income of an enterprise
estimated on the previous experience of the enterprise
in consideration, It is the potential income of the
business and not the income itself, For if the latter
was not withdrawn from the business it will invariably
be represented by some form of asset. The reference to
income as potential or realized does not imply the
possibility of a sharp distinction between the two,
as such a distinction is difficult to be made. The
determination of what consﬁitutes a present or future
income is evidently a problem of valuation, and the
cyetem adopted in valuing the busimess assets as on

a certain date will affect the book income to be

(10) Carter, Advanted Accounts, p. 2.
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derived in the future periods.

An example will make the concept more
clear. Assuming that a manufacmr;:r has as his
main item of cost the raw materials used in
producing a certain commodity. He buys at the
beginning of the year 5000 units of raw material
at £3. per unit. During the year he uses 3000 units
and his sales record shows a total of £12,000.
Assuming further that the price of this type of raw
materials increased to £4. per unit, then the book
profits for the ending fiscal year and the following
accounting period will vary according to the system
of valuation used. If stocks are to be valued at
cost, the book profit (assﬁming no other costs exist)
will amount to £3,000. If stocks are to be valued at
market price, the book profits (excluding other costs)
for the ending fiscal period will be £5,000.

In the second case, beside the income
derived from sales, the business has an accretion of
value due to the fluctuation in the price of raw materials.

If the higher market price were to be adopted
in the valuation of raw materials on hand, this would
increase the book cost of production for the following
accounting period by an amount which is equal to the

product of the increase in price and the number of units
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of raw materials used in production in the same
period. Consequently the book profits for that
period will be decreased by the amount of increase
in the value of raw materials used.

Cost or Value

The question of adcuracy in accounts involves
a matter of fundamental theoretical importance. Whether
accounting should be primarily concerned with pecuniary
sacrifies, or whether its function should be to show
values in whatever way they may be acquired, has never
been satisfactorily settled. The conservative orthodox
theory adheres to cost both as-a basis for record and
as an index of value all through the life of the asset.(1l)
To Guthmann, a bilance sheet ",... might
be defined as the dual picture of an enterprise,
depicting, on the one hand, the properties that it
utilizes, and on the other hand, the sources of these’

properties”, (12) A balance sheet has also been

(11) The orthodox theory has been severely criticized
by Henry Sweeny in his book Stabilized Accountin
published in New York in 193% by Harper and Brothers,
as being irrelevant, mathematically unsound and
incomplete,

(12) Guthmann, Harry G., The Analysis of Financial
Sta gements (New York: Frent%ce Hall, Inc., 1935),
p.2.
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defined as "A display to those, such as creditors
or proprietors, who have advanced values to a busi-
ness, showing what has been done by that business
with the values so advanced." (13) Both distinc=
tions imply,cost as a2 basis for record, since the
'source' or 'valuec gdvanced' are assumed to be
fixed.

It can be easily proved however, that
cost is not always a practical method to use though
it may be satisfactory in many cases. Properties
may be acquired by mere donation, no cost being
incurred. They may be acquired through discovery
without incurring substantial cost commensurate with
the value of the resulting property. In such cases
it is apparent that adherence to cost would result
in an understatement of the value of property so
acquired. On the other hand, costes might be incurred
with resultant properties whose value on the market
is lower than the cost of +heir aequisition. Adherence
to the cost principle in this case will definitely

_result in an overstatement of properties.

(13) Couchman, ope. cite., Pe kb
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It should be emphasized that cost and value
are two different things. Cost, represents only
pecuniary sacrifices made at any one moment; value is
a constantly changing variable, and hence, cost is no
guarantee of value, as business might gain or lose by
fluctuations in the value of its properties in the same
way it loses or profits in its ordinary course of busi-
ness operations. This however is discussed in detail
in a latter chapter.

Accounting Values

The fitness of a value for recognition in
accounts depends on whether if is measurable in terms
of money and whether it has a fairly stable and defi-
nite existence from the point of view of a going concern.
Accounting can deal only with values that are capable
of reasonable commensurability. A value, to be worth-
while recognition as an asset in books of account, should
be of sufficient permanence and stability.

As accounting deals primarily with the
pefiodic valuation and revaluation of properties, the
use or adoption of a single standard of value although
ﬁuch desired, .seems to be out of question since property
is of diverse characteristics. Even the same kind of
property differd in its significance according to the

the difference of the nature and activity of the

~ ql“‘é .
Cloin,, TN
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business using it. In view of these considerations
accountants seem to be in agreement that in valuing
an asset regard must be had to the nature of the
asset under valuation and the nature of the use to
which it is put in a particular enterprise.

In the case of liquid assets(14) little
valuation problems would arise. Being in universal
_demand, these assets have usually a steady market,
and should fluctuations take place, the changes in
value are normally stable and definite in character
relative to the length of time necessary for their
realization. Value changes are normally realizable
at short notice and therefore it is deemed by account-
ants as sound procedure to recognize such fluctuations
as representing definite value occurences. From the
stand point of cost accounting variations in value

that are of fairly stable and definite character in

(14) "In this group should be included such assets as
are held for realization in the ordinary course
of business..s..They.... include
a. stock-in-trade and work-in-progress; b. trade
and other debtors, prepayments and bills receiv-
able; c. Investments held as part of the liquid
resources of the company; d. tax revenue certi-
ficates; e. bank balances and cash." The Institute
of Chartered Accountants in England and Wales,

Recommendations On Accounting Principles, (London:
Gee & Company, otd., 1953), Article gIllt).
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the case of assets which need constant replacement,
is recognized in the cost of production.

In the case of fixed assets(l5) however,
fluctuations in value find no place in accounting
records. MWhere practicable, fixed assets in ex-
istence at the date of the balance sheet should be
shown at cost."(16) For one, the difficulty of
quick disposal of fixed assets and the close attach-
ment to the business makes recognition of fluctua-
tions in their value extremely difficult to measure.
Moreover, as fixed assets are relatively durable, fluc-
tuations in their value tend-to be less significant
relative to their emtire life. If changes in value
become relatively stable and pronounced then recogni-
tion in accounts becomes possible. It should be
noted however that in actual cases it is often dif-
ficult to forsee whether or not any particular
variation in value is permanent in view of the long

life of the asset. If the value of a particular site

(15) "In this group should be shown under separate
headings fixed assets such as (a) goodwill,
patents and trade-marks; (b) frechold land and
buildings; (c) leaseholds; (d) plants, machinery,
and equipment; (e) investments acquired and
intended to be retained for trade purposes."
ibid., Art. 73(12).

(16) loc. cit.
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has increased because of conditions outside the
industry, such an increase is recognized in accounts,
80 that management may realize the situation ;nd
either move to another location where land is cheaper
or use the property more efficiently.

Deferred assets, such as prepayments‘and
orzanization expenses, are generally held to be costs
that are adjudged to extend beyond the current account-
ing period. They are not charged directly to the
revenue account of the first year but are spread over
a number of accounting periods in amounts which manage-
ment deems sul table. They differ from all other types
of assets in that they are not realizable even in the
case of liquidation of all "'the concern.(17)

Some very indefinite values are directly
charged to revenue account although they may contribute
to the future earning power of the concern inasmuch
as deferred asset may contribute. These are not recog-
nized as assets becguse of the absénce of a test of
their durability or measureability. A good example
would be the cost of an extensive advertising campaign

carried by a business concern the effect of which is

(17) There may be some exceptions such as in the case
of insurance premiums partly refundable when the
insurance policy is cancelled.
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expected to last for more than one year.

With these considerations in mind, i.e.,
tha?éccounting for assets is limited to meagsurable
and stable values, it is therefore not improbable
that a certain portion of the book income of a con-
cern is in reality a realization of past fluctustions
of value which are not accounted for as assets or
realized earnings until they actually accrue to the
business in the form of definitely measurable values
such as cash or rsceivables.,

The same criteria applied in the distinction
between assets in general and éarnings may be used for
the distinction between agsets and superior earning
power. It must be noted that superior earning power
and assets are not distinct values, and that some
values come to the business as eamings only because
of the failure to account for them as assets due to
the lack of certain criteria which are taken to
constitute the characteristics of 'accounting assets'.
The difference of opinion regarding the valuation and
recognition in accounts is one of degree viewed from
the standpoint of the criteria of  accounting values.

Intangibles are the most fixed of all fixed

assets. They are not the object of purchase and sale
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and therefore cannot be measured on the basis of market
price or competitive offers. Separate disposal of in-
tangibles cannot be affected without serious Jjeopardiz-
ing of the status of the enterprise as a going concern.
In the previous section of this chapeter
it was indicated that pronounced and relatively stable
changes in the value of fixed assets are recognigzed in
accounts. In the case of intangible property such
changes cannot be measured as long as the business
owning them continues to operate as a.going concern.
They camot even have any definite value as long as
the basis for their valuation, i.e., earnings, is
normally a constantly fluctuating factor.

Business Costs and Intangible Assets

In valuing the intangible property of a busi-
ness many factors should be taken into consideration,
most of which are not capable of being measured. The
determination of what constitutes a 'normal rate of
return', the nature and magnitude of the risk involved,
the number of years during which excess earnings are
supposed to exist, the rate of capitalization of 'excess
profits' and a host of other considerations are but a
few examples of the difficulty that is likely to be met
when valuation of intangibles not acquired by purchase

is contemplated.

e <
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A definite basis of measurement will be
available when intangibles are acquired through pur-
chase, hence their recognition in accounts as assets.
It must be noted that intangibles so acquired and
recognized do not become less fluctuating to the
purchaser than to the seller. It is only because cost
is co?ventionally regarded as giving a certain amount

of definiteness in value, that they are so recognized.

Differential Value of Intangibles

The question as to recognition of intangible
property in accounts is worth further consideration.
If intangible property is recognized in accounts as
showing the difference ip value between the commercial
and the actual investment values of the business (as-
suming that the book value represents the investment
value as used in this connection), would such a view
of the case justify their recognition in accounts as
assets?

The suggestion seems to be based on the
view that all valuable considerations should be
recognized in accounts. However, as has been dis-
cussed before, a balance sheet does not intend to
show all valuable considerations. It purports to

show only definite and measurable values which are
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acquired through expenditures or have definite realiza-
bility in the ordinary course of business.

It should be noted however that no attempt
i1s made in this discussion to distinguish between in-
tangible values and fluctuations in the value of the
remaining property of the business. The relationship
between asset value and earning power is a problem of
valuation. Furthermore, assuming the orthodox cost
theory of accounting values, it is inevitable that the
value of excess earnings should be bound up with the
value of fixed assets in general. Thus the value of
intangible factors brought inﬁo a balance sheet will
include changes in the value of fixed property as a
whole.

It should be further noted that the capi-
talized value of the earning power of an enterprise
does not indicate its market value. It only furnishes,
and in a restricted sense, the supply price of the business
as a going concern. The demand price, or the price the
intending purchaser may be willing to pay, depends pri-
marily on the potential earning power of the business. i |
The selling price would probably be a modification of
bpth prices and will be somewhere between these two

valuations.
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Another reason for rejecting thé recogni-
tion of capitalized vélues in accounts is the element
of econfusion that necessarily results and makes very
difficult the intelligent interpretation of accounts.
As long as the statement of revenue clearly shows the
net.earnings of the business under consideration,
computations of capitalized values and their imputation
to particular items of property can be made whenevef
need arises, as there is no need to show beforehand
the possible selling value of the business when it is

intended to continue as a goinmg concern.

. #..‘
e, 7 r
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CHAPTER IV
ECONCMIC IMPLICATI ONS

A. MAINTAINING CAPITAL INTACT

In this chapter discussion is made of a
relationship that might obtain between the accepted
method of recording intangibles and the 'maintenance
of capital intact’.

The argument is developed on the following
lines. First, an enquiry is made on what constitutes
capital and the methods of keeping it intact. The
enquiry however, requires a preliminary study of costs,
methods employed in the measurement of profits, and the
differences between the views of the accountant and
economist in this connection. Criteria are established
for the determination of influences affecting changes
in capital and are applied to intangibles to test the
extent of the effect of their accounting treatment on
capital changes.

Starting from a broad and descriptive point
of view one is justified in saying that all business
transactions are subject to a preliminary classification
as between those which carry significance to a short
period set intentionally for review and those which are
less immediate and which carry significance to a longer

period of time. These are conventionally temmed in
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accounting as 'revenue' and 'capital! respectively.
This temporal qualification to economic
transactions has been recognized by many an economist,

and the following passage found in The Economics of

Welfare does much to illuminate the point.

"However we define (capital), it may be likened
to a lake into which a great variety of things,
which are the fruit of savings, are contlnually
being projected. These things, having once en-
tered the lake, survive there for various periods
according to their several natures and the for-
tunes that befall them. Among them are things of
long life, like machinery, and things of very
short life, like material designed to be worked
up into finished goods for consumption or coal
destined to be burned. Length of time in this
connection means, of course length of life as
capital in the 1ndustr1al machine functioning

as a going concern, not the length of life which
a thing would enjoy if nobody interfered with it.
Coal, for example, if left alone, will last with-
out change of form for an indefinite number of
years; but, none the less, the 'life' enjoyed by
coal in the lake of canital i.e., the period
covered between its entrance and 1its exit, is
almost always very short. All things that enter
the lake eventually pass out of it again. ©Some
of them pass, so to speak, in their own persons,
embodied as material in some finished product,

as when cotton emerges as a cloth garment. But
exits are not always, or indeed generally, made
in the form of a passage outward of the actual
elements that originally came in. When coal is
burnt in the process of smelting iron, which is
to be used eventually in making cutlery, it is
the cutlery, embodying the 'virtue' of the coal,
and not the coal itself, which passes in person
out of the lake. In like manner it is of course
the 'virtue'! of machines that are worn out in
making finished goods, and not the machines them-
selves, which passes out in person. In one form
or another, however, whatever enters also leaves.
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There is then of necessity always a stream flowing
out of the lake so long as it has any contents at
all, and in practice there is always a stream flow-
ing into it. Its contents at any moment consists
of everything that has flowed intec it in the past
minus anything that has flowed out. It is theore-
tically possible to make an inventory of them from
day to day. When we speak, in comnection with our
definition of the national dividend, of the need
for 'maintaining capital intact!, something is
implied about the relation between successive inventories
or successive evaluations of the contents of the lake
we have been describing."(1) :
Professor Pigou therefore, has as his main
criterion for the distinction between capital and re-
venue, the time that a particular asset stays in the
lake. His view of the case corresponds to that of the
accountant and in fact employs the same criterion for
distinction between the two concepts. However, when
explaining his own example he points out four points
which accountants are not in full agreement with at
least in practice, these are: (2)
1. That maintenance of capital intact does not require
that the contents of the lake should have a constant
money valuation;
2. that the physical state of the things lying in the

lake does not necessarily need to remain unaltered;

(1) Pigou, A. C., The Economics of Welfare (4th ed.;
London: Macmillan & Co., 1950), pp. &3-44.

(2) ibidu’ pp- M_hsu

(e b
g (3 1o
a”;
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3. that expected losses and losses resulting from the
ordinary course of business decrease capital; and

4. that the cost of maintaining fixed assets intact
is relatively low.

Professor Pigou's explanation of capital
suzrests two questions which are fundamental to this
enquiry. The first is concerned with the meaning of
capital from an economic as well as from an accounting
noint of view; the second, is concerned with the
nature of profits and the methods employed in their
measurement, again from the point of view of the eco-
nomist and that of the accountant.

Capital

What constitutes capital or revenue is
really difficult to determine. There are however two
major conceptions of these terms, that ol the account-
ant and that.of the economist. As far as the former
is concerned,capital consists of a money fund of de-
finite magnitude, from which allocations are made.
"This practice is, of course, largely due, and partly
justified by the fact that the capital of the individual
enterorise is to a great extent fumished in the form
of money loans, and that in consequence the entrepreneur

has in the first instance to provide far a repayment
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of the money loans."(3)

The investment, it is assumed by account-
ants, is made only as a means of making profits and as
long as a certain level of profits is aimed at the
initial investment should remain constant. When the
accountant speaks of profits, he means realized money
profits disregarding changes in the value of money it-
self. |

It would not need lengthy discussion to show
that the original capital outlay, including all expendi-
tures incident to the initiation of the business, re-
present the investment of the éntrepreneur, which he
aims at keeping constant.

Payment made for the acquisition of any of
the many types of intangible property is regarded as
payment for the acquisition of valuable property.

"The firm possessing goodwill, owns a precarious yet
valuable claim upon its‘Patrons, namely, the chance
of their continued patronage."(4)

As is mentioned above, capital is not an

end in itself. It is valuable and desirable only in

(3) Hayek, Friedrich, Profits, Interest and Investment

(London: Routledge & Kegan Paul Ltd., 1950), p. 130.

(4) Fisher, Irving, The Nature of Capital and Income
(London: The Macmillan Company, 1923), p. <9.
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so far as it gives rise to a series of profits. In
actual business life "....realized money profits have
come to be regarded, rightly or wrongly, as approximate
measures of earning capacity; future trends are almost
subconsciously inferred from past trends, sometimes even
without a proper regard to changing circumstances.
Prospective investors reveal a propensity to mirror
this view with the consequence that current values of
proprietorshio rights in institutional capitals tend

to be judged by conventional multipliers of realized
yield."(5)

To an economist the value of capital "....is
the aggregate discounted value of its estimated future
net income,™(6), and consists of all the combined wealth
of business enterprises, households, non-profit making
institutions and government.

The economist however, refers to real values
as contrasted with the monetary views of the accountant.
When the economist speaks of net income, he means net
real income, while the accountant refers to realized

money incomes.

(5) Bray, Sewell, The measurement of Profit (London:
Oxford University Press, 1953), p. 8.

(6) Marshall, Alfred, Principles of Economics (8th ed.,
London: Macmillan & Co., 1920), p. 593.
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To make the point more intelligible, a
discussion of profits as understood by accountants
and economists seems appropriate.

Profits

As far as economic theory is concerned,

profits may be viewed from at least three angles.
One way to look at profits is to assume that invest-
ments are usually subject to two classes of hazards,
a (conceptually) calculable hazard referred to in
economic literature as 'Risk', and an incalculable
hazard conveniently termed 'Uncertainty', and that
the reward for bearing risk and uncertainty is the
profit-~it is the factor payment for taking hazards.

Another way to look at profits is to assume
that in a stationary economy and under conditions of
perfect competition profits do not exist. Profits
therefore appear as a result of disequilibrium and
imperfection of the market; that whenever the marginal
product does not equal its marginal cost profits will
exist.

A third view of the concept sees profits as
a result of dynamic development and innovation in
production methods. By the term imovation is meant the

increment in output over and above the accompanying in=-
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crease in costs, due to a preconceived and intentional

change in the methods of production. According to this
view of the case, profits become a measure, and an ob-

jective one, of the value of ideas in a community.

All three views of the concept relate profits
to a pure surplus, and whether the theory conceives of
profits as a reward for risk bearing, imperfection
in the market or as the increase in net output because
of ideas contribtting to improvedmethods of production,
they detach the concept of profit from capital. Account=-
ing procedure on the other hand, has a broader view of
the term. It includes, in addition to compensation for
risk and reward for innovations, interest on investment
made by an entrepreﬁeur.

Before proceeding any further, I would like
to point out a major conceptual conflict between the
views of the economist and those of the accountant
concerning the meaning and the basis for measurement
of profits. I am referring to the egx-ante approach
of the economist in contrast with the ex-poste approach
of the accountant. Accountants measure income by find-
ing the difference between net assets at the beginning
of a period intentionally set, and at the end of that
period. MNet assets being the difference between total

assets and reserves and liabilities, and the period-to-

;. o

I =]
M

=



104

period change is the periodical income.

To accountants net income is a historical
record of past activities. To an economist, it is
fundamentally a speculation about the future. He thinks
in terms of real income. He assumes that present ex-
penditure is shaped by expectations of future fluctua-
tions of earnings rather than by historical book profits.

However, the major points of difference bet-
ween ;he two approaches may be summarized under two
main headings: first, the constitution of costs, and
second, the basis for valuation of assets. These highly
controversial issues are discussed below.

Costs |

Under this heading one may list at least three
major sources of conflict between the viewsigccountants
and those of economists. First, what to include and
what to exclude when deducting expenses from gross re-
venue to arrive at the net income; second, what method
or methods of depreciation to apply to each class of
assets; and third, how to treat unexpected losses,
or losses resulting from factors outside the control
of business management.

Starting with the first of these three sources

of conflict one cannot but menti on the difference in

ol ps o o
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opinion regarding the inclusion or exclusion of interest
on capital, and the value of the entrepreneur's time and’
effort spent in organizing the business. The accounting
convention of estimating profits necessarily includes
such items as rent, interest and wages as well as eco-
nomic profits.

A detailed analysis of this problem is not
especially relevant in this connection, and therefore
is left at this level without further elaboration.

The second source of di fference in opinion
is the question of depreciation. As was mentioned above,
the accountant's view of capitai is that it is a fund of
money and therefore his insistence that depreciation
should be related to the original cost, and attempt to re-
¢over the cost of equipment before its usefulness is
exhausted by making periodical charges to income. The
effect for sure, is to insure that revenues ®3* equal
to the original cost ==& are not distributed as profits.
Whether these charges will be actually sufficient for
replacement at the end of the useful life of the de-
preciated asset is not satisfactorily considered as
part of the problem.

On the other hand, the economist conceives

of two kinds of depreciation, one escapable and is

4
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tefmed 'user cost' and the other unescapable and is
termed 'replacement cost'. User cost may be defined
"....as the reduction in the value of the equipment due
to using it as compared with notusing it, after allow-
ing for the cost of the maintenance and improvements
which it would be worth while to undertake and for
purchases from other entrepreneurs. It must be arrived
at, therefore, by calculating the discounted value of
the additional prospective yield which would be obtained
at some later date if it were not used now."(¥) The
shrinkage in value which results from using an asset

as against keeping it idle, pfoduces a depreciation cost
which is quite different from straight-line depreciation
for any one year, and the value of this wastage can be
related in no way to original costs, neither does it
have any relation to the ultimate disposal value of

the equipment in question.

In some cases however, the question of user
cost does not arise at all. I am referring to cases
where the asset in question is so highly fixed that it
can find no opportunity cost whatsoever. An electric
plant which is already sunk is a good example. It has

no opportunity cost and depreciation is measured by

(7) Keymes, John Maynard, The Ceneral Theory of Employ-
mentD fnterest Money (Macmillan & Co., 19497,
pe 7
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the replacement value of a plant that will produce the
same earnings, and the amount is not determined by the-
historical cost of the plant. ‘

This type of depreciation is not recognized
as a social cost as it is assumed that cost has been
incurred at the time the plant was sunk. As Arthur
Lewis puts it, "The use of permanent indivisible assets
gives rise to no social cost, unless thése assets are
useful in some othér industry."(8) Such depreciation
is an act of saving rather than a cost, and is deter-
mined by expectations of present and future earnings
and the price level that may be ruling at the time of
the actual replacement. Again, this type of depreciation
takes no primary consideration of historical costs except
in so far as they help formulate expectations in regards
to the future.

The third of the sources of conflict in regard
to the constitution of costs is the treatment of losses
and gaiﬁs not expected to result through thg ordinary
course of business. A point of departure may be found
in Professor Pigou's analysis discussed early in this

chapter. To him, all losses that cannot be anticipated

(8) Overhead Costs (London: George Allen & Union, 1951),
Pe 150
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("Act of God or the King's Enemies") are losses,
"....on capital account, not on income account.™(9)
This view of the case corresponds to that of the ac-
countant. They may be treated as profits or losses
by the individual shareholder as long as they are
reflected through the market value changes of the
proprietorship certificates. But from the point of
view of the business, capital gains are recorded only
as and when they accrue in the form of cash or receiv-
ables on actual sale of the property in question,
while losses on capital account are recognized at the time .
when shrinkage of value becomeé apparent.

Basis Of Asset Valuation

In measuring income, accountants are typi-
cally used to state costs in terms of the price level
at the time of the purchase. Arguments have been ad-
vanced to support this view based on the objectivity
of the procedure and the function of the accountant
as recorder of history, not withstanding the relevance
of history to future economic or business decisions,
This historical approach is in fact very largely de-

termined by the exigencies of profit measurement.

(9) Pigou, op.cit., pp. 45-46
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The earnings of the business are calculated
in accounts on the basis of investment assets, and a
profit is supposed to accrue when all pecuniary costs
involved fall short of the gross income. There is no
fundamental reason however, for the application of
gross income on pecuniary costs only. A business may
gain or lose on investment values as well as on other
forms of value which are not acquired through pecuniary
sacrificies.

In a period of inflation, the cost of re-
placement of inventories, equipment and plant goes
up, while in a period of falling prices, the cost of
replacement goes down. Yet accounting procedures
generally fail to take adequate measures to adjust to
new conditions of costs and values.

The ™money fund" conception of capital dis-
cussed early in this chapter is strictly adhered to
by accountants and the ex-poste approach is obvious
in this connection.

The economist on the other hand assumes
that each asset should be replaced at a future time
if earnings are to be maintained, and recognizes the
fact that asset replacement will be made under cir-

cumstances that need not coincide with present con-
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ditions. He takes into consideration the expected
price level at the time when replacement becomes due,
and other conditions including changes in technique,
expected interest rates, and the like.

To him, an asset is a source of real in-
come that should be maintained at a certain level,
and that in the process of maintaining the level of
real income, all future expectations should be taken
into account.

On the light of the above discussion re-
garding the meaning of capital, profits and costs, a
study is made of the extent of the economic effects
consequent to the accounting treatment éf intangible
property.

Cost or Value

Applying the economic onception of "Capital"
to intangibles would obviously show that they possess
all the characteristics of a capital account. They give
rise to a surplus and they form a source of income, but
they are not recognized in accounts at their full economic
value which is "....the aggregate discouted value of

(their) estimated future net income."(10) Their value

(10) Marshall, loc. cit.
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is deemed to be equal to the cost incurred in the
process of their creation, or if purchased, the money
paid in consideration for their acquisition.

The treatment of intangibles at cost may
be subject to two serious objections.

First, if cost is a measure of value then
intangible property would be a common attribute to
all business. The second objection is that there is
an implicit assumption that intamgibles are always
wérth their cost. Perhaps the mere fact that intangible
property is of a differential or monopolistic character
is sufficient to prove that cost and value (at least
in this connection) are not identical. However, a
further analysis of the question might be desirable.

It goes without saying that any advantage
that can be created by cost directly will cease before
long to be an advantage. Expenditure is a universal
instrument; one éntepreneur may be just as ready to
incur a cost if expectations of future profits justify
such an expanditure. In an attempt to create custom
numerous expenditures may be incurred by entrepfeneurs
in the form of advertising or easier credit terms, but
the results obtained through the same endeavour are not

likely to be proportional to the cost incurred. In fact
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it is not di fficult to conceive of cases where a lower
expenditure results in a greater advantage.

Further, although it might be true that con-
cerns with larger appropriations for research expendi-
ture are more likely to secﬁre a relatively larger, and
possibly more valuable, number of inventions, it is not
uncommon to find large sums of money spent without a
single valuable dwitome. The possible value of an
invention does not so much depend on applied expendi-
turelbut rather on the skill and personal ability (and
tqk large extent on mere coincidence of a combination of
certain factors) of the personhel administering appro-
priations of the sart. It might be argued that the
amount of the research facilities available will re-
inforce and render more effective the skills employed,
yet it will be readily accepted that the outcome cannot
be adequately measured on the basis qf the research
expenditure.

In the case of franchises however, the lack
of relationship between the cost of their acquisition
and their value is obvious. The question of value
depends on the extent and influence of the monopoly
that the franchise secures to the business and the

expected monopoly profits to be derived in the future.
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For sure the amount of expenditure an entre- §
prenegur will be willing to make on account of intangible
property (and to that effect on all other types of pro-
perty) depends primarily on the expected conditions of
business, assuming that the rate of interest does not
change, or if expected to vary, his expectations in this
regard. This does not assume that adverse future con- {
ditions will discourage further investments. If condi-
tions turn out to be unfavorable then the net return on
the investment will drop without affecting the future
possibilities of further investments, except, possibly,
psychologically. ‘

Intangible property therefore indicates the
state of expectations of futmre yields at the time of
their acquisition. The amount of expenditure actually
appliéd represents only the sacrifice the entrepreneur
has made. Obviously, the entrepreneur might have been
prepared to pay more to acquire this property; or, his
budgeted expenditure in this regard might have been
less than what was actually spent and that the additional b

and involuntary investment was nothing more than an at- :
tempt to minimize a sure loss by substituting it for a ii
4
probable gain. The probable gain consists of the pos- ¢
£

sibility that an additional expenditure may result in a ¢
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more than proportionate saving. No matter how valuable
the property acquired turns out to be, accountants

" represent it as an investment the value of which is
equal to the total direct expenditure.

However, the accounting treatment of intan-
gibles at cost rather than at their full economic value
finds justification in the usefulness of the procedure
to the entrepreneur in that it affords a more practical
means of measuring the efficiency of the business. It
is very impractical to measure business efficiency by
aprplying net income to indefinite values such as in-
tangibles at full market price. These values are de-
terminable only in connection with the net income of the
enterprise the integrity of which is preserved in account-
ing in order to enable the entrepreneur to make intelligent
Judgements about business prospects. The inclusion of
indeterminable values would confuse the basis for Jjudge~-
ment .

Intangible values, as has been discussed
el sewhere in this paper, can be valued only through
a process of imputation of excess earnings which may
be considered as such only after deduction of all pecun-
iary costs and other specific valuable considerations.

A normal return on all investment values, adjustments
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of the concern's properties and compensations for
the services of the proprietor are allowed for in
computing the excess earnings.

‘ From an economic point of view the pro-
cedure is sound since excess earnings indicate the
amount a business can afford to attach to its in-
tangible factors. In this sense intangibles rank
behind all other assets from the point of view of
their residual character. They are based on a re-
latively indeterminable factor, and hence the last
that may be capitalized as assets.

If however excess earnings of all businesses
are to be capifalized the net effect would be to defy
one of the most essential purposes of accounting as a
measure of the efficiency of each business, as all
profits will be reduced to normal. Only those busi-
nesses with less than normal profits would not be eff-
ected. Accounting will become then a measure of busi-
ness inefficiency rather thgn efficiency. Even if
assumption is made that such a drawback does not exist,
imputation of excess profits to individual items of
intangible property is difficult. How much of the
excess earnings are due to the existence of a patent

and how much to management efficiency or goodwill cannot
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be reasonably determined.

Anyway, no definite and consistent plan
of recognition has been suggested as yet by account-
ants favoring the recognition of intangibles at their
full valge. It seems that there is an implcit as-
sumption that a consistent plan is difficult to follow
and that the capitalizati on of excess earning values
is at best a conjectural process. For if intangible
values are to reflect the current position of the busi-
ness then they should be currently adjusted on the basis
of the rate of earnings realized in the preceding ac-
counting period. If this scheme is to be followed con-
sistently, the appreciation or depreciation of intangible
assets based on an increased or decreased rate of earnings
respectively would have the effect of showing either in-
flated or deflated earnings, because the increase or
decrease in earnings will be magnified through the ad-
justment of intangible values.

Costs and "Maintaining Capital Intact"

If capital is to be regarded as a fund of
money, then recognition of intangibles at cost will
show the allocation made in this connection out of the
fund. What part of the expenditure made is to be re-
garded as 'cost'! of the intangible property is an import-

ant question. For if an item is capitalized which would
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otherwise be charged to revenue, the profits(ll)
of the period will be correspondingly increased. On
the other hand, if an item is charged directly to
revenue which would otherwise be capitalized, the
profits of the period will be correspondingly decreased.

If one bears in mind that income figures as
arrived at by accountants are intended for use by the
entrepreneur to help this consumption-expenditure pat-
tem decisions, the treatment of any account as an asset
or revenue will definitely affect such a decision.

In the first case the logical consequence of
the treatment, especially if the losses capitalized
are large, is that profits will be distributéd out of
capital (viewed as a fund) and hence its intactness is
impaired. Naturall} this will result in a lower earn-
ing power of the business and possibly in lower earn-

ings.

(11) To Norris, profit figures as arrived at by accoun-
tants are "....useful in deciding how to spend
existing and future resources to secEre maximum
advantage or satisfaction."™ Norris, Harry, Account-
ing Theory,(London: Pitman & Sons,’1946],’p.32

As Lord Keynes puts it "....net income is what we
suppose the ordinary man to reckon his available
income to be when he is deciding how much to spend
on current consumption." Keynes, op.eit., p. 57.
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In the second case however, losses are ex-
acegerated and will:probably affect expectations and
the determination of the consumption (as well as the
investment) expenditure pattern. The lower profits
available for distribution result in a lower purchas-
ing power of the consumer.

Recognition of intangibles at cost therefore
affects the individual business in two ways; One,
the capital of the business viewed as a fund will be
kept intact.-

The second effect relates to the amount of
book profits available for diétribution and to the
state of business expectations. The larger the amount
of expenditure capitalized as intangible values, the
more will be the profits available for distribution
and the more optimistic business expectations will be.

However, if the analysis of professor Pigou
in regard to the meaning of 'maintaining capital intact'
is to be taken as a point of departure, little if any,
value will be attached to the information supplied by
the historical records of the accountant concerning
intangibles. Whether capital increases or decreases
or remains constant as a consequence of this treatment,

would depend on the relationship that subsists at the
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time of the record between the cost and the value of
the property in question.

If cost and value happen to be the same,
then the accounting record would be economically
correct and therefore intactness of capital is main-
tained. A possible case where cost and value may be
the same would be when intangible property is acquired
through the purchase of a business as a going-concern.
This relationship is not necessary, anyway.

If the value of intangible property happens
to be more than its cost, then there would be an act
of saving which is equal to the difference between the
value and the cost of the property. Captial, therefore,
is increased rather than maintained at the original
level, and .the financial position of the fimm improved.
For if recognition is made in accounts of the increased
value of intangibles, then the profits of the busihess
would increase. This is bound to happen if the increase
in value is regarded as an expected increase, accruing
as a result of carrying the business as a going-concern
for a period of time.

Should the cost of intangibles exceed their
value, then there would be an act of dis-saving which
is equal to the difference between the cost and the

value of the said property. Their book value therefore,
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would include a loss account not written-off and pro-
fits would have been distributed out of capital.

Again, this is bound to happen since it is an expected

loss, not caused by an "Act of God or the King's Enemies."

However, whén cost is taken as a basis for
record and depreciation is agpplied to intangible pro-
perty, a new set of conditions will develop tending to
preserve the intactness of capital or even to increase
it over time. Below is a study of depreciation as
applied to intangibles.

Deprecia tion and Intangibles

Depreciation, as is applied by accountants
to intangible property is based on conservatism and
expediency only. The objective is to allocate their
total cost to revenue during a short period of time
and the effect is to insure that revenue, equal to
original cost, are not distributed as dividends, but
are rather ploughed back into the business. The
financial position of the fim would be improved and
the intactness of capital would tend to be preserved.

However if the economic concepts of depre-
ciation are applied in this case, no justification
whatsoever may be claimed for depreciating intangibles.

They are not subject to wear and t ear nor decrease in

. PRl
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value through use. On the contrary, one is inclined
to think that intangibles increase in value if the
business possessing them continks to operate as a
going concern.

In some specific cases however, there may
exist a decrease in value through the passing of time,
such as in the case of patents or copyrights with a
fixed legal duration. Depreciation in this connection
may be economically justifiable if assumption is made
that they give rise to no other intangible property
such as goodwill. If in the case of a franchise, the
concession terminates after a fixed period of time,
and business has to be liquidated as of the daté of
termination--which is not a frequent practice--then the
straight line method of depreciation would again, be
economically justifiable.

Both questions of user cost or replacement
cost do not find a good field of application in the
case of intangible property.

In chapter V below, a more detailed en-
quiry into the economic implications of depreciating

intangibles is made.

el
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B, PRICING

Except in the case of public utilities, the
accounting treatment of intangibles does not affect
prices or price determination. Under conditions of
pure competition, price is set automatically through
the forces of supply and demand. No one entrepreneur
can have any material effect on the state of supply
or demand to alter prices; while under a monopoly, the
price of goods sold tends to be that which will equate
the marginal cost with the marginal revenue of the
monopolist. This will be calculated on the basis of
cost without including the value of the right giving
rise to the monopolistic positién. Inclusion of the
capitalized value of superior earnings would tend to
confuse rather than clarify them. However, replace-
ment of property values through depreciation does not
exist in the case of intangible factors, and therefore
they do not form part of the costs of the business. (12

In the special case of public utilities where price is

(12) "The amount of goodwill written off in the finan-
cial accounts at the end of a trading period appears
to present difficulties to many minds so far as
cost accounts are concerned. The writing off of
goodwill is a profit and loss transaction, and the
ﬁmount mugtlnotnbe includedpig the co?i accounts,™

yall, R.J.H., Dictionary of Costin ondon: Pitman
and sons, 1952) p. 183. s
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calculated on the basis of all investment values, the
treatment of intangible property in accourts has
special significance.

Price of Public Utility Services

It would be recalled that in the scecond
chapter of this thesis an attempt is made to justify
the recognition of intangibles in the accounts of
public utilitics, An attempt is also made to discuss
the most outstanding interpretations of their signifi-
cance and methods of valuation.

For the purpose of the following discussion
appraisal of intangible values in the case of public
utilities will serve one purpose, that is to establish
relationships between the book value of intangibles and
the price of the particulaf type of service rendered by
the utility.

A preliminary assumption in this connection
seems pertinent. I.am referring to the right of the
owner of the utility, whetﬂer a private individual, a
municipality or a state to a reasonable return on the
investment which should include a reasonable intesrest
on investment after allowing for operating expenses and
an annuity which in n years at compound interest, will
amount to his investment. The term 'investment! in this
connection refers to all the original outlay including

development costs.

A,
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Had such a person determined to keep his
funds invested in safe securities at ordinary inte-
rest rates instead of building the plant, he would
have been, at the end of n years, in possession of
his entire capital plus interest on the full amount
thereof for the entire time. Therefore, it would be
only just to make this assumption.

Of course the assumption excludes from
discussion such public property as established and
maintained by taxation, such as public roads and
parks, which is normally available for use free of
charge by the public.

Ancther assumption necessary for the discus-
sion relates to government intervention in the fixing
of rates. Government intervention, it 1s assumed,
should be present and should manifest itself in two
wayse. First, it should safeguard the interest of the
rate-payer against possible unreasonably high prices;
and second, in its endeavor to safeguard the interest
of the consumer it should not decrease prices to such
an extent as to kill the incentive of the owmer to
improve the quality of the service,

These assumption settled, the argument can
be developed in the followlng manner. In the process
of fixing rates, the owner will give consideration to

all elements of ccst, tc the investment, to the hazards
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of the business, to profit, to the value of service§
rendered, to the permanency of the service and to

the volume of business transacted. This aset of
conditions upon which public utility prices are deter-
mined is conveniently termed the 'rate-base!, It
differs from 'cost' in that it includes elements of
expectations and uncertainty, negative or positive.
The rationale behind this comcept is that earnings,
present and prospective, should be adequate to yield
a proper return on the rate-base and an additional
return to compensate the owner for having established
and for managing the utility._ The;e is for sure an
implicit assumption that the investment has been
reasonably made and that excessive development costs
dc not represent part of the investment. That is,
inefficient management is not rewarded.

There are two factors that enter into the
rate-base and are relevant to this discussion. First,
the value of the investment in plant at the time when
rate fixing is contemplated, and second, the value
attached to intangibles at that same time. These,
together with the rate of interest to be used and the
amortization rate to be applied to plant will show the
effect of the recognition of intangibles on pricing
of public utility services.,
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The case in Re Appalachian Power Co. v.
West Virginia Public Service Commission(13) will
illustrate the point. The value of the plant was
estimated at 8,500,000 dollars and 'going value! at
1,500,000 dollars., If interest on the total invest-
ment is fixed at 6 percent., and that 5 percent. in
lieu of depreciation of plant a year is sufficient
to keep the plant at its present value (assuming
unlimited life of plant) then the total earnings should
be as follows:
5% of 8,500,000 dollars for depreciation.... 425,000,-
6% 0£10,000,000 dollars for intereEte........ 600,000,-

TOTAL.!Q.!Q-.-....-.‘IC..1'025’000.-

Out of this total which is charged to rate-
payers, 90,000 dollars represent that part of the
income due to going value, which in fact represents
8.8 percent. approximately of the total rates collected.

In the case of public utilities, therefore,
the accounting treatment of intangible property has an
effect on the price to be charged for the goods produced
or services rendered, the extent of the effect being
determined_py the value attached by the public utility

to intangible property in its possession.

(13) cf. supra, p.29
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CHAPTER V

DEPRECIATION OF INTANGIBLES -

Between the two major and conflictimg views
regarding the treatment of intangibles after their
recognition in books of accounts, the theory that they
should be depreciated is upheld by most accountants.
The method of depreciation to be used is still a fur-
ther point on which views are in conflict,

No matter what depreciation method is used,

of

a

a set of conditions would probably arise becaus
the effect of the amount of depreciation charged to
revenue on t?e magnitude of profits available for
distribution, the supply of credit and the investment
incentive of the entrepreneur. Im most probability
the extent of the influence of depreciation applied to
intangibles on the entrepreneurt's decisions is insig-
nificant; still less significant would be its effects
on the economy as a whole,

Its influence is felt only in so far as it

changes the level of money income which is certainly

one of the most obvious manifestations of the trade cycle,

and may be the most generally accepted index of its
course, The effect of the particular depreciation
method which is employed is discussed later in this

chapter,
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In general however, depreciation of intan-
gibles provides the business with a liquid fund which
encourages business savings. "If part of income is

saved and invested, ceteris paribus the proportion

between the demand for consumers' goods and the demand
for producers' goods is modifi;d in favour of the
latter; and it must be permanently modified because,
by the act of saving, the stock of capital, as well
as the volume of transactions in capital goecds, has
been permanently: increased." (1)

This may be illustrated in the following
manner, If 8=3 (r, y)
and I=I(r,y)
where J stands for savings, I, investments, r, rate
of interest, and y, money income, then an increase in
y will increase S and I if r remains constant, This
concept may be reduced to a supply of saving and
demand for saving schedules as in Figure I below.
L, is the intergection point of 83 and II, the equi-
librium position prior tc the increase in money income
Yy« A new state of equilibrium is established at L1,
which 1s the point of intersection of 5151 and I1I1,

incident to the increase in money income from y to yl.

-

(1) Haberler, Gottfried, Prosperity.and Depression
(Geneva: League of ﬁations, I§*I§, PPe 48=40.
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FIGURE I
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If depreciation of intangibles represents
a mode of providing more working capital out of
profits (whether or not it :is intended as such), the
aggregate of funds supply curve will tend to shift to
the right for twc main reasons. First, the reinvested
profits are added to the aggregate supply of funds
available thus displacing the whole curve that much
to the left.

If Smo represents the aggregate supply of
funds curve at a given rate of interest, then an in=
crease in the stock of money from Lo to Ll will shift
the aggregate supply curve to the new position Sml.
(Figure II)

Second, in consequence of the increase in
its equity, lenders will be willing to lend more at
any given rate of interest. In Figure II, this con=
cept may be illustrated by an additional shift of the
supply of funds curve to Sm2,

The improved liquid position will also help
in other ways. First, it might decrease the possibi-

lity that at a future date, urgent need for liquid

capital might arise leading to payment of high interest

rates, JOécond, default on contract payments will be
less likely and therefore a prejudiced credit standing

avoided.

R = s TR (e
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FIGURE II
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Third, during a period of falling prices, the banking
system will be lecs reluctant to extend credit and
continue the expansion.

Below is a discussion of the economic ef-

iy

fects of the particular method used. Two assumptions
are made however, which need some justification.
First, during a period of rising prices, book profits
are increased; and during a period of falling prices,
book profits are decreased. It is certainly very
possible that an individual entrepreneur may make
profits during any phase of the trade cycle; but in
the aggregate, rising prices as well as rising profits
in any particular industry indicate a period of recovery
in that particular industry.. The contrarw&s assumed
to hold during a period of falling profits.

This assumption is essential for the follow-
ing discussion since it is very impractical (may be
impossible) to discuss the effect of depreciation of
intangibles on the particular business in every one
of its possible states of prosperity and depression, ]
and on the trade cycle, again in every one of its many
phases. In fact one may conceive of infinite combina-
tions of possible circumstances that may prevail at

any one moment.
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Second, the method of depreciation discussed
is assumed to bé in universal use. Once each business E
i1s assumed to employ a different method, it will become
impossible to predict their behavior or determine their
effect unless and until quantitative data becomes avai-
lable, and, through a process of cancellation of oppos-
ing effects, the net effect is determined. As the
discussion is carried out in the abstract, the assumption
will be helpful.

Depreciation of Intangibles Against Low Business Profits

A method of depreciation favored by some
accountants suggests the writing-off of intangibles
only against low business profits. The argument is
based on the idea that intangibles indicate superior
earning power; once business profits appreach the norm-
al rate in the industry itself, intangibles should be
written-off,
As regarding the individual business, this
procedure implies the further pushing down of book
profits. 8Since it is probably true that business pro-
fits are lowest during a depression and highest in a
boom, then the procedure will affect the economy in any %
one of many ways. First, during a period of falling
prices, losses are eXaggerated by the addition of de-- :”

preciation on intangibles to revenue, the entrepreneur

. \I:!'.,:*_‘;“,L i

i
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will be expected to lower his prices less than he would
otherwise have lowered thems This he will tend to do
probably because of the improved liquid position; his
need to sell to acquire liquid capital will be diluted.
Vice versa, in a period of rising profits, the entre-
preneur will tend to mark his prices up less than he
would have marked them.

Again, in a period of falling prices, the
exageceration of losses will affect favorably the liquid
position of the business, which in due course will in-
crease the ability to invest. The increased liquidity
of firms in a depression is held by most economists to
be an essential factor in the subsegquent recovery.
Vice versa, in a period of rising prices and profits
the exaggerated profit figure due to the absence of a
depreciation charge to revenue on intangibles, will
reduce the investment incentive of the entrepreneur
and will weaken his liquid position, contributing
therefore to the subsequent stability of prices and
production.

Depreciation of intangibles against iow
business profits, is of the nature of an injection of
liquid capital, which by improving the state of in-

vestment and saving will lead to an increase in the
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expenditure on consumption goods which in turn, through
the increased profits in the consumption trades, cons-
titutes the impetus and the meané for increased capital
expenditure.

It will set into action a set of conditions
which will help in the subsequent recovery.

Exagpgerated profits in periods of inflation
and exaggerated losses in periods of slump will tend
to make government planning more effective through the
adjustment they make possible in its taxing power.
Higher profits in a boom are subject to higher tax
collections which can be diverted by the government to
the proper channels. In periods of low profits, the
lower taxes collected leave the entrepreneur with a
relatively larger amount of profit which he will find
available for possible reinvestment.

As an illustration, an economy is assumed to
be initially in a position of full employment which
is subjected to a disturbance leading to a decline in
the aggregate money demand. The first effect will
manifest itself in a decline in sales, a piling up
of inventories, a fall in prices following an attempt
to reduce inventories followed by a decline in business

profits.



136

The decreasgﬁ book profits of the business
furhter pushed down by writting off intangible values
would automatically decrease taxes collected by the
government, which decrease may be considered as a net
contribution by the government to the income stream
which offsets a part, no matter how small, of the
decline in the aggregate demand which in turn helps
decrease unemployment.

This method of depreciation contributes
therefore to price stability, which--especially in
periods of low income elasticity of demand such as is
likely to obtain in the depression phawse of the trade
cycle--may be an element in economic stability.

In no way does this explanation exclude other
effects on the economy. In fact there may be other
conditions arising out of this same accounting treat-
ment; a good example will be found in the effect of
distribution of profits out of capital in periods of
rising profits, both decreasing the entrepreneur's
incentive to invest and increasing the purchasing power
of the consumer. If such g position arises which leads
to an increase in the effective demand for consumers'
goods, then the extent of the effect of the treatment

will depend on the propensity to eonsume and on the
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inducement to invest under the new set of circumstances.
In a period of falling profits exaggerated
losses decrease the amount of divisible profits contri-
buting possibly to a decrease in effective demand.
The net effect on the community as a whole afain de-
pends on the inducement to invest, the extent of the
improvement in the liquid position of the firm, and the
state of demand for both producers' and consumers’ goods.

Depreciation of Intangibles Against High Business Profits

Another method of depreciation favored by
some accountants sugzests that intangibles are best .
written-off against high business profits. If this
procedure is adopted then during a period of rising
profits, the amount of distributable profits is dec-
reased contributing to an adjustment as between consu-
mers' goods and producers' goods in fivor of the latter.
In a period of falling profits, as no charge is made
against revenue in regards to intangibles, the adjust-
ment as between consumers' and producers' goods will
be in favor of the former.

If during a period of falling profits depre-
ciation is not allowed for, the entrepreneur will tend
to behave in any one of the following ways. He will

probably further decrease his prices because of his
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need for liquidity which has been accentua ted through
the distribution of otherwise undistributable profits.
His credit standing and his incentive and power to in-
vest will probably become unfavorable. This will tend
to further the depression and lengthen its period.
Again the distribution of profits otherwise not avail-
able for distribution induces the business to borrow.
During a period of falling prices many debts are "....cer-
tainly a most potent factor {although not the only factor)
tending to aggrevate the depression. The burden of debts
becomes heavier with the fall in prices; andﬁhis leads
to distress selling, which depfesses priceslfurther.“(2)

o In a period of rising prices and profits,
the writting-off of intangibles decreases the entre-
preneur's profit. He will tend therefore to raise his
prices more than he would otherwise raise them if in-
tangibles were not depreciated.

Underestimated profits during a period of
rising prices and underestimated losses during a slump
period are two factors contributing to the enhancement
of the boom and the aggrevation of the slump.

Intanpibles Depreciated Over a Short Period of Time

If intangibles are depreciated over a short
period of time, the net effect on the economy will

depend on the phase of the ﬁrade cyclé obtaining at the

(2) Hasberler, op. eit., p. 1l4.
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time of depreciation. In a period of rising profits,
the effect of this method will be the same in most
respects as in the case when intangibles are written-
off against high profits. 1In A period of falling
profits, the effect of this treatment will be the
same as the effect of applying low profits to write-
off intangibles.

One difference may rossibly obtain. The
method under examination spreads depreciation over
a definite period of time decided upon beforehand,
and the amount charged to any one accounting period
would be equal to the amount charged against any
other accounting period.

In the two other methods discussed above,
the amount of depreciation depends on the magnitude
of profits. In the first method the lower the profits
are, the higher the charge for depreciaﬁion would be;
in the second method, the higher the profits are, the
higher would be the charge. These two methods tend
to have more (positive or negative) effect on the
economy, especially in the extreme phases of the trade

cycle,
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CHAPTER VI

TREATMENT IN SOGI AL ACCOUNTS

Before concluding the discussion of the
subject of intangibles it may be interesting to in-
quire into their treatment in social accounts and
the extent to which they are recognized as assets
in the nation's balance sheet. It is necessary first
to discuss briefly the composition of national wealth
and the technique used in its computation.

In one respect, business accounting and
social accounting are basically the same. Both en-
deavor to show systematically and in a continuous man-
ner "economically relevant transactions expressed in
a common unit."(l) The difference is in the means
by which they are accomplished. Efficiency in busi-
ness is measured by the amount of 'accounting net
profit' as compared to the capital investment and the
business's turnover. The efficiency of the whole

economic system is measured by the amount of real net

(1) Goldsmith, Raymond W., "Measuring National Wealth
Imr a System of Social Accounting™, Conference on
Research in Income and Wealth, National Bureau
of Economic Research (New York: H. Wolff, 1950)
IXII, 24.
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national income, a concept related to economic wel-
fare. Comparison as between stock of capital at

one date and the stock of capital at another date,
in both cases show the increment (whether positive
or negative) to capital; the accountant employing
the accounting concept and the economist the economic
concept of the term. An accounting profit may re-
present a real loss and vice versa. Although the
actual arithmetic results may be at great variance,
yet, allowing for conceptual differences, one is
Justified in saying that the ultimate purpose is the
same.

One great difference exists, however, bet-
ween business and social accounts. In the words of
Goldsmith, "Accounting by business enterprise is con-
ducted exclusively on one level, which is set by the
laws and commercial customs of the time and place.
Social accounting, however, can and must be conducted
on two levels: _the combination and completion of
existing accounts in accordance with the prevailing
methods of business accounting; and the construction
or recasting of accounts to conform with a set of stan-

dard rules derived from economic thedry."(2) The first

(2) QEQ _CAEo’ Pe 25
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level he designates 'national business accounting'
and the second, 'national economic accounting’.

In the following discussion the attempt
will be to show to what extent does social accounting,
in the process of eliminating irrelevant data and
adjustment of other data to conform with accepted eco-
nomic concepts and theories, affect the value of in-
tangibles as recognized in business accounts.

The process of Elimination And Adjustment

On the first level of social accounting, name-
ly national business accounting, the system attempts
first to compile all balance sheet data and revenue
accounts existing at the time of the attempt. Financial
statements thus compiléd are standardized in some degree
to become capable of aggregation. As many economic units
do not keep accounts, estimates of stocks of capital and
revenue are made, primarily based on the available accounts
of other units.

On the second level, data already compiled is
adjusted to current values. This means that marginal cost
will be substituted for price whenever they deviate.
Second, the capitalization factors that are applied to
expected net returns in order to arrive at asset values

to be included in the balance sheet of the nation are
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modified to conform with economic theory. It is
evident that accounting for single business units
tends to exaggerate risks undertaken and therefore
underestimates values. In national accounting on
the second level therefore, values given to assets
in general tend to be nmore than their accounting book
values.

The net effect of national business account-
ing may be summarized as follows:

First, all claims (including debtors and
creditors but excluding properietorship claims) will
* be cancelled in the process of aggregation. Allowance
is made for minor irregularities such as entries hav-
ing no corresponding records in other sets of books.
Cheques drawn but not presented, bad debts allowed for
in the books of creditors but not as yet cancelled in
the books of debtors are two out of many possible
irregularities. ' N

Second, claims against the community, such
as intangible values (in the sense they are defined
in this thesis), continue to appear at book value.
A modification of this statement is necessary in the
case of holding companies. Although one of the in-
tangibles values, goodwill, may not be an asset on

the balance sheet of any of the constituent members
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of the group, it will appear as an asset on the con-
solidated balance sheet. This point is discussed in
more detail in this chapter.

Third, all other assets (propably excluding
a part of government property) will appear as a part
of the wealth of the community on the nation's balance
sheet. Assets and liabilities are taken at current
market prices (assuming that each business is a going
concern) in preference to book values, which show his-
torical costs only. In business accounting terminology,
the 'liquidation balance sheet! is taken as the basis
for valuation. Walue adjustments constitute the function
of the second level of national accounting, i.e., nation-
al economic accounting.

Intangibles as Part of National Wealth

Only the second and third effects are of con-
cern to this attempt. The conclusion, which is il-
lustrated below, is that in computing national wealth,
intangibles are recognized at their full market value.
This is not in contradiction with the previous arguments
regarding one of the essential economic characteristics
of intangibles, that is the absence of a market for them. 4
The term 'market value' is used to mean the value that

may be imputed to intangibles if the whole business is to
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be sold as a going concern.

The national business accounting value of
intangzibles will be the total of the individual busi=-
ness balance sheet values plus an adjustment in re-
gards to holding companies. The adjustment is in fact
provided by business accounts either to satisfy statu-
tory requirements or for the purpose of providing ad-
ditional information for members of the group. It should
be noted that such an adjustment is not incorporated in
the books of account; they appear only on a combined
statement of assets and liabilities of a group of com-
panies, conventionally termed 'Consolidated Balance
Sheet!,

The goodwill item which results from such an
adjustment is a measure of the difference between the
book value and the market value of the group as a
whole excluding minority interests, i.e., that part of
the total networth owned by persons who are not members
of the group. Therefore only a part of the total dif-
ference between the commercial and the book values of
the company is recognized in this way. The following
is an illustration of the magnitude of goodwill re-
cognized in national business accounting consequent on

the bookkeeping procedure followed.
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Subsidiary Limited is totally owned by Parent
Limited. Parent Limited acquired all the shares of
Subsidary Limited as on the first of January’at a cost
of £100,000. The balance sheet of Subsidiary Limited
shows the following capital structure:

Share Capital: Authorized And Issued:

60,000 shares of £1. each fully paid e e+ 0.£60,000.

Balance of Profit And Loss Account as

on First JanUary ceeceeecescvsereseceeesesed 2,000.

In the consolidated balance sheet a goodwill
account will appear to take care of the excess of market
value of Subsidiary Limited over its book value at the
time of acquisition, normally omitted from its accounts.
The value of goodwill as it appears on the consolidated
balance sheet is determined in the following manner.

Cost of Shares Acquired:

60,000 shares of £1 13s 4d each... & 100, 000.

Less Theif Value At Par .......... £ 60,000,

Excess of Purchase Price over Par. 40,000.

Deduct Balance of Profit, Jan. lst. 2,000.
Cost of GoodWill .v.ivevvsveernasns & 38

Assuming that no goodwill account appeared

in either balance sheets before consolidation, the total
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value assigned to it will be the full £ 38,000.
It would be interesting to point out that a mere
change in the distribution of the capital of Subsidiary
Limited will bring about a change in the wvalue attached
to goodwill, the range of change,6 being from nil to
£ 38,000. An example will illustrate the point. Tak-
ing the same example discussed above, if the holding
of Parent Limited decreases to 80 per cent of the tdal
issued capital of Subsidiary Limited, the value attached
to goodwill will be decreased by £ 7,600. This is ar-
rived at in the following manner:

Cost of Shares Acquired:

48,000 shares at £1 13s 4d each ... £ 80,000.

Less thelr Value at Par ........... £ 48,000.

Excess of Purchase Price Over Par 32,000.
Less share of Balance of Profit: 1,600,

Cost of Goodwill s.ceevvcens sesssee £ 30,400, .

e S e e e S
========

Since no accounting is normally kept in other
than the business sector, only estimates of the value
of intangibles owned by other sectors is possible. When-
ever estimates cannot be conveniently made intangibles

are omitted from the national balarfice sheet.

Thes illustrates the compilation process .
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which is the function of the national business ac-
counting. The second level of national accounting

deals with adjustments to current values. The value
that is assigned to each asset as part of a going-
concern business depends on the possible expected
contribution of the particular asset to the expected net
returns to be derived from the business. The value that
is given to intangibles therefore depends on the sys-
tem of imputation adopted.

In accounting practice it has been deemed as
expedient and commendable the overestimation of risk,
i.e., to account for possible losses but to exclude
uncertain, though possible, gains. The net effect of
the national economic accounting therefore, is to as-
sign more value to such items whose values are deemed
in business accounting to be indefinite. In so far as
intangibles in general indicate superior earning power,
and in the case of patents, copyrights and franchises
giving rise to an economic surplus, they will appear
on the national balance sheet at the capitalized value
of the superior profits or economic surplus to which
they give rise. The capitalization rate for sure de-
pends on ﬁhe current economic conditions and the rate

of interest ruling in the market.
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A final remark of a highly conjectural
nature concerns the going-value as appliedeto ex-
tremely large public utilities whose rates for ser-
vices charged are controlled by government. The
ordinary book-keeping practice is to attempt to do
justice to both utility and consumer, by allowing a
t fair return on fair value'. An extremely large cor-
poration of this sort may influence judgements as to
what the 'fair value' should be. This, in addition to
the absence of a known market value due to the large
capital outlay of the utility, may result in an over-
estimation of going-value which in turn leads to an
obstruction of figures in the social accounts on the
economic accounting level.

Most probably this item may be an insignifi-
cant item which may not affect materially the total
figure for a nation's wealth.

It may be interesting to point out that
out of a total assets owned by manufacturing concerns
in the vear 1933 of 33,352 million dollars, intangibles
and defarred expenses together amounted to 1051 million,

or approximately 3.2 percent of total.(3)

(3) 5. E. C., Survey of American Listed Corporations,
Balance Sheet Data, 1939-1943, Part II, pp. &-3-
Juoted by Gainsburg and Krassa "Compiied Balance
Sheet of Manufacturing Enterprises“, op. ¢it.,

p. 319.
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SUMMARY AND CONCLUSIONS

At the outset of this thesis an attempt was
made to study the meaning of the term 'Intangibles?!
and the bases upon which assets may be classified as
suchs To avoid discussion of conceptual differences,
an operational definition formulated by the American
Institute of Accountants was adopted and used through-
out the thesis. The term as used includes goodwill,
trade-marks, trade-names, patents, copyrights, going
value, and franchises.

A study of these specific items of intangi=-
ble property showed that they are eclosely related to
each other and carry the same economic significance as
to the source of their value. The similarity in their
valuation and accounting treatment is, therefore, expected
In fact the essence of the treatment is the same; only
minor differences of detailed procedure exist.

Intangibles derive their value from the excess

earnings to which they give rise. As these are neither

definite nor persistent, the value of intangible property

is indefinite. The conservatism of accountants coupled
with the indefinite value of intangible property, reflects
on the value attached to them in accounts. Many account-

ants favor their recognition in accounts at the full

~ ;:I alise: v

=4
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capitalized value of the excess profits to which they
give rise; yet the general practice is to recognize
them as assets only to the extent of the actual expendi=
ture directly made in the proeess of their acquisition
or development. The rapid writing-off of these values
from books of accounts is deemed by accountants as
necessary.

The recognition of intangibles at cost rather
than at full value is subject to serious objections.
- The only justification is found in the expediency of
the procedure.

Cost as a basis for record, it was argued
in Chapter IV, has some relation to changes in capital
values. If capital is viewed as a fund from which
allocations are made, then the accounting treatment of
intanzibles ensures that the original capital outlay
remains unimpaired. However, the economist's conception
of capital is different. He views capital as a source
of income which needs replacement at some future date
under circumstances which need not coincide with
circumstances prevailing at the time of their acquisition.
If this view of the case is taken, then the change in
the value of capital resulting from the adoption of cost
as a basis for record, will depend on the relationship

that subsists between the cost and value of intangibles
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at the time of the record. If these happen to be
equal, a case which may not be very common in a world
of change, then the procedure will help maintain
capital intact. If their value happens to be greater
than their cost, then there would be an act of saving
which is equal to the difference between their cost

and their value. An act of dis=~saving will result if
the cost, as represented by the book entry, is an over-
statement of their value.

Intangibles are not subject to wear or tear,
and normally need not be replaced after the lapse of
a period of time, .They normally tend to appreciate in
value rather than depreciate, if the particular business
owning them continues to operate as a going concern.
Therefore, the high depreciation rate applied to intangi-
bles is not economically Justifiable, and the effect
will be to widen the gap between their economic and
book values and therefore increase the equity of the
business adopting the procedure.

Further implications of the depreciation pro-
cedure will be found in the effect it causes in the
level of money income. In general, depreciation improves
the liquidity position of the firm and hence increases
the aggregate supply of funds. This is the case, because

the increase in the equity of the firm strengthens its
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borrowing power, as lenders will be more willing to
extend credit at the going rate of interest.

An improved liquid position and decreased
book profits, resulting from the writing off of
intangibles against low business profits, contributes
to price stability which may be an element in economic
stability. This is especially the case in periods of
low income elasticity of demand such as is likely to
obtain in the depression phase of the trade cycle.

If however, depreciation of intangibles is
universally charged against high business profits, then
the decrease in the amount of distributable profits |
contributes to an adjustment as between the demand for
consumers'! goods and the demand for producers' goods
in favor of the latters As no charge is made against
revenue in regards to intangibles during periods of low
profits, distributable book profits in such periods will
be exaggerated thus discouraging investment. This pro-
cedure tends to enhance a boom and aggrewvate a slump.

The accounting treatment of intangibles at
cost has an important bearing on the pricing policy of
public utilities. The 'rate-base'!, which is the basis
upon which prices are determined, includes, among other
things, all elements of intangible values possessed by

the utility, which may form a large portion of the total

T ——
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rate-base. In one case discussed in the thesis,
approximately 8.8 percent. of the rate computed was
due to the intangible elements of value possessed by
the utility.

In social accounting, intangibles are treated
differently. Whereas in business accounting special
carc is made to exclude any uncertain value, and there=
fore to underestimate the value of intangible property,
the value attached to them im social accounting is
equal to the capitalized value of the superior profits
to which they give rise. Therefore, thev are recognized
as part of the wealth of the economy to the full extent

of their market value.

—————
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