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NATURE AND PURPOSE

The objective of this chapter is to provide guidance regarding how to identify, account for, and report intangible assets.

For an asset to be characterized as an intangible asset, three criteria must be met (all); as an asset that lacks physical substance, is nonfinancial in nature, and has an initial useful life extending beyond a single reporting period. Examples of intangible assets include easements, computer software, water rights, timber rights, patents, and trademarks.

Intangible assets are classified as capital assets (except for those explicitly excluded, such as those acquired through capital leases). Relevant authoritative guidance for capital assets should be applied to these intangible assets.

Intangible assets have a unique nature, including:

· Requiring that an intangible asset be recognized in the statement of net assets only if it is considered identifiable. 

· Establishing a specified-conditions approach to recognizing intangible assets that are internally generated (for example, patents and copyrights). 

· Providing guidance on recognizing internally generated computer software 

· Establishing specific guidance for the amortization of intangible assets. 

DEFINITION
An intangible asset is an asset that possesses all of the following characteristics:

· It lacks physical substance—in other words, you cannot touch it, except in cases where the intangible is carried on a tangible item (for example, software on a CD or DVD). 

· It is nonfinancial in nature—that is, it has value, but is not in a monetary form like cash or securities, nor is it a claim or right to assets in a monetary form like receivables, nor a prepayment for goods or services. 

· Its initial useful life extends beyond a single reporting period. 

Exceptions:

a. Assets acquired or created primarily for the purpose of directly obtaining profit or income (should be treated as investments).

b. Assets resulting from capital lease transactions.

HOW SHOULD INTANGIBLE ASSETS BE REPORTED?
All intangible assets not excluded should be classified as capital assets, subject to the recognition, measurement, amortization, impairment, presentation, and disclosures of capital assets.

RECOGNITION

An intangible asset should be recognized in the statement of net assets only if is identifiable.  It is considered identifiable when it is:

a. Separate, or is capable of being separated or divided from the LUA and sold, transferred licensed, rented, or transferred to another party.

b. If it is not separable, the asset has to arise from contractual or other legal rights, such as water rights acquired from another government through a contract that cannot be transferred to another party.
INTERNALLY GENERATED INTANGIBLE ASSETS

Intangible assets are considered internally generated if they are created or produced by the LUA or an entity the LUA contracted with, or acquired from a third party but require more than “minimal effort to begin to achieve the expected level of service capacity”.  Three circumstances must exist in order for outlays related to an internally generated intangible asset to begin to be reported as a capital asset: 

• The government’s specific objective for the project and the service capacity in which the asset is expected to be used upon the project’s completion has been determined. 

• The feasibility of completing the project so that it can be used in that capacity has been demonstrated. 

• The government’s intention to complete or to continue the development of the asset has been demonstrated. 

Outlays incurred prior to meeting the above criteria should be expensed as incurred.

For internally generated computer software, the foregoing criteria should be considered to be met only when the activities in the preliminary project are completed, and management authorizes and commits to funding the software project.

INTERNALLY GENERATED COMPUTER SOFTWARE

Computer software should be considered internally generated if it is developed in-house or by a third-party contractor on behalf of the LUA.  Commercially available software that is purchased or licensed by the LUA and modified more using more than minimal incremental effort before being put into operation should be considered internally generated.

The activities involved in developing and installing internally generated software can be grouped into the following stages:

a. Preliminary Project Stage – Activities here include conceptual formulation and evaluation of alternatives, the determination of the existence of needed technology, and the final selection of alternatives for the development of the software.

b. Application Development Stage – Activities in this stage include the design of the chosen path, including software configuration and interfaces, coding, installation to hardware, and testing, including the parallel processing phase.

c. Post-Implementation/Operation Stage – Activities in this stage include application training and software maintenance.

Data conversion should be considered an activity of the application development stage only to the extent it is determined to be necessary to make the software operational, or in condition for use.  Otherwise, data conversion should be considered an activity of the post-implementation/operation stage.

Outlays associated with activities in the preliminary project stage should be expensed as incurred.
Outlays related to activities in the application development stage should be capitalized, if all requirements qualifying the expenses for recognition as an internally generated intangible asset are met.  Capitalization of these outlays should cease when the software is substantially complete and operational.

Outlays associated with activities in the post-implementation stage should be expensed as incurred, depending on the nature of the occurrence, and not the timing of the occurrence, for example, application training activities which should be expensed as incurred.

Outlays associated with an internally generated modification of software should be capitalized if any three of the following are met:

a. An increase in the functionality (performance of tasks previously incapable of performing)

b. An increase in the efficiency (level of service without the ability to perform additional tasks)

c. An extension of the estimated useful life

Outlays not meeting any of the above outcomes should be considered maintenance, and expensed as incurred.
AMORTIZATION

The useful life of an intangible asset should not exceed the period that its service capacity is limited by contractual or legal provisions.  
If there are no legal, contractual, regulatory, technological, or other factors limiting the useful life, an intangible asset should be considered to have an indefinite useful life.  Intangible assets with an indefinite useful life should not be amortized.  Should changes in factors and conditions render an intangible asset’s useful life as no longer being indefinite, the asset should be tested for impairment as a change in the expected duration of use has occurred.  The carrying value of the asset, if any, should be amortized in subsequent reporting periods over the remaining estimated useful life of the asset.  A common indicator of impairment for internally generated intangible assets is development stoppage, such as computer software, due to a change in management.  Internally generated intangible assets impaired from development stoppage should be reported at the lower of carrying value or fair value.

RETROACTIVE REPORTING
LUA’s with revenues greater than $10 million, retroactive reporting is required for intangible assets except for those considered to have an indefinite useful life and those internally generated.  If the actual historical cost is not available, the estimated historical cost should be used for intangible assets acquired after June 30, 1980.  For LUA’s with revenues less than $10 million, retroactive reporting is encouraged, but not required.

Retroactive reporting of intangible assets with an indefinite useful life is not required, but is permitted, using the amounts determined in the application development stage as the appropriate historical cost.

No specific disclosures are required for intangible assets, as these will be included with the capital assets in the entity-wide statement of activities.
ILLUSTRATION

Assumptions

In July 2010, the Somewhere School District identified the need for new enterprise management information software.  A task force was identified with personnel from several of the departments in the financial services, student services, technology support, and human resource divisions. From July through October, 2010, the task force performed numerous tasks relating to the project including the following:
· Determined the performance requirements with operators and users
· Determined the system requirements including an assessment of existing hardware

· Assessed the feasibility of developing internally software, or seeking an outside provider

· Issued a request for proposals to outside vendors and reviewed these proposals

Based on the recommendation of the task force the board of education awarded a contract in the amount of $15 million to RoadReady Software Corporation to acquire a perpetual license to use its integrated enterprise software.  As a part of the contract, RoadReady agreed to modify, install, and implement the conversion.  Three district employees were dedicated to the project.  The district included $16 million in the 2011 general fund budget to cover the cost of the project.

Installation occurred from January 2011 through July 2011.  Modifications, data conversion, and testing of the software were completed in October 2011, at which time the software was considered to be substantially complete and operational.

The district determined that the aggregate outlays of the software project were $17.15 million, composed of the following:

· Outlays associated with task force activities from July through October 2010: $1.5 million
· Outlays for RoadReady software and installation: $14.6 million

· Outlays for three employees dedicated to the installation and testing: $.5 million

· Outlays for training district operators and users: $.55 million
Financial Reporting
The activities of the task force ($1.5 million) should be considered preliminary project stage activities, expensed on the entity-wide statement of activities, and as an expenditure in the general fund statement of revenues, expenditures, and changes in fund balances.
The acquisition of the license to use Road Ready software and the installation and testing should be considered application development stage activities.  $15.1 million should be capitalized in the entity-wide statement of net assets, evidenced by the completion of the preliminary project stage and the appropriation of $17.15 million in the general fund budget.

The training activities ($.55 million) occurring in 2013 should be considered post-implementation/operation stage activities and expensed as incurred in the entity-wide statement of activities and as an expenditure in its general fund statement of revenues, expenditures, and changes in fund balances. 
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