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OUTLINE 
 

• What are intangibles? 

• Potted history of accounting 

• What has been done 

• What should be done 
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WHAT ARE INTANGIBLES? 
 

• Capital = assets = stored up value  

o required before production starts 

o to be converted into products in the future 

• Capital = Σ past investment less depreciation 

• Capital = tangibles + intangibles 

• Intangibles = can’t feel or touch 

• Intangible investment often in people, not embodied in matter 

• I.e. Investment into skills of workforce 

o Investment into new products and processes 

o Investment into new technologies and information infrastructure 

o Investment into brand development and channels of distribution 

o Investment into forms of work organisation 
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• Why are they valuable?  

o For companies: to compete (reduce costs, source new markets, 

develop new products) 

o For society: enhance welfare (cure disease, increase food yields, 

reduce greenhouse gases, monitor corporate behaviour) 
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POTTED HISTORY 
 

• Accounting set out by Luca Pacioli in 1494 

• Principles of asset accounting are little changed today 

 

• Mercantile capitalism: Capital = raw materials & wages  

• Little plant & equipment except shipping & mining 
 

• Industrial capitalism: Capital = physical equipment  

• Depreciation, maintenance, overhead costs became important 

 

• 20th century onwards: Capital = tangible & intangible assets (i.e. 

capabilities)  
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TRADITIONAL ACCOUNTING MODEL 
 

• Current accounting model inherited from these early times 

• Expenses most intangible “investments” and lumps together 

o Uncertain, non-separable, non-transferable, poor control 

o Confused about what an investment is 

• Economics definition : all outlays made in expectation of future benefits (Irving 

Fisher 1930) 

• Accountants thought this meant tangibility b/c makes existence easy to identify  

• But the original meaning of investment & capital has been lost in the efforts to 

codify it  

• Confusion over the role of uncertainty, separability, transferability & control  
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WHY TRY TO MEASURE INTANGIBLE INVESTMENT? 

 

• As a source of value its increasing 

o Hard to rigorously show b/c we don’t measure it properly 

o 2nd best empirical methods indicate value increasing (missing 

gap in accounting data; direct company surveys; econometric 

modelling) 
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CURRENT ACCOUNTING PRACTICES 

 
• Accounting no longer tells us how much investment expenditure is 

occurring 

 

• Until we know this we cannot estimate a rate of return 

 

⇒ Managers make investment decision without consistent, timely 

information 

⇒ External investors and analysts kept in dark 

⇒ Regulators and policy makers uninformed 
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KEY QUESTIONS CANNOT BE ADDRESSED 

 

• What (if any) are the key generic categories of expenditures on 

intangible investment? 

•  What is the rate of return to different categories of intangible 

investment expenditures? 

• How do these forms of investment fit into the value creation 

process? 

• How robust is the assumed lines of causation between specific 

intangible inputs to and outputs from production? 

• What types of intangible investment interact with tangible 

investment to create synergies for the firm? 
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HOW HAS BUSINESS RESPONDED TO THE 

INFORMATION VACUUM? 

• “Intellectual capital” consultants and academics working on 

plethora of company specific, unregulated measures (see attached 

Table) 

• No common terminology 

• No common framework 

• Not clear what analytic role each metric has (what equation or 

model is it to be used for? 

• Metrics uninterpretable : mix of cost and value concepts 

• Expensive to collect and not necessarily consistent over time 

• Can’t be used to estimate a rate of return 
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MOST EFFICIENT WAY TO COLLECT THIS INFORMATION IS 
THROUGH THE REGULATED ACCOUNTING SYSTEM 

 
• Needs to be supported by accounting standards so all businesses 

follow same concepts across industries and over time. 

 

• Current accounting rules bear little relation to Fisher’s conception 

of investment:  

o Most intangible investment is included in cost of goods sold or other 

operating expenses 

o No disaggregated information about amount/type of intangible 

investment 
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EDUCATION.AU  
ANNUAL FINANCIAL REPORT FOR THE YEAR ENDED 30 JUNE 2006 
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EDUCATION.AU  
ANNUAL FINANCIAL REPORT FOR THE YEAR ENDED 30 JUNE 2006 
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EDUCATION.AU  
ANNUAL FINANCIAL REPORT FOR THE YEAR ENDED 30 JUNE 2006 
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ADVANCED NANOTECHNOLOGY LIMITED  
ANNUAL FINANCIAL REPORT FOR THE YEAR ENDED 30 JUNE 

2006 
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ADVANCED NANOTECHNOLOGY LIMITED  
ANNUAL FINANCIAL REPORT FOR THE YEAR ENDED 30 JUNE 

2006 
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ADVANCED NANOTECHNOLOGY LIMITED  
ANNUAL FINANCIAL REPORT FOR THE YEAR ENDED 30 JUNE 

2006 
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CURRENT ACCOUNTING RULES ADMIT PURCHASED 
INTANGIBLE ASSETS BUT DO NOT MEASURE TOTAL 

INVESTMENT 
 

DEFINITION RULES (AASB 138) 
Intangible asset ‘identifiable non-monetary asset without physical 

substance’   

 

Must be: 

(a) Identifiable: (i) separable (as in sold, transferred, licensed, rented 

or exchanged); or (ii) arises from contractual or other legal rights.  

(b) Entity must expect future benefits and have Control: “the entity 

has the power to obtain the future benefits and restrict the access of 

others to those benefits.” 
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RECOGNITION RULES (AASB 138) 

 
• Receipt of the future benefits must be probable (more than 50 percent) 

• Asset must possess a cost that can be measured reliably. 

• Most “reliable measure” comes from an market transaction 

• Rules against recognition of internally produced intangible assets 

• Difficult to control intangibles because often reside in people and 

therefore have no or weak property rights 

• If an intangible asset cannot be recognised, the expenditure on the 

intangible investment is classified as an expense in one of the traditional 

expense categories 

• Only “intangible” expense reported as a separate item in the 

accounts is R&D 
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• NEW IFRS ACCOUNTING STANDARDS 

AASB 3 
Business 
combinations  

AASB 138  
Intangible 
assets 
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NEW IFRS ACCOUNTING STANDARDS 
 

• Acquired - meet asset recognition rules in AASB 138  
• separately acquired  

• acquired in a business combination 

• acquired by a government grant 

• exchanges of intangible assets 

 

• Internally generated goodwill shall not be recognised as an asset 

• All other internally generated expenditures are classified as 

research or development (AASB 138 para. 51, 52-67) 
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• Expenditure on research always an expense 
o Activities aimed at obtaining new knowledge; 

o Search for, evaluation, final selection of applications of research; 

o Search for alternatives for materials, devices, products, processes, systems 

or services; and  

o Formulation, design, evaluation, final selection of alternatives for new or 

improved materials, devices, products, processes, systems or services. 

• Development may be an investment if satisfies 6 rules 
o Design, construction, testing of preproduction or pre-use prototypes  

o Design of tools, jigs, moulds and dies involved in new technology 

o Design, construction, operation of a pilot plant not of a scale economically 

feasible for commercial production  

o The design, construction and testing of a chosen alternative for new or 

improved materials, devices, products, processes or systems 
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Development expenditures must satisfy SIX EXTRA RULES before 

costs are classifiable as an asset  

 

1. Technical feasibility of completing the intangible asset so that it will be 

available for use or sale; 

2. Intention to complete the intangible asset and use or sell it; 

3. Ability to use or sell the intangible asset; 

4. Know how the intangible asset will generate benefits - demonstrate the 

existence of a market for the output of the asset or the intangible asset itself 

or, if it is to be used internally, the usefulness of the intangible asset; 

5. Adequate technical, financial and other resources to complete the 

development and to use or sell the intangible asset; and 

6. Ability to measure reliably the expenditure attributable to the intangible 

asset during its development. 
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RECOGNITION AS ASSETS STRICTLY PROHIBITED 
 

• Internally generated brands 

• Internally generated mastheads 

• Internally generated publishing titles 

• Internally generated customer lists 

• Other internally generated items similar in substance (Para. 63) 
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ANOMALIES 
 

• An expenditure on intangibles is investment if bought externally 

BUT an expense if made in-house 

• Buy a patent versus conduct R&D in-house 

• Buy an ongoing firm versus build up goodwill yourself 

• Selective coverage in the accounts 
 

• In contrast to accounting, economists define investment as any 

expenditure that is not immediately embodied in physical matter, 

but which is intended to generate long-term benefits.  
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IN SUM:  Precise but not accurate 
 

• Current rules devised to minimise the cost of incorrectly 
classifying an expense as an investment 

 
• But takes no account of the costs of incorrectly classifying an 
investment as an expense 

 
• Classification as intangible assets is a difficult issue  
 

o  Financial report is primary regulated information source 
o  Reliable accounts give confidence to constituents 
o  Accounting data used in debt and compensation contracts 

 
• Informative disclosure shown to benefit intangible intensive 
entities: e.g., funding, cost of capital, supplier and customers 
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SUGGESTED APPROACH TO INCREASE 
INFORMATION ON INTANGIBLE INVESTMENT 

 

• Focus on identifying the expenditures on intangible investment 

as the first order problem 

o Capitalisation versus expense issue important but secondary 

o Meaningful categories of expenditures required to compute 

rate of return 

 

• Record expenditures (monies outlayed) not values – values are 

subjective and speculative 

• Write the standards and rules to clearly define what generic 

categories of expenditures are reportable in the financial statements 

of all entities 
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• Use econometric tools to calculate the rate of return to each type 

of expenditure based on revenues 
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MEANINGFUL CATEGORIES OF EXPENDITURES – EXAMPLE 
 

Information System 
Infrastructure 

Wages of staff involved in information systems planning and development,  
Commercial enterprise systems,  
Software, databases,  
Other computer services, Licenses  

Production and 
Technology 

Product & process R&D,  
Process design, engineering and development, 
Quality control systems,  
Proprietary technology, patents, designs, licenses  

Human Resources Pay of HR managers 
Re-design of remuneration and incentive systems  
Staff development and longer-term training,  
Information and knowledge database development,  
Programs for health and motivation of workforce (eg: labour relations, health, fitness) 

Organization and 
Administration 

Wages of staff involved in organizational design and management techniques; 
Networks and strategic alliances, Administration structure and systems 

Procurement, 
distribution, 
customer linkages 

Distribution and market research systems 
Advertising, trademarks and brands 
Customer lists, subscribers’ list, potential customer list, product and quality 
certification  
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BUSINESS 
PROCESS 

Invent, 
design, 

testing, and 
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Investment to 
implement 
production  
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INTANGIBLE 
INVESTMENT  TANGIBLE 

INVESTMENT  OPERATING 
EXPENSES 

Information 
infrastructure  Land and buildings  Direct costs of sales and 

manufacture 
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Human resources  Fitouts   Depreciation 
Production and 

technology    Bad debts, interest, 
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Procurement, 
distribution, customer 
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REVENUE 

Allocate 
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investment 
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product 
groups 

BUSINESS STRATEGY 

Revenue by product 
groups 

Allocate 
operating 
costs to 
product 
groups 

Rate of return for 
Product j…n  in market 

k…m

BUSINESS ENVIRONMENT 

Focus is on 
identifying 
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on intangible 
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is to 
compute 
rate of 
return 



ENHANCEMENTS TO GENERAL LEDGER 
 
General Ledger 
     
GENERAL 
LEDGER 

  SUBSIDIARY 
LEDGERS (ASSET, 
EXPENSE, ETC.) 

 

     
     
     
     
     
 
 
 
 
 

Plant and 
equipment 
asset ledger 

Accounts 
receivable asset 
ledger 

Asset accounts 
 
Liability 
accounts 
 
Equity accounts 
 
Revenue 
accounts 
 
Expense 
accounts 
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GENERAL LEDGER ENHANCEMENTS 
GENERAL LEDGER   SUBSIDIARY ASSET LEDGERS 
     
     
     
     
     
 
 

 

 
 

 
 

 

 

 

 

Plant and equipment 
ledger 

Accounts receivable 
ledger 

Asset accounts 
1000 Petty cash 
1010 Cash on hand 
    ° 
    ° 
1300 Plant and equipment 
    ° 
    ° 
1700 Information 
Infrastructure 
1720 Organization and 
administration 
1740 Human resources 
1760 Production and 
technology 
1780 Procurement, 

distribution, 
customer linkages 

Information infrastructure 
ledger

Organization and 
administration ledger

Human resources ledger Inventory ledger 
(product costs) 

Production and technology 
ledger 

Procurement, distribution, customer 
linkages ledger 
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  SUBSIDIARY ASSET AND EXPENSE 
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Organization and 
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Human resources ledger 
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Intangible Investment Rate of Return Computation 
• Monthly net revenue from a product Rt and two types of investment 

o Type (h) (high initial investment) 

o Type (l) (low initial investment) 

• First, compute present value of each product’s net revenues (PVR): 

( ) ( ) ( )
n

Rr
n

RrRnrRPVR ++
−

+++++= 1
1

...1
1

1
0

 

• Second, separately compound monthly investment flow of Type (h) and (l) 

( ) ( )
nn hhhhh IrIrIIPVI ++++++=

−
1...1

11

1

0  
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• THIRD, RETURN ON INVESTMENT TYPE (H) IS THE INTEREST RATE Γ, AND 

RETURN ON INVESTMENT TYPE (L) IS THE INTEREST RATE λ, THAT SOLVE 

THE EQUATION:  

( ) ( )∑ ∑∑
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Figure 6: Stylised representation of monthly revenues
and expenditures on intangible Investments for a
specific product 
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