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QUESTION 4: IAS 38 INTANGIBLE ASSETS 

 
Brooklyn is a bio-technology company performing research for pharmaceutical companies. The 
finance director has contacted your financial consulting company to arrange a meeting to discuss 
issues relevant to the preparation of the financial        statements for the year to 30th June 2015. 
Your initial telephone conversation has provided the necessary background information. 

 
(1) On 1st August 2014 Brooklyn began investigating a new bio-process. On 1st September 

2015, the new process was widely supported by the scientific community and the feasibility 
project was approved. A grant was then obtained relating to future work. Several 
pharmaceutical companies have expressed an interest in buying the ‘know how’ when the 
project completes in June 2016. The nominal ledger account set up for the project shows 
that the expenditure incurred between 1st August 2014 and 30th June 2015 was $300,000 
per month. 
 

(2) In August 2015, an employee lodged a legal claim against the company for damage to his 
health as a result of working for the company for the two years through to 31st March 2014 
when he had to retire due to ill health. He has argued that his health deteriorated as a 
result of the stress from his position in the organization. Brooklyn has denied the claim and 
has appointed an employment lawyer to assist with contesting the case. The lawyer has 
advised that there is a 25% chance that the claim will be rejected, 50% chance that the 
damages will be $600,000 and 25% chance of $1 million. The company has an insurance 
policy that will pay 10% of any damages to the company the lawyer has said that the case 
could take until 30th June 2018 to resolve. The present value of the estimated damages 
discounted at 8% is $476,280 and $793,800 respectively. 
 

(3) Brooklyn owns several buildings, which include an administrative office in the centre of 
London. The company has revalued these on a regular basis every five years and the next 
valuation is due on 30th June 2017. Property prices have increased since the last review 
and particularly for the London premises. The cost of engaging a professionally qualified 
valuer is very expensive and so to reduce costs the finance director is proposing that the 
property manager, who is a professionally qualified valuer, should value the London 
property and that the increase in value should be included in the financial statements. The 
finance director is of the opinion that the property prices may fall next year. 
 

Required: 
Prepare notes for your meeting with the finance director which explain and justify the accounting 
treatment of these issues, preparing calculations where appropriate and identifying matters on 
which your require further information. 
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ANSWER – QUESTION 4: IAS 38 INTANGIBLE ASSETS 
 

1. Development expenditure 
IAS 38 on intangibles requires that research and development be considered separately: 
(a) Research – which must be expensed as incurred 
(b) Development – which must be capitalized where certain criteria are met.  
 
It must first be clarified how much of the $3 million incurred to date (10 months at $300,000) is 
simply research and how much is development. The development element will only be capitalized 
where the IAS 38 criteria are met. The criteria are listed below together with the extent to which 
they appear to be met. 
(a) The project must be believed to be technically feasible. This appears to be so as the 

feasibility has been acknowledged. 
(b) There must be an intention to complete and use/sell the intangible. Completion is 

scheduled for June 2016 
(c) The entity must be able to use or sell the intangible. Interest has been expressed in 

purchasing the knowhow on completion 
(d) It must be considered that the asset will generate probable future benefits. Confirmation is 

required from Brooklyn as to the extent of interest shown by the pharmaceutical companies 
and whether this is of a sufficient level to generate orders and to cover the deferred costs. 

(e) Availability of adequate financial and technical resources must exist to complete the project. 
The financial position of Brooklyn must be investigated. A grant is being obtained to fund 
further work and the terms of the grant, together with any conditions, must be discussed 
further. 

(f) Able to identify and measure the expenditure incurred. A separate nominal ledger account 
has been set up to track the expenditure. 

 
If all of the above criteria are met, then the development element of the $3m incurred to date must 
be capitalized as an intangible asset. Amortization will not begin until commercial production 
commences.  
 
2. Provision 
Although the claim was made after the reporting period, IAS 10 considers this to be an adjusting 
event after the reporting period. The employment of the individual dates back to 20X2 and so the 
lawsuit constitutes a current obligation for the payment of damages as a result of this past event 
(the employment). 
 
The amount and the timing are not precisely known but the likelihood of payment of damages by 
Brooklyn is probable and so a provision should be made for the estimated amount of the liability, 
as advised by the lawyer. Disclosure, rather than provision, would only be appropriate if the 
expected settlement was possible or remote, and the lawyer’s view is that a payment is more likely 
than not.  
 
It is not appropriate to calculate an expected value where there is only one event; instead a 
provision should be made for the most likely outcome. The lawyer has various views on the 
possible payout, but the most likely payout is $500,000 as this has a 50% probability. As 
settlement of the provision is not anticipated until 2018, the provision should be discounted back at 
8% to give a liability of $476,280.  
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Provided that the payment from the insurance company is virtually certain, this should be shown 
as an asset, also at its discounted value of $47,628, being 10% of the provision.  
In both cases the discounting should be unwound over the coming three years through profit or 
loss. 
 
3.      Revaluation 
IAS 16 on Property, Plant and Equipment does not impose a frequency for updating revaluations. 
It simply requires a revaluation where it is believed that the fair value of the asset has materially 
changed. Hence, if in the past there have been material differences between the carrying amount 
and fair value at the 5 yearly reviews then Brooklyn should consider having more frequent 
valuations following on from this year’s valuation. 
 
Revaluations should be regular and not timed simply when property prices are at a peak. It is not 
acceptable for Brooklyn to defer its next revaluation while values are low. If property prices do fall 
in 2016, then it may be necessary to perform an impairment test in accordance with IAS 36. 
 If it is believed that an asset value has moved materially, then all assets in that class must be 
revalued. Hence it is not sufficient for Brooklyn to just revalue the London property. 
 
IAS 16 does not require the valuation to be performed by an external party, and so the use of the 
property manager to conduct the valuations is acceptable. Notes to the financial statements will 
disclose that he is not independent of the company. 

 
 


