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Q1  

a) Architects fees would be included in the cost of the fixed asset. Anything that is used that is 

incurred to acquire the fixed asset or attributable to bringing the fixed asset to working 

condition i.e. architects fee would be included in the fixed assets value.  

b) This would come under a landscape contracting fee and because the snow is not considered a 

onetime occurrence and is most likely already a normal building operations this would not be 

part of the fixed assets value. This would be come under PPE and would be expensed at the 

time the service is rendered. This contract would be actionable only if snow is present. 

c) Normally when a company is billed the bill will reflect a discount for prompt payment i.e. 

(2\10,N\30 which means 2 percent discount if the invoice is paid in 10 days of the invoice 

date, if not normal price if within 30 days which is the net price) This would come under 

accounts payable credited, cash debited. 

d) Because the construction and demolition of the office/tool shed being used to bring the 

construction to life, this would be included in the fixed assets’ value. 

e) Interest on money borrowed to finance the construction becomes a portion of the fixed asset’s 

value. 

f) Local real estate taxes should be expensed normally under the building’s operational expenses 

as a factory. 

g) Mistakes made during construction would become part of the company’s liability. It would 

not be part of the fixed asset’s value. 

h) All overhead should be expensed as cost of services rendered and ultimately become a part of 

the fixed asset’s value. 

i) This would be a prepaid insurance expense at the beginning of the project then, if you use this 

insurance the deductible would be listed as an insurance expense. Losses or damage not paid 

by insurance would expense as a company liability not a part of the fixed asset’s value. 

Q2 

a) The portion of the purchase price considered to be the amount paid for the buildings 

that are subsequently razed should be capitalized as land. This is because it is the cost 

incurred in connection with acquiring and preparing the land for constructing a 

combined hotel and office building. 

b) The costs of demolishing the old buildings should also be capitalized as land because 

razing cost is incurred in connection with preparing the land to construct a combined 

hotel and office building 

If single company would have owned this large piece of land, in that case the existing 

building would have been written off from the company’s book instead of being 

capitalized as land as in (a). The cost of demolishing will be added to the cost of new 

construction instead of being capitalized as land as in (b) 

Q3   

Underlying principle: 

Betterment to a building or equipment, which extends its life or increases its usefulness 

or productivity. The cost of a capital improvement is added to the basis of the asset 

improved and then depreciated, in contrast to Repairs and Maintenance, which are 

expensed currently. 

 

a) Building modification to accommodate the new machine should be expensed because 

the modification does not contribute the performance of the machine. 

 

b) Machine configuration and break-in costs should be treated as assets as they 

contributed into an acceptable performance of the machine and therefore, the capital 

improvement is part of the asset. 

 

http://www.answers.com/topic/repairs-1
http://www.answers.com/topic/maintenance


c) Tax on purchasing the machine is expense because it does not contribute to the 

performance of the machine. 

 

d) Resell value different from the book should be treated as gain of the old machine 

because there is no contribution that the old machine would make to the new machine. 

 

Q4 

GAAP allows companies to capitalize costs as assets on the balance sheet if the 

company controls the asset and if the asset can generate future benefits that are at 

least of the same value as the asset costs. Since R&D investments are often 

unsuccessful, no certainty exists about the potential of future benefits. Therefore, 

GAAP requires companies to expense R&D costs. Similarly, since costs related to 

advertising, sales promotions, and wages do not guarantee future benefits, companies 

cannot capitalize these costs as assets. In this case, the computer manufacturer 

provides ‘application engineering’ services upon the sales or lease of its products 

(assets) to the customers. Since the sales or the lease is dependent on application 

engineering services, and since future revenues from product sales or leases is 

guaranteed, application engineering costs associated with preparing the asset 

(computers) for future revenues can be capitalized and added to the asset value of the 

leased computers. Although application engineering costs are allocated to marketing 

expenses, not all marketing costs can be capitalized. This is because several marketing 

costs such as advertising and sales promotions do not guarantee future benefits. 
 

 

Q6 

Capital improvement to a machine should be capitalized because the improvement is 

contributing to the performance of the machine.  When incremental improvement is 

done to the machine, depreciation should reflect the new improvement value, and 

therefore, adjustment should be used because the improvement is only delayed, but is 

inseparable from the initial production performance.  If the standard cannot be 

achieved, then investment in trying to improve it should be expensed instead because 

it is like R&D, without specific performance contribution, costs cannot be attributed 

as assets. 

 
 

MEMORANDUM 
 

To: Financial Accounting Standards Board and International Financial Reporting Standards 

From: John Ye 

Date: March 19, 20121 

Re: Accounting for Research and Development (R&D) expenditures under FASB and IFRS regulations 

  Research and development expenditures in scientific and technology-oriented companies are a 
major source of expenses with uncertain potential to generate future revenues. The FASB, through its 
publication of the International Accounting Standard (IAS) No. 38, the Intangible Assets (IAS 38) and 
Statement of Financial Accounting Standards (FAS) No. 2, and the Accounting for Research and 
Development Costs (FAS 2) guidelines, has defined R&D expenses and their recognition on financial 



statements. Under the current regulations, FASB requires public corporations to expense R&D costs in 
the period in which they are incurred. Although firms can capitalize research facilities, FASB requires 
corporations to report all R&D expenses as such in the income statement separately from Selling, 
General, and Administrative (SG&A) expenses. FASB also requires companies to expense dedicated 
assets, which will be retired after use, acquired for specific R&D projects in the year of purchase with a 
direct effect on that year’s income. The IFRS, alternatively, differentiate research expenses from those 
of development at public firms. Under IAS 38.54

1
 and IAS 38.57

2
, a firm can capitalize development 

costs if the technical and commercial feasibility of a development project is perfectly established and if 
the firm has a firm intention and ability to generate revenues from it. With strict guidelines on ways to 
establish a project as developmental, the IFRS essentially allows users of financial reports to value 
additional revenue potential of a firm over and above the valuation provided under a relatively 
conservative GAAP system.  

  Although both accounting systems present opportunities for investors and challenges for 
regulators, it is evident that maturing and competitive industries such as pharmaceuticals, life sciences, 
and information technology, require an alternative approach to FASB standards to report R&D 
investments. Current FASB regulations requiring expensing of all R&D expenses without exceptions 
came into existence in 1974 when the board recognized that selective capitalization

3
 of R&D expenses 

required the establishment of a diverse set of recognition conditions that were inconsistent across 
industries and firms. Therefore, current regulations ensure conservative reporting, comparability of 
financial results, and consistency of financial regulations across divergent firms. Although this approach 
of reporting R&D expenses seemingly has a very low effect on a company’s income statement 
because most firms generally maintain consistent levels of R&D investments, expensing of 
development activities with a certain potential to generate future revenues may undervalue a firm’s 
most valuable asset. Additionally, critics of the current GAAP standards argue that expensing of all 
expenditures in the current period with the expectation of benefiting in the future periods presents a 
revenue/expense mismatch that cannot be justified on the grounds of sound accounting principles. On 
the other hand, by allowing firms to capitalize development costs under the following conditions, the 
IFRS yields a more realistic, yet conservative, valuation of a firm. A more realistic valuation of a firm 
may allow it to raise the necessary capital required to commercialize revenue-generating opportunities 
faster. 

 IFRS requires the following considerations by a firm before it can capitalize development costs:  

 1. The technical feasibility of completing the intangible asset, so that it will be available for use or sale, 
must be perfectly established 

 2. The firm’s intention to complete the intangible asset and use or sell it must be perfectly established 
and recognizable 

 

 3. How the intangible asset will generate probable future economic benefits; among other things, the 
enterprise should demonstrate the existence of a market for the intangible asset or for the output of the 
intangible asset, or the internal usefulness of the intangible asset 

 4. The availability of adequate technical, financial and other resources to complete the development 
and to use or sell the intangible asset must be established 

 5. The firm’s ability to measure reliably the expenditure attributable to the intangible asset during its 
development must be established perfectly.  

                                                 
1
 IAS 38.54: Charge all research cost to expense 

2
 IAS 38.57 Development costs are capitalized only after technical and commercial feasibility of the asset 

for sale or use have been established. This means that the entity must intend and be able to complete the 
intangible asset and either use it or sell it and be able to demonstrate how the asset will generate future 
economic benefits. 
3
 Milan, Miguel. “Accounting for research and development costs: a comparison of U.S. and international 

standards”, Review of Business, March 22, 2005.  



 Development costs that do not meet all of the above criteria have to be expensed under IFRS 
regulations. Our analysis of the R&D accounting regulations under the two systems concludes that new 
IFRS regulations that allow expensing of research costs and capitalization of development costs, under 
strict guidelines to recognize eligible development costs, is a preferable reporting approach over current 
FASB regulations because they allow a more realistic valuation of a firm’s true potential.  

 

 Sincerely, 

 John Ye 

 


