
Goodwill is the cash outlay that a company pays above the fair market value of another firm’s assets when acquiring that firm. It is shown as an asset on the parent companies balance sheet. So why is internally created goodwill not shown as an asset? Take for a brand name. Some companies put value to their name because they claim that some customers buy their product for the brand name. The brand name will be used as an example throughout this assignment. 

First the definition of an asset has to be assessed. An asset must meet three requirements to be classified as an asset. First there must be a future benefit associated with the asset. Second, the entity must be in control of the asset producing the benefit. Lastly, the event that gave rise to the perceived benefit must have come about due to a past transaction.

Take the brand name from above. Many people will argue that the brand name will provide a future economic benefit. The benefit being increased sales because people will buy the product based on its name, rather than it’s actual worth to the consumer. The company also has control over the brand name. They have the patent to the brand name. At this point it is important that the patent is an asset on the balance sheet, however, the increased sales is due to the brand name and not associated with the patent itself. In other words the intangible asset of the brand name is separate from the patent asset. The first two criteria of an asset has been meet by the brand name example. The third requirement that the future benefit be the result of a past transaction is not met. Internally goodwill is not bought, which means that it doesn’t result from a past transaction. It is created over time by the company, but is never bought. Why is the third requirement so important?

If the company had bought the brand name through an acquisition then there would be a cash outlay for the goodwill. There would be a value associated with the internally goodwill. The company would know the value of the intangible assets that aren’t on the balance sheet already; therefore any cash outlay above and beyond the fair market value (FMV) of the assets will be attributed to the internally created goodwill of the subsidiary. Without having this past transaction requirement met, there is no objective way to value your internally created goodwill. In short, internally goodwill does not meet the requirements of an asset. Without the past transaction management will have to value the internally created goodwill, which has problems of its own. These problems are discussed below.

If internally goodwill was recognized as an asset then this will endanger the quality of earnings for the company. Recognizing internally created goodwill will compromise the reliability of the balance sheet. Representational Faithfulness will be jeopardized. This is because there is an opportunity for management to manipulate earnings. Management could in theory choose any value they wanted to. Since there would be no past transaction to value the internally generated goodwill, management would have to make their best estimate. This estimate can have consequences if it is estimated wrong. Management could and would have the tendency to overvalue the internally generated goodwill. This will inflate assets as well as prove to be a source to decrease future earnings if wanted. The large overvalued goodwill will become a source of relief when management must reduce earnings, they will be able to write off goodwill as they see fit, which will reduce earnings. So by recognizing internally generated goodwill, the company will have a huge asset from which they can reduce future earnings as they see necessary. If you can’t value it reliably in the first place, how do you know when it’s impaired? 

The financial statements will become unverifiable. Because the internally generated goodwill will be management’s estimate, it will be difficult to find many people that would agree on the exact value of the goodwill. This will we be made worse by the fact that management would be tempted to value the goodwill higher than anyone else. Management’s bias will automatically sacrifice the neutrality and objectivity of the value.

The value for the goodwill won’t be very conservative either. Management will be putting an asset on the balance sheet that doesn’t have a reliable value. This is aggressive accounting because management is possibly overvaluing their assets as well as providing a way to reduce future earnings.

Not only would it be unreliable to put the internally generated goodwill on the balance sheet but it wouldn’t be very relevant as well. The consistency as well as the predictive value of the financial statements would be reduced. If the company has internally generated goodwill then they can write off the goodwill as it becomes impaired. There is no set pattern to the write-off of the goodwill. Investors and creditors will not be able to effectively predict future earnings since management could impair different amounts of goodwill each year. 

The feedback value that would be generated by the internally generated goodwill would be worthless. Since management estimated the original value of the internally generated goodwill they must also estimate the value to be impaired, or the amount not to be impaired, whichever is the case. These estimates are very unreliable as discussed above. Because of this unreliability the value of the impairments and past value of the goodwill on the balance sheet will make the feedback value worthless to investors and creditors. This is because these values won’t be providing feedback about how the internally generated goodwill had an impact on operations, but rather is a reflection of managements accounting estimates.

The reasons presented above are why internally generated goodwill is not displayed on the balance sheet as an asset. Internally generated goodwill does not meet the requirements of an asset. Internally generated goodwill is neither relevant nor reliable. Most items on the financial statements are either reliable or relevant, but internally generated goodwill doesn’t meet either quality. This is why internally generated goodwill is not displayed on the balance sheet.

