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CHAPTER-2
PLANTASSETSANDINTANGIBILEASSETS

Classificationsoflong-livedassetstypicallyfoundonabalancesheetare:
 Property,plant,andEquipment

 Investments-Longtermsassetsacquiredforresaleinthenormalcourseof
businessoperation

 Intangibles -areusedintheoperationofthebusiness,butlavenophysical
substanceeg.Patent,Goodwill,

Fixed(plant)Assets–aretangiblelong-livedresourcesthatareusedintheoperationofthebusiness
&arenot                                      intendedforsaletocustomers.

Uniquefeaturesoffixed(plant)assetsare:
 Longlived-usefulforlongerthanayear,andpermanentinnature
 Foruse-Notforsale
 Tangible-canbeseen&founded,theyhavephysicalexistence.

Itisimportantforabusinessenterpriseto:
 Keeptheassetsingoodoperatingcondition
 Replacewornoutoroutdatedfacilities
 Expanditsproductiveresourcesasneeded

Plantassetsareoftensubdividedintofourclasses:
a.Land-suchasbuildingsite
b.Buildings-suchasstores,offices,factoriesandwarehouses
c.Equipment-suchasstorescheckoutcounters,cashregisters,coolers,officefurniture,

machinery&Trucks
d.Landimprovement–expendituresforimprovementsthatareneitheraspermanentas

the land nordirectly associated with the building may be setapartin a land
improvementaccountanddepreciatedaccordingtotheirdifferentlifespans.E.g.-drive
ways,parkinglots,fences

e.Naturalresources-asiteacquiredforthepurposeofextractingorremovingsome
valuableresourcesuchasoil,minerals,ortimberisclassifiedasanaturalresource,not
asland

Determiningthecostofplantassets

Plantassetsarerecordedatcostinaccordancewiththecostprincipleofaccounting.Costconsists
ofallexpendituresnecessarytoacquiretheasset&makeitreadyforitsintendeduse.Forexample
thepurchase,price,freightcostspaidbythepurchaser&installationcostsareallconsideredpartof
thecostoffactormachinery.Thus,allreasonable&necessarycostsincurredtogetanassetin
position&conditionreadyforusemaybeincludedaspartofthecostoftheasset.

Someofthecommonacquisitioncostsforproperty,plantandequipmentassetsare:

Land-isanassetthatisconsideredtohaveunlimitedusefullife.Itincludescostssuchas,Purchase
price,sales taxes,permits from governmentagencies broker’s commissions,title fees,
surveyingfees,realestatetax,razingorremovingunwantedbuildingslessanysalvage,
grading&leveling,pavingapublicstreetborderingtheland.

Building-costsofArchitect'sfees,Engineer'sfees,insurancecostsincurredduringconstruction,
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interestonmoneyborrowedtofinanceconstruction,salestaxes,modifyingforuse,walk
wayto&aroundthebuilding.

Machinery&equip-Salestaxes,freight,installation,repairs(purchaseofusedequip),insurance
whilein-transit,assembly,modifyingforuse,testingforuse.

Landimprovement-Costoftrees&shrubs,fences,outdoorlighting,pavedparkingareasandsoon.

Toillustrate,assumeABCCo.ordersamachineatalistpriceofBr.10,000withtermsof2/10,2/30,
salestaxofBr.588mustbepaid,aswellasfrightchargesofBr.1,250.Transportationform therail
roadstationtothefactorycostsBr.150&installationlaboramounts,toBr.400.Oneemployeewitha
salaryofBr.800operatesthemachineandthesalarypaidforthefirstmonthofoperationwasBr.
800.CostofmaintenancematerialsneededduringthefirstmonthofoperationwasBr.25.Repair
costofBr.2,000waspaidfordamageoccurredduringunpackingandinstalling.

ListpriceoftheMachine 10,000
Lesscashdiscount(2%xBr.10,000) 200
Netcashprice 9,800
Salestax 588
Freight 1,250
Transportation 150
Installationlabor 400
Costofmachine Br.12,188.00

Thesalaryofemployeeisnotpartoftheacquisitioncostbecauseitisincurredafterthemachine
becomeoperational.

Theacquisitionofthemachineisthenrecordedasfollows:

Machinery 12,188
Salaryexpense. 800
Maintenanceexpense. 25
Lossduetoemployeenegligence 2,000

Cash 15,013
(Torecordtheacquisitionofamachine)

Costsnotnecessaryforgettingafixedassetreadyforusedon'tincreasetheasset’susefulness.
Suchcostsshouldnotbeincludedaspartoftheasset'stotalcost.

 Mistake in installation eg.Repaircostincurred which is notcovered underinsurance
Uninsuredtheft

 Damageduringunpacking&installing
 Finesfornotobtainingproperpermitsfrom governmentagencies

Thesecostsofsuchitemsshouldbedebitedtoanexpensenottotheassetaccount

Lump-sum acquisition

Alump-sum purchaseoccurswhenmorethanonetypeofassetsisacquiredinasingletransaction.
Thelamp-sum purchasepricethenmustbeallocatedequitablytotheindividualcomponents.The
mostcommonmethodofallocationisbasedontherelativefairmarketvalueoftheindividualassets.

Toillustrate,assumeDeltaCo.acquiredLand,Building&Machineryfrom ABCCo.forBr.1,000,000.
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Aprofessionalappraiservaluedeachoftheassetsattheappraisedfairmkt.Prices:Land,Br.800,000;
BuildingBr.560,000&MachineryBr.240,000.TheBr.1,000,000isallocatedamongtheassetsas
follows:

Asset Appraised Fair
Marketvalue

PercentofTotalAppraisedValue PurchasePrice CostAllocatedto
Assets

Land Br.800,000. Br.800,000/1,600,000.=50% 50% x1,000,000. Br.500,000.

Building 560,000. 560,000/1,600,000.=35% 35% x1,000,000. 350,000.

Machinery 240,000. 240,000/1,600,000.=15% 15% x1,000,000. 150,000.

Total 1,600,000. 100% 1,000,000.

Theentrytorecordthelump-sum purchase:

Land 500,000
Building 350,000   

    Machinery 150,000
Cash 1,000,000

(Torecordacquisitionoflandbuilding&machinery)

ConceptofDepreciation

Depreciation-istheprocessofallocatingthecostofaplantassetoveritsuseful(service)lifeina
rationalandsystematicmanner.Thebasicpurposeofdepreciationistoprovidethe
propermatchingofexpensewithrevenuesinaccordancewiththematchingprinciple.

 Depreciationisaprocessofcostallocation,notaprocessofassetsvaluation.Accountants
makenoattempttomeasurethechangeinanassetsmkt.valueduringownership,because
plantassetsarenotheldforresale.

 Depreciationdoesnotmeanthatthebusinesssetsasideoraccumulatescashtoreplace
assetsastheybecomefullydepreciated.Establishingsuchacashfundisdecisionentirely
separatefrom depreciation.Accumulatedepreciationisthatportionoftheplantasset'scost
thathasalreadybeenrecordedasexpense.

CausesofDepreciation

Thetwomajorcausesofdepreciationarephysicaldeterioration&obsolescence.

a.PhysicalDeterioration–occursfrom wear&tearwhileinuseaswellasfrom theactionofthe
weather(exposuretosun,wind,andotherclimaticfactors)
b.Obsolescence(FunctionDepreciation)-istheprocessofbecomingoutofdatebeforetheassets
physicallywearsout.
Intodaysrapidlyadvanceintechnology,obsolescenceisamoreimportantconsiderationthan
physicaldeterioration.E.g.apersonalcomputermadeinthe1980'swouldnotbeabletoprovidean
Internetconnection.
Assetslikecomputers,otherelectronicequipment&airplanesmaybecomeobsoletebeforethey
physicallydeteriorate.Anassetisobsoletewhenanotherassetcandothejobbetterormore
efficiently.
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DepreciationMethods

Thereareseveralalternativemethodsofcomputingdepreciation.Abusinessneednotusethesame
methodofdepreciationforallitsvariousassets.
Depreciationiscomputedusingoneofthefollowingdifferentmethods:

1.Straightlinemethod
2.Unitsofoutputmethod
3.Decliningbalancemethod
4.Sum-of-the-years’-digitsmethod

Liketheinventorycostingmethod,eachmethodisacceptableunderGAAP,thusitisuptothe
managementofthe businessto selecta method,which isbelieved to be appropriate in the
circumstance.DepreciationaffectstheBalancesheetreportsthroughtheaccountofaccumulated
depreciation,aswellastheIncomestatementthroughtheaccountofdepreciationexpense.Thus,its
properaccountingandrecordisimperativeforfinancialreporting.

Threefactorsaffectthecomputationofdepreciation:

a.Cost-istheinitialcostincurredinacquiringtheasset.Costismeasuredinaccordancewiththe
costprincipleofaccounting.Costisobjectivefact.

b.UsefulLife-isanestimateoftheexpectedproductivelife,alsocalledservicelife,oftheasset.
Usefullifemaybeexpressedinterm oftime,unitsofactivitysuchasmachinehours,orinunitsof
output.

c.SalvageValue-alsocalledscraporresidualvalueisanestimateoftheasset'svalueattheendof
itsusefullife.

o Thefullcostofaplantassetisdepreciatediftheassetisexpectedtohavenoresidual
value.

o Theplantassetscostminusitsestimatedresidualvalueiscalledthedepreciablecost.

1.Straight-LineMethod

UndertheStraight-LineMethod,anequalportionofthecostoftheassetisallocatedtoeach
periodofuse;consequently,thismethodismostappropriatewhenusageofanassetisfairly
uniform from yeartoyear.

 TheStraightLineMethodisthesimplest&mostwidelyusedmethodofcomputing
depreciation.

 TheStraightLineMethoddepreciationassumedthatabusinessreceivesequalbenefits
from anasseteachdayoftheasset'slife.StraightLine,then,allocatesanequalpartof
thetotalcosttoeachdayofanasset'susefullife.

Toillustrate,assumeadeliverytruckhasacostofBr.17,000aresidualvalueofBr2,000andan
estimated        usefullifeoffiveyears.Theannualcomputationofdepreciationexp.willbeas
follows:

Straight-Linedepreciationperyear= Cost-Residualvalue
Usefullifeinyears

Br.17,000.00-Br.2,000.00
5

Br.3,000.00

DepreciationSchedule–Straight-linemethod
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Year

Computation
Depreciation

Expense
Accumulated
    Depreciatio
n

Bookvalue
Depreciation
Depreciable

Rate Cost

1st 20% xBr.15,000. Br.3,000. Br.3,000. Br.17,000.

2nd 20% x 15,000. 3,000. 6,000. 11,000.

3rd 20% x 15,000. 3,000. 9,000. 8,000.

4th 20% x 15,000. 3,000. 12,000. 5,000.

5th 20% x 15,000. 3,000. 15,000. 2,000.

100% Br.15,000.

Depreciationratesforvarioustypesofassetscanconvenientlybestatedaspercentages.

Intheillustration,itwasassumedthattheassetwasacquiredonJan.1,thebeginningofthe
accountingperiod.
Iftheassethadbeenacquiredduringtheyear,onOctober1,itwouldhavebeeninuseforonly3
months,or3/12ofayear.Then,thedeprecationexpenseforthethreemonthswouldbecomputedas
follows:

DepreciationonDecember31=Br.15,000.00x20%x3/12=750

Thestraight-linemethodpredominatesinpractice.Itissimpletoapply,&itmatchesexpenseswith
revenuesappropriatelywhentheuseoftheassetisreasonablyuniform throughouttheservicelife.

2.UnitofOutputMethod

Thismethodisusedforassetswhoseusefullifeislimitedbyphysicalwear-and-tearratherthan
obsolescence.Theassetlifeisexpressedinexpectedunitsofoutput,suchashours,miles,or
numberofunits.Thismethodisappropriatewhentheserviceofafixedassetisrelatedtouserather
thantime.Itisbasedontheassumptionthatanassetdepreciatesonlyasitisused.Thustheasset
lifeisexpressedinexpectedunitsofoutputsuchasmiles,

Toillustrate,assumethatthedeliverytruckinthepreviousexamplehasanestimatedusefullifeof
100,000miles,andinthefirstyearofitsusageitisdriven15,000.00miles.Thedepreciationforthe
firstyear,isthencomputedasfollows:

DepreciationPerunitofoutput= Cost-ResidualValue
Est.UnitsofOutput(Miles)

Br.17,000.-Br.2,000.
100,000Miles

Br.0.15Dep.permile

Intheunits-of-outputmethod,afixedamountofdepreciationisassignedtoeachunitofoutput
producedoreachunitofcapacityusedbytheplantassets.
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Year1depreciationexp.=Br.0.15x15,000miles
=Br.2,250

Year1depreciationexp.=Br.0.15x7,000miles
=Br.1,050

So,whentheamountifuseofafixedassetvariesfrom yeartoyear,theunits-of–outputmethodis
moreappropriatethanthestraight–linemethod.Insuchacase,theunits-of-outputmethodbetter
matchestheexpensewithrelatedrevenue.

3.DecliningBalanceMethod

Thebasicideabehindthedecliningbalancemethodisthatmoreservicebenefitsarereceivedinthe
earlyyearsofanasset'slifewhenitisnew,&fewerbenefitsarereceivedeachyearastheasset
growsolder.Sothismethodassignsmore(greater)depreciationexp.totheearlyyearsoftheasset's
life&lesstolaterones.

Toillustrate,considerthepreviouse.g.oftheBr.17,000deliverytruck.

Todepreciatethetruckbythedoubledecliningbalancemethod,wedoublethestraight-linerateof
20%&applythedoubledrateof40%tothebookvalueatthebeginningofeachyear.

DepreciationScheduleDecliningBalanceMethod

Year Computation AnnualDep.exp. Accumulated
Depreciation

Book
ValueBookValue

Beg.Ofyear
Depreciatio
nRate

0 - - - - Br.17,000.

1st Br.17,000. 40% Br.6,800. Br.6,800. 10,200.

2nd 10,200. 40% 4,080. 10,880. 6,120.

3rd 6,120. 40% 2,448. 13,328 3,672.

4th 3,672. 40% 1,469. 14,797. 2,203.

5th

2,203.
40% 203. 15,000 2,000.

 Thedecliningbalancemethodproducesadecreasingannualdepreciationexpenseoverthe
usefullifeoftheasset.

 Themethodissonamedbecausecomputationofperiodicdepreciationisbasedonadeclining
bookvalue(costlessaccumulated.depreciation)oftheasset.

 Thedepreciationrateremainsconstantfrom yeartoyear,butthebookvaluetowhichtherate
isapplieddeclineseachyear.

 Unliketheotherdepreciationmethods,salvagevalueisignoredindeterminingtheamountto
whichthedecliningbalanceisapplied.Salvagevalue,however,doeslimitthetotaldepreciation
thatcanbetaken.Depreciationstopswhentheasset'sB.V.equalsexpectedsalvagevalue.

 Becausethedecliningbalancemethodproduceshigherdepreciationexpenseintheearlyyears
thaninthelateryears,itisconsideredanaccelerateddepreciationmethod.
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IftheassethasbeenacquiredonOctober1,ratherthanonJanuary1,depreciationforonly3months
wouldbecomputedasfollows:

40%xBr.17,000.00x3/12=Br.1,700
Forthenextyear,thecalculationwouldbe,40%x(17,000-1,700)=Br.1,620

4.Sum oftheyearsDigitsmethod

Likethedecliningbalancemethod,thesum oftheyear'sdigitallocatesalargeportionoftheasset
costtotheearlyyearsofitsuseasaccelerateddepreciationmethod.Thedepreciationratetobe
usedisafraction,ofwhichthenumeratoristheremainingyearsofusefullife(asofthebeginningof
theyear)&thedenominatoristhesum oftheindividualyearsthatcomprisetotalservicelife.

SYDisanappropriatemethodforassetsthatprovidemoreservicebenefitsintheearlyyearsoftheir
lives&lessinlateryears.Manyassetsareefficientwhenfirstpurchasedbutbecomelessefficientas
time passes.This decrease in utility may be caused by technologicalobsolescence orby
accumulatedeffectsofphysicalwearandtear.Copyingmachines&computerareexamplesof
assetsthataredepreciatedbyanaccelerateddepreciationmethod

ConsideragaintheexampleofthedeliverytruckcostingBr.17,000havinganestimatedlifeofFive(5)
years&anestimatedresidualvalueofBr.2,000.

Firstthesum ofthedigitsoftheyearsoftheasset’susefullifehastobedeterminedthroughashort
cutformulathatyieldsthesameresultsasthemoretiresomeadditionprocess.

Sum ofthedigits=n(n+1),wherenisnumberofyearsintheassetslife
2

5-yearssum ofthedigits=5(5+1)=5(3)=15
2

Year
Computation AnnualDep.

exp.
Accumulated
Depreciation

Book
ValueDepreciable

Cost
SYD

Fraction

0 - - - - Br17,000.00

1st Br.15,000. 5/15 Br.5,000. Br.5,000. 12,000.00

2nd 15,000. 4/15 4,000 9,000. 8,000.00

3rd 15,000. 3/15 3,000. 12,000. 5,000.00

4th 15,000. 2/15 2,000 14,000. 3,000.00

5th 15,000. 1/15 1,000. 15,000. 2,000.00

Br.15,000.

IfthetruckwasacquiredonOct1,sincetheassetwasinuseforonly3monthsduringthefirst

accountingperiod,thedepreciationtoberecordedinthe1stperiodwillbeforonly3/12ofafullyear.
i.e.

3/12xBr.5,000.=Br.1,250

Forthesecondyear,Br.15,000x5/15x9/12=Br.3,750
15,000x4/15x3/12= 1,000

Total 4,750
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Thirdyear, Br.15,000.x4/15x9/12=3,000
Br.15,000.x3/15x3/12 750

Total Br.=3,500

ComparisonoftheDepreciationMethods

Year StraightLine
Unit-of-
output

Declining
Balance

Sum ofthe
yearsdigit

1st Br.3,000 Br.2,250 Br.6,800. Br.5,000.

2nd 3,000. 1,050. 4,080. 4,000.

3rd 3,000. 3,750 2,448 3,000.

4th 3,000 7,500. 1,469. 2,000.

5th 3,000 450. 203. 1,000.

Br.15,000 Br.15,000 Br.15,000 Br.15,000.

Acomparisonofannual&totaldepreciationexpenseundereachofthefourmethodsisshownabove.
Theyearlyamountofdepreciationvariesbymethod,butthetotalBr.15,000depreciablecost
becomestotalexpenseunderallfourmethods.

RevisionofperiodicDepreciation

Sincedepreciationinvolvesestimationofusefullife&salvagevalueofanasset,wheneverabusiness
learnsachangeintheoriginalestimation,theannualdepreciationexpenseneedstoberevised.If
wear&tearorobsolescenceindicatesthatannualdepreciationisinadequateorexcessive,achange
intheperiodicamountshouldbemade.Whenachangeinanestimateisrequired,thechangeis
madeincurrent&futureyearsbutnottopriorperiods.

Todeterminethenewannualdepreciationexpense,wecomputethedepreciablecostatthetimeof
therevision&divideitbyremainingusefullife.

Toillustrate,assumethatafixedassetpurchasedforBr.130,000wasoriginallyestimatedtohavea
usefullifeof30years&aresidualvalueofBr.10,000.Theassethasbeendepreciatedfor10yearsby

thestraight-linemethod.Duringtheeleventh(11th)year,itisbelievedthattheremainingusefullifeis
25 years(instead of20)becauseofitsexcellentcondition,and thattheresidualvalueisBr.
5,000(ratherthanBr.10,000).

BookValueattheendof10years:
Assetcost Br.130,000
Less:Accum.Deprec.(130,000-10,000)x10years= 40,000

30
Bookvalue(undepreciatedcost),endof10thyear= Br.90,000

Depreciationexpenseforcurrent&futureperiods:
Bookvalueendof10thyears Br. 90,000
Less:revisedestimatedresidualvalue 5,000
Revisedremainingdepreciablecost 85,000

Revisedannualdepreciationexpense85,000/25= Br. 3,400

Thefinancialstatementsofpastperiodsarenotrevisedtoreflectchangesintheestimateduseful
livesofdepreciablecost.
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CapitalExpenditureVersusRevenueExpenditure

Thedifferencebetweenthesetwotypesofexpenditurecanbesummarizedasfollows:

CapitalExpenditure RevenueExpenditure

 Increasestheoperatingefficiency,productive -Merelymaintainsitsexistingconditionor
Capacity,orextendtheusefullifeoftheplantassets restoretheassettogoodworkingorder

 Materialinamountandoccurinfrequently -Fairlysmallamountsthatoccurfrequently

 Benefitsmorethanoneaccountingperiod -Primarilybenefitsone(thecurrent
accounting)

Period

 Suchexpendituresaredebitedtotheasset -Suchcostsaredebitedtoexpense
account
accountortotherelatedaccumulated
depreciationaccount

ExamplesofCapitalExpenditures

Additions–anadditiongenerallyresultsinalargerphysicalunitandincreasedproductivecapacity.
Additions

       aredebitedtotheassetaccounttowhichtheexpenditurepertains.E.g-costofaddingan
air                     conditioning,majorengineoverhaul.
Betterment/Improvements:mayresultinreplacementofasubunitofaproductiveassetwithanew

unit.E.g.afactorymachinewithal0h.p.electricmotormaybeimproved
byreplacingthemotorina15h.p.motor.Thecostofthenewunitshould
thenbedebitedtothemachineaccount.

ExtraOrdinaryReports–anexpenditurethatincreasestheusefullifeofanassetbeyonditsoriginal
estimateiscalledanextraordinaryrepair.Suchexpenditureshouldbe
debitedtotherelatedaccumulateddepreciationaccount.Insuchcases,
the repairs are said to be restore ormake good a portion ofthe
depreciation recorded in years.The depreciation forfuture periods
shouldbecomputedonthebasisoftherevisedbookvalueoftheasset
andtherevisedestimateoftheremainingunequallife.

ToIllustrate,assumethatamachinecostingBr.50,000hasnoestimatedresidualvalueandan
estimatedusefullifeof10years.Assumealsothatthemachinehasbeendepreciatedfor6yearsby
thestraight-linemethod.Atthebeginningoftheseventhyear,anextraordinaryrepairofBr.11,500
increases the according usefullife ofthe machine to 7 years (instead offour).The annual
depreciationfortheremaining7yearsofusewouldbe4,500,computedasfollow:

Costofmachine--------------------------------------------- Br.50,000
Less:AccumulatedDepreciationBalance:

Depreciationfor6years(Br.5,000x6) Br.30,000
Deduct:debitduetoextraordinaryrepairs 11,500
BalanceofAccumulateddepreciation----- 18,500
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RevisedBookValueofmachineafterextraordinaryrepair 31,500

AnnualDepreciation(31,500÷7,yearsremainingusefullife)4,500

Therevisedannualdepreciationcanalsobecomputedthroughthefollowingformulabyfirst
determiningtherevisedannualdepreciation.

Computationofreviseddepreciablecost:

Bookvalueprior Capital NetEst. Revised
tocapital expenditure SalvageValue Depreciablecost

10,000+11,500-0 =31,500÷7years=4,500

Toillustrateagain,assumethatHabenCo.makesaBr.10,000majorrepairtofactorymachinery.
Thiscapitalexpenditureincreasestheremainingusefullifeofthemachineto5years.Inaddition,the
salvagevalueisexpectedtobeBr.4,000.Thebookvalueofthefactorymachinepriortothemajor
repairisBr.100,000.Underthestraight-linemethod,thenewannualdepreciationfortheremaining
fiveyearsofusefullifeisBr.21,250computedasshownbelow:

Bookvaluepriortocapitaexpenditure--------------- Br.100,000
Add:Costofcapitalexpenditure----------------------- 10,000
Bookvalueaftercapitalexpenditure-------------------- 110,000
Less:Newestimatedsalvagevalue-------------------- 4,000
Reviseddepreciablecost--------------------------------- 106,000
Remainingusefullife-------------------------------------- ÷ 5
RevisedAnnualdepreciation Br.21,200

DepreciationExpense-------------------------- 21,200
Accumulateddepreciation------------ 21,200

EffectsofErrorinDistinguishingbetweencapitalandRevenueexpenditure

TreatingacapitalexpenditureasrevenueexpenditureorviceversacreateserrorsintheFinancial
Statement.
Supposeacompanymakesanextraordinaryreporttoequipmentanderroneouslyexpensesthiscost.
Itisacapitalexpenditurethatshouldhavebeendebitedtoanassetaccount.Thisaccountingerror
overstatesexpensesandunderstatesnetincomeontheincomestatement.Onthebalancesheet,the
asset(equipment)accountisunderstatedandsoisowner’sequity.

Ontheotherhand,capitalizingthecostofanordinaryrepaircreatestheoppositeerror.Expenseswill
beunderstatedandnetincomewillbeoverstatedontheincomestatement. Thebalancesheet
reportsoverstatedamountsforassetsandownersequity.

Theseexamplesindicatethatacarefuldestructionbetweencapitalandrevenueexpendituresis
essentialto the attainmentofone ofthe mostfundamentalobjective ofaccounting -the
determinationofaccuratenetincomeforeachyearofoperationofabusiness.

DisposalofPlantAsset

Eventually,aplantassetceasestoserveaCompany’sneeds.Theassetmayhavebecomewornout,
obsolete,orforsomeotherreasonnolongerusefultothebusiness.
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Plantassetsofvarioustypesmaybedisposedofinthreeways:

1.Retirement–theplantassetisscrappedordiscarded
2.Sale–theplantassetissoldtoanotherparty
3.Exchange–anexistingplantassetistradedinanewplantasset.

Atthetimeofdisposal,itisnecessarytodeterminethebookvalueoftheplantasset.Thebookvalue
isthedifferencebetweenthecostoftheplantassetandtheaccumulateddepreciationtodate.

Ifthedisposalaccountsatanytimeduringtheyear,depreciationforthefractionoftheyeartothe
dateofthedisposalmustberecorded.

1.Retirement(Discarding)FixedAsset

Underfixedassetarenolongerusefultothebusinessandhavenoresidualormarketvalue,theyare
discarded.

Toillustrate,theaccountingforaretirement,assumethatABCCompanyretiresitscomputerprinters,
whichcostBr.32,000.Theaccumulateddepreciationontheseprintersisalso
Br.32,000;toequip,istherefore,fullydepreciated(zerobookvalue),theentertoreadthisretirement
is:

Accumulateddepreciation–printingequip.-------------32,000
Printingequip------------------------------------ 32,000

(Torecordinstallmentoffullydepreciationequip.)

Whataboutifafullydepreciatedplantassetisstillusefultothecompany?

Assumethatmoonlightcompanydiscardsitsdeliveryequipment,whichcostBr.18,000,andhas
accumulateddepreciationofBr.14,000atthedateofretirement.Theentrytorecordtheretirementis
asfollows:

Accumulateddepreciation-Deliverequip.------14,000
Lossondisposal------------------------------ 4,000

Deliveryequip------------------------------------- 18,000

2.SellingofPlantAssets

Inadisposalbysale,thebookvalueoftheassetiscomparedtotheproceedsreceivedforthesale.If
theproceedsreceivedfrom thesaleexceedthebookvalueoftheplantasset,againondisposal
occurs.If,however,theproceedsofthesalearelessthanthebookvalueoftheplantassetsold,a
lossondisposaloccurs.

Toillustrate,assumethatonJuly1,1993GuraTradingCompanysellsOfficeFurnitureforBr16,000
cash. TheOffice-furnitureoriginallycostBr.60,000andasofJan1,1993,hadaccumulated
depreciationofBr.41,000.TheyearlydepreciationisBr.16,000.

Depreciationforthefirstsixmonthsof1995isBr.8,000.Theentrytorecorddepreciationexpense
andupdateaccumulateddepreciationtoJuly1isasfollows:

July1,Depreciationexpense------------------- 8,000
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Accumulateddepreciationoffurniture-----------8,000
(Torecorddepreciationexpenseforthe1stsixmonthsof1993)

Aftertheaccumulateddepreciationbalanceisupdated,againondisposalofBr.5,000iscomputed.

Costoffurniture----------------------------------- Br.60,000
Less:AccumulatedDepreciation(4,000+8,000) 49,000
Bookvalueatdateofdisposal 11,000
Proceedsfrom sale 16,000
Gainondisposal Br.5,000

Theentrytorecordthesaleandthegainondisposalisasfollows:

July1.Cash----------------------------------------- 16,000
Accumulated.Dep.-Officefurn.------------49,000
Officefurn.---------------------------------- 60,000
GainonDisposal--------------------------- 5,000

(Torecordsaleofofficefurnitureatagain)

LossonDisposal

AssumethatinsteadofsellingtheofficefurnitureforBr.16,000,GunatradingsellsitforBr.9,000.In
thiscase,alossofBr.2,000iscomputedasfollows:

Costofofficefurniture------------------------Br.60,000
Less:accumulateddepreciation.------------- 49,000
Bookvalueatdateofdisposal--------------- 11,000
Proceedsfrom sale----------------------------- 9,000
Lossondisposal------------------------------- Br.2,000

Theentrytorecordthesaleandthelossondisposalisasfollow:

July1.Cash--------------------------------------------9,000
Accumulateddep.-officefurn.-----------49,000
Lossondisposal-----------------------------2,000

Officefurniture------------------------------------- 60,000
(Torecordsalesofofficefurnitureataloss)

3.ExchangingFixedAsset

Plantassetsmayalsobedisposedoftroughexchange.Businessoftenexchange(trade–in)theirold
plantassetsforsimilarassetsthatarenewerandmoreefficient.Exchangecanbeforeithersimilar
ordissimilarassetsbecauseexchangesofsimilarassetsaremorecommon;wewillfocusmoreon
theexchangeforsimilarassets.
Exchangeofsimilarassetsinvolvesassetsofthesametype.Thisoccursforexample,whenold
equipmentisexchangedfornew deliveryequipmentorwhenoldofficefurnitureisexchangedfor
newofficefurniture.

Atthetimeofexchange,thesellerallowsthebuyeranamountfortheoldequipmenttradedin.This
amountcalledthetradein-allowancemaybeeithergreaterorlessthanthebookvalueoftheold
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equipment.Theremainingbalance-theamountowed–iseitherpaidincashoraliabilityisrecorded.
Itisnormallycalledboot,whichisitstaxname.

Thecostrecordedforthenewassetcanbedeterminedineitheroftwoways:

i. Costofnewasset=Listpriceofnewasset-unrecognizedgain
ii.Costofnewasset=Cashgivenorliabilityassumed+Bookvalueofoldasset

GainTreatment

Assume thatABC Companydecides to exchange its old deliveryequipmentfornew delivery
equipment.ThecostoftheoldequipmentisBr.4,000anditsrelatedaccumulateddepreciationisBr.
3,200.Thedealerofthenewequip.offersaBr.1,100trade-inallow,andthecashmarketpriceofthe
newequipmentisBr.5,000.

Thecostofthenewequipmentandthegain,whichisnotrecognized,iscomputedasfollows:

Similarequipmentacquired(new):
Listpriceofnewequipment-------------------------Br.5,000
Trade-inallowonoldequipment-------------------- 1,100
CashtobepaidatJune19,dateofexchange------ 3,900

Equip.Traded-in(Old):
Costofoldequipment--------------------------------Br.4,000
AccumulatedDepreciationatdateofexchange-- 3,200
Bookvalueatdateofexchange-------------------- 800

RecordedCostofNewEquipment:

MethodOne

Listpriceofnewequipment---------------------- Br.5,000
Trade-inallowance-------------------------Br.1,100
Bookvalueofoldequipment------------------ 800
Unrecognizedgainonexchange-------------- -300
Costofnewequipment------------------------ Br.4,700

MethodTwo

Bookvalueofoldequipment-------------------- Br.800
Cashpaidatdateofexchange----------------- 3,900
Costofnewequipment------------------------------ 4,700

Theentrytorecordthisexchangeandpaymentofcashisasfollows:

AccumulatedDepreciation-equip.--------3,200
Equip.(New)------------------------------- 4,700

Equipment(Old)-------------------------------------------4,000
Cash---------------------------------------------------------3,900

(Torecordexchangeofequipment).

Thetrade-inallowanceandthelistpriceofthenew equipmentarenotrecordedinthepurchaser’s
accountingrecords.Theseamountsareonlyusedinordertodeterminetheamountthepurchaser
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mustpayinadditiontoturningintheoldtruck.

LossTreatment

Whenalossoccursontheexchangeofsimilarassets,itisrecognizedimmediately,itisnotdeferred.
Whenthereisaloss,thecostrecordedforthenewassetshouldbethemarket(list)price.

Toillustrate,considerthepreviouse.g.,butassumethistimethecompanyexchangedtheequipment
bypayingcashofBr.4,600.

Listpriceofnewequipment------------------Br.5,000
Less:Trade-inallowanceonoldequip..----- ?___
Cashpaid------------------------------------------ 4,600

Cashpayment=Listprice–trade-inallowance
Trade-inallow=Listprice–CashPmt.

=Br.400

LossonDisposal=BookValue–Tradeinallowance
=Br.800–400
=Br.400

Theentrytorecordtheexchange,loss&cashPaymentisasfollows:

Equipment(new)-----------------------------------------5,000
Accumulatedepreciation–equipment-----------------3.200
Lossondisposal------------------------------------------ 400

Equipment(old)---------------------------------- 4,000
Cash----------------------------------------------- 4,600

(Torecordexchangeofequipmentatloss)

Thejustificationforrequiringtherecognitionofalossbutnotallowingtherecognitionofagainisthe
principleofconservatism.ThePrinciplesofConservatism requiresthatlossesshouldberecognized
whenincurred,butgainsshouldbedeferreduntilcashoranotherliquidassetisreceived.

Consideragainanotherrelatedexample:thecostofoldequipmentisBr.7,000;itsaccumulated
depreciationisBr.4,600.CashpaidisBr.8,000.andthelistpriceofthenewequipmentisBr.10,000.
Then,theamountoftrade-inallowance,loss,andthevalueofthenewequipmentisdeterminedas
follows:followingexchange:

Similarequipmentacquired(new):

Listpriceofnewequipment-------------------Br.10,000
Trade–inallowanceonoldequip. _?_
Cashpaid Br. 8,000

EquipmentTraded-in(old)

Costofoldequipment-------------------------------- Br.7,000
AccumulatedDepreciationattimeofexchange--- 4,600
BookValueatdateofexchange---------------------- 2,400
Trade-inallow.onoldequip.----------------------- 2,000
Lossonexchange------------------------------------- Br.400
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Theentrytorecordtoexchangeisasfollows:

AccumulatedDepreciation-equip.----------4,600
Equipment(new)---------------------------- 10,000
Lossondisposaloffixedassets----------- 400

Equip.----------------------------------- 7,000
Cash------------------------------------- 8,000

(Torecodeexchangeofequipmenttoloss).

NaturalResources

Thefixedassetsofsomebusinessesincludestandingtimberandundergrounddepositsofoil,gas,
mineralsorothernaturalresources.Asthisbusinessharvestormineandselltheseresources,a
portionofthecostofacquiringthem mustbedebitedtoanexpenseaccount.Thisprocessof
transferringthecostofnaturalresourcestoanexpenseaccountiscalleddepletion.

Anaturalresourceasitsnameimpliesisaresourceexistingnaturally,notconstructedbyhumans.
Examplesoftypicalnaturalresourcesaredepositsofcoal,oil,andotherminerals.Thesenatural
resourcesaretypicallyusedasraw manufactureintheproductionofothergoods.Aquantityof
naturalresourcecanbeconsideredasconsistingofatotalbundleofmaterials,tonsofcoal,barrels
ofoil,etc.Asthesematerialsareremoved,apartofthenaturalresourceisusedup–depleted.

Theacquisitioncostofanaturalresourceisthecashorcashequivalentprice,necessarytoacquire
theresourceandprepareitforitsintendeduse.Foralreadydiscoveredresourcessuchasanexisting
CoalMine,costisthepricepaidfortheproperty.

Thesystematicwrite-offofthecostofnaturalresourcesiscalleddepletion.Theunitsofactivity
(output)methodaregenerallyusedtocomputedepletion,becauseperiodicdepletiongenerallyisa
functionoftheunitsextractedduringtheyear.

DepletionCost TotalCost-Salvage
PerUnit = TotalEstimatedUnits

PeriodicDepletion DepletionCost NumberofUnits
Expense = PerUnit X Extracted&Sold

Toillustrate,assumethattheGlobalCoalCo.investsBr.5,000,000inamineestimatedtohave10
milliontonsofcoalandnosalvagevalue.Inthefirstyear,800,000tonsofcoalareextractedand
sold.

Usingtheaboveformula,thecomputationsareasfollows:

DepletionCost $5,000,000
perunit = 10,000,000

= Br.0.5depletioncostperton.

Depletionexpense = Br.0.5x800,000tons
= Br.400,000

Theentertorecorddepletionexpenseforthefirstyearofoperationisasfollows:

Dec.31Depletionexpense----------------400,000
Accumulateddepletion--------------------400,000
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(Torecorddepletionexpenseoncoaldeposits)

Accumulateddepletion,acontraassetaccountsimilartoaccumulateddeprecation,isdeductedfrom
thecostofthenaturalresourcesinthebalancesheetasfollows:

CoalMines--------------------------------Br.5,000,000
Less:Accumulateddepletion----------- 400,000 Br.4,600,000

 Sometimes,naturalresourcesextractedinoneaccountingperiodwillnotbesolduntilalater
period.Inthiscase,depletionisnotexpenseduntiltheresourceissold.Theamountnotsold
isreportedinthecurrentassetsectionasinventory.

IntangibleAssets

Long-livedassetsthat(1)lackphysicalsubstanceand(2)arenotheldforinvestmentsareclassified
asintangibleassets.

Theacquisitioncostofintangibleassetsisdeterminedbyusingthesamegeneralruleasproperty,
plant,andequipment.

Therearefewdifferencesbetweenaccountingforintangibleassetsandaccountingforplantassets.

 Theterm usedtodescribethewrite-offofanintangibleassetisamortization,rather
thandepreciation.

 Theamortizationperiodofanintangibleassetcannotbelongerthan40years.
 Unlikeplantassets,allintangibleassetsaretypicallyamortizedonastraight-linebasis.

Theuniversaluseofthismethodaddscomparability.

Thefollowingaresomecommonintangibles.

1.Patent

A Patentisanexclusiverightgrantedbythegovernmentformanufacturing,use,andsaleofa
particularproduct.Thepurposeofthisexclusiverightistoencouragetheinventionofnewmachine
andprocesses.Althoughpatentsmaybegrantedforfixedperiodtime(17or20Years)itmaychange
astechnologyorconsumertasteschange.Sothecostofapatentshouldbeamortizedoveritslegal
lifeorusefullife,whicheverisshorter.

Toillustrate,assumethatapatentispurchasedfrom theinvestoratacostofBr.100,000afterfive
yearsofthelegallifehaveexpired(itslegallifeis17years).Itisestimatedthattheusefullifeafter
purchaseisonlyfouryears.Theentrytobemadetorecordthepurchaseandtheannualamortization
expensewouldbe:

Jan1,Patent--------------------------------------100,000
Cash------------------------------------- 100,000

(Torecordacquisitionofpatentthatuntilhavealegallifeof17years)

Dec.31 AmortizationExpense-Patent---------25,000
Patents-----------------------------------------25,000

(Toamortizecostpatentonastraight-linebasisandestimatedlifeof
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fouryears)

Notethatalthoughtheremaininglifeis12years,theestimatedusefullifeisonlyfouryears.,
amortizationshouldbebasedonthisshorterperiod.

2.Copyright

Acopyrightisonexclusiverightgrantedbygovernmenttoprotecttheproductionandsellofliterary
orartisticmaterialsforthelifeofthecreatorplus50years.Theusefullifeofacopyrightgenerallyis
shorterthanitslegallife.Similartootherintangibleassets,themaximum write-offis40years.
However,becauseofthedifficultiesofdeterminingtheperiodoverwhichbenefitsaretobereceived,
copyrightsusuallyareamortizedoverarelativelyshortperiodoftime.

3.TrademarkandTradeNames

Atrademarkortradenameisaword,phrase,orsymbolthatdistinguishesoridentifiesaparticular
enterpriseorproduct.E.g.Co-CaCola,Sony,Dell,Nikeetc…

Thecreatorororiginalusermayobtainexclusivelegalrighttothetrademarkortradenameby
registeringitwiththegovernmentoffice.

4.FranchiseandLicenses

Afranchiseisarightgrantedbyacompanyoragovernmentalunittoconductacertaintypeof
businessinaspecificgeographicalarea.

Whenthecostoffranchiseissmall,itmaybechargedimmediatelytoexpenseoramortizedovera
shortperiodsuchasfiveyears.Whenthecostismaterial,amortizationshouldbebaseduponthelife
ofthefranchise(iflimited)andtheamortizationperiod,however,maynotexceed40years.

5.Goodwill

Inbusiness,goodwillreferstoanintangibleassetofabusinessthatiscreatedfrom suchfavorable
factorsaslocation,productquality,reputation,andmanagerialskill.Goodwillallowsabusinessto
earnarateofreturnonitsinvestmentthatisofteninexcessofthenormalrateforotherfirmsinthe
samebusiness.

GAAPpermitstherecordingofgoodwillintheaccountsonlyifitisobjectivelydeterminedbya
transaction.E.g.Purchaseorsaleofbusiness.

Goodwillmustbeamortizedoveritsestimatedusefullife,whichcannotexceed40years.

Toillustratehowgoodwillisdeterminedandaccountedconsiderthefollowingexample:

ABC-Hotel
Balancesheet

At.Cost AtfairMkt.Value
TotalAssets 4,300.000 6,350.000
TotalLiability -1,100.000 -1,100.000
NetAsset 3,200.000 5,250.000

PurchasePrice(Cost)------------------------ -Br.6,100.000
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Less:Fairmkt.Valueoftheassets-------- 5,250.000
Goodwill-------------------------------------- 850.000


