CHAPTER  8 – CAPITAL ASSETS PROBLEM SOLUTIONS

Assessing Your Recall

8.1 
When plant, property, and equipment is purchased the intent of 

management is to use these assets to produce a product or provide a service.  The value to the company is, therefore, the value of the products or services that the assets provide as they are being used.  This type of value is referred to as value-in-use.  If, on the other hand, the plant, property, or equipment was purchased with the intent to resell, then the value of the assets to the company would be the price at which the company could sell the assets.  This type of value would be value-in-sale.

8.2
GAAP requires that all costs necessary to get equipment ready for use be 

included as capitalized costs.  These costs would include the invoice price, shipping costs, installation costs, cost of test runs, and any other costs that meet the criteria.  In the case of a self-constructed asset, GAAP permits that interest cost incurred during the construction period can be capitalized as a part of the total cost.  Interest costs incurred subsequent to the asset being placed in use are not capitalized.

8.3
The cost of a basket purchase is allocated to the items on the basis of their 

relative fair market values.  If there were three items (A, B, and C) purchased for a total of $1,000 and the fair market values of the three items were $300 (A), $400 (B), and $500 (C) then the cost of the three items would be allocated as follows:

Percentage of Fair Market Value


Cost


A:  $300 / $1,200 = 25.0%
25.0% x  $1,000 = $250


B:  $400 / $1,200 = 33.3%
33.3% x $1,000 = $333


C:  $500 / $1,200 = 41.7%
41.7% x $1,000 = $417

8.4 During the period of construction of an asset the interest costs associated 

with the construction costs incurred can be added to the asset account.  The reason for this procedure is that the interest is being incurred only because the asset is being constructed.  If the asset were not being constructed, the interest cost would not have been incurred.  Thus the interest can be viewed as part of the cost of the asset.

8.5
The purpose of amortization is to allocate the cost of a long-term asset over the life of the asset using a rational and systematic method.  By allocating the cost of the life of the asset, the expenses related to the asset are matched with the revenues that are produced by the use of the asset.  GAAP allows any method of amortization as long as it is systematic and rational.  Several methods are used most commonly to achieve this allocation.  In theory the costs could be allocated in one of four general ways:  evenly over the life of the asset (the straight-line method), more in the early years of the life of an asset and less in later years (an accelerated method), less in the early years of the life of an asset and more in later years (a decelerated method), or some method based on the actual usage of the asset.  In practice the straight-line and accelerated methods are used more frequently.  The decelerated method is almost never used.  A commonly used accelerated method is the declining balance method.  

8.6
The choice of an amortization method, in theory, should be the method that most closely produces a match of the value received from the asset to the various time periods.  In practice, the main considerations are ease of use and effect on the net income.  The straight line method is the easiest to use and is the method most commonly used.  Accelerated methods may not be used, even if they do produce the best matching, as they allocate larger expense in the early years and less in later years.  Thus they tend to result in lower net income figures, which management may not want.

8.7
Residual value and years of useful life are used directly in the straight-line method.  Residual value is subtracted from the original cost of the asset to determine the amortizable cost of the asset, i.e. the amount of the cost that is to be amortized over the life of the asset.  The useful life is then used to determine the fraction of the amortizable cost that is to be allocated to each period.  For the production method, the residual value is also subtracted from the original cost of the asset to determine the amortizable cost of the asset.  The useful life is estimated as the number of units of use or output that the asset will produce.  Next the amortizable cost per unit is calculated.  Finally the year’s amortization expense is computed by multiplying the actual use or output of the asset times the cost per unit.  The declining balance method does not explicitly incorporate the residual value in the computation of amortization expense.  It is used as a constraint in setting the amortization schedule.  Under this method the amortization expense each period is the declining balance percentage multiplied by the remaining net balance in the asset account (cost – accumulated amortization).  Residual value is used in the last portion of the amortization schedule so as to prevent the company from amortizing the asset to a value less than the residual value.   This may mean that the company record less amortization than the calculation would indicate in the final year.  Another possibility is that the company will not have taken enough amortization by the end of the useful life and the residual value is then used to determine how much amortization to take in the last year to ensure that the carrying value of the asset at the end of its useful life is exactly the residual value.  The useful life of the asset is used to determine the declining balance percentage used to calculate the annual amortization expense.
8.8
Capital Cost Allowance is applied in a manner that is quite similar to accelerated amortization.  The main difference is that Revenue Canada specifies the maximum rate that may be used.  Similar to accelerated amortization, the rate is applied to the unamortized balance (called Unamortized Capital Cost).  Another difference is that only one-half the normal amount of Capital Cost Allowance is allowed to be recorded in the year the asset is acquired.  There are some other differences, such as the recording of disposal and the grouping of assets into “pools.”

8.9 Future income taxes occur when the net book value of a capital assets for accounting purposes is different from the net carrying value of the same asset for tax purposes.  If straight line amortization is used for accounting purposes, the net book value of the capital asset will reflect this methodology.  If CCA is used for tax purposes, the net carrying value of the capital asset with respect to tax will reflect a different amount.  The future income tax amount is this difference (a temporary difference) times the tax rate.  In the early years of the life of a capital asset the book value for accounting purposes is often larger than the carrying value for tax purposes.  This results in a future income tax liability.     

8.10
The general guideline in GAAP is that intangibles can be recorded in the books if they are purchased from outside parties.  Therefore, goodwill is recorded only when one company buys another and pays more for the company than the fair market value of its identifiable net assets.  Research and development is required to be expensed as incurred, except for certain developmental costs.  The costs of developing a patent would primarily be classified as research and development cost and these would be expensed.  It is possible to capitalize the legal costs of establishing the patent but these are typically a trivial part of the patent’s cost.  The rules for expensing the capitalized cost of intangibles are that the cost should be amortized over the useful life of the intangible. This means using the lesser of the useful economic life and the legal life of the asset (as in the case of a patent).  When the useful life is indeterminate, such as might be the case with goodwill, GAAP requires the maximum assumed life of the intangible asset be 40 years.

8.11 A company is required to write-down its capital assets if conditions cause 

the net recoverable amount of the assets to decline below their net book value.  Net recoverable amount refers to the undiscounted cash flows that the asset is expected to generate over its useful life.

Applying Your Knowledge

8.12 a)  The value assigned to the press should be based on its historical cost of $240,000.  The company appears to be a going concern and not in danger of being forced to sell the asset.  Because the company has owned the press for  four years, the net carrying value should be $144,000 based on the purchase price ($240,000) and accumulated amortization (($240,000 / 10) x 4(.
b) The $850,000 value should not be recorded. This amount represents the 
expected profit from owning and using an asset.  As the asset is used, the cost of the asset should be recognized.  It is not appropriate to recognize the expected profit from using the printing press at the time it is purchased or at any time during the period it is used. 

c)  The $400,000 amount should not be recorded. The current press is already four years old and may not have all of the capabilities of a new press.  Thus, it is unlikely the current press is worth that amount.  However, even it if were, the $240,000 historical cost should continue to be used as the basis of accountability.  It represents the more conservative amount.

d)  The estimated sale price should be recognized if the company is not a going-concern or decides to sell the asset.  Since the estimated sale price of $110,000 is less than the current carrying value of $144,000, the concept of conservatism would support reducing the carrying value to the estimated sale price.

8.13
a)  Amount to be capitalized:

	
	
	Building 
	Equipment

	Jan. 4
	Received equipment
	
	$75,000

	Jan. 24
	Transportation of equipment
	
	   2,400

	Jan. 27
	Architect’s fees
	$  7,500
	

	March 9
	Completion of building
	250,000
	

	March 14
	Installing equipment
	
	      900

	April 7
	Testing of equipment
	
	      900

	
	
	$257,500
	$79,200


b)  The cost of advertising for workers and the cost of the party should be 

treated as a current period expense.

c) If Cedar Homes had borrowed money to finance expansion of the 

facilities, interest could have been capitalized as part of the cost of the building during its construction, but prior to its use.  The second option is for Cedar Homes to just expense the interest in the current period.

8.14
a)  Amount to be capitalized:

	
	
	Equipment 

	May 7
	Remove old structures
	$110,000

	May 10
	Finish new production area
	  180,000

	May 15
	Foundation of machinery
	    80,000

	May 20
	Receive equipment
	  480,000

	May 27
	Freight charges
	    25,000

	May 30
	Install equipment
	    15,000

	June 7
	Refund on concrete work
	     (8,000)

	June 9
	Pay excise taxes
	    18,000

	
	
	$900,000


b) The President’s salary should be treated as a general and administrative 

expense of the period.

c) A new production area in the main factory building has been changed.  

Use of the new equipment is directly associated with the production of products, and amortization on the equipment should be included as a cost of the products produced.

d) Interest costs on funds borrowed for long-term construction projects can 

be capitalized.  The above project is quite short in duration and interest on money borrowed to pay for the equipment during this period should be included along with other interest as an expense of the period.  

8.15 a)  One of the important qualities of accounting information is relevance.  

The historical cost balance of $150,000 may be objective and verifiable, but the shareholders certainly should not consider selling half of the land for $75,000.  The estimated value of the single parcel appears to be at least $190,000.  Thus, current market value rather than cost will have a significant impact in setting the final selling price.  If a comparison to historical cost were used in setting the selling price, an offer of $100,000 would give the company a profit of $25,000 and would appear to be a good decision; however, a decision to sell at that price would be a poor decision.  Current market price is the most relevant number in this case, and an argument can be made that this number should be recognized.  

b) The concept of objectivity would support the use of the $150,000 paid for 

the two parcels.  This amount was established through an exchange transaction and can easily be verified.  The concept of conservatism would mitigate against using the $190,000 price or a larger amount since this poses a greater risk of overstating the asset than historical cost, and the exact value of the asset is uncertain.

c) Different valuation procedures should not be used for the parcel which is 

to be retained versus the parcel which will be sold.  If the company were permitted to recognize a gain on the parcel which will be sold and not on the other, management may be tempted to indicate that both parcels are for sale and increase the carrying value of both parcels.  If the company then decided to keep one parcel, would it be necessary to record a loss and reduce the carrying value of the parcel? 

d) Under generally accepted accounting principles, the two parcels should be 

reported at the $150,000 historical cost for financial reporting purposes until one or both parcels are sold.  However, a note to the financial statements could indicate that one half of the land is intended for sale and that the current market value of half the land is $190,000.  

8.16
Straight-line amortization

Calculation: ($90,000 -$5,000) / 6 = $14,166.67 per year

Double-declining balance amortization

Calculation: 

20x1
$90,000 x [(1/6) x 2] = $30,000

20x2
($90,000 - $30,000) x [(1/6) x 2] = $20,000

20x3
($90,000 - $30,000 - $20,000) x [(1/6) x 2] = $13,333.33

20x4
($90,000 - $30,000 - $20,000 - $13,333.33) x [(1/6) x 2] = $8,888.89

20x5
($90,000 - $30,000 - $20,000 - $13,333.33 - $8,888.89) x [(1/6) x 2] = $5,925.93

20x6
Book value = $90,000 - $30,000 - $20,000 - $13,333.33 - $8,888.89 - $5,925.93    = 
$11,851.85

Residual value


  5,000.00

Amortization for 20x6

$6,851.85
Amortization

	
	20x1
	20x2
	20x3
	20x4
	20x5
	20x6

	Straight-

    line
	$14,167
	$14,167
	$14,167
	$14,167
	$14,166
	$14,166

	Double-   

    declining
	$30,000
	$20,000
	$13,333
	$  8,889
	$  5,926
	$  6,852


8.17

	June 1, 20x1
	A-Machine
	 30,000

	
	     A-Cash
	      30,000

	
	
	

	Nov. 30, 20x1
	A-Machine
	 75,000

	
	     A-Cash
	      75,000

	
	
	

	Dec. 31, 20x1
	SE-Amortization expense
	   1,400

	
	     XA-Accumulated amort.
	      1,400

	
	
	

	
	SE-Amortization expense
	      400

	
	     XA-Accumulated amort.
	      400

	
	
	

	Dec. 31, 20x2
	SE-Amortization expense
	   2,400

	
	     XA-Accumulated amort.
	      2,400

	
	
	

	
	SE-Amortization expense
	   4,800

	
	     XA-Accumulated amort.
	      4,800

	
	
	

	April 30, 20x3
	SE-Amortization expense
	       800

	
	     XA-Accumulated amort.
	      800

	
	
	

	
	A-Cash
	 25,000

	
	XA-Accumulated amortization
	    4,600

	
	SE-Loss on sale of machine
	       400

	
	     A-Machine
	 30,000

	
	
	

	Dec. 31, 20x3
	SE-Amortization expense
	   4,800

	
	     XA-Accumulated amort.
	      4,800


20x1: 
Calculation, 1st machine: $1,400 = ($30,000 - $1,200) / 12 x 7/12

      Calculation 2nd machine: $400 = ($75,000 - $3,000) / 15 x 1/12

20x2: 
Calculation, 1st machine: $2,400 = ($30,000 - $1,200) / 12


     Calculation, 2nd machine:$4,800 = ($75,000 - $3,000) / 15

April 20x3: Calculation, 1st machine: $800 = ($30,000 - $1,200) / 12 x 4/12

8.18
a) and b)  

	March 31, 20x4
	SE-Amortization expense
	      525

	
	     XA-Accumulated amort.
	     525

	
	
	

	
	A-Machine (new)
	42,325

	
	XA-Accumulated amort.
	  5,775

	
	     A-Machine (old)
	     22,000

	
	     A-Cash 
	     20,100

	
	     L-Note payable
	       6,000

	
	
	

	March 31, 20x9
	XA-Accumulated amort.
	33,188

	
	SE-Loss due to write-off of   machine
	   9,137

	
	     A-Machine
	     42,325


Calculations: 

Old machine

Amortization until date of trade-in: $525 = [($22,000 - $1,000) / 10] x 3/12

Accumulated amortization = $5,775= [($22,000 - $1,000) / 10] x 6/12 + 2 x [($22,000 - $1,000) / 10] + $525

New machine

Purchase price of machine: $42,325 = $20,100 + $6,000 + $22,000 - $5,775

Accumulated amortization = $33,188 = [($42,325 - $2,500) / 6] x 5

8.19 a)  The journal entries for 2001 and 2002 using straight-line amortization are: 

Jan. 2001
A-Building
350,000



A-Cash

350,000

Dec. 2001
SE-Amortization expense
10,000





XA-Accumulated amort.

10,000


$10,000  =  ($350,000 - $50,000) / 30

Dec. 2002
SE-Amortization expense
10,000



XA-Accumulated amort.
 
10,000

b) The journal entries for 2001 and 2002 using double-declining balance amortization are: 

Jan. 2001
A-Building
350,000



A-Cash

350,000

Dec. 2001
SE-Amortization expense
23,333





XA-Accumulated amort.

23,333

$23,333  =  $350,000  x  [(1/30) x 2]


Dec. 2002
SE-Amortization expense
21,778





XA-Accumulated amort.

21,778


$350,000  -  $23,333  x  [(1/30) x 2]

8.20
a)  Straight-line

	
	2001
	2002
	2003
	2004
	2005
	2006

	Accumulated 

    amortization. 

     Jan. 1
	$          0
	$34,000
	$  68,000
	$102,000
	$136,000
	$170,000

	Amortization expense
	34,000
	34,000
	34,000
	34,000
	34,000
	34,000

	Accumulated 

     amortization, 

     Dec. 31
	$34,000
	$68,000
	$102,000
	$136,000
	$170,000
	$204,000


Calculation: ($220,000 - $16,000) / 6 = $34,000

b) Double-declining balance

	
	2001
	2002
	2003
	2004
	2005
	2006

	Accumulated 

     amortization. 

      Jan. 1
	$          0
	$  73,333
	$122,222
	$154,815
	$176,543
	$191,029

	Amortization expense
	73,333
	48,889
	32,593
	21,728
	14,486
	12,971

	Accumulated 

    amortization, 

     Dec. 31
	$73,333
	$122,222
	$154,815
	$176,543
	$191,029
	$204,000


Calculation:

2001

$73,333    = 
$220,000 x [(1/6) x 2]

2002

$48,889    =
$146,667 x [(1/6) x 2]




2003

$32,593    =
$97,778 x [(1/6) x 2]

2004

$21,728   =
$65,185 x [(1/6) x 2]

2005

$14,486   =
$43,457 x [(1/6) x 2]

Accum. 

amort.
$191,029

Cost 

  220,000
Book value
$  28,971

Residual
$  16,000
amort. 2006
$  12,971
c) Production method

	
	2001
	2002
	2003
	2004
	2005
	2006

	Accumulated 

   amortization. 

   Jan. 1
	$          0
	$22,255
	$50,074
	$  90,875
	$146,513
	$191,023

	Amortization expense
	22,255
	27,819
	40,801
	55,638
	44,510
	12,982

	Accumulated 

   amortization, 

   Dec. 31
	$22,255
	$50,074
	$90,875
	$146,513
	$191,023
	$204,005


Calculation:

Amortization expense per unit = ($220,000 - $16,000) / 22,000 = $9.273

2001
$22,255
   =
2,400 x 9.273


2002
$27,818
   =
3,000 x 9.273

2003
$40,801
   =
4,400 x 9.273

2004
$55,638
   =
6,000 x 9.273

2005
$44,510
   =
4,800 x 9.273

2006
$12,982
   =
1,400 x 9.273

Note:  the final accumulated amortization balance is $204,005 instead of $204,000 because of the rounding of the amortization expense per unit.

8.21 a) 

Total sales
$1,100,000


Operating expenses
   (800,000)


Amortization expense
     (35,000)

Income before income tax
    265,000


Income tax
79,500

Net income
$ 185,500

Return on assets = $185,500 / [$750,000 - (4 x $35,000) + $250,000]



                         =  21.6%

b) CCA schedule

2001
0.20 x $750,000 x 0.5


= 
$ 75,000

2002
0.20 x ($750,000 - $75,000)

=
$135,000

2003
0.20 x ($750,000 - $210,000) 
=
$108,000

2004
0.20 x ($750,000 - $318,000)

=
$  86,400

The maximum CCA that Johnson would be able to claim for tax purposes in 2004 is $86,400.

Future tax liability in 2003:


Accounting book value = $750 - $105  = $645


Undep. Capital cost
  = $750 - $318  = $432







      $213 - Temporary difference








       x30%








      $63.9 - Future tax liability

Future tax liability in 2004:


Accounting book value = $750 - $140     = $610.0


Undep. Capital cost
  = $750 - $404.4  = $345.6







         $264.4  -  Temporary difference








           x30%








          $79.32  -  Future tax liability

The future tax liability would have to be increased $15,420  in 2004 to bring the balance in the future tax liability account to $79,320.

c) 

Total sales
$1,100,000


Operating expenses
   (800,000)


Amortization expense
     (54,675)

Income before income tax
    245,325


Income tax
73,598

Net income
$171,727
Calculation:

2001

$75,000
   =
$750,000 x [(1/20) x 2]

2002

$67,500
   =
($750,000 - $75,000) x [(1/20) x 2]

2003

$60,750
   =
($750,000 - $142,500) x [(1/20) x 2]

2004

$54,675
   =
($750,000 - $203,250) x [(1/20) x 2]

Return on assets    = $171,727 / [($750,000 - $203,250 -  $54,675) + $250,000]


       =
23.14%

d) Double declining balance should be used for assets that are expected to 

provide more benefits in their early years as compared with later in their lives.  Some types of equipment, for example, may be more efficient when new, have less downtime, and cost less for repairs and maintenance.

8.22  

Oct. 31, 20x3  A-Machine
105,000


 
A-Cash

105,000 

Dec. 31, 20x3 SE-Amortization expense
1,667



XA-Acc. amortization

1,667


 ($105,000 - $5,000) / 10 x 2/12

Dec. 31, 20x6 SE-Amortization expense
8,183



XA-Acc. amortization

8,183


Calculation: 
Accumulated amortization, Jan. 01, 20x6   

=  $1,667 + 2 x [($105,000 - $5,000) / 10] = $21,667

Net book value, Jan. 01, 20x6 

= $105,000 - $21,667 = $83,333

New amortization expense 

= ($83,333 - $1,500) / 10 = $8,183

Amortization expense, June 30, 20x8  

= $8,183 x 6/12  = $4,092

Accumulated amortization, June 30, 20x8  

 =  $21,667 + (2 x $8,183) + ($8,183 x 6/12) = $42,125

Net book value, June 30, 20x8   

=  $105,000 - $42,125 = $62,875

June 30, 20x8
    


SE-Amortization expense
4,092



XA-Acc. amortization


4,092


A-Cash
50,000


XA-Accumulated amortization
42,125


SE-Loss on sale of machine
12,875



A-Machine


105,000

8.23


	Period
	Calculation
	Amortization expense

	Year 1
	$500,000 / $8,000,000 x $25,000,000
	$1,562,500

	Year 2
	$700,000 / $8,000,000 x $25,000,000
	$2,187,500

	Year 3
	$1,000,000 / $8,000,000 x $25,000,000
	$3,125,000


8.24 a)  Both equipment and patents are recorded initially as the amounts paid to 
acquire them.  Following the date of acquisition, the carrying values are adjusted for amortization.  For equipment, both the original cost and the accumulated amortization are reported.  In the case of patents, the allocation of original cost to a patent expense results in a direct reduction of the carrying value of the asset account and only the net value after amortization is reported.

b)  For equipment, accumulated amortization of $3,000 ($10,000 x 3/10) would be deducted from the original cost of $10,000, leaving a carrying value of $7,000.  For the patent, only the unallocated cost of $7,000 would be reported.

c)  No.  In most cases intangible assets provide economic value to the entity and are controlled by the entity.  Intangible assets such as patents and trade names permit the production and sale of unique products and may be of tremendous value.  For example, a patent on a new drug for the treatment of arthritis may contribute substantially to earnings and it may be possible to sell the patent for a very large sum of money.  On the other hand, some intangible assets such as goodwill or organization costs have no value separate from the company and cannot be individually sold.  The latter set of intangibles often are ignored by analysts since there is no evidence of the way in which they will contribute to future earnings of the entity.

8.25
a) 
	
	Patent
	Copyright
	License

	Paid to purchase intangible
	$60,000
	$200,000
	$720,000

	Legal fees
	                
	                  
	      34,000

	Total cost
	$60,000
	$200,000
	 $754,000

	Amortization period
	 5 years
	   8 years
	 40 years

	Annual amortization
	$12,000
	$   25,000
	$   18,850


b)  Intangible assets


Patents [$60,000 - ($12,000 x 4)]
             $  12,000




Copyright [$200,000 - ($25,000 x 4]
100,000


License [$754,000 - ($18,850 x 4]
678,600 

Total intangible assets
$790,600

8.26 a)  Cash would be valued at book value, which is the same as fair value and 
present value since both fair value and present value are stated in terms of cash.

b)  Accounts Receivable would be valued at fair value which is book value less any losses on collection.  Book value would be higher and possibly overstate the amount that actually will be collected.

c)  Inventory A would be valued at book value.  Using fair value or present value would recognize gains on inventory before it has been sold, violating the concepts of realization and conservation.

d)  Inventory B would be valued at fair value because there has been a loss in value between the date of acquisition and the balance sheet date.  Since inventory is held for sale, it should not be valued at more than can be realized at the time of sale.  Failure to use fair value would result in reporting an inventory loss in a later period when it is sold, not in the period in which the loss occurred. It would also overstate the value of the inventory.

e)  Land could be valued at acquisition cost or fair value.  Because land is not normally subject to economic amortization, the acquisition cost is equal to book value.  Since land is usually held for use in operations rather than for resale, using acquisition cost would be appropriate unless the decline in value was regarded as permanent.  If it was, the land should be valued at fair value and a loss recognized.

f)  Machinery would be valued at bookvalue which is lower than the fair value and present value.  If the machinery were to be valued at either fair value or present value, the company would have to recognize a gain that it has not received and does not expect to receive.
g)  Patents would be valued at book value.  Like machinery, the original cost is allocated over the useful life of the patent and using fair value or present value would recognize gains that the company has not received and does not expect to receive.

Management Perspective Problems

8.27 If a company decides to discontinue a line of business, the most 

appropriate valuation basis for the related property, plant and equipment is the selling price of these assets, or their liquidation value.  Once a company has planned to discontinue a line of business, the resale value of the assets is more relevant than their value in use.  From an investor’s perspective, useful disclosures include the amount of revenues and operating profits that are attributable to the line of business being discontinued as well as the carrying value and estimated selling price of the related assets.

8.28 In making a long-term loan to a company, long-term assets such as plant 

and goodwill offer comfort to the lender so long as the company is operating as a going concern, and does not appear to be experiencing financial difficulties.  In this case, the long-term assets can generate cash flows in order to service and extinguish the long-term loan.  However, if the ability of the company to continue into the indefinite future is in doubt, then long-term assets such as plant and goodwill offer no comfort to a lender.  The liquidation value of such assets is likely to be much less than their value in use.
8.29
As an auditor, you would assess the value of a company’s plant, property, and equipment through examining the nature of each asset, and assessing the company’s estimates of the asset’s useful life and residual value.  Other factors such as technological change, the competition, and management’s strategic direction should also be considered.  
8.30 After the acquisition, the UK company would present a smaller shareholders’ 
equity on the balance sheet, reflecting the full deduction of the acquired goodwill.  In the year of acquisition, the UK company’s net income will be lower, reflecting the write-off of the goodwill.  On the other hand, the Canadian company would report a higher net income in the year of acquisition but lower in subsequent years because an annual charge hits the income statement for amortization of goodwill.  If the financial statement users fail to recognize this accounting difference, an advantage accrues to the UK company because of higher net income in subsequent years and higher earnings per share reported each period.
8.31 If it seems unlikely that you will meet your target this year then it would be 
to your advantage to write off the equipment in the current year.  Next year you will not have this write-off and therefore will show higher income because of it.  If you have been amortizing the asset over time then you will also not have the amortization expense associated with this asset next year if you write it off this year.  It will be easier to meet your target next year.
8.32 As an accounting manager, you would attempt to allocate the purchase price 
between the land and the building on the basis of their relative fair values.  You must allocate the purchase price between the assets because the land is not amortizable while the building is, so future income would be distorted if you failed to allocate the price in an appropriate manner.  For tax purposes, your incentive would be to allocate as much as possible to the building so that you can deduct it as an expense over time.  For reporting purposes, there is more incentive to capitalize the cost as a part of the land as this will result in higher net income being reported, and reflect favorably upon your performance.       
8.33 The capitalization of interest has no impact on either the current ratio or the quick ratio.  An important ratio used to measure liquidity is the times interest earned ratio.  This ratio indicates the extent to which a company is able to meet its interest payments as these fall due.  If the company cannot meet these contractual obligations to debtholders, then its ability to continue to operate into the foreseeable future is in serious doubt.  If the company capitalizes a significant amount of interest, then this interest might not be considered in the times interest earned ratio.

8.34 Because all research costs are expensed as incurred, and development costs must meet stringent criteria in order to be capitalized, the financial statements of a research and development company do not reflect the intangible assets that result from their efforts.  Because of the high cost of research and development, the income statement could even show a loss.  Therefore, the financial statements of such companies can be misleading.

8.35 Depending on their age, none of the long-term assets will be properly valued on the books of the candidate company.  The most suspect, however, would be the intangible assets such as goodwill.  It is likely that you can make a fair assessment  of the other assets by looking at market prices or doing an appraisal but the intangible assets will be much more difficult to evaluate.  In addition, there are many intangible assets that will not be represented on the books of the company.  Any internally generated intangible asset such as patents, trademarks, goodwill, human capital, etc. will have been expensed as incurred and will not be shown on the balance sheet.

8.36 a) The book value on Jan. 1, 2005 is $592,500 [750,000 - (630,000 / 20) x 5].

b)  At the end of 2005, management concluded that the asset cannot be old at its book value of $592,500.  The carrying value should be its net realizable value of $400,000.  Because the asset is not being used during 2005, it need not be amortized, but a journal entry should be recorded to reduce the carrying value to its anticipated net realizable value.  The following entry is needed:

SE-Loss on carrying value of buildings
192,500


XA-Accumulated amortization
192,500

Note:  The journal entry increases accumulated amortization rather than decreasing the building asset.  Increasing the accumulated amortization reduces the book value.

c) The following entry would be made at the time of sale:

A-Cash
450,000

XA-Accum. amortization  
350,000


A-Buildings  

750,000


SE-Gain on sale of building

50,000


Note:  ($630,000 / 20 x 5) + $192,500  =  $350,000

d) If the asset were carried as an operating asset in 2005, amortization of 

$31,500 would have been recorded and the loss of $192,500 would not be recognized.  Thus, net income for the year would be $161,000 higher in 2005 if the financial vice president’s advice is followed.  In 2006, rather than reporting a gain of $50,000 on the sale of the warehouse, a loss of  $111,000 ($561,000 - $450,000) would be recognized.  Once the decision is made to stop using the warehouse and put it up for sale, the carrying value should be reduced to its net realizable value and no amortization expense should be recorded.  The value of the warehouse and 2005 earnings are overstated when the financial vice-president’s proposal is followed.  From a shareholder’s perspective, the treatment of the building could make a difference in a decision if the dollar amounts of the building and potential loss were material in relation to the company’s assets and income.  If the amounts were large enough, a shareholder’s decision to hold or sell the company’s shares could be influenced by the difference in reported income and assets.  

8.37 a)  Major changes in property, plant and equipment are likely to result from 
the purchase or sale of an operating division or subsidiary.  Because of the size of the reduction in property, plant, and equipment in 2001 it is likely that a major portion of its business has been discontinued.

b)  Fedders is primarily involved in the production and sale of room air conditioners for the home and business use.  The change in inventory levels could be due primarily to the change in weather conditions.  During heat waves, sales depend on having air conditioning units available in the stores when the customer walks in.  If the summer of 2000 was relatively cool, inventory levels could have built up in the distribution system.  Then if the summer of 2001 was much hotter, more people would have purchased room air conditioners thus drawing down the inventory levels.  The company could have also installed a better inventory control system, permitting somewhat lower inventory levels to be held without losing sales 

c)  Goodwill represents the amount paid in excess of the fair value of the net assets acquired less the liabilities assumed when another company is purchased.  It does not indicate that the company as a whole has excess earning power in an economic sense.  Thus, the fact that losses were reported in 2000 and 2001 does not necessarily mean that the existing good will should be written off.  More than two-thirds of the goodwill was eliminated from Fedder’s balance sheet in 2001.  If it discontinued a major portion of its business in 2001, as was suggested in Part (a), the goodwill associated with those operations would have been removed.

d)  Gross profit and the gross profit ratio are important indicators of success.  The asset turnover ratio also provides useful information in making comparisons over time and against other companies.

e)  Although Fedders does not appear to be in a strong financial position at December 31, 2001, operations during 2001 improved markedly over 2000.  Before investing in Fedders, investors may seek information on a number of topics.  The information given in the case does not indicate whether Fedders discontinued some operations.  If it did, it would be interesting to know the impact it had on net income.  It would also be helpful to look at the profit margins and sales volumes on the product line which was sold and those which were retained.  Information on other operating attributes, debt maturities, cash flows, and comparative industry data also should be examined in evaluating the company.  A complete annual report and any third party reviews would be very beneficial in evaluating Fedders Company.

Reading and Interpreting Published Financial Statements

8.38 Because the information on the cash flow statement is aggregated and the information in the note is individualized, it is not possible to create individual journal entries.  The best you can do is create the following aggregate journal entry that includes all of the increases and decreases in the individual accounts.

SE-Amortization expense
23,803

SE-Loss on sale of property, plant and

  equipment
858 

A-Equipment
26,619

A-Leasehold improvements
16,594


A-Land

88


A-Building

1,558


XA- Accum. amortization – bldg.

1,673


XA-Accum.  amortization – equip.

11,067


XA-Accum.  amortization – leaseholds

3,372


A-Equipment under capital leases

3,886


XA-Accum. amortization – capital leases

416


A-Cash

45,814

8.39 a)  

Research and development expense:

1998  -  $13,959  x  .20  =  
$2,792

1997  -  $10,009  x  .20  =  
$2,002



         
$4,794 

MOSAID Technologies Incorporated

Consolidated Statement of Earnings and Retained Earnings

(in thousands, except per share amounts)



Year Ended



May 1, 1998
May 2, 1997

Revenues


Operations
$  40,672
$  38,853


Interest
707
946



41,379
39,799

Expenses


Labour and materials
9,434
9,051


Amortization of research & development
4,794
2,002


Selling and marketing
7,157
6,276


General and administration
5,627
5,270


Bad debt
542
-


Unusual item (Note 6)
-
500



27,554
23,099

Earnings from operations
13,825
16,700

Gain on sale of assets
3,897
670



17,722
17,370

Income tax (Note 10)
3,012
3,381

Non-controlling interest
337
2,234

Net earnings
14,373
11,755

Retained earnings, beginning of year
28,617
16,862

Retained earnings, end of year
$  42,990
$  28,617

Note:  in re-constructing this income statement, the income taxes were not adjusted to reflect the higher income before income taxes because not enough information was given about the tax rate.  It is probable that the income tax would increase which would decrease net earnings.

b)  Under GAAP, research costs must be expensed.  Development costs can be capitalized if specific criteria are met.  Because the future economic benefits of research and development are very difficult to determine, most research and development costs are expensed as they are incurred.  

8.40 a)

Mark’s Work Wearhouse has not bought or sold any land or buildings within the last three years.  The value of $45 for the land and $452 for the buildings has not changed.

b)

A-Furniture, fixtures and equip.
2,847


A-Cash

2,847

$21,720 - $18,873 = $2,847

SE-Amortization expense
2,387


XA-Accumulated amortization

2,387

1999  Acc. amort.
$21,720  -  7,453  =  $14,267

1998  Acc. amort.
$18,873 - $6,993  =  $11,880


$2,387

c)  The following are reasons why it would be advantageous for Mark’s Work Wearhouse to lease its computer and operating software:


1.  leasing them enables it to maintain up to date technology.


2.  because leasing usually requires monthly payments, the financing may be easier than a direct cash outlay or bank financing.


3.  if there are any technical problems with the equipment or software, the lessor will probably be responsible for the repairs instead of Mark’s Work Wearhouse. 

8.41 a)  Purcell Energy uses the full cost method to account for oil and gas properties.  This means that all of the costs associated with exploration and development of oil and gas properties are collected in an asset account and amortized (expensed) over time against the revenues from successful finds.  These costs include “land acquisition costs, geological and geophysical expenses, carrying charges on non-producing properties, costs of drilling and overhead charges directly related to acquisition and exploration activities. 
b)  If Purcell Energy used the successful efforts method, it would still collected all of the costs associated with exploration and development.  If the company’s exploration was successful, all of the costs associated with that specific find would be capitalized in an asset account and amortized against the revenues of that find.  If the exploration was unsuccessful, all of the costs associated with the unsuccessful exploration would be immediately expensed.

8.42  If Big Rock Brewery did not capitalize the labour costs associated with the enhancement of its brewery facilities, the capital assets would have decreased, the amortization expense would have decreased as well, and a new expense (for the labour costs) would have been included on the income statement in 1998 and 1999 to reflect these costs. 

8.43 a)

1998,  Goodwill, gross
$15,093 + $1,349  =  $16,442

1997,  Goodwill, gross
$13,281  +  $981   =    14,262

$  2,180

The amount of goodwill from the new acquisitions was approximately $2,180 thousand.  The company’s balance sheet disclosed the accumulated amortization of the goodwill.  Adding the accumulated amortization to the net goodwill gives you the original amount of the goodwill.

b)

1998  goodwill amortization =  $1,349  -  $981  =  $368

1997    $14,262 / $368  =  38.7 years

Tritech appears to be amortizing goodwill over 40 years.  Dividing the goodwill gross amount in 1997 by the amortization expense in 1998 results in a 38.7 years.  Assuming the 1997 gross goodwill amount has been in existence a few years and that the amortization expense of $368 thousand in 1998 partially reflects the amortization of the new goodwill in 1998, 40 years is a reasonable estimation.

c)  The issues it should consider when reviewing the carrying amount are:

1.  is Tritech still earning extra benefits from these acquisitions.

2.  over how many years does it expect the extra benefits to continue.

3.  are there any economic or technological facts that must be considered when reviewing the future benefits from the  acquisitions.   
8.44 a) During 1998:

- the company did not buy or sell any land.

- the net book value of the site improvements, the buildings and improvements, and the machinery and equipment all declined.  It is not possible to determine if this decline was the result of just amortization or whether the company sold some assets as well. 

- the construction in process increased which means that the company built new facilities in 1998 and that they are not complete yet.

b)  Yes.  Celanese sometimes writes down its capital assets.  It says, “additional depreciation is provided to particular assets if required to recognize the effects of significant technological or market changes.”  In other words, the write down amount increases depreciation expense and accumulated depreciation.

c)  For additions, improvements, renewals and expenditures for maintenance and repairs that are significant, Celanese capitalizes them.  It probably does this by reducing the accumulated depreciation.  It does not treat all repairs this way.  If the repairs are not significant they are expensed (charged to income).

d)  Celanese uses the straight-line method. 
 

Beyond the Book

8.45 Answers to this question will depend on the company selected.  

CASE

8.46 a)

ROA
= Net Income + Interest Expense – Tax Savings of Interest Expense






Average Total Assets

Onta:

ROA
= $116,250 + $30,000 – (25% x $30,000)

$880,000


= $116,250 + $30,000 – $7,500

$880,000


= $138,750

= 15.8%


$880,000

KewBee

ROA
= $52,500 + $70,000 – (25% x $70,000)


$815,000


= $105,000

= 12.9%


$815,000

Thus Onta has the higher return on assets (15.8% compared to 12.9%)

b) Revised income statement information:


Using Onta’s

Using KewBee’s 


amortization  policy
amortization policy

Onta
KewBee
Onta
KewBee
Revenues
$1,000,000
$1,000,000
$1,000,000
$1,000,000
Expenses:

  Amortization
45,000
45,000
90,000
90,000

  Interest
30,000
70,000
30,000
70,000

  Other
770,000
770,000
770,000
770,000

  Income taxes
  38,750
  28,750
  27,500
 17,500
Net income
$    116,250
 $    86,250
 $    82,500
 $   52,500

Using Onta’s amortization policy:

Onta ROA
= $116,250 + $30,000 – (25% x $30,000)

$880,000


= $116,250 + $30,000 – $7,500

$880,000


=  $138,750

= 15.8%


$880,000

KewBee ROA
= $86,250 + $70,000 – (25% x $70,000)


$815,000 + $90,000 – $45,000


= $138,750

= 16.1%


$860,000

Using KewBee’s amortization policy:

Onta ROA
= $82,500 + $30,000 – (25% x $30,000)

$880,000 + $45,000 – $90,000


= $82,500 + $30,000 – $7,500

$835,000


= $105,000

= 12.6%


$835,000

KewBee ROA
= $52,500 + $70,000 – (25% x $70,000)

$815,000


= $105,000

= 12.9%


$815,000

Thus if we adjust for differences in the amortization policy to determine the numbers that would have resulted if both companies had used the same policies, KewBee has the higher ROA, using two different calculations.

c)  The ROA adjust for interest after taxes because interest is a tax deductible expense.  Thus if the interest amount is changed, the amount of the tax expense would be changed  The cost of interest is not the full amount (for example, the $30,000 for Onta in this case).  Because interest is deductible, the $30,000 interest expense results in lower taxes by 25% of the $30,000, or by $7,500.  Thus the net cost of the interest to Onta is $22,500 ($30,000 - $7,500).

d)  This example shows why differences in amortization policy must be considered when comparing different companies.  Without adjusting for the difference, Onta appears to have the higher ROA, but with the different policies eliminated, KewBee has the higher ROA.  In practice, making these adjustments may be difficult, if not impossible, as not enough information may be available about the asset details and amortization calculations.

Critical Thinking Question

8.47
a)  H. Jager Developments does not include land under development as capital assets as  it is in the business of developing and selling real estate.  Thus, to H. Jager Developments, these assets are inventories that are bought and sold.  To H. Jager, they are current assets and  not capital assets. 

b) H. Jager Developments probably does not divide assets or liabilities into current and noncurrent sections as these classifications are not useful to a property development company.  Current assets are those that will be used or converted to cash within one year or one business cycle, whichever is longer.  The business cycle of property and development companies varies considerably for each project and is very often in excess of one year.  Thus the classification into current and noncurrent is not as meaningful as it is for most other companies.
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