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Intended Use

This module will expand your knowledge of accounting for fixed (or Capital) assets. The acquisition of fixed assets, disposal of fixed assets and amortization methods are described.  SAP is used to demonstrate these principles.

Module Learning Objectives
After completing this module, students should be able to:
1. Describe capital assets and issues in accounting for them.

2. Use the cost principle to compute the cost of capital assets.

3. Explain, record, and calculate amortization using the methods of straight-line, units of production, and double-declining balance.

4. Explain and calculate amortization for partial years.

5. Explain and calculate revised amortization.

6. Account for asset disposal through discarding, selling, or exchanging an asset.

7. Account for natural resources and their amortization.

8. Run an SAP demonstration.

9. Use SAP to enter transactions for fixed assets.

Instructor Outline
Capital Assets

Capital assets may be tangible or intangible.  Assets used in the operations to help generate revenue and have a useful life of more than one accounting period are capital assets.

Cost of Capital Assets

Consistent with cost principle, capital assets are recorded at cost.  
Cost includes all normal and reasonable expenditures necessary to get the asset in place and ready for its intended use.  

Subsequent expenditures may be incurred after an asset is placed in service.  
A betterment is considered a capital expenditure.  An asset is improved by a betterment, it will be a more efficient or useful asset or last longer (or both)  
Revenue expenditures are normal costs incurred to keep an asset in its normal running condition.

Subsidiary ledgers may be kept for maintaining control of large numbers of assets.  Low cost asset purchases are usually expensed under the materiality principle.  

Low cost assets may be expensed (treated as revenue expenditures) under the materiality principle.

Land purchased as a building site
Cost includes purchase price, commissions, title insurance, legal fees, accrued property taxes, surveying, clearing, landscaping, and local government assessments (current or future) for streets, sewers, etc.  Also includes cost of removal of any existing structures (less proceeds from sale of salvaged material).  Land costs are not amortized.

· Land Improvements—Costs that increase the usefulness of the land.


Examples: parking lot surfaces, driveways, fences, and lighting systems have limited useful lives. 

Costs are charged to a separate Land Improvement account.

Costs are allocated to the periods they benefit (amortized).
· Buildings


If purchased—Cost usually include its purchase price, brokerage fees, taxes, title fees, attorney costs, and all expenditures to make it ready for its intended use. (any necessary repairs or renovations such as wiring, lighting, flooring and wall coverings).

If constructed for own use—Costs includes materials and labour plus a reasonable amount of indirect overhead cost (heat, lighting, power, and amortization on machinery used to construct the asset). Cost also includes design fees, building permits, and insurance during construction.

Leasehold improvements are alterations or improvements made to leased property.  Leasehold improvements become part of the property and revert to the lessor at the end of the lease.  These amounts are amortized over the life of the lease or life of the improvements, whichever is less.

Machinery and Equipment—costs include all normal and necessary expenditures to purchase them and prepare them for their intended use (purchase price, taxes, transportation charges, insurance while in transit, and the installing, assembling and testing of machinery and equipment).

Lump-Sum Purchase—a group of capital assets purchased with a single transaction for a lump-sum price. Individual asset cost determined by allocating the cost of the purchase among the different types of assets acquired based on their relative market values.

Amortization

The process of allocating to expense the cost of a capital asset to the accounting periods benefiting from its use.  

Recorded as a 
debit to Amortization Expense 
credit to Accumulated Amortization.

Factors in Computing Amortization

1.  Cost—described above.
2.  Salvage value—(residual value or scrap value) an estimate of the asset's value at the end of its benefit period.
3. Useful life—(service life) length of time the asset is expected to be productively used in a company's operations. Factors affecting useful life include:


Inadequacy—a condition in which the capacity of capital assets becomes too small for the productive demands of the business.

Obsolescence—a condition in which, because of new inventions and improvements, a capital asset can no longer be used to produce goods or services with a competitive advantage.

Amortization Methods


1.
Straight-line Method—charges the same amount to expense for each period of the asset’s useful life.  
Computation: 
Cost minus salvage value (equals the cost to be amortized) divided by the asset's useful life. (usually in years) 

2. Units-of-Production Method—charges a varying amount to expense for each period of an asset’s useful life depending on its usage.  Charges are based on the consumed capacity of the asset.  Examples of capacity measurements: miles driven, product outputs, hours used.
Computation: 
Cost minus salvage value divided by the number of units to be produced the amortization per unit.

Amortization per unit X number of units consumed in period equals the period’s amortization.

3. Declining-Balance Method—an accelerated amortization method.  Charges larger amortization during the early years of an asset's life and smaller expenses in the later years.
Double-declining balance method(DDB) is also referred to as being twice the straight line rate.

Computation:

a.  Calculate the rate.  2/useful life= % (or 100%/useful life X 2)
b. Calculate annual amortization as :
Net Book Value X  Rate
Note: Amortization is a method of allocation, not of valuation. The cost of a capital asset, less estimated salvage, is allocated over the estimated useful life in a systematic and rational manner.


Amortization for Tax Reporting—differences between financial and tax accounting systems are normal and expected.


1. Many companies use accelerated amortization in computing taxable income because it postpone its tax payments by charging higher amortization expense in the early years and lower amounts in the later years. 

2. Federal income tax regulations rules for amortizing assets according to the Capital Cost Allowance system (CCA)

The income tax regulations specify maximum CCA rates that businesses may claim but a business may decide to claim less than the maximum or claim none at all. Note that for accounting purposes amortization must be taken in order to apply the matching principle.


Partial Year Amortization—when an asset is purchased (or disposed of) at a time other than the beginning or end of an accounting period, amortization is recorded for the part of the year the asset was in use.  The two methods used are:

1. Nearest whole month, amortization is calculated if the asset was in use for more than half of the month of acquisition.

2. Half-Year Rule, six months amortization is recorded for the partial year, regardless of when the asset was acquired.

Revising Amortization Rates—if estimated salvage &/or useful life is revised:


1. Amortization expense computations are revised by spreading the remaining cost to be amortized over the revised useful life remaining.  

Remaining Book value-Revised salvage value









Revised remaining useful life

2. 
The revision is referred to as a change in an accounting estimate and is reflected in future financial statements.  Past statements are not changed.


Disposals of Capital Assets

Assets may be discarded, sold, or exchanged due to wear and tear, obsolescence, inadequacy, or damage by fire or other accident.


In general, accounting for disposals requires:

i. Recording amortization expense up to the date of disposal. This updates the accumulated amortization account.

ii. Removing the balances of the disposed asset and related accumulated amortization accounts.

iii. Recording any cash (and other assets) received or paid in the disposal.

Record any gain or loss resulting from comparing the asset's book value with the value received in the disposal. 

Discarding Capital Assets—follow general accounting procedure above.


iv.   If fully amortized—no loss (can never have gain if discarding)

v.   If not fully amortized—Record a loss (debit) equal to the book value.


Selling Capital Assets—follow general accounting procedure above.  Compare value received to book value to determine gain (receive value greater than book value) or loss (receive value less than book value).


vi. Sale is at a gain if value received exceeds book value.

Sale at a loss if value received is less than book value.


Exchanging Capital Assets

Follow general accounting procedure above.  Compare the book value of asset exchanged with the trade-in value received to determine gain or loss.  


Natural resources

Assets that are physically consumed when used.  Examples include timber, mineral deposits, and oil and gas fields. Also called wasting assets.


1. Recorded at cost which includes all expenditures necessary to acquire the resource and prepare it for its intended use. 

2. Amortization is the process of allocating the cost of natural resources to periods when they are consumed, known as the resource's useful life. Normally calculated on a "units‑of‑production" basis.

3. Shown on the balance sheet at cost less accumulated amortization.

Assets (such as machinery) used to extract the resource are normally amortized in direct proportion with the amortization of the resource (use units-of-production method)

Intangible assets

Rights, privileges and competitive advantages to the owner of long-term assets used in operations that have no physical substance. 

Note: Intangible assets, traditionally, do not have contra accounts. The amortization account is an expense.  Use the straight line method unless the company can show another method is preferred.  


Examples are patents, copyrights, leaseholds, leasehold improvements, goodwill and trademarks.
1. Patent—an exclusive right granted to its owner to manufacture and sell a patented machine or device, or to use a process, for 20 years.

Note: Research and development cost incurred by the inventor are revenue expenditures (expensed).

2. Copyright—gives its owner the exclusive right to publish and sell a musical, literary or artistic work during the life of the creator plus 50 years.

3.  Trademark or trade name—a symbol, name, phrase, or jingle identified with a company, product or service.


4.  Leasehold—refers to the rights granted to the lessee to use a specific asset by the lessor in the lease.
5.  Goodwill—the amount by which the price paid for a company exceeds the fair market value of this company's net assets if purchased separately. Note: Goodwill is not recorded unless it is purchased.  Goodwill is not amortized.  Instead, goodwill is decreased only if its value has been determined by management to be impaired.


Exchanging Capital Assets

Follow general accounting procedure above.  Compare the book value of asset exchanged with the trade-in value received to determine gain or loss.  Rules for accounting for gains/losses and the new asset depend on if the exchange is for a similar or dissimilar asset.


1. Exchanges of similar assets- monetary

Depends on whether the amount of cash involved is more or less than 10% of the total consideration given up or received.  If the amount of cash exchanged is more than 10%, the transaction is a monetary transaction and recorded in the same manner as exchanges of dissimilar assets.


2. Exchanges of similar assets- nonmonetary
Do not recognize (record) gains or losses if the monetary consideration is less than 10% of the market value of the total consideration given or received. When the monetary consideration is less than 10%, the cost of the asset received is adjusted to equal the value of the total consideration.


FORMULAS FOR AMORTIZATION METHODS

1.  STRAIGHT LINE


Cost-Estimated Salvage
Annual


Estimated Useful Life (in years)
Amortization


2.  UNITS OF PRODUCTION



Amortization 


a)
Cost- Estimated Salvage 
 per


Predicted units of production
Unit


b)
Amortization per unit x units produced
=   Amortization



     for PERIOD

(in last year amortize to estimated salvage; 
Never amortize below this amount)

3.  DOUBLE DECLINING BALANCE

Step 1:  Calculate rate to be used----(100%/useful life) X 2

Step 2.  Multiply Net Book Value by Rate

Net Book Value =Cost – Accumulated Amortization to Date

(In the last year, amortize to estimated salvage; 
Never amortize below this amount.)

Practice Problem Module 8
A new machine costs $130,000, has an estimated useful life of five years and an estimated salvage value of $25,000 at the end of that time.  It is expected that the machine can produce 210,000 products during its useful life.

The Company purchases this machine on January 1, 2007, and uses it for exactly three years.  During these years the annual production of products has been 80,000, 50,000, and 30,000 units, respectively.  On January 1, 2010, the machine is sold for $45,000.

Required:

1.
Calculate the amortization expense for each of the first three years using

a. straight-line

b. units-of-production

c. double-declining-balance

2.
Prepare the proper journal entry for the sale of the machine under the three different amortization methods.

Solution to Practice Problem Module 8
1a.
Straight-line

The amortization expense each year is equal to (cost - salvage) / useful life.  In this example the cost is $130,000, the salvage is $25,000, and the useful life is 5 years.  Therefore,

	Annual amortization
	=
	(130,000-25,000)/ 5

	
	=
	21,000 each year


1b.
Units-of-production

The amortization expense each year is equal to a rate

          [(cost-salvage) / total production] multiplied by the actual number of units produced that year.  In this example the rate would be $0.50 per product, (130,000 - 25,000) (/ 210,000, and the amortization expense for each of the first three years would be

	2007
	=
	.50
	x
	80,000
	=
	40,000

	2008
	=
	.50
	x
	50,000
	=
	25,000

	2009
	=
	.50
	x
	30,000
	=
	15,000


1c.
Double-declining-balance

The amortization expense each year is equal to a rate (twice the straight-line rate, or 2 / useful life) multiplied by the asset’s net book value (cost -  accumulated amortization) at the beginning of the year.  In this example the rate would be 2/5, or 40%, and the amortization expense for each of the first three years would be

	2007
	=
	.40
	x
	130,000
	=
	52,000

	2008
	=
	.40
	x
	78,000
	=
	31,200

	2009
	=
	.40
	x
	46,800
	=
	18,720


2. The journal entry for the sale of the asset will have the same general form regardless of the method of amortization adopted, except that whether there is a gain or a loss on the sale may change according to the amortization method used.  The gain or loss on disposal of the asset is determined by comparing the sale price, in this case $45,000, with the net book value of the asset at the time of the sale.

Straight-line

	
	Cash

	45,000
	

	
	Accumulated amortization

	63,000
	

	
	Loss on sale of machine

	22,000
	

	
	
Machine

	
	130,000


Units-of-production

	
	Cash

	45,000
	

	
	Accumulated amortization

	80,000
	

	
	
Loss on sale of machine

	5,000
	

	
	
Machine

	
	130,000


Double-declining-balance

	
	Cash

	45,000
	

	
	Accumulated amortization

	101,920
	

	
	
Machine

	
	130,000

	
	
Gain on sale of machine

	
	16,920



Note:  The original cost of the machine is $130,000 and the sale price is $45,000, so the company has received $85,000 less than it paid for the machine.  In other words, the company has “used up” $85,000 worth of this asset.

	
	Straight Line
	Units of   Production
	Double Declining Balance

	2004
	$21,000
	$40,000
	$ 52,000

	2005
	  21,000
	25,000
	   31,200

	2006
	  21,000
	15,000
	   18,720

	Loss/Gain

	  22,000
	5,000
	  (16,920)

	Total

	$85,000
	$85,000
	$ 85,000
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