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Principles of

Accounting

[ Lecture 6 }
MGM 227
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Tangible in Nature

Actively Used in Operations

Expected to Benefit Future Periods

Called Property, Plant, & Equipment

www.midocean.ae




MIDOCEA

UNIVERSITYI

Use
2. Allocate cost to periods benefited
3. Account for subsequent expenditures

Acquisition
1. Compute cost

Disposal
4. Record disposal
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Purchase
price

Acquisition

Acquisition cost excludes
financing charges and
cash discounts
www.midocean.ae

All expenditures
needed to
prepare the
asset for its
Intended use

25\

Old
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Title insurance premiums

Purchase

price I

Real estate aimE\ Surveying
commissions fees

Title search and transfer fees

Land is not depreciable.
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Depreciate
over useful life of
Improvements.

www.midocean.ae



Cost of purchase or
construction

Brokerage 4—‘ Attorney fees
fees
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Purchase
price

Transportation
charges

Installing,
assembling, and
testing

Insurance while
In transit
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The total cost of a combined purchase of land and building is
separated on the basis of their relative fair market values.

Appraised Value Percent of Total Apportioned Cost

30% ($30,000/$100,000) $27,000 ($90,000 x 30%)
Land improvements : 10 ($10,000/%100,000) 9,000 ($90,000 < 10%)
Building ! 60 ($60,000/%100,000) 54,000 ($90,000 < 60%)
100% $ 20,000
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Depreciation is the process of allocating the
cost of a plant asset to expense In the
accounting periods benefiting from its use.

Balance Sheet ‘ Income Stateme

Cost Allocation P

(Unused)
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The calculation of depreciation requir
three amounts for each asset:

1. Cost
2. Salvage Value
3. Useful Life
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2.

3.

Straight-line

Units-of-production

Declining-balance

Asset we will depreciate in future screens

$10,000
Salvage value 1,000

Depreciable cost $ 2.000
Useful life

Accounting periods 5 years

Units inspected 36,000 shoes
www.midocean.ae
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$10,000
Salvage value 1,000
Depreciable cost
Useful life
Accounting periods
Units inspected 36,000 shoes

Cost — Salvage value _ $10,000 — $1,000

= $1,800 per year

Useful life in periods - S years

Depreciation Expense
Accumulated Depreciation—Machinery

To record annual depreciation.
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Depreciation Expense Asset Book Value
(on Income Statement) (on Balance Sheet)

$10,000
8,000
6,000
4,000
2,000

2010 2011 2012 2013 2014 2015 2010 2011 2012 2013 2014 2015

For Year Ended December 31 As of December 31

Balance Sheet Presentation

achinery $ 10,000
ess: accumulated depreciation 3,600 $ 6,400
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Depreciation for the Period End of Period

Depreciable Depreciation Depreciation Accumulated Book
Cost* Rate Expense Depreciation Valuef

2010 —_ —_

2011 $9.000 $1,800
2012 9,000 20 1,800
2013 9,000 20 1,800
2014 9,000 20 1,800
2015 9,000 20 1,800

*$10,000 — $1,000. " Book value 1s total cost minus accumulated depreciation.
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Step 1:
Depreciation _ Cost - Salvage Value

Per Unit Total Units of Production

Step 2:

Depreciation
Expense Per Unit

Number of Units
Produced
In the Period

Depreciation
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Salvage value

Depreciable cost 00  Assume that 7,000 units were inspected
i during 2011. Depreciation would be
Accounting periods
calculated as follows:

Units inspected

Step 1:

Depreciation _ _Cost - Salvage Value - $9,000 _ ¢ o5,
Per Unit Total Units of Production 36,000

Step 2:
°P Number of Units

Depreciation _ Depreciat'ion " Broduced = $0.25 x 7,000 = $1,750
Expense Per Unit : :
in the Period
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Depreciation for the Period End of Period

Annual Number of Depreciation per Depreciation Accumulated Book
Period Units Unit Expense Depreciation Value

Units produced and sold during the period.
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Step |
Straight-line rate = 100% + Useful life = 100% + 5 years = 20%

Step 2 L——;

Double-declining-balance rate = 2 X Straight-line rate = 2 X 20% = 40%

Step 3 I—_.‘

Depreciation expense = Double-declining-balance rate X Beginning-period book value
40% X $10,000 = $4,000
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Depreciation for the Period End of Period

Beginning of Depreciation Depreciation Accumulated Book
Period Book Value Rate Expense Depreciation Value

2010 — —
2011 $10,000 $4,000
2012 6,000 40 2,400
2013 3,600 40 1,440
2014 2,160 40 864
2015 1,296 40 296*

* Year 2015 depreciation is $1,296 — $1,000 = $296 (never depreciate book value below salvage value).
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Double-
Straight- Units of Declining-
Period Line Production Balance

&-

|~
P — —
- _ _

2011 2012 2013 2014 2015

Straight-Line ® TUnits-of-Production ® Double-Declining-Ba
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Most corporations use the Modified
Accelerated Cost Recovery System
(MACRS) for tax purposes.

MACRS depreciation provides for rapid
write-off of an asset’s cost in order to
stimulate new investment.
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Cost 10,000
Salvage value 1,000

Depreciable cost 9,000 ida
U5:fu| ife B | depreciation expense for 2010,

Accounting periods Sz assuming we use §tralght-llne
Units inspected 36,000 units depreC|at|on-

Assume our machinery was purchas
on October 8, 2010. Let’s calculat

$10,000 — $1,000

S years
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Over the life of an asset, new information may
come to light that indicates the original estimates
were inaccurate.
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Let’s look at our machinery from the previous examples and
assume that at the beginning of the asset'’s third year, its
book value is $6,400 ($10,000 cost less $3,600 accumulated
depreciation using straight-line depreciation). At that time, it
Is determined that the machinery will have a remaining
useful life of 4 years, and the estimated salvage value will be
revised downward from $1,000 to $400.

Book value — Revised salvage value  $6,400 — $400
Revised remaining useful life 4 years

= $1,500 per year
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Dale Jarrett Racing Adventure
Office furniture and equipment S 54,593

Shop and track equipment 202,973
Race vehicles and other 975,084
Property and equipment, gross 1,232,650

Less: accumulated depreciation 628,355
Property and equipment, net S 604,295
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Type of
Expenditure

Capital or
Revenue

Identifying Characteristics

Ordinary
Repairs

Rev. Exp.

. Maintains normal operating condition.
2. Does notincrease productivity.
. Does not extend life beyond original

estimate.

Betterments
and
Extraordinary
Repairs

Capital

. Major overhauls or partial

replacements.

. Extends life beyond original estimate.
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Update depreciation
to the date of disposal.

|

Journalize disposal by: |

| l

Recording cash Recording a
received (debit) gain (credit)
or paid (credit). or loss (debit).

Removing accumulated | Removing the

depreciation (debit). asset cost (credit).
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If Cash > BV, record a gain (credit).

If Cash < BV, record a loss (debit).
If Cash = BV, no gain or loss.

Recording cash
received (debit)
or paid (credit).

Removing accumulated
depreciation (debit).

\—1 Recording a
gain (credit)

or loss (debit).

Removing the

asset cost (credit).
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A machine cost
$9.000 on

ng $9,000, with accumulated depreciation of
December 315 of the previous year was

discarded on J

une 5™ of the current year. The company is

depreciating the equipment using the straight-line method
over eight years with zero salvage value.

Accumulated Depreciation—Machinery

Machinery

To discard fully depreciated machinery.
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Equipment costing $8,000, with accumulated depreciation of
$6,000 on December 31st of the previous year was
discarded on July 15t of the current year. The company is
depreciating the equipment using the straight-line method
over eight years with zero salvage value.

Step 1: Bring the depreciation up-to-date.

July | Depreciation Expense

Accumulated Depreciation—Equipment
To record 6 months’ depreciation ($1,000 X 6/12).

Step 2: Record discarding of asset.

uly | Accumulated Depreciation—Equipment
Y P quip
Loss on Disposal of Equipment

Equipment

To discard equipment with a $1,500 book value.
www.midocean.ae
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On March 31st, BTO sells equipment that originally cost $16,000 and has
accumulated depreciation of $12,000 at December 31st of the prior
calendar year-end. Annual depreciation on this equipment is $4,000 using
straight-line depreciation. The equipment is sold for $3,000 cash.

Step 1: Update depreciation to March 31st.

March 31 Depreciation Expense

Accumulated Depreciation—Equipment

To record 3 months’ depreciation ($4,000 X 3/12).

Step 2: Record sale of asset at book value ($16,000 - $13,000 = $3,000). .
March 31

Accumulated Depreciation—Equipment

Equipment

To record sale of equipment for no gain or loss.
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On March 31st, BTO sells equipment that originally cost $16,000 and has
accumulated depreciation of $12,000 at December 31st of the prior
calendar year-end. Annual depreciation on this equipment is $4,000 using
straight-line depreciation. The equipment is sold for $2,500 cash.

Step 1: Update depreciation to March 31st

March 31 Depreciation Expense
Accumulated Depreciation—Equipment
To record 3 months’ depreciation ($4,000 X 3/12).

Step 2: Record sale of asset at a loss (Book value $3,000 - $2,500 cash recei

March 31 2,500
Loss on Disposal of Equipment 500
Accumulated Depreciation—Equipment
Equipment

To record sale of equipment for a $500 loss.

www.midocean.ae
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including Extracted from
exploration and the natural
development, environment
Is charged to and reported
depletion at cost less
expense accumulated
over periods depletion.

Examples: oil, coal, gold
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Specialized plant assets may be required to
extract the natural resource.

These assets are recorded in a separate
account and depreciated.
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Noncurrent assets
without physical
substance.

Useful life is
often difficult
to determine.

Often provide
exclusive rights
or privileges.

Intangible
Assets

]

Usually acquired
for operational
use.
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Record at current
cash equivalent
cost, including
purchase price,

legal fees, and
filing fees.
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Patents

Copyrights

Leaseholds

Leasehold Improvements

Franchises and Licenses
Goodwill

Trademarks and Trade Nam
Other Intangibles
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There is one area where notable differences exist, and that is in
accounting for changes in the value of plant assets (between the
time they are acquired and disposed of). Namely, how does IFRS
and U.S. GAAP treat decreases and increases in the value of plant
assets subsequent to acquisition?

/’

Decreases in the Value of Plant Assets

_ o

Increases in the Value of Plant Assets

www.midocean.ae
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Thank You
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