CHAPTER 9 ALTERNATE PROBLEMS

Problem 9.1A

Determining the Cost of Plant Assets
Podunk College recently purchased new exercise equipment for its gym.  The following information refers to the purchase and installation of this equipment:

1. The list price of the equipment was $180,000; however, Podunk College qualified for an “educational discount” of $30,000.  It paid $20,000 cash for the equipment, and issued a 3-month, 12% note payable for the remaining balance.  The note, plus accrued interest charges of $3,900 was paid promptly at the maturity date.

2. In addition to the amounts described in 1, Podunk paid sales taxes of $7,500 at the date of purchase.

3. Freight charges for delivery of the equipment totaled $1,200.

4. Installation and training costs related to the equipment amounted to $4,000.

5. During installation, one of the pieces of equipment was accidentally damaged by an employee.  It cost the college $600 to repair this damage.

6. As soon as the equipment was installed, the college paid $70,000 to print admissions brochures featuring the gym’s new, state-of-new-art exercise facilities.

Instructions
a. In one sentence, make a general statement summarizing the nature of expenditures that qualify for inclusion in the cost of plant assets such as exercise equipment.

b. For each of the six numbered paragraphs, indicate which items should be included by Podunk College in the total cost debited to its Equipment account.  Also briefly indicate the proper accounting treatment of those items that are not included in the cost of the equipment.

c. Compute the total cost debited to the college’s Equipment account.

d. Prepare a journal entry at the end of the current year to record depreciation on the exercise equipment.  Podunk College will depreciate this equipment by the straight-line method (half-year convention) over an estimated useful life of 4 years.  Assume a zero residual value.

Problem 9.2A

Comparison of Straight-Line and Accelerated Methods

Bob & Robin, Inc., purchased a new machine on October 1, 2001, at a cost of $144,000.  The machine’s estimated useful life at the time of the purchase was 6 years, and its residual value was $12,000.

Instructions

a. Prepare a complete depreciation schedule, beginning with calendar year 2001, under each of the methods listed below (assume that the half-year convention is used):

1. Straight-line.

2. 200% declining-balance.

3. 150% declining-balance (not switching to straight-line).

b. Which of the three methods computed in part a is most common for financial reporting purposes?  Explain.

c. Assume that Bob & Robin sell the machine on December 31, 2004, for $40,000 cash.  Compute the resulting gain or loss from this sale under each of the depreciation methods used in part a.  Does the gain or loss reported in the company’s income statement have any direct cash effects?  Explain.

Problem 9.3A

Issues Involving Alternative Depreciation Methods

Sal’s Salon purchased new furniture for its store on April 1, 2001.  The furniture is expected to have a 10-year life and no residual value.  The following expenditures were associated with the purchase:


Cost of the furniture

$10,000


Freight charges

350


Sales taxes

600


Installation of furniture

50


Cost to repair furniture damaged during installation

500

Instructions

a. Compute depreciation expense for the years 2001 through 2004 under each depreciation method listed below:

1. Straight-line, with fractional years rounded to the nearest whole month.

2. 200% declining-balance, using the half-year convention.

3. 150% declining-balance, using the half-year convention.

b. Sal’s Salon has two conflicting objectives.  Management wants to report the highest possible earnings in its financial statements, yet it also wants to minimize its taxable income reported to the IRS.  Explain how both of these objectives can be met.

c. Which of the depreciation methods applied in part a resulted in the lowest reported book value at the end of 2004?  Is book value an estimate of an asset’s fair market value?  Explain.

d. Assume that Sal’s Salon sold the old furniture that was being replaced.  The old furniture had originally cost $6,000.  Its book value at the time of the sale was $500.  Record the sale of the old furniture under the following conditions:

1. The furniture was sold for $900 cash.

2. The furniture was sold for $200 cash.

Problem 9.4A

Disposal of Plant Assets

During the current year, James Construction disposed of plant assets in the following transactions:

Jan. 6
Equipment costing $22,000 was given to a scrap dealer at no charge.  At the date of disposal, accumulated depreciation on the office equipment amounted to $19,500.

Mar. 3
James sold land and a building for $750,000, receiving $100,000 cash and a 5-year, 12% note receivable for the remaining balance.  James’s records showed the following amounts: Land, $50,000; Buildings, $700,000; Accumulated Deprecation: Building (at the date of disposal), $300,000.

Jul. 10
James traded in an old truck for a new one.  The old truck had cost $22,000, and its accumulated depreciation amounted to $18,000.  The list price of the new truck was $40,000, but James received a $10,000 trade-in allowance for the old truck and paid only $30,000 in cash.  James includes trucks in its Vehicles account.

Sept. 3
James traded in its old computer system as part of the purchase of a new system.  The old system had cost $10,000, and its accumulated depreciation amounted to $8,000.  The new computer’s list price was $6,000.  James accepted a trade-in allowance of $200 for the old computer system, paying $1,000 down in cash, and issuing a 1-year, 8% note payable for the $4,800 balance owed.

Instructions

a. Prepare journal entries to record each of the disposal transactions.  Assume that depreciation expense on each asset has been recorded up to the date of disposal.  Thus, you need not update the accumulated depreciation figures stated in the problem.

b. Will the gains and losses recorded in part a above affect the gross profit reported in James’s income statement?  Explain.

c. Explain how the financial reporting of gains and losses on plant assets differs from the financial reporting of unrealized gains and losses on marketable securities discussed in Chapter 7.

Problem 9.5A

Accounting for Intangible Assets Under GAAP

During the current year, Del Products Corporation incurred the following expenditures which should be recorded either as operating expenses or as intangible assets:

1. Expenditures were made for the training of new employees.  The average employee remains with the company for six years, but is trained for a new position every three years.

2. Del purchased a controlling interest in a wallpaper company.  The expenditure resulted in the recorded of a significant amount of goodwill.  Del expects to earn above average returns on this investment for no more than 12 years.

3. Del incurred large amounts of research and development costs in developing a superior product.  The company expects that it will be patented and that sales of the resulting products will contribute to revenue for at least 30 years.  The legal life of the patent, however, will be only 17 years.

4. Del made an expenditure to acquire the patent on a widget.  The patent had a remaining legal life of 12 years, but Del expects to produce and sell the product for only 5 more years.

5. Del spent a large amount to sponsor the televising of the Super Bowl.  Del’s intent was to make television viewers more aware of the company’s name and product lines.

Instructions

Explain whether each of the above expenditures should be recorded as an operating expense or an intangible asset.  If you view the expenditure as an intangible asset, indicate the number of years over which the asset should be amortized.  Explain your reasoning.

Problem 9.6A

Accounting for Goodwill

Nile Stores is considering expanding its operations to include the greater Philadelphia area.  Rather than build new stores in the Philadelphia area, management plans to acquire existing stores and convert them into Nile outlets.


Nile is evaluating two similar acquisition opportunities.  Information relating to each of these stores is presented below:



Willow’s
Mellon’s

Estimated normal rate of return on net assets

25%
25%


Fair market value of net identifiable assets

$1,000,000
$1,000,000


Actual average net income for past five years

280,000
300,000

Instructions

a. Compute an estimated fair value for any goodwill associated with Nile purchasing Willow’s.  Base your computation upon an assumption that successful service stations typically sell at about 10 times their annual earnings.

b. Compute an estimated fair value for any goodwill associated with Nile purchasing Mellon’s.  Base your computation upon an assumption that Nile’s management wants to generate a target return on investment of 40%.

c. Many of Nile’s existing service stations are extremely profitable.  If Nile acquires Willow’s or Mellon’s, should it also record the goodwill associated with its existing locations?  Explain.
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