Chapter 16

Recording and Evaluating Capital Resource Process Activities:
Investing

Questions

1. What are tangible assets acquired by a company primarily for use in the business over a time span covering more than one accounting period?

2. What type of expenditure creates the expectation of future benefits that apply beyond the current accounting period?

3. What type of expenditure provides benefits exclusively during the current accounting period?

4. What term refers to the expected fair market value of a plant asset at the end of its useful life?

5. Which depreciation method reflects the calculation of annual depreciation by allocating the depreciable cost of the asset to depreciation expense uniformly over its useful life?

6. Which depreciation method calculates annual depreciation expense based on actual usage rather than the passage of time?

7. Which depreciation method reflects depreciation expense for each year based on a constant percentage of a declining balance?

8. What convention reflects depreciation expense for each asset as if it were purchased or disposed of exactly halfway through the company’s fiscal year?

9. What type of assets have no tangible or visible physical presence?

10. What is the process of allocating the cost of intangible assets to an expense over the periods they benefit? 

Exercises

E16.1
For each of the following situations, indicate whether it is a capital (C) or revenue (R) expenditure.


__________
A.
Paid $3,180 annual insurance premium on delivery vehicle.


__________
B.
Paid property taxes of $5,000 on the corporate office facilities.


__________
C.
Paid $9,600 to put a new roof on the factory building.


__________
D.
Purchased and installed manufacturing equipment for $35,000.


__________
E.
Monthly maintenance costing $350 was performed on equipment.

E16.2
Teichert Technologies purchased land, a building, and several pieces of equipment for $2,700,000.  An appraisal of the purchased items estimated the value of the land at $1,431,000, the building at $975,000, and the equipment at $199,000.  Determine the portion of the total purchase price applicable to each asset.

E16.3
Oaks Outdoor Adventures recently acquired a new canoe at a cost of $4,000.  The canoe has an estimated useful life of five years or 10,000 miles.  The estimated salvage value is $500.  During the first two years of the canoe’s life, 1,800 miles and 2,200 miles, respectively, were logged.  Calculate the depreciation charge for the first two years of the asset’s life using the (a) straight-line method, (b) units-of-production, and (c) double-declining-balance method.

E16.4
On October 2, 2003, Abel Advertising Agency purchased scanners for a total cost of $12,300.  Estimated useful life of the scanners is three years, and their total expected salvage value is $600.  Abel uses the straight-line method of depreciation and has a December 31 year-end.  Determine the amount of depreciation expense in 2003 assuming, alternatively, that (a) depreciation is calculated to the nearest month and (b) Abel uses the midyear convention.

E16.5
Spainhower Specialties, Inc. purchased a piece of equipment 10 years ago for $55,000.  At that time, useful life was estimated at 20 years with a salvage value of $2,000.  Spainhower uses the straight-line depreciation method.  After recording depreciation for the 10th year, Spainhower decided that for future years it would revise its original estimate of the building’s useful life from 20 years to 15 years and salvage value from $2,000 to $1,000.  Calculate the depreciation expense that Spainhower should record for each of the remaining years of the equipment’s life.

E16.6
Church’s Catering owns a delivery vehicle with an original cost of  $32,000 and accumulated depreciation of $26,240.  Determine the amount of gain or loss on the sale of the van under each of the following situations:

A. The van is sold for $4,000.

B. The van is sold for $6,500.

C. The van is sold for $1,000 cash plus a one-year $4,760 note receivable with a stated interest rate of 9 percent.

E16.7
On September 12, 2003, the Sinclair Company exchanged manufacturing equipment for 13,250 shares of Carroll Corporation stock.  The stock was selling for $20 per share on September 12, 2003.  The equipment originally cost $500,000, and accumulated depreciation on the equipment was $280,000.  Prepare the entry to record the exchange.

E16.8
On April 1, 2003 Kessner Electronics traded its old security system for a newer system.  The old security system originally cost Kessner $20,000.  Accumulated depreciation of $12,000 has been recorded to date.  The new security system sells for $35,000, but the vendor is giving a $5,000 trade allowance for Kessner’s old system.  Prepare the journal entry to record the acquistion of the new security system. 

E16.9
Schmid and Sons owns a patent with a 20-year legal life and a 15-year useful life.  The patent cost $15,750.  What is the amortization expense each year if Schmid uses the straight-line method?

E16.10
Philp Industries purchased an oil well for $2,000,000.  This well is expected to produce 4 million barrels of oil over its life.  What is the depletion rate if Philp uses the units-of-production method?

Problems

P16.1
Rainbolt Rafting purchased a bus to transport customers from their office to various sites for river rafting.  The bus cost $125,000 and is expected to have a useful life of 5 years or 100,000 miles.  At the end of its useful life, the bus is expected to have a salvage value of $15,000 dollars.  Rainbolt expects to use the bus 30,000 miles the first year.  Thereafter, usage is expected to drop by 5,000 miles each year.


Required:

A. Determine the depreciation expense and the year-end carrying value of the bus for each of the next five years under each of the following methods of depreciation.

1. Straight-line method

2. Units-of production method

3. Double-declining-balance method

B. Which method produces the highest income in Year 1?

C. Which method produces the lowest income in Year 1?

P16.2
Stanton Fitness Center is considering several alternatives to dispose of a treadmill.  The original cost of the treadmill was $4,900, and depreciation of $3,500 has been recorded to date.  The alternative methods of disposal available are as follows.  (Treat each alternative independently).

A. The treadmill can be sold to a current member for $2,000 cash. 

B. Sport Equipment, Inc. will give Stanton a $1,000 trade in allowance toward the purchase of a new treadmill.  The new treadmill has a list price of $7,100.  Stanton would make a $1,220 down payment and sign a note for the balance.

C. Discount Warehouse is willing to give Stanton a $1,900 trade-in allowance toward the purchase of a treadmill costing $6,500.  The balance must be paid in cash.

D. The treadmill plus $3,400 cash can be exchanged for a 6-person, 32-jet spa that has a list price of $4,000. 

Required:  Prepare the journal entries to record the disposal of the treadmill for each of these alternatives.

P16.3
Refer to American Express Company (www.americanexpress.com) and answer the following questions:

A. Which depreciation method is used?

B. Does the company have intangible assets?  If so, how are they amortized?

C. What is the carrying value of its property, plant, and equipment?  What is the balance of accumulated depreciation for property, plant, and equipment?

D. Did the company have any cash inflows from investing activities?  If so, what was the dollar amount?

E. Did the company have any cash outflows from investing activities?  If so, what was the dollar amount?

P16.4
Refer to Home Depot (www.homedepot.com) and answer the following questions:

A. Which depreciation method is used?

B. Does the company have intangible assets?  If so, how are they amortized? 

C. What is the carrying value of its property, plant, and equipment?  What is the balance of accumulated depreciation for property, plant, and equipment?

D. Did the company have any cash inflows from investing activities?  If so, what was the dollar amount?

E. Did the company have any cash outflows from investing activities?  If so, what was the dollar amount?

P16.5
Refer to Johnson & Johnson (www.jnj.com) and answer the following questions:

A. Which depreciation method is used?

B. Does the company have intangible assets?  If so, how are they amortized? 

C. What is the carrying value of its property, plant, and equipment?  What is the balance of accumulated depreciation for property, plant, and equipment?

D. Did the company have any cash inflows from investing activities?  If so, what was the dollar amount?

E. Did the company have any cash outflows from investing activities?  If so, what was the dollar amount?

Case


Select a company that is featured in this week’s issue of BusinessWeek.  Using the company’s annual report, answer the following questions:

A.
Which depreciation method is used?

B.
Does the company have intangible assets?  If so, how are they amortized?

C.
What is the carrying value of its property, plant, and equipment?  What is the balance of accumulated depreciation for property, plant, and equipment?

D.
Did the company have any cash inflows from investing activities?  If so, what was the dollar amount?

E.
Did the company have any cash outflows from investing activities?  If so, what was the dollar amount?

