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Introductory Financial Accounting

Capstone Problem

Chapter 7

Patti’s Pirate Adventures is a company that specializes in extravagant birthday parties and special events on the water in a three-masted sailing vessel.  They have 1 ship already, but they are looking at buying two new boats that have a more authentic look than the one they currently have.

The original boat was purchased for $250,000 and has a current net book balue of $70,000.  It was anticipated that it would last 20 years and has been amortized $10,000 per year.

The two new ships will cost $500,000 each and Patti is planning to upgrade one of the ships with some extra features for $150,000.  Patti will need to pay 13% HST on the purchase.  A bank loan of $750,000 will be used along with cash and the trade-in of the original boat for the purchase.

Required:

a) How long ago was the original boat purchased?  What residual value did they expect when they purchased it?

Formulas: 

(Cost – Residual Value) / Useful life = Amortization per year

Cost – Accumulated amortization = Net book value (NBV)

Rearrange formula to get residual value:

Residual value = (Amortization per year x Useful life – Cost) x -1 = (250,000 – 10,000x20) = 50,000

Accumulated amortization = Cost – NBV = 250,000 – 70,000 = 180,000
Accumulated amortization / amortization per year = 180,000 / 10,000 = 18 years

b) If Patti records a $15,000 loss on the sale of the original boat when she trades it in on the purchase of the two new ones, how much cash will she need to complete the purchase?  Record the journal entry for the purchase of the two new ships.

	Dr.
	
	Loss
	15,000
	

	Dr.
	
	Accumulated amortization
	180,000
	

	Dr.
	
	Boat 2
	734,500
	

	Dr.
	
	Boat 1
	565,000
	

	
	Cr.
	Old boat
	
	250,000

	
	Cr.
	Cash
	
	1,244,500


The cash figure was a plug from adding all the debits and subsequently subtracting all credits.  All the other information is known except for the amount of cash involved.

c) The purchase took place on March 1, 2008 in order to prepare for the peak season in the summer.  Both boats are expected to be kept for 10 years.  The first boat has an estimated residual value of $100,000, but because of the upgrades on the second boat, its estimated residual value is $175,000.

Calculate the amortization in 2008 for Boat 1 (no extras added) and Boat 2 (extras added) assuming that Boat 1 will use straight-line amortization and Boat 2 will use double declining amortization.

Amortization (1) = (Cost – RV) / Useful life x 10/12 = (565,000 – 100,000) / 10 = 38,750
Amortization (2) = NBV x (1 / useful life) x 2 x 10/12 = 734,500 x 1/10 x 2 x 10/12 = 122,417
10/12 because from March 1 – December 31 is 10 months out of 12 month calendar year (assuming year-end of December 31)

Declining balance = 1 / useful life  ( double declining = 1 / useful life x 2

d) Patti decides on February 1, 2011 to sell Boat 1 as the demand is much more for the fancier boat.  Record the sale of the boat if Patti receives $400,00 cash.

	Dr.
	
	Loss on sale of boat*
	29,375
	

	Dr.
	
	Cash
	400,000
	

	Dr.
	
	Accumulated amortization
	135,625
	

	
	Cr.
	Boat 1
	
	565,000


Accumulated amortization (1):

	2008
	2009
	2010
	2011
	Total

	38,750
	46,500
	46500
	3875
	135,625


*Loss was a plug 
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