ACCT 1220 LEC Notes 9
Chapter 9: Reporting and Analyzing Long-Lived Assets
Property, Plant, and Equipment
· Long-lived resources that
· Are controlled by the company
· Are tangible (have physical substance)
· Are used in the operation of a business
· Are not intended for sale to customers
· Provide economic benefits over many years
Determining the Cost of Property, Plant, and Equipment
· Recorded at cost, which includes
· Purchase price, including non-refundable taxes and duties, less discounts or rebates
· Expenditures necessary to bring asset to its intended location and make it ready for its intended use
· Estimated cost of future obligations to dismantle, remove or restore the assets at the end of its useful life
Types of Expenditures
· Operating expenditures
· Benefit only the current period
· Immediately charged as an expense
· Capital expenditures
· Capitalized as an asset (increase the cost of the asset)
· Benefit future periods
· Increases a company’s investment in productive activity
Land
· Cost of land includes
· Purchase price
· Closing costs such as title and legal fees
· Additional costs to prepare land for its intended use (less any proceeds from salvage)
· Land has an unlimited life, therefore it is not depreciated
Land improvements
· The costs of structural additions made to land (such as paving, fencing, and sidewalks)
· These decline in service potential over time
· They are recorded separately from land
· Depreciation over their useful lives
· Will not include costs of getting the land ready to use
Building
· All expenditures related to the purchase or construction of a building
· When a building is purchased such costs include
· Purchase price
· Closing costs (legal fees)
· Costs required to make building ready for its intended use
· When a building is constructed, its cost consists of
· Contract price
· Architect fees
· Building permits
· Excavation cost
· Interest cost during construction
Equipment
· Costs include
· Purchase price
· Freight charges and insurance during transit, paid by purchaser
· Assembling
· Installing and testing
Expenditures during useful life
· Subsequent to acquisition, same distinction exists:
· Operating expenditures
· Benefit only the current period
· Required to maintain asset in normal operating condition
· Capital expenditures
· Capital as an asset (increases the cost of the asset)
· Increases life of an asset, its productivity or efficiency

Exercise 9-1
1. Land 
2. Land
3. Land (39000 – 7000)
4. Land Improvement
5. Building
6. Building
7. Equipment – vehicle
8. - - - 
9. Vehicle expense
10. Prepaid expense – insurance 


Buy or Lease?
· Advantages of leasing
· Reduced risk of obsolescence
· 100% financing
· Income tax advantages
· Terminology
Lessor: owner of asset for lease (such as a landlord)
Lessee: party leasing asset from owner (such as a tenant)
· Operating lease
· Treated as rental by lessee
· Periodic payment (rent expense)
· No asset is recorded by the company
· Finance lease
· Treated as purchase by lessee (as an asset and corresponding liability)
· Periodic payment (decrease liability and charge interest expense
Depreciation
· Systematic allocation of the cost property, plant and equipment over the asset’s useful life
· A process of cost allocation, not determining an asset’s current value
· Does not use or provide cash to replace the asset
Factors in calculating depreciation
· Cost
· Purchase price plus costs required to get the asset ready for use plus estimated asset retirement costs 
· Useful life
· The period of time that the asset is expected to be available for use, or
· The number of units that the asset is expected to produce or units of output expected to be obtained 
· Residual value
· Estimated amount to be received at the end of the asset’s useful life
Depreciation methods
· Straight-line
· Used by the majority of Canadian publicly traded companies
· Diminishing-balance
· Units-of-production
· Management chooses the method that best reflects the pattern of use of the economic benefits from that asset
Example – depreciation methods
A delivery van was bought on Jan. 1, 2018
Cost $33,000
Estimated residual value $3000
Estimated useful life (in years) 5
Estimated useful life (in kilometres) 100,000

Straight-Line Method
· Depreciation is constant for each year of the asset’s useful life
Cost – Residual Value = Depreciation Amount
Depreciation Amount / Useful Life (in years) = Depreciation Expense

Diminishing Balance Method
· Produces a decreasing annual depreciation expense over an asset’s useful life
· Depreciation is calculated based on the asset’s carrying amount, which diminishes each year as accumulated depreciation increase
· Annual depreciation expense is calculated by multiplying the carrying amount at the beginning of the year by the depreciation rate
· Residual value is not included in the calculation
· Can be applied using different rates
· Depreciation rate = Straight-line rate x multiplier
100% / Useful life (in years) = Depreciation Rate
Carrying amount at beginning of year x Depreciation rate (straight-line x multiplier) = Depreciation exp.

Units-of-Production Method
· Useful life is expressed in terms of total units of production or activity expected from the asset
· Such as units produced or machine-hours worked
· Useful for factory machinery, vehicles, airplanes or any asset whose usage varies over time
Cost – residual value = depreciation amount
Depreciation amount / estimated total units of activity = depreciation amount per unit
Depreciation amount per unit x units of activity during the year = depreciation expense

Intangible Assets and Goodwill
· Do not have physical substance
· Rights, privileges, and/or competitive advantages
· For example, intellectual property in a production process
· Must be identifiable
· Can be separated from company and sold; or 
· Based on contractual or legal rights
Accounting for intangible assets
· Accounting for intangible assets parallels accounting for tangible assets
· Recorded at cost including all costs to make asset ready for use
· If intangible asset has a finite (limited) life, its cost must be systematically allocated over its useful life
· For intangible assets, this is referred to as amortization rather than depreciation
· Intangible assets with an indefinite (unlimited) life are not amortized
Amortization for intangibles
· Amortize over shorter of 
· Estimated useful life
· Legal life
· Test for impairment
Intangibles with finite lives
· Patents
· Exclusive rights to produce for 20 years
· Research and development costs
· All research costs are expensed
· Development costs are capitalized only if associated with an identifiable, feasible product
· Copyrights
· Protection for the life of the creator + 50 years
Intangibles with indefinite lives
· Trademarks and trade names
· Word, phrase, jingle, symbol that distinguishes business
· Franchises
· Contractual arrangement to sell products or services
· Licences
· Grant the holder operating rights
Goodwill
· Asset representing future economic benefits arising from the purchase of a business
· Excess of cost over fair market value of net identifiable assets (assets less liabilities) acquired
· Represents the extra value relating to a business when it is purchased
· Only identified with the business as a whole
· Not amortized, but subject to an annual test for impairment

Exercise 2

Presentation of Long-Lived Assets
Statement of financial position reported as
· Property, plant, and equipment
· Intangible assets
· Goodwill
· Disclose cost and accumulated depreciation (amortization) of each major class of assets
· Either in statement or in notes
· Disclose depreciation/amortization methods and useful lives or rates
· IFRS also requires additional disclosures
Income Statement 
· Depreciation expense, gains and losses on disposal and impairment losses are included in the operating section
Statement of Cash Flows
· Cash flows from the purchase and sale of long-lived assets are reported in the investing section
Return on Assets
· Measures overall profitability
Return on Assets = Net Income / Average Total Assets
*Higher is better because it indicated that for every dollar invested in assets, more net income is being generated*
Asset Turnover
· Measures how efficiently a company uses its assets
Asset Turnover = Net Sales / Average Total Assets
*Higher is better because it indicates that for every dollar invested in assets, more net income is being generated*
Profit Margin Revisited
· Together, profit margin and asset turnover explain the return on assets ratio
[bookmark: _GoBack]Profit Margin x Asset Turnover = Return on Assets
