CHAPTER 10
Investments in Noncurrent Operating Assets – Acquisition
Noncurrent operating assets are recorded initially at cost- the original bargained or cash sales price.
· The maximum price a company should be willing to pay is the PV of the net benefit a company expects to obtain from the use & final disposal of the asset.

· Postacquisition costs (costs incurred after the asset is placed into service) are expensed rather than added to the acquisition cost.
Tangible Assets

· Land

· Costs assigned to it should be those costs that directly related to the land’s unlimited life.

· Clearing & grading costs.

· Costs of removing unwanted structures.

· Government assessments for water lines, sewers, etc.

· Land Improvements

· Must be replaced over time, as they depreciate.
· Landscaping, parking lots, interior sidewalks, etc.

· Buildings

· Any reconditioning costs necessary.

· Equipment

· Freight & insurance charges while the equipment is in transit.

· Testing & installation.
· Reconditioning costs.

Intangible Assets: assets that lack physical substance.

· Internally generated vs. externally purchased

· Most externally obtained intangible assets arise in transactions involving other assets.

· Trademark: a distinctive name, symbol, or slogan that distinguishes a product or service from similar products or services.
· Franchises
· When a business obtains a franchise, the recorded cost of the franchise includes any sum paid specifically for the franchise right as well as legal fees and other costs incurred in obtaining it.

· If a franchise right is included when a company purchases another company, the fair value attributable to the right is recorded as an intangible asset in the acquirer’s books.
· Order Backlog: amount of orders the company has received for equipment that has not yet been produced or delivered.

· Goodwill represents the business contacts, reputation, functioning systems, staff camaraderie, and industry experience that make a business much more than just a collection of assets.

Acquisitions other than simple cash transactions
· Basket purchase: a number of assets acquired for one lump sum.

· Deferred payment: 1 payment at a given future date or series of payments at specified intervals.
· Should be recorded at fair market value or current market value of the note, whichever is more clearly determinable.
· Purchase of Equipment

· DEBIT Equipment & Discount on N/P, CREDIT N/P & Cash
· Payment & Amortization of debt discount
· DEBIT N/P, CREDIT Cash
· DEBIT Interest Expense, CREDIT Discount on N/P
· N/P – Discount on N/P = PV of N/P

· Leasing: a lease is a contract whereby one party is granted a right to use property owned by another party for a specified period of time for a specified periodic cost.

· Operating lease
· Capital lease: economically equivalent to a sale of the leased asset w/ the lessor allowing the lessee to pay for the asset over time w/ a series of “lease” payments.

· Leased property should be recorded as an asset on the books of the company using the asset.
· Leasehold improvements are capitalized on the books of the lessee and amortized over the lease.
· Some lease costs are really expenses, such as improvements made in lieu of rent.

· Exchange of Nonmonetary Assets
· The new asset should be valued at its fair market value or at the fair market value of the asset given up, whichever is more clearly determinable.
· The price for which the asset could be acquired in a cash transaction is the fair market value that should be used to record the acquisition.

· Acquisition by Issuing Securities
· When a market value for the securities can be determined, that value is assigned to the asset.
· DEBIT Asset, CREDIT Common Stock (par) & Paid-In Capital in Excess of Par (market price)
· Self-Construction
· Recorded at cost.

· Allocate both variable overhead and a pro rata share of fixed overhead to self-constructed projects.

· Alternative approach: assets under construction charged incremental overhead.
·  When cost of self-construction is less than the cost to acquire, it is considered to be a savings, not a profit.
· Capitalize the interest costs incurred to finance the construction.

· Amount x Interest Rate = Annual Interest
· Amount x Interest Capitalization Rate x Fraction of Year Outstanding = Capitalized Interest

· DEBIT Construction in Progress (capitalized interest) & Interest Expense, CREDIT Cash
· Acquisition by Donation or Discovery

· Donation: no cost that can be used as a basis for its valuation.
· Record at fair market value.

· DEBIT Land, CREDIT Revenue or Gain
· If a gift is contingent upon some act, no asset should be reported until the conditions are met.

· Discovery: valuable resources discovered on land already owned. (ignored)

· Publicly traded oil & gas firms disclose the amount of their reserves.

· Acquisition of an Asset with Significant Restoration Costs at Retirement
· DEBIT Asset, CREDIT Asset Retirement Obligation
· Asset retirement cost added to the basis of the asset is depreciated over the useful life.

· Acquisition of an Entire Company
· Similar to a basket purchase.

Capitalize or Expense?

· If an expenditure is expected to benefit future periods, it is an asset.
· Many companies establish a lower limit on amounts that will be considered for capitalization to avoid wasting time agonizing about the proper accounting for trivial amounts.

· Postacquisition Expenditures
· Component: a portion of property, plant, or equipment item that is separately identifiable and for which a separate useful life can be estimated.

· Maintenance: expenditures to maintain plan assets in good operating condition.
· Do not improve the asset or add to its life.
· Repairs: expenditures to restore assets to good operating condition upon their breakdown or to restore & replace broken parts.

· Charged to expense immediately.
· Renewals: expenditures for overhauling plan assets.

· Expensed as incurred.
· Replacements: substitutions or entire units.

· DEBIT Roof & Accumulated Depreciation – Buildings (old roof) & Depreciation Expense, CREDIT Buildings (old roof) & Cash
· Additions: enlargements & extensions of existing facilities.
· Betterments: changes in assets designed to provide increased or improved services.

· Additions & Betterments should be capitalized.

· Research & Development Expenditures
· Research: activities undertaken to discover new knowledge that will be useful in developing new products, services, or processes or that will result in significant improvements of existing products or processes.
· Development: the application of research findings to develop a plan or design for new or improved products & processes.

· Expensed in the period occurred.
· Expenditures having alternative future uses can be recorded as an asset.

· Computer Software Development Expenditures
· Everything until the point of technological feasibility should be expensed.

· After the point of technological feasibility, costs can be capitalized.

· Costs to produce software are inventoriable costs and will be expensed as part of COGS.
· Technological feasibility is attained when there is…

· A detailed program design of the software.

· A working model of the software.
· International: expense Research & capitalized Development
· Oil & Gas Exploration Costs
· Full cost method: all exploratory costs are capitalized.
· Successful efforts method: exploratory costs for dry holes are expensed; successful wells are expensed.

Accounting for the Acquisition of Intangible Assets

· Statement No. 141 & 142 attempts to inc efforts of companies to identify intangibles with diff economic characteristics & to improve the financial reporting.
· Marketing-related (trademarks, brand names); Customer-related (customer lists, order backlogs); Artistic-related (copyright); Contract-based (licenses, franchises); Technology-based
· Most difficult part of recording an intangible asset is in estimating its fair value.

· (1) Tradition Approach, (2) Expected Cash Flow Approach

Intangibles Acquired in the Acquisition of a Business

· Pooling of interests: joining the ledgers of the two combining companies.
· Purchase method: all acquired assets recorded at fair values.

· Goodwill: the amount of the purchase price a business that is left over after all other tangible & intangible assets have been identified.
· Negative goodwill: when the amount paid for another company is less than the fair value of the net identifiable items of the acquired company.
Valuation of Assets at Current Values
· FASB No. 115 requires securities to be reported at current market values.

· IAS 16 permits upward revaluations of noncurrent operating assets.

· If a company revalues assets, it must do so on a regular basis.
· Downward revaluation is recorded as a loss.

· Upward revaluations are recorded as a debit to the asset and credit to a special “revaluation” equity account. (never reported as a gain)

Fixed Asset Turnover Ratio: Roughly indicates how efficiently a company is utilizing its property, planet, and equipment to generate sales. (a.k.a. PP&E turnover)

· Sales / Avg Fixed Assets

· Dangers
· Cannot be compared to companies that are in different industries.

· Reported PP&E can be poor indicator of the fair value.
· Leasing causes complications.

