CHAPTER 11
Investments in Noncurrent Operating Assets – Utilization & Retirement
Depreciation: systematic allocation of the cost of an asset over the different periods benefited by the use of the asset.
· Book value: asset cost remaining to be allocated to future periods. (not an estimate of current value)
· Asset cost

· Residual (salvage) value: estimate of the amount for which the asset can be sold when it is retired.
· Useful life

· Physical factors: (1) wear & tear, (2) deterioration & decay, (3) damage & destruction
· Functional factors: obsolescence.
· Pattern of use
· DEBIT Depreciation Expense, CREDIT Accumulated Depreciation

· Manufacturing: charged to overhead & allocated to COGS.
· Permits identification of the original cost of an asset.
Time-Factor Methods
· Passage of time

· Straight-line depreciation: recognizes equal depreciation in each year of the life of the asset.

· (asset cost – residual value) / estimated life
· Partial year is recognized for the # of months the asset was held.

· Accelerated depreciation: based on the assumption that there will be rapid reductions in the early yrs.
· Sum of the year’s digits depreciation: yields decreasing depreciation in each successive yr.
· Numerator: yrs remaining.

· Denominator: sum of all the digits from 1 to the original useful life. (3 yrs = 1+2+3)

· [N(N+1)]/2

· Declining balance depreciation: provide decreasing charges by applying a constant rate to a declining asset book value.
· Double declining balance depreciation
· Residual value is not used.

· Companies switch to the straight-line method when the remaining annual depreciation computed using straight line exceeds the depreciation computed by continuing to apply the declining balance rate.
Use-Factor Methods

· Service-hours depreciation: the purchase of an asset represent the purchase of a numbers of hours of direct service.
· # of service x depreciation rate
· Productive-output depreciation: an asset is acquired for the service it can provide in the form of production output.

Group & Composite Methods

· Unit depreciation: depreciation expense associated w/ individual assets & applied to each separate unit.

· Group depreciation: when assets in the group are similar.
· Composite depreciation: when assets in the group are not similar.

· Group depreciation treats a collection of assets as a single group.

· Group depreciation rate = Annual Depreciation Expense / Cost

· Average life of assets = Depreciable Cost / Annual Depreciation Expense
Depletion

· Natural resources: consumed as the physical units representing these resources are removed & sold.
· Most difficult problem is estimating the amount of resources available.
· Developmental costs should be capitalized.
· When improvements are expected to terminate prior to exhaustion, cost should be allocated on the basis of units or on a time basis.
· Depletion charge = Depletion charge per ton x Tons
· DEBIT Depletion Expense, CREDIT Accumulated Depreciation
Changes in Estimated Life, Estimated Units of Production, Depreciation Method
· A change in estimate is reported in the current & future periods rather than as an adjustment of prior periods.
· A revised depletion rate is established by dividing the remaining resource cost balance by the estimated remaining recoverable unites.
· Additional costs should be added to the remaining recoverable cost & divided by remaining units to be extracted. 
· Adjustments to prior period income figures are made only if actual errors have occurred.
· Note disclosure of change should be made.

Asset Impairment
· When should an asset be reviewed for possible impairment?

· Whenever there has been a material change in the way an asset is used or in the business environment.

· If management obtains information suggesting that the market value of the asset has declined.
· When is an asset impaired?

· Undiscounted sum of future cash flows from an asset > Book value of the asset

· Compare the book value & fair value of the asset.
· How should an impairment loss be measured?

· Difference between the book value and the fair value.

· What information should be disclosed about the impairment?

· Description of the impaired asset, reasons for impairment, description of measurement assumptions, and business segment affected.

· After impairment is recognized, no restoration of the loss is allowed even if the fair value recovers.
· DEBIT Accumulated Depreciation & Loss on Impairment, CREDIT Asset
· International
· Recognize loss when “recoverable value” < book value.

· Recoverable value: higher of the selling price or undiscounted cash flows.

· Allows for the reversal of impairment.


· DEBIT Accumulated Depreciation, CREDIT Revaluation Equity Reserve & Asset
· A “gain” from the increase in value of the asset is never reported in a sale.
· DEBIT Cash, CREDIT Asset
· DEBIT Revaluation Equity Reserve, CREDIT Retained Earnings
Amortization
· Intangible assets that are amortized. (2 step test same to depreciable assets)
· Straight-line method
· DEBIT Amortization Expense, CREDIT Accumulated Amortization

· Loss of value on the intangible asset
· DEBIT Impairment Loss & Accumulated Amortization, CREDIT Asset
· Intangible assets that are not amortized. (1 step comparison of book value to fair value)
· Intangible assets with indefinite lives. (Ex. Broadcasting license, trademark, etc.)
· Evaluated annually to determine
· Whether the end of the useful life is foreseeable & amortization should begin

· Whether the intangible is impaired. (fair value < book value)
· DEBIT Impairment Loss, CREDIT Asset
· Goodwill

· Compute the fair value of each unit to which goodwill has been assigned.
· If the fair value > book value of the assets, goodwill is not impaired.

· If the fair value < book value of the assets, the new fair value of goodwill is computed.
· If the implied amount of goodwill computed in (3) is less than the amount initially recorded, goodwill impairment loss is recognized for the difference.

· DEBIT Goodwill Impairment Loss, CREIDT Goodwill
Asset Retirement

· When an asset is disposed off, any unrecorded depreciation/amortization for the period is recorded at the date of disposition.
· Gain: disposition price > book value
· Loss: disposition price < book value
· Asset Retirement by Sale
· DEBIT Cash & Accumulated Depreciation, CREDIT Asset
· Asset Held for Sale

· Management commits to a plan to sell a long-term operating asset.
· Asset is available for immediate sale.
· Active effort to locate a buyer is underway.
· Probable that the sale will be completed within one year.
· If asset is held for sale…
· No depreciation is to be recognized.
· Asset is to be reported at the lower of its book value or its fair value.
· DEBIT Building-Held for Sale & Loss on Held-for-Sale Classification & Accumulated Depreciation, CREDIT Building

· A gain is recognized to the extent that it offsets a previously recognized loss.
· DEBIT Building Held for Sale, CREDIT Gain on Recovery of Value- Held for Sale

· Asset Retirement by Exchange for Other Nonmonetary Assets
· The new asset is recorded at its FMV or FMV of the asset given in exchange.
· Gain computed by comparing the book value of the machine & market value of the asset acquired.
· Nonmonetary Exchange without Commercial Substance
· Exchange has no “commercial substance” if it does not affect the risk, timing, or amount of cash flows.
· Manufacturing companies exchanged similar equipment that both companies use in similar ways.
· No Cash
· Use book value if the FMV is not known.
· DEBIT Accumulated Depreciation (old) & Asset (new), CREDIT Asset (old)
· “Small” Cash

· Do not recognize gain, only loss.
· “Large” Cash

· When cash comprises a large part of the transaction, the exchange has commercial substance. All gains & losses are recognized.
· Large if cash > 25% transaction. Small if < 25% transaction.
Depreciation for Partial Periods (alternatives)
· Depreciation is recognized to the nearest whole month. Assets acquired on or before the 15th of the month are considered owned for the entire month.

· Depreciation is recognized to the nearest whole year. (1st 6 months, considered for the entire year)

· ½ year depreciation recognized on all sets purchased/sold during the year.
· No depreciation recognized on acquisitions during the year, but depreciation for a full year is recognized on retirements.

· Depreciation is recognized for a full year on acquisitions during the year, but no depreciation is recognized on retirements.

· Sum of the years’ digits method
Income Tax Depreciation

· Accelerated Cost Recovery System (ACRS): declining-balance depreciation method used for income tax.
· Modified Accelerated Cost Recover System (MACRS)

· Half year convention: ½ yr depreciation is recognized on all assets purchased/sold during the yr.
