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ACCOUNTING - CLUTCH
CH. 8 - LONG LIVED ASSETS
CONCEPT: INITIAL COST OF LONG-LIVED (PLANT) ASSETS
● Plant Assets include __________, __________________, ______________, and _________________
□ RULE: Initial cost includes the price plus all ____________ expenditures to make an asset _________________

□ When recording the initial cost of plant assets, GAAP follows the _______________________ principle
□ Plant Assets are then ___________________ over their ________________
- The only plant asset that is not depreciated is _____________
The company purchases a machine for $10,000.

The machine is depreciated over its 10-year useful life.

1/1/20X1 Journal Entry for Purchase

12/31/20X1 Journal Entry for Depreciation

● Land is often purchased as the _______________ for a factory or office. The costs to make land ready for use include:

□ The cash purchase price (may also include the value of a ____________________)
□ Closing costs related to titles and attorney fees
□ Real estate broker commissions
□ Property taxes and liens assumed by the buyer
□ The cost of _________________ any old structures on the land (less any salvage value)
□ NOTE: Land ______________ depreciated
EXAMPLE: The Sexy Times Lingerie Company (STLC) just purchased a plot of land to build its new edible underpants
factory. STLC paid $40,000 in cash and signed a 5-year note payable for an additional $160,000. In closing the sale, STLC
also paid $1,500 in attorney fees and a broker commission of $2,500. Furthermore, the land housed a dilapidated
warehouse that STLC removed for $12,000, while receiving $3,000 from the scrap metal. After removing the warehouse,
STLC paved a portion of the land as a parking lot at a cost of $15,000. What is the initial cost of the land and the journal
entry to record the purchase?
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● Land Improvements are additions, such as driveways, parking lots, fences, and sprinklers. These have _____________

□ The cost of the land improvement will be debited to the Land Improvements (___________) account
□ A company can have leasehold improvements on items that it leases (i.e. painting a logo on a leased truck)
- Though they don’t own the truck, they own and depreciate the improvement over the _______ of the lease

□ NOTE: Land Improvements ______ depreciated (amortized) over their useful lives
EXAMPLE: STLC entered into an agreement to lease an office building for the next ten years. As part of the agreement,
STLC was allowed to build walls inside of the building to separate the office space. STLC paid $20,000 to build the walls
inside the office building. The walls are expected to last 20 years. The journal entry to record this transaction would include:
a) A debit to Land for $20,000
b) A debit to Buildings for $20,000
c) A debit to Leasehold Improvements for $20,000
d) A debit to an Expense for $20,000

The value of the walls will be depreciated over:
a) 10 years
b) 15 years
c) 20 years
d) The walls will not be depreciated
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● Buildings purchases are treated similar to land and equipment purchases:

□ Include all costs necessary to make the building __________________
□ If the building is constructed, the company can also include ___________ on borrowings to finance the project
□ NOTE: Buildings _______ depreciated over the useful life of the building.
PRACTICE: On July 1, STLC purchased a building from EZ Construction by putting $60,000 as a down payment and
signing a $320,000 note payable due in fifteen years. The note payable had an interest rate of 6% due semi-annually. Other
details related to the purchase include: $4,200 in delinquent real estate taxes payable by STLC; $6,000 in brokerage
commissions paid by EZ Construction; $1,100 in attorney fees paid by STLC; $11,000 for a company sign at the entrance to
the property; and $2,000 for lighting around the grounds of the building. The building is expected to last forty years. What
will be the journal entry to record the purchase of the building on July 1?

● Equipment and Machinery purchases are treated similar to land and building purchases:

□ Include all costs necessary to make the equipment ____________________
□ Unique accommodations for the equipment are included in the cost of the equipment (i.e. special platform)
□ Any delivery expenses paid to receive the equipment are included in the cost of the equipment
□ After the asset is in use, any insurance, taxes, and maintenance costs are expensed as incurred
□ NOTE: Equipment _______ depreciated over the useful life of the building.
PRACTICE: STLC purchased a new edible underwear production machine at a cost of $14,000. STLC also paid $700 in
sales taxes, $1,200 for delivery of the machine, and $1,600 in installation costs. Upon arrival, a special platform needed to
be built for the machine to work properly. The special platform cost $4,000. STLC also paid an engineer $1,000 to test the
equipment. After successfully installing the machine, STLC insured the machine at a cost of $500. They also spent $150 to
lube the gears of the machine. What is the initial depreciable cost of the machine?
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CONCEPT: LUMP-SUM (BASKET) PURCHASES OF ASSETS
● A company can purchase multiple assets with one payment, such as land with a building attached to it.

□ We usually get a ____________ from the fair value of each separate asset when we make a lump-sum purchase
□ We must split up the money spent between the different assets using the relative-sales-value-method
1. Find the Total Fair Market Value of the assets purchased in the lump-sum transaction
2. Find the percentage of the total Fair Market Value for each asset purchased
3. Multiply each percentage by the total amount outlaid for the assets.
EXAMPLE: Buy It All Company purchased a plot of land with a building attached to it at a combined purchase price of
$2,800,000. The appraiser indicated that the fair market value of the land was $300,000 and the building’s fair market value
was $2,700,000. What is the journal entry to record the combined purchase of the land and building?
Asset

Fair Market Value
(FMV)

Percentage of
Total FMV

Total Payment Made

Initial Cost of
Each Asset

PRACTICE: The Cutting Corner paid $640,000 for a basket purchase of land, building, and equipment. At the time of the
purchase, the land had a market value of $224,000, the building’s market value was $455,000 and the equipment’s market
value was $21,000. If the business put $240,000 as a down payment while signing a note payable for the remainder of the
$640,000 purchase price, what would be the journal entry to record the basket purchase?
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CONCEPT: ORDINARY REPAIRS VS CAPITAL IMPROVEMENTS
● Over the life of an asset, a company may spend some more money to maintain the asset.

□ Ordinary Repairs are standard maintenance costs. These are _____________ to the Income Statement
□ Capital Improvements generally extend the life of the asset. These are _____________ to the Balance Sheet
EXAMPLE: A company has owned a machine for several years. During the current year, the company spent $150 to grease
the gears of the machine. The company replaced several worn gears in this process at a cost of $500. The company also
modified a segment of the machine to improve the capacity of its output at a cost of $2,000. Journalize these transactions.

PRACTICE: Categorize the following repairs on a truck as a Capital Expenditure or Ordinary Expense:
1. Major engine overhaul:
2. Oil change:
3. Replacement of windshield:
4. Modification of the body of the truck:
5. Addition to storage capacity of the truck:
6. Paint job:

PRACTICE: Which of the following is not a capital expenditure?
a) Replacing an old motor with a new motor in a factory machine
b) The addition of a new wing to a building
c) An overhaul of the company’s heating system
d) A tune-up of a company truck
e) The cost of installing equipment
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CONCEPT: DEPRECIATION – STRAIGHT LINE METHOD
● Depreciation – breaks up the up-front cost of a long-term asset over its ________________

□ The use of depreciation is an example of the _______________ principle
January, Year 1: Purchase airplane for $20,000,000

Year 1-20: Generate yearly revenue of $5,000,000

January, Year 1: Purchase airplane for $20,000,000

Year 1-20: Generate yearly revenue of $5,000,000

□ Depreciation is a ______________ expense. It also does not relate to the __________________ of the asset.
□ When calculating depreciation (in all methods), we must know three things about the asset:
1. Cost – The initial cost of the asset
2. Useful Life – how long the company __________ the asset to help generate revenue
3. Residual Value – how much the company __________ the asset to be worth at the end of its useful life
- Residual Value is also called salvage value or scrap value

𝑆𝑡𝑟𝑎𝑖𝑔ℎ𝑡 𝐿𝑖𝑛𝑒 𝐷𝑒𝑝𝑟𝑒𝑐𝑖𝑎𝑡𝑖𝑜𝑛 𝑝𝑒𝑟 𝑝𝑒𝑟𝑖𝑜𝑑 =

𝐶𝑜𝑠𝑡 − 𝑅𝑒𝑠𝑖𝑑𝑢𝑎𝑙 𝑉𝑎𝑙𝑢𝑒
𝑈𝑠𝑒𝑓𝑢𝑙 𝐿𝑖𝑓𝑒, 𝑢𝑠𝑢𝑎𝑙𝑙𝑦 𝑖𝑛 𝑦𝑒𝑎𝑟𝑠

EXAMPLE: On January 1, Year 1, Johnson & Johnson & Johnson Company purchased a delivery truck for $42,000. The
company estimated a useful life of 5 years and a residual value of $2,000. What would be the entry to record depreciation
when preparing the December 31, Year 1 financial statements and the net book value on that date?
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Cost = $42,000; Estimated Residual Value = $2,000; Estimated Useful Life = 5 years
Depreciation Expense
Accumulated Depreciation
Net Book Value

Date
January 1, Year 1
December 31, Year 1
December 31, Year 2
December 31, Year 3
December 31, Year 4
December 31, Year 5
December 31, Year 6

PRACTICE: ABC Company purchased a new machine on January 1, Year 1 for $44,000. The company expects the
machine to last ten years. The company thinks it could sell the scrap metal from the machine for $4,000 at the end of its
useful life. If the company uses the straight-line method for depreciation, what will be the net book value of the machine on
December 31, Year 4?
a) $22,400
b) $24,000
c) $26,400
d) $28,000

PRACTICE: DBQ Company purchased a machine on January 1, Year 1 for $60,000. The company estimated a five year
useful life and $8,000 residual value. If the company uses the straight-line method for depreciation, what will be the amount
of accumulated depreciation on December 31, Year 2?
a) $10,400
b) $12,000
c) $20,800
d) $24,000
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CONCEPT: DEPRECIATION – DECLINING BALANCE METHOD
● Depreciation – breaks up the up-front cost of a long-term asset over its ________________

□ When calculating depreciation (in all methods), we must know three things about the asset:
1. Cost – The initial cost of the asset
2. Useful Life – how long the company __________ the asset to help generate revenue
3. Residual Value – how much the company __________ the asset to be worth at the end of its useful life
- Residual Value is also called salvage value or scrap value

□ The Declining Balance method is an ________________ depreciation method
- More depreciation is taking in the ________ years. This leads to ________ income and ________ taxes
- We focus on the double-declining-balance (DDB) method
Steps for calculating DDB depreciation:
1. Calculate the DDB Depreciation Rate that will be used each year. This is not depreciation expense, just a rate!
𝐷𝐷𝐵 𝐷𝑒𝑝𝑟𝑒𝑐𝑖𝑎𝑡𝑖𝑜𝑛 𝑅𝑎𝑡𝑒 𝑝𝑒𝑟 𝑦𝑒𝑎𝑟 =

1
∗2
𝑈𝑠𝑒𝑓𝑢𝑙 𝐿𝑖𝑓𝑒, 𝑖𝑛 𝑦𝑒𝑎𝑟𝑠

2. Multiply the DDB Depreciation Rate by the Beginning Net Book Value for that year. This is _________________
3. Calculate the Beginning Net Book Value minus Depreciation Expense for the New Net Book Value.
4. Repeat until the final year.
5. The Final Year Depreciation Expense is a __________ to get us to our ___________________
EXAMPLE: On January 1, Year 1, Johnson & Johnson & Johnson Company purchased a delivery truck for $42,000. The
company estimated a useful life of 5 years and a residual value of $2,000. What would be the entry to record depreciation
when preparing the December 31, Year 1 financial statements and the net book value on that date?

Cost = _____________; Estimated Residual Value = _____________; Estimated Useful Life = _____________
Beginning Net Book
Depreciation
Accumulated
Ending Net Book
Date
DDB Rate
Value
Expense
Depreciation
Value
January 1, Year 1
December 31, Year 1
December 31, Year 2
December 31, Year 3
December 31, Year 4
December 31, Year 5
December 31, Year 6
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PRACTICE: ABC Company purchased a new machine on January 1, Year 1 for $44,000. The company expects the
machine to last ten years. The company thinks it could sell the scrap metal from the machine for $4,000 at the end of its
useful life. If the company uses the double-declining method for depreciation, what will be the net book value of the machine
on December 31, Year 2?
a) $25,600
b) $26,400
c) $28,000
d) $28,160

PRACTICE: DBQ Company purchased a machine on January 1, Year 1 for $60,000. The company estimated a five year
useful life and $8,000 residual value. If the company uses the double-declining-balance method for depreciation, what will
be the amount of accumulated depreciation on December 31, Year 2?
a) $33,280
b) $38,400
c) $41,600
d) $48,000

PRACTICE: XYZ Company purchased a machine on January 1, 2018 for $120,000. The company estimated a four year
useful life and $4,000 residual value. If the company uses the double-declining-balance method for depreciation, what will
be the amount of depreciation expense for the year 2021?
a) $7,500
b) $11,000
c) $15,000
d) None of the above
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CONCEPT: DEPRECIATION – UNITS OF PRODUCTION METHOD
● Depreciation – breaks up the up-front cost of a long-term asset over its ________________

□ When calculating depreciation (in all methods), we must know three things about the asset:
1. Cost – The initial cost of the asset
2. Useful Life – how long the company __________ the asset to help generate revenue
- For this method, the useful life is in _______________________
3. Residual Value – how much the company __________ the asset to be worth at the end of its useful life
- Residual Value is also called salvage value or scrap value

𝐷𝑒𝑝𝑟𝑒𝑐𝑖𝑎𝑡𝑖𝑜𝑛 𝑝𝑒𝑟 𝑢𝑛𝑖𝑡 𝑜𝑓 𝑜𝑢𝑡𝑝𝑢𝑡 =

𝐶𝑜𝑠𝑡 − 𝑅𝑒𝑠𝑖𝑑𝑢𝑎𝑙 𝑉𝑎𝑙𝑢𝑒
𝑈𝑠𝑒𝑓𝑢𝑙 𝐿𝑖𝑓𝑒, 𝑖𝑛 𝑢𝑛𝑖𝑡𝑠 𝑜𝑓 𝑜𝑢𝑡𝑝𝑢𝑡

EXAMPLE: On January 1, Year 1, Johnson & Johnson & Johnson Company purchased a delivery truck for $42,000. The
company estimated a useful life of 120,000 miles and a residual value of $2,000. During Year 1, the truck was driven 36,000
miles. What would be the entry to record depreciation when preparing the December 31, Year 1 financial statements and
the net book value on that date?

Cost = $42,000; Estimated Residual Value = $2,000; Estimated Useful Life = ________________
Miles Driven
Depreciation
Date
Accumulated Depreciation
Net Book Value
During Year
Expense
January 1, Year 1
December 31, Year 1
36,000
December 31, Year 2
24,000
December 31, Year 3
30,000
December 31, Year 4
18,000
December 31, Year 5
16,000
December 31, Year 6
8,000
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PRACTICE: ABC Company purchased a new machine on January 1, Year 1 for $44,000. The company expects the
machine to produce 50,000 units. The company thinks it could sell the scrap metal from the machine for $4,000 at the end
of its useful life. If the company uses the units-of-production method for depreciation, what will be the net book value of the
machine on December 31, Year 1, if 15,000 units are produced with the machine during the year?
a) $12,000
b) $13,200
c) $30,800
d) $32,000

PRACTICE: DBQ Company purchased a machine on January 1, Year 1 for $60,000. The company estimated a 300,000
unit production useful life and $8,000 residual value. During Year 1, the company produced 90,000 units. During Year 2, the
company produced 30,000 units. If the company uses the units-of-production method for depreciation, what will be the
amount of accumulated depreciation on December 31, Year 2?
a) $5,200
b) $6,000
c) $20,800
d) $24,000

PRACTICE: XYZ Company purchased a machine on January 1, 2018 for $110,000. The company estimated a 20,000 unit
useful life and $10,000 residual value. XYZ produced 8,000 units in 2018; 6,000 units in 2019; and 10,000 units in 2020. If
the company uses the units-of-production method for depreciation, what will be the amount of depreciation expense for the
year 2020?
a) $30,000
b) $40,000
c) $50,000
d) None of the above
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CONCEPT: DEPRECIATION – SUMMARY OF COMMON METHODS
● Depreciation – breaks up the up-front cost of a long-term asset over its ________________

□ When calculating depreciation (in all methods), we must know three things about the asset:
□ Depreciation is a _____________ expense. It also does not relate to the ___________________ of the asset.

𝑆𝑡𝑟𝑎𝑖𝑔ℎ𝑡 𝐿𝑖𝑛𝑒 𝐷𝑒𝑝𝑟𝑒𝑐𝑖𝑎𝑡𝑖𝑜𝑛 𝑝𝑒𝑟 𝑝𝑒𝑟𝑖𝑜𝑑 =

𝐷𝐷𝐵 𝐷𝑒𝑝𝑟𝑒𝑐𝑖𝑎𝑡𝑖𝑜𝑛 𝑅𝑎𝑡𝑒 𝑝𝑒𝑟 𝑦𝑒𝑎𝑟 =

𝐷𝑒𝑝𝑟𝑒𝑐𝑖𝑎𝑡𝑖𝑜𝑛 𝑝𝑒𝑟 𝑢𝑛𝑖𝑡 𝑜𝑓 𝑜𝑢𝑡𝑝𝑢𝑡 =

𝐶𝑜𝑠𝑡 − 𝑅𝑒𝑠𝑖𝑑𝑢𝑎𝑙 𝑉𝑎𝑙𝑢𝑒
𝑈𝑠𝑒𝑓𝑢𝑙 𝐿𝑖𝑓𝑒, 𝑢𝑠𝑢𝑎𝑙𝑙𝑦 𝑖𝑛 𝑦𝑒𝑎𝑟𝑠

1
∗2
𝑈𝑠𝑒𝑓𝑢𝑙 𝐿𝑖𝑓𝑒, 𝑖𝑛 𝑦𝑒𝑎𝑟𝑠

𝐶𝑜𝑠𝑡 − 𝑅𝑒𝑠𝑖𝑑𝑢𝑎𝑙 𝑉𝑎𝑙𝑢𝑒
𝑈𝑠𝑒𝑓𝑢𝑙 𝐿𝑖𝑓𝑒, 𝑖𝑛 𝑢𝑛𝑖𝑡𝑠 𝑜𝑓 𝑜𝑢𝑡𝑝𝑢𝑡

EXAMPLE: On January 1, Year 1, Johnson & Johnson & Johnson Company purchased a delivery truck for $42,000. The
company estimated a useful life of 5 years and a residual value of $2,000. What would be the entry to record depreciation
when preparing the December 31, Year 1 financial statements and the net book value on that date?
Date
December 31, Year 1
December 31, Year 2
December 31, Year 3
December 31, Year 4
December 31, Year 5
Total Depreciation over
Useful Life of Asset

Amount of Depreciation per Year
Straight-Line
Double-Declining-Balance
8,000
16,800
8,000
10,080
8,000
6,048
8,000
3,629
8,000
3,443*

Units-of-Production
12,000
(36,000 mi)
8,000
(24,000 mi)
10,000
(30,000 mi)
6,000
(18,000 mi)
4,000
(12,000 mi)*

● Most companies use the ______________________ method for depreciation.

□ For tax purposes, the IRS permits the use of the Modified Accelerated Cost Recovery System (MACRS)
- The benefit of an accelerated depreciation method (in the first few years owning the asset):

___ Depreciation
Expense

___ Taxable Income

___ Taxes Paid
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CONCEPT: DEPRECIATION – PARTIAL YEAR
● If we purchase an asset in the middle of an accounting period (i.e. July 1 not January 1), we take partial depreciation

□ For straight-line and DDB depreciation, first calculate the full year depreciation, then adjust for the time period
□ For units-of-production depreciation, the units produced during the year already account for the partial year!
EXAMPLE: On October 1, Year 1, Johnson & Johnson & Johnson Company purchased a delivery truck for $42,000. The
company estimated a useful life of 5 years and a residual value of $2,000. If the company uses the straight-line method for
depreciation, what would be the entry to record depreciation when preparing the December 31, Year 1 financial statements
and the net book value on that date?

PRACTICE: DBQ Company purchased a machine on July 1, Year 1 for $60,000. The company estimated a five year useful
life and $8,000 residual value. If the company uses the double-declining-balance method for depreciation, what will be the
amount of accumulated depreciation on December 31, Year 2?
a) $27,040
b) $31,200
c) $38,400
d) $41,600

PRACTICE: DAB Company purchased a machine on November 1, Year 1 for $12,000. DAB estimated that the machine
could produce 60,000 units over its useful life and would be worth $2,000 as scrap. During Year 1, DAB produced 3,000
units. During Year 2, DAB produced 12,000 units. During Year 3, DAB produced 9,000 units. If DAB uses the units-ofproduction method for depreciation, what would be the net book value of the machine at the end of Year 2?
a) $2,500
b) $4,000
c) $7,500
d) $8,000
e) $9,500
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CONCEPT: RETIREMENT OF PLANT ASSETS (NO PROCEEDS)
● Once an asset is fully depreciated, it may still be in service by the company. Remember, useful life is an _____________!

□ We will eventually dispose of the fully depreciated asset: for money or no money.
□ A disposal with no proceeds is called an asset retirement
- If there was no salvage value, the asset will have a Net Book Value = _________________
On April 1, 20X9, the company decides to dispose of a fully depreciated asset. The asset was originally purchased for
$80,000, and was depreciated using the straight-line method over the past ten years with no salvage value.
Journal Entry:

Assets

=

Liabilities

+

Equity

- If there was a salvage value, the asset will have a Net Book Value = _________________
On April 1, 20X9, the company decides to dispose of a fully depreciated asset. The asset was originally purchased for
$80,000, and was depreciated using the straight-line method over the past ten years with $6,000 salvage value. However,
the company received no proceeds on the disposal of the asset.
Journal Entry:

Assets

=

Liabilities

+

Equity

PRACTICE: A company using the double-declining-balance method for recording depreciation has a fully depreciated asset
with a salvage value of $8,000. The asset originally cost the company $62,000. If the company retires the asset in the
current year for no proceeds, the journal entry to record the disposal would include:
a) A debit to Accumulated Depreciation for $62,000
b) A debit to Depreciation Expense for $8,000
c) A credit to Equipment for $8,000
d) None of the above
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CONCEPT: SALE OF PLANT ASSETS
● A company may decide to dispose of an asset at any point during or after its useful life.

□ When we sell a plant asset, we may take a gain/loss on sale based on the current ___________________
- Proceeds from Sale > Net Book Value of Asset  ____________
- Proceeds from Sale < Net Book Value of Asset  ____________
- Proceeds from Sale = Net Book Value of Asset  ____________
𝑁𝑒𝑡 𝐵𝑜𝑜𝑘 𝑉𝑎𝑙𝑢𝑒 𝑜𝑓 𝐿𝑜𝑛𝑔 𝑇𝑒𝑟𝑚 𝐴𝑠𝑠𝑒𝑡 = 𝐼𝑛𝑖𝑡𝑖𝑎𝑙 𝐶𝑜𝑠𝑡 − 𝐴𝑐𝑐𝑢𝑚𝑢𝑙𝑎𝑡𝑒𝑑 𝐷𝑒𝑝𝑟𝑒𝑐𝑖𝑎𝑡𝑖𝑜𝑛
T-accounts for Plant Assets, Accumulated Depreciation, Cash, and Gain/Loss on Sale

On December 31, 2009, ABC Company sold machinery with an initial cost of $20,000 for $8,000. The machine had
accumulated depreciation of $15,000 after all adjusting entries were made.

Assets

=

Liabilities

+

Equity

□ Tougher problems like to combine your knowledge of depreciation with the sale of the asset:
On July 1, 2009, ABC Company sold machinery with an initial cost of $52,000 (originally purchased January 1, 2008). The
machine had an estimated useful life of ten years and salvage value of $2,000. The company uses the straight-line method
of depreciation. The machinery was sold for $36,000.

Assets

=

Liabilities

+

Equity
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CONCEPT: DEPRECIATION: CHANGE IN ESTIMATED USEFUL LIFE
● The useful life of an asset is ______________ at the time of purchase. This estimate may be re-evaluated with new data:

□ A change in the useful life is regarded as a change in accounting estimate
- These types of changes force us to adjust our calculations going _______________
- We do not make any _________________ adjustments to any previous year’s depreciation expense
- Generally, these changes in estimate will deal with straight-line depreciation in this class
- Use the _______________ depreciable value of the asset and re-calculate annual depreciation expense
- A company may also re-assess the salvage value; just use the updated salvage value in your calculation
𝑅𝑒𝑚𝑎𝑖𝑛𝑖𝑛𝑔 𝐷𝑒𝑝𝑟𝑒𝑐𝑖𝑎𝑏𝑙𝑒 𝑉𝑎𝑙𝑢𝑒 = 𝐼𝑛𝑖𝑡𝑖𝑎𝑙 𝐶𝑜𝑠𝑡 − 𝐴𝑐𝑐𝑢𝑚𝑢𝑙𝑎𝑡𝑒𝑑 𝐷𝑒𝑝𝑟𝑒𝑐𝑖𝑎𝑡𝑖𝑜𝑛 − 𝑆𝑎𝑙𝑣𝑎𝑔𝑒 𝑉𝑎𝑙𝑢𝑒
On January 1, Year 1, ABC Company purchased a machine for $65,000. On that date, the company estimated a five-year
useful life and $5,000 salvage value. On July 1, Year 2, the company re-evaluated its estimated life for the machine to six
years from that date. The company uses the straight-line method for depreciation. Calculate depreciation expense for Year
2 along with the net book value of the machine on December 31, Year 2.
1) Calculate Accumulated Depreciation through July 1, Year 2

2) Calculate Remaining Depreciable Value on July 1, Year 2

3) Calculate Depreciation Expense from July 1, Year 2 through December 31, Year 2

4) Calculate Total Depreciation Expense for Year 2

5) Calculate Net Book Value on December 31, Year 2
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ACCOUNTING - CLUTCH
CH. 8 - LONG LIVED ASSETS
PRACTICE: Roller Coaster Tycoons purchased a concession stand for $360,000. Initially, the concession stand was
depreciated straight-line over a ten year useful life with no residual value. After six years in use, RCT assessed that the
concession stand would be useful for only two more years. What is depreciation expense in year 7?
a) $18,000
b) $36,000
c) $54,000
d) $72,000
e) $90,000

PRACTICE: Changing Minds Company purchased a building for $480,000 and depreciated on a straight-line basis over 40
years, estimating a residual value of $60,000. The company depreciated the building for twenty years and then estimated
that the building would only remain useful for another twelve years. At this time, the company also re-evaluated the residual
value at $30,000. What will be depreciation expense in year 21?
a) $15,000
b) $17,500
c) $20,000
d) $21,000
e) None of the above
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ACCOUNTING - CLUTCH
CH. 8 - LONG LIVED ASSETS
CONCEPT: INTANGIBLE ASSETS AND AMORTIZATION
● Intangible Assets – Long-lived assets with no ______________ form offering special rights to the company.

□ Intangible assets with ____________ lives are amortized  Amortization = ______________ for intangibles
- Amortization expense is usually on a straight-line basis. This is actually super easy!
- There is no Accumulated Amortization account; we directly decrease the value of the intangible asset

□ Intangible assets with _______________ lives are not amortized  Annual test for impairment of value
● There are many different intangible assets, let’s discuss the most common ones:

□ Patents – the exclusive right to ___________ and ____________ an invention for _______ years
- The useful life of a patent may be _____________ than twenty years. This will be given in the problem.
Technocorp purchased a patent from Inventocorp for $170,000 on January 1. Technocorp believes it will be able to produce
the product for five years before competition renders the patent obsolete. Journalize the purchase of the patent and
amortization expense for the year.

Assets

=

Liabilities

+

Equity

□ Copyrights – the exclusive right to sell a ______________, such as books, music, or _____________________
- Copyrights last for _______ years beyond its creator’s life
- Copyrights may be purchased (i.e. by a publishing company) and amortized over its useful life

□ Trademarks – the exclusive right to use a _____________, _____________, or _____________
- Some trademarks have contracted finite lives; while others have indefinite lives (must be given)
- Trademarks will have the ™ symbol or ® symbol associated with them

□ Franchises/Licenses – Privileges granted by a private business to sell its product or service under conditions
- Many McDonald’s restaurants are operated by franchisees that pay fees to operate as a McDonald’s
- Generally, franchises and licenses have infinite lives

□ Goodwill – The value above the Market Value that you pay when you purchase a company
- Example: Customers are happy with the company’s “green” efforts
- Goodwill has an infinite life (tested for _______________ annually)

□ Research and Development Costs – costs incurred in creating new products
- In general, R&D costs must be ______________ as incurred. They do not become intangible assets.
Page 19

ACCOUNTING - CLUTCH
CH. 8 - LONG LIVED ASSETS
CONCEPT: NATURAL RESOURCES AND DEPLETION
● Natural Resources – A special category of long-lived assets that ___________ as they are extracted

□ Natural resources include: _____________, __________, and _____________ to name a few.
- Depletion expense is similar to depreciation  _______________________ method
- We use an Accumulated Depletion account in the same way that we use accumulated depreciation
● The first entry relates to the _______________ of a natural resource deposit:
Greenhouse Gases purchased an oil reserve for $50,000,000 and estimated that the reserve contained 10,000,000 barrels
of oil.

Assets

=

Liabilities

+

Equity

Net Book Value of Oil Reserve =
● As we use up the natural resource, we must lower the book value of the asset:
During the first year, Greenhouse Gases extracted 2,500,000 barrels of oil from its reserve.

Assets

=

Liabilities

+

Equity

Net Book Value of Oil Reserve =
PRACTICE: Colorado Mining Company purchased a 300,000-ton mineral deposit for a contract price of $594,000. Related
to the purchase, CMC paid a $4,000 licensing fee with the State of Colorado and paid $62,000 for a geological survey of the
mine. The company expects the mineral deposit to have no residual value. During the first year of production, CMC
extracted and sold 60,000 tons of ore. What is the net book value of the mineral deposit at the end of the first year?
a) $0
b) $475,200
c) $528,000
d) $594,000
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CONCEPT: ASSET IMPAIRMENTS
● The value of an asset on the balance sheet should represent the future ______________ the company will receive

□ GAAP requires that companies test both tangible and intangible assets for impairment _____________
- Expected Future Benefits > Net Book Value  __________________
- Expected Future Benefits < Net Book Value  __________________

□ If an asset is determined impaired, a loss on impairment is taken on the income statement
□ The impairment marks the asset down to its _________________ (market value)
● Steps of the Impairment Test:
1. Test for impairment: Net Book Value > Estimated Future Cash Flows  the asset is ______________
2. If the asset is impaired, then Impairment Loss = Net Book Value – Fair Market Value
On December 31, Obsocorp tested its long-term assets for impairment. A patent with a net book value of $65,000 was
determined to have estimated future cash flows of $53,500 and a fair value of $50,000. Record any necessary entries
related to this impairment test.

Assets

=

Liabilities

+

Equity

NOTE: Once an asset has been written down for impairment, you can never write it back up, even if it increases in value

PRACTICE: Sprinting Printers, Inc. purchased a patent on a high-tech laser printer for $750,000. The patent gives legal
protection for twenty years, but Sprinting Printers believes that competitors will be able to mimic its capabilities in fifteen
years. SP uses the straight-line method when amortizing the printer. After ten years, SP discovers that a competitor has
created a more efficient holo-printer. At this point, SP determines that the estimated future cash flows of the printer are
$200,000. The fair value of the patent is zero on the open market. The entry to record the discovery of the new holo-printer
would include:
a)
b)
c)
d)
e)

Credit to Patents for $175,000
Credit to Patents for $250,000
Credit to Patents for $375,000
Credit to Patents for $750,000
No entry is necessary related to these events
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CONCEPT: EXCHANGING SIMILAR FIXED ASSETS
● Sometimes, a company may “trade-in” an old fixed asset and receive a similar, newer fixed asset

□ The trade-in value of the old equipment may be more or less than the _____________ of the old equipment
- Any differences will result in a gain or loss on exchange

□ Any remaining cash (or Accounts Payable) due is called boot (the tax name)
□ A transaction has commercial substance if the future cash flows change as a result of the exchange
- In this class, we deal with exchanges that have commercial substance
● Steps for determining the journal entry for an exchange:
1. Gather information regarding the new equipment: Price – Trade-in Discount = Cash Paid
2. Gather information regarding the old equipment: Cost – Accumulated Depreciation = Net Book Value
3. Make the journal entry by:
a. Removing old equipment (__________) and accumulated depreciation (__________) from the books
b. Add the new equipment to the books (___________)
c. Remove any cash paid or create a liability for amount due (_____________)
d. “Plug” in the gain/loss to balance the journal entry
On June 30, Exchange Corporation exchanged an old truck for a new truck. The old truck was purchased for $12,000 and
had accumulated depreciation of $8,000. The new truck had a list price of $16,000, but the dealership offered $4,600 as a
trade-in allowance for the old truck. The transaction has commercial substance. Journalize this transaction.

Assets

=

Liabilities

+

Equity

PRACTICE: ABC Company decided to exchange its old printer for a new printer. The old printer was purchased for $1,600
and had accumulated depreciation of $1,200. The seller of the new printer offered $300 as a trade-in discount for the old
printer. The new printer had a price of $1,800. This transaction has commercial substance. The journal entry to record this
exchange would include:
a)
b)
c)
d)

Credit to Cash for $1,800
Credit to Equipment for $400
Debit to Cash for $300
Debit to Accumulated Depreciation for $1,200
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