
  Chapter 12  


Investments in Noncurrent


Operating Assets—Acquisition


  Learning Objectives

1.
Identify those costs to be included in the acquisition cost of different types of noncurrent operating assets.

· The cost of tangible noncurrent operating assets includes the original purchase price or equivalent value as well as any other expenditures required in obtaining and preparing the asset for its intended use.

· Intangible noncurrent operating assets are also generally recorded at cost.  The cost is the purchase price if copyrights, patents, or trademarks are purchased from another company.  For internally generated intangibles, the cost often includes only the actual legal and filing costs, as well as any cost to successfully defend the rights in court.


2.
Properly account for noncurrent operating asset acquisitions using various special arrangements, including deferred payment, self-construction, and acquisition of an entire company.

· Basket purchase.  Acquisition cost is allocated to the various assets based on the relative fair values of the assets.

· Deferred payment.  The acquisition is recorded at the discounted present value of the payments.

· Leasing.  Property leased under a capital lease is recognized as an asset; property leased under an operating lease is not included in the balance sheet.

· Exchange of nonmonetary assets.  The transaction is recorded at the fair value of the asset received or the asset given, whichever is more clearly determinable.

· Acquisition by issuing securities.  The transaction is recorded at the fair value of the asset acquired or the securities issued, whichever is more clearly determinable.

· Self-construction.  The cost of self-constructed assets includes an allocation of overhead and the cost of interest incurred to finance the construction.  The amount of capitalized interest is an estimate of interest that could have been avoided if the construction expenditures had been used to repay loans instead.

· Acquisition by donation or discovery.  Assets received as donations are recorded as revenue in an amount equal to the fair value of the assets.  Discovered assets are not recognized.

· Acquisition of an entire company.  A business combination may be accounted for as either a pooling of interests or a purchase.  In a purchase, acquired assets are recorded at their fair values, and any excess is recognized as goodwill.  Any negative goodwill amounts are first subtracted from the recorded amounts of acquired noncurrent assets.


3.
Separate costs into those that should be expensed immediately and those that should be capitalized, and understand the accounting standards for research and development and oil and gas exploration costs.

· Postacquisition costs.  Repair and maintenance costs are expensed.  Expenditures that add to the usefulness of the asset are capitalized.

· Research and development costs.  In the United States, all general R&D expenditures are expensed as incurred.

· Software development costs. In the United States, software development expenditures incurred before technological feasibility has been established are expensed; expenditures after technological feasibility has been established are capitalized.

· Oil and gas exploration costs.  With the successful efforts method, costs of drilling dry wells are expensed immediately.  These costs are capitalized under the full cost method.


4.
Discuss the pros and cons of recording noncurrent operating assets at their current values.

· Recording noncurrent operating assets at their current values represents a trade-off between relevance and reliability.

· Reliability concerns have resulted in the prohibition of asset write-ups.


5.
Use the fixed asset turnover ratio as a general measure of how efficiently a company is using its property, plant, and equipment.

· The number of dollars in sales generated by each dollar of fixed assets.

· Sales  average property, plant, and equipment.

· Meaningful comparison only for companies in similar industries.

· It is difficult to interpret when fair value of assets is not close to book value.

  Chapter Review Outline
I.
What Costs are Included in Acquisition Cost?  (p. 680)

A.
Noncurrent operating assets—initially recorded at cost.

1.
In theory, the maximum price an entity should be willing to pay for an operating asset is the present value of the net benefit the entity expects to obtain from the use and final disposition of the asset.

2.
In a competitive economy, the market value or cost of an asset at acquisition is assumed to reflect the present value of its future benefits.

B.
Land.

1.
Costs assigned to land—those that relate directly to its unlimited life.

a.
Costs of removing unwanted structures from newly acquired land are part of the cost to prepare it for its intended use and are added to the purchase price.

b.
Assessments for water lines, sewers, roads, and other such items are part of its cost.

2.
Owner-responsible improvements are classified as improvements and are depreciated—landscaping, parking lots, and interior sidewalks.

C.
Buildings.

1.
Cost of purchased buildings includes any reconditioning costs necessary before occupancy.

2.
Self-constructed buildings have unique costs (discussed later).

D.
Equipment.

1.
Costs include freight and insurance charges while equipment is in transit and any expenditures for testing and installation.

2.
Costs for reconditioning purchased used equipment are also part of the asset cost.

E.
Intangible assets.

1.
Generally recorded at cost; however acquisition costs differ between externally purchased intangibles and those that are internally developed.

2.
Those arising from exclusive rights granted by the U.S. Government, such as copyrights, patents, and trademarks, are recorded at their purchase price if externally obtained.

3.
Internal R&D costs incurred to generate the items subject to government license are generally expensed as incurred; only the actual legal and filing costs are included as part of the intangible asset cost.

4.
Legal costs to defend the rights to these assets are added if successful; if not, legal costs are written off as expenses.

F.
Franchises.

1.
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.

2. The amount recorded should be limited to actual outlays.

G.
Goodwill.

1.
Business contacts, reputation, functioning systems, staff camaraderie, and industry experience that make a business much more than just a collection of assets.

2.
Recognized only when it is purchased as part of the acquisition of another company.

H.
Organization costs.

1.
Legal fees, promotional costs, stock certificate costs, underwriting costs, and state incorporation fees.

2.
Should be expensed as incurred.

I.
Research and development.

1.
R&D expenditures are expensed as incurred.

2.
Computer software R&D incurred after a product has been shown to be technologically feasible are capitalized as an asset.

II.
Acquisitions Other Than Simple Cash Transactions (p. 683).

A.
Basket purchase.

1.
A number of assets are acquired in one lump sum.

2.
To account for the assets on an individual basis, the purchase price must be allocated among them.

3.
Cost assignment is made to those assets that can be clearly identified and the balance allocated among the remaining assets.

4.
When no part of the purchase price can be related to specific assets, the entire amount must be allocated among the assets acquired.

5.
Some assets may be depreciable, others nondepreciable.

6.
Periodic depreciation expense can be significantly impacted by what proportion of the purchase price is allocated to assets with relatively long useful lives.

B.
Deferred payment.

1.
Real estate frequently involves deferred payment of all or part of the purchase price.

2.
If interest is charged on the unpaid balance, it should be recognized as an expense.

3.
If no interest is charged, the note, sales price, and cost of the property, goods, or services exchanged for the note should be recorded at the fair market value of the assets or at the current market value of the note, whichever value is more clearly determinable.

4.
If there is no established price for the property, goods, or services and there is no stated rate of interest on the contract, or the stated rate is unreasonable under the circumstances, an imputed interest rate is used.

5.
The buyer has the possession and use of the asset and must absorb any decline in its value; the seller retains title to assure payment.

C.
Leasing.

1.
Operating lease—the lessee is granted a right to use property owned by the lessor for a specified period of time for a specified periodic cost.

2.
Capital lease—economically equivalent to the sale of the leased asset.

a.
The leased property is recorded as an asset on the lessee’s books, not on the lessor’s.

b.
Recorded at the present value of the future lease payments.

c.
Refer to Chapter 15.

3.
Certain lease prepayments or property improvements by the lessee may be treated as capital expenditures.

a.
Since leasehold improvements revert to the owner at the expiration of the lease, they are capitalized on the lessee’s books and amortized over the remaining life of the lease.

b.
Some lease costs are period expenses and should be expensed, not capitalized, e.g., improvements made in lieu of rent.

D.
Exchange of nonmonetary assets.

1.
The list price is not always a good indicator of the market value.

a.
An inflated list price permits the seller to increase the indicated trade-in allowance for a used asset.

b.
The fair market value is the price for which the asset could be acquired in a cash transaction.

2.
If the nonomonetary asset is also property or equipment, a sale of property occurs simultaneously.

3.
When an exchange of a nonmonetary asset takes place, the use of fair market value results in a gain or loss on the disposal.

4.
See Chapter 13 for the full discussion of acquisition and disposal by exchange.

E.
Acquisition by issuing securities.

1.
In the absence of a market value for the securities, the fair market value of the asset acquired is used.

2.
Appraisal of the acquired assets may be required.

F.
Self-construction.

1.
Self-constructed assets.

a.
Recorded at cost.

b.
Include all expenditures incurred to build the asset and make it ready for its intended use.

2.
Overhead chargeable to self-construction.

a.
All costs related to construction should be charged to the assets under construction.

b.
Some accountants say that assets under construction should be charged with no more than the incremental overhead.

c.
Others maintain that overhead should be assigned to construction just as it is assigned to normal operations.  This includes not only the increase in overhead resulting from construction activities, but also a pro rata share of the company’s fixed overhead.  This is the common practice.

3.
Savings or loss on self-construction.

a.
When the cost of self-construction of an asset is less than the cost to acquire it through purchase or construction by outsiders:

(1)
The difference is not a profit but a savings.

(2)
The construction is recorded at its actual cost—the savings will emerge as income over the life of the asset as lower depreciation is charged against periodic revenue.

b.
When the cost of self-construction is greater than bids originally received:

(1)
Accountants should record those courses of action taken, not the alternatives that might have been selected.

(2)
If evidence indicates cost has been materially excessive because of construction inefficiencies or failures, the asset should be evaluated for possible recording of an impairment loss.

4.
Interest during period of construction.

a.
A bid includes a charge for interest that will be incurred on funds borrowed to finance the construction.

b.
It is an integral part of construction cost; therefore, in self-construction, the company will capitalize the interest costs incurred to finance the construction.

c.
If buildings or equipment were acquired by purchase rather than by self-construction, a charge for interest during the construction period would be implicit in the purchase price.

d.
Interest should not be capitalized for inventories manufactured or produced on a repetitive basis, for assets that are currently being used, or for assets that are idle and are not undergoing activities to prepare them for use.

e.
Guidelines for the computation of capitalized interest.

(1)
Interest charges begin when the first expenditures are made and continue as work continues and until the asset is completed and ready for use.

(2)
The interest is computed using the accumulated expenditures, weighted based on when they were made during the year.

(3)
Interest rates to be used:

(a)
Interest rate incurred for any debt specifically incurred for funds used on the project.

(b)
Weighted-average interest rate from all other enterprise borrowings regardless of the use of funds.

(4)
If the construction period covers more than one fiscal period, accumulated expenditures include prior years’ capitalized interest.

f.
The maximum interest that can be capitalized is the total interest expense accrued for the year.

g.
FASB Statement No. 34 requires disclosure of total interest expense for the year and the amount capitalized.

G.
Acquisition by donation or discovery.

1.
Property received through donation.

a.
Has no cost that can be used as a basis for valuation.  Even though certain expenditures may have to be made incidental to the gift, these expenditures are generally considered less than the value of the property.

b.
Should be appraised and recorded at its fair market value.

c.
Recognized as a revenue or gain in the period it is received.

d.
Depreciation should be recorded in the usual manner, the value assigned providing the basis for the depreciation charge.

e.
If contingent upon some act to be performed by the recipient, no asset is recorded until those conditions are met.

2.
Valuable resources discovered on land already owned.

a.
Greatly increases the value of the property (generally ignored by accountants).

b.
The increase in value for assets that change over time is also ignored.

c.
This tends to understate the asset’s value.

d.
Supplemental disclosure is required on oil and gas reserves, along with summary data on why the quantity of proven reserves changed during the period.

e.
Oil and gas firms are also required to disclose a forecast of the discounted value of future net cash flows expected to be generated by the reserves.

H.
Acquisition of an entire company.

1.
A business combination—the joining of two separate companies to become one company.

a.
Pooling of interests—the assets of both combining companies are recorded at their book values.

b.
Purchase method—the assets of the acquired company are recorded at their fair value; goodwill is also recorded for the excess of the purchase price over the aggregate fair value of net assets acquired.

c.
In 1999, the FASB proposed (Exposure Draft) the elimination of the pooling method, because that makes U.S. GAAP more similar to international practices.

2.
Goodwill.

a.
Represents all the special advantages, not otherwise identifiable, enjoyed by an enterprise, such as a good name, capable staff and personnel, high credit standing, reputation for superior products and services, and favorable location.

b.
When a lump sum is paid for a business, the identifiable net assets require appraisal, and the difference between the full purchase price and the value of identifiable net assets can be attributed to the purchase of goodwill.

(1)
Current market values should be sought.

(2)
Receivables should be stated at amounts estimated to be realized.

(3)
Inventories and securities should be restated in terms of current market values.

(4)
Land, buildings, and equipment may require special appraisals in arriving at their present replacement or reproduction values.

(5)
Intangible assets should be included at their current values.

(6)
Liabilities should be fully recognized.

(7)
After it is recognized, goodwill is amortized over a period not to exceed 40 years (lowered to 20 years in the Exposure Draft).

c.
Recorded only when another company is acquired.

d.
So, companies with sizeable economic goodwill may have no recorded goodwill at all, and the goodwill it does report was developed by some other company.

3.
Negative goodwill.

a.
When the amount paid for another company is less than the fair market value of its net assets.

b.
The amount of negative goodwill is used to reduce the recorded amount of the acquired noncurrent assets (except for noncurrent marketable equity securities).

c.
Negative goodwill is amortized to revenue, increasing net income over the amortization period.

III.
Capitalize or Expense?  (p. 697)

A.
Is an expenditure an asset or an expense?

1.
If an expenditure is expected to benefit future periods, it is an asset; otherwise, it is an expense.

2.
Yet, many expenditures have some probability of generating future economic benefit, but there is uncertainty surrounding that benefit (example, R&D—there is no guarantee that the benefits will materialize).

3.
Many companies establish a lower limit on amounts that will be considered for capitalization.

B.
Postacquisition expenditures.

1.
Over the useful life of plant assets, expenditures are incurred.

a.
Some are required to maintain and repair the assets.

b.
Others are incurred to increase their capacity or efficiency or to extend their useful lives.

2.
Maintenance and repairs—expensed immediately.

a.
Maintenance—expenditures to maintain plant assets in good operating condition (ordinary, recurring, and do not improve the asset or add to its life).

b.
Repairs—expenditures to restore assets to good operating condition and replace broken parts (ordinary and recurring and benefit only current operations).

3.
Renewals and replacements.

a.
Renewals—expenditures for overhauling plant assets.

b.
Replacements—substitutions of parts or entire units.

c.
These are expensed if the expenditures are necessary to achieve the original plans and do not change the original estimates of useful life or cash flows.

d..
If these extend the life of the asset or increase the cash flows it generates, they should be capitalized by either adding them to the asset value or deducting them from accumulated depreciation.

4.
Additions and betterments.

a.
Additions—enlargements and extensions of existing facilities.

b.
Betterments—changes in assets designed to provide increased or improved services.

C.
Research and development expenditures.

1.
Research activities—those undertaken to discover new knowledge useful in developing new products, services, or processes or that will result in significant improvements of existing products or processes.

2.
Development activities (formulation, design, and testing of products; construction of prototypes; and operation of pilot plants) —involve the application of research findings to develop a plan or design for new or improved products or processes.

3.
Because of the uncertainty of the future economic benefit, R&D expenditures are expensed in the period incurred.

4.
R&D costs—materials, equipment, facilities, personnel, purchased intangibles, contract services, and a reasonable allocation of indirect costs that are related specifically to R&D activities and that have no alternative future uses.

D.
Computer software development expenditures.

1.
FASB Statement No. 86.

2.
All costs incurred up to the point where technological feasibility is established are expensed as R&D (costs incurred for planning, designing, and testing activities).

3.
After feasibility is established, uncertainty about future benefits decreases; therefore, costs incurred after this point are capitalized.

4.
Capitalized costs: coding and testing and the cost to produce masters.

5.
Costs to produce software from the masters and package it for distribution are inventoriable costs and will be expensed as part of cost of goods sold.

6.
Technological feasibility—attained when a company has produced either a detailed program design or a working model of the software.

7.
International accounting standard for all R&D is similar to the U.S. accounting for computer software development expenditures.

E.
Oil and gas exploration costs.

1.
Should the cost of dry holes be expensed as incurred or capitalized?

2.
Full cost method.

a.
All exploratory costs are capitalized.

b.
The cost of drilling dry wells is part of the cost of locating productive wells.

c.
Used mostly by smaller companies to encourage further exploration as the full costs of unsuccessful projects are not immediately expensed.

3.
Successful efforts method.

a.
Exploratory costs for dry wells are expensed; only exploratory costs for successful wells are capitalized.

b.
Used mostly by large, successful oil companies.

c.
FASB Statement No. 19 in 1977 stated that this is the appropriate accounting method for oil and gas producing companies.  SFAS No. 25 in 1979 reinstated the full cost method.

IV.
Valuation of Assets at Current Values (p. 703).

A.
FASB Statement No. 115.

1.
Requires most marketable securities to be reported at their current market values.

2.
Came as a result of failure of S&Ls in the 1980s to report current market values of their loan portfolios.

B.
It is likely that the continuing call by financial statement users for current value information will result in a reconsideration of the appropriateness of historical cost accounting for noncurrent operating assets.

C.
IAS 16

1.
Permits upward revaluations of noncurrent operating assets.

2.
Revaluations must be regular, not a one-time event.

3.
Revaluations must be for all assets, not a selected few.

4.
Downward revaluations are recorded as a loss.

5.
Upward revaluations recorded in a special equity account.

V.
Measuring Property, Plant, and Equipment Efficiency (p. 704).

A.
Goal.

1.
A level of property, plant, and equipment that is appropriate to the amount of a company’s sales.

2.
Excess funds tied up in property, plant, and equipment reduce a company’s efficiency.

B.
Evaluating the level of property, plant, and equipment.

1.
Fixed asset turnover—sales ( average property, plant, and equipment. 

2.
It is the number of dollars of sales generated by each dollar of fixed assets.

C.
Dangers in using fixed asset turnover.

1.
Should not be for companies in different industries.

2.
Should not be for when fair values of property, plant, and equipment differs markedly from book values.

3.
Undisclosed leased assets overstates the fixed asset turnover ratio.
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