
  

Chapter 10—Capital Assets and Intangibles 
 
 
CHAPTER OVERVIEW 
 
In Chapters 6, 8, and 9 you saw how companies control three very important current assets: inventories, 
cash, and receivables. In this chapter we continue this discussion with specific applications to non-current 
assets, also called long-lived assets. Long-lived assets include things such as equipment, buildings, 
natural resources, and intangible assets. The learning objectives for the chapter are to 
 

1. Measure the cost of a tangible capital asset. 
2. Calculate and account for amortization. 
3. Other issues: Amortization for income tax purposes, partial years, and revised assumptions. 
4. Account for the disposal of a tangible capital asset. 
5. Account for natural resources. 
6. Account for intangible capital assets and goodwill 
 
Chapter 10 Appendix 
7. Explain capital cost allowance and amortization for income-tax purposes. 

 
CHAPTER REVIEW 
 
Objective 1 – Measure the cost of a tangible capital asset. 
 
Business assets are classified as current or long-lived (long-term) assets. Current assets are considered to 
be useful for one year or less, or the operating cycle of the business if longer than one year. Long-lived 
assets are expected to be useful longer than a year. Capital assets (also called fixed assets) are long-lived 
assets such as land and equipment. Property, plant and equipment assets are tangible, that is, they have 
physical form.  
 
The cost of a tangible capital asset is the purchase price plus any other amounts paid to ready the asset for 
its intended use.  
 
The cost of land includes the purchase price, brokerage commission, survey fees, legal fees, transfer 
taxes, back property taxes, costs to grade or clear the land, and costs to demolish or remove any unwanted 
buildings or other structures.   
  
The cost of an existing building includes the purchase price, brokerage commission, taxes, and any 
expenditure to repair or renovate the building to make it ready for use.     
 
The cost of constructing a building includes payment for materials, labour, and overhead plus fees for 
architects, permits, and contractors. 
 
The cost of machinery and equipment includes the purchase price less any discounts, plus 
transportation charges, transportation insurance, commissions, and installation costs.  
 
Improvements to land are not part of the cost of land because the usefulness of the improvement 
decreases over time. Such improvements include roads, paving, fencing, driveways, parking lots, and 
lawn sprinkler systems. Improvements to land should be recorded in a separate asset account.   The cost 
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of improvements to leased assets is called leasehold improvements. Construction in progress refers to 
assets a company has begun building but has not yet finished. Capital leases refer to capital assets a 
company does not own which are being leased over an extended period of time. 
 
Interest costs incurred during the time a capital asset is being constructed are considered a necessary cost 
to “acquire” the asset and are therefore capitalized (i.e., debited to the asset account).  
 
When a company purchases a group of assets for one single amount (also known as a group purchase or 
a basket purchase), the total cost of the assets is allocated to individual assets by the relative-sales-value 
method. To use the relative-sales-value method, it is necessary to:  
 

1. Determine the market value of each asset by appraisal of the assets.  
2. Sum the individual asset market values to obtain the total market value of all assets that have 

been acquired.  
3. Calculate a ratio of the market value of each individual asset to the total market value of all assets 

(item 1 divided by item 2).  
4. Multiply the ratio for each asset (from item 3) by the total purchase price paid for the assets. The 

resulting amounts will be considered the cost of each of the assets in the basket purchase.  
 

Betterments or capital expenditures are expenditures that significantly affect an asset by 1) increasing 
the asset’s productive capacity, 2) increasing the asset’s efficiency, or 3) extending the asset’s useful life. 
Capital expenditures are debited to an asset account: 
 
 Asset          XX 
  Cash           XX 
 
Ordinary Repairs (sometimes called revenue expenditures) are those that maintain the existing 
condition of an asset or restore an asset to good working order. Ordinary repairs are debited to an expense 
account: 
 
 Expense Account       XX 
  Cash           XX 
 
Extraordinary repairs are betterments. Review Exhibit 10-3 in your text. 
 
Amortization is the process of allocating a capital asset’s cost to expense over the useful life of the asset. 
Note that amortization is based on an asset’s cost, and that amortization is not in any way related to cash. 
A contra asset account called Accumulated Amortization is used to record the total amount of a capital 
asset’s cost that has been recorded as amortization expense. The adjusting journal entry to record 
amortization is:  
 
 Amortization Expense      XX 
  Accumulated Amortization      XX 
 
To measure amortization, it is necessary to determine the capital asset’s cost, estimated useful life, and 
estimated residual value (residual value or scrap value). 
 
Estimated useful life is the length of service a business expects from the capital asset. Useful life may be 
expressed as a length of time, units of output, or other measures. For example, a computer may be 
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expected to be useful for four years, while a printing press might be expected to print one billion sheets of 
paper over its useful life. Note that the useful life of an asset is an estimate of the usefulness of an asset 
and is not necessarily related to the physical life. For example, an asset such as a computer may become 
obsolete (not economically useful) long before it physically deteriorates.  
 
Estimated residual value is the expected cash value of an asset at the end of its useful life. It is also 
called scrap or salvage value. The amortizable cost of an asset is its cost minus residual value.  
 
Objective 2 – Calculate and account for amortization. 
 
1. The straight-line (SL) amortization method allocates the amortizable cost of a capital asset to  
 amortization expense in equal amounts per period over the life of the asset. The formula for  
 straight-line amortization is:  
 

Amortization expense = cost - residual value 
  useful life 

 
 Recall that the adjusting entry to record amortization expense is:  
   
  Amortization Expense    XX 
   Accumulated Amortization    XX 
 
 As accumulated amortization increases each year, the remaining book value of the asset (cost - 

accumulated amortization) declines. The final book value of an asset will be its residual value. Book 
value is also called net book value, carrying value or carrying amount. 

 (See Exhibit 10-6.) 
 
2. The units-of-production (UOP) method allocates the cost of an asset to amortization expense based 

on the output the asset is expected to produce. The formula for units-of-production amortization is: 
  

UOP amortization per unit of output = cost – residual value 
  useful life in units 

 
 With UOP, the total amortization expense in a period is: 
 
 Amortization Expense = UOP amortization per unit of output × units of output in the period 
 
 While the straight-line method could be used for any capital asset, the UOP method is not appropriate 

for all assets. Rather, it is used for assets where the life is a function of use rather than time. (For 
example, an airplane where flying hours is a more accurate measure of life compared with years.) 

 (See Exhibit 10-7.) 
 
Study Tip:  Of the three methods discussed in this section, the units of production method is the only one 
which ignores time in the formula. 
 
3. The double-declining-balance (DDB) method is an accelerated amortization method. Accelerated 

amortization simply means that a larger portion of an asset’s cost is allocated to amortization 
expense in the early years of an asset’s life, and a smaller portion is allocated to amortization expense 
toward the end of the asset’s useful life.  
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 To compute double-declining-balance amortization:  
  a. Compute the straight-line amortization rate per year:  
     
    (1 ÷ Useful life in years) = X% 
 

b.  Multiply the straight-line amortization rate per year by 2 (double it) to obtain the double- 
declining-balance rate:  

 
    DDB rate = X% × 2 
 

c. Multiply the asset’s beginning book value for a period (remember that book value equals cost 
minus accumulated amortization) by the DDB rate. Book value will decrease each period; 
therefore, amortization expense will decrease each period. Note that the residual value of the 
asset is ignored until the  book value of the asset approaches the asset’s residual value.  

 
Amortization Expense = DDB rate × book value 

 
d. When the book value of the asset approaches the asset’s residual value, adjust the year’s 

amortization so that the remaining book value of the asset is equal to the residual value. The 
final year’s amortization amount will be equal to:  

 
Book value at the beginning of the year - Residual value 

 
Amortization is no longer recorded after the book value of the asset is reduced to the residual 
value, even if the asset is still in use.  

  
 Study Exhibit 10-8 in your text to familiarize yourself with the double-declining-balance 

method.  
 
Study Tips:  Some important points to remember: 

1. You never amortize below the estimated residual value. 
2. Units-of-production ignores time. 
3. Double-declining-balance ignores residual value initially. 
4. Double-declining-balance uses book value, while the other methods use amortizable cost. 

 
Study Tip: The method used does not determine the total amount of the asset’s cost to recognize as 
amortization expense over the asset’s life. Rather, the method determines the amount of the total to 
allocate each accounting period. Regardless of method, accumulated amortization will be the same when 
the asset is fully amortized. 
 
Objective 3 – Other issues: Amortization for income tax purposes, partial years, and  
                        revised assumptions. 
 
Companies have several alternative methods available to them for reporting capital asset value and 
amortization expense on their financial statements.  The majority of companies use the straight-line 
method.  However, for determination of taxable income, the Canada Revenue Agency (CRA) requires 
that companies follow a prescribed method of amortization.  This method is known as capital cost 
allowance.  CRA specifies the maximum capital cost allowance rate a taxpayer may use.  Different classes 
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of assets have different capital cost allowance rates.  The appendix at the end of chapter 10 provides more 
detail on this topic.   
                               
If a capital asset is held for only part of the year, partial year amortization is computed by multiplying the 
full year’s amortization by the fraction of the year that the asset is held.  
 
If a company finds that a change is warranted in its estimate of a capital asset’s useful life, it computes 
revised annual amortization this way: 
 

 Book value - Residual value  
  Remaining life 

 
If an asset becomes fully amortized (i.e., book value = residual value) but remains in use, both the asset 
and contra asset account should remain in the ledger until the business disposes of the asset. 
 
Objective 4 - Account for the disposal of a tangible capital asset. 
 
With the possible exception of land, eventually a long-lived asset will no longer serve the needs of the 
business. The business will generally dispose of the asset by junking it, selling it, or exchanging it. The 
simplest accounting entry occurs when a company junks an asset. If the asset is fully amortized with no 
residual value, the entry to record its disposal is:  
 
  Accumulated Amortization—Asset  XX 
   Asset          XX 
 
If the asset is not fully amortized, a loss is recorded for the remaining book value:  
 
  Accumulated Amortization—Asset  X 
  Loss on Disposal of Asset    X  
   Asset          XX 
 
These entries have the effect of removing the asset from the books.  
 
When an asset is sold, the first step is to update amortization for the partial year of service. Amortization 
is recorded from the beginning of the accounting period to the date of the sale: 
 
 
  Amortization Expense     XX 
   Accumulated Amortization—Asset   XX 
 
The second step is to compute the remaining book value:  
   
  Book Value = Cost - Accumulated Amortization 
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If cash received is greater than the remaining book value, a gain is recorded:  
 
  Cash         XX 
  Accumulated Amortization—Asset  XX 
   Asset          XX 
   Gain on Sale of Asset      XX 
 
If cash received is less than the remaining book value, a loss is recorded:  
 
  Cash         XX 
  Loss on Sale of Asset     XX 
  Accumulated Amortization—Asset  XX 
   Asset          XX 
    
Note that gains will increase income and losses will decrease income. Therefore, both gains and losses are 
listed on the income statement.  
 
A business may exchange an old capital asset for a newer, more efficient model. When tangible capital 
assets are exchanged or traded in, the cost of the old asset and the related accumulated amortization must 
be removed from the books. The cost of the replacement asset depends on whether the exchange has 
commercial substance.  According to the CICA Handbook, an exchange is said to have commercial 
substance when the future cash flows from the new asset received will differ in risk, timing, or amount 
from the cash flows from the old asset given up in the exchange. Using the example found on page 501 
the new truck will allow Horton Hardware to save on delivery expenses; therefore, the transaction has 
commercial substance. The cost of the new truck should be recorded as follows: 
                                                                               
New Truck                                                            $43,000 
Accumulated Amortization (Van)                          20,000 
Loss on exchange of assets                                    * 4,000 
             Old Van                                                                  $32,000 
              Cash                               35,000       
 
*Allowance for Van                              $ 8,000 
  Less:  Book value of Van  
            (32,000-20,000)                          12,000   
Loss                                                        (4,000) 
 
Where the exchange does not have commercial substance, the cost of the new asset is equal to the book 
value of the old asset and no gain or loss is recorded. 
             
 
 
Objective 5 - Account for natural resources. 
 
Amortization expense is also used to describe that portion of the cost of that portion of the cost of 
natural resources used up in a particular period. It is computed in the same way as UOP amortization 
(refer to Objective 2 for the UOP formula). The appropriate entry is: 
 
  Amortization Expense      XX 
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         Accumulated Amortization      XX 
 
 
 
Objective 6 - Account for intangible capital assets and goodwill. 
 
Intangible assets are assets that have no physical substance. They include patents, copyrights, 
trademarks, brand names, franchises, leaseholds, and goodwill. The acquisition cost of an intangible asset 
is recorded as: 
 
  Intangible Asset      XX 
   Cash          XX 
 
The cost of intangible assets is expensed through amortization over the asset’s useful life up to a 
maximum of 40 years. Amortization is usually computed on a straight-line basis, similar to straight-line 
amortization. Amortization is recorded as: 
 
  Amortization Expense                          XX 
   Intangible Asset       XX 
 
Note that the book value of the intangible asset is reduced directly. There is no Accumulated 
Amortization account. Additionally, the residual value of most intangible assets is zero. Finally, the 
useful life of many intangible assets is much shorter than the legal life of such assets⎯for example, 
copyrights. 
 
One important type of intangible asset is goodwill. Goodwill is recorded only when another company is 
acquired. The amount of goodwill, if any, is equal to the difference between the price paid for the 
acquired company and the market value of the acquired company’s net assets (assets - liabilities): 
 
  Goodwill = Price Paid - Market Value of Net Assets 
 
If the purchase price paid is less than the market value of the acquired company’s net assets, there is no 
goodwill. 
 
For most companies, research and development (R&D) costs are recorded as expenses when incurred. 
 
 
Chapter 10 Appendix 
 
Objective 6 - Explain capital cost allowance and amortization for income tax  
                       purposes. 
 
Capital cost allowance (CCA) is the deduction allowed by Canada Revenue Agency (CRA) to 
recognize the consumption or use of capital assets. Capital assets are categorized by class for 
income tax purposes. Each class is assigned a rate or percentage that is used to calculate the 
maximum amount of CCA allowable as a deduction for the taxation year. For example 
computers are Class 10(30%) and furniture is Class 8(20%). The cost of a new capital asset is 
added to the “pool” of assets in each class. CCA and is calculated by applying the rate to the 
Undepreciated Capital Cost (UCC) of each class on a declining balance basis, similar to the 
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double-declining-balance method. Although there are some exceptions, for most classes, a 
taxpayer can only claim 50% of the maximum deduction in the year the asset is acquired. 
TEST YOURSELF 
 
All the self-testing materials in this chapter focus on information and procedures that your instructor is 
likely to test in quizzes and examinations. 
 
I.  Matching    Match each numbered term with its lettered definition. 
 
_____ 1.   accelerated amortization _____ 11. estimated useful life 
_____ 2    betterment _____ 12.  goodwill      
_____ 3.   double-declining-balance   _____ 13. leasehold improvements 
_____ 4.   franchises and licenses _____ 14. capital lease 
_____ 5.   relative-sales-value method _____ 15. intangible asset 
_____ 6.   straight-line amortization  _____ 16. repairs 
_____ 7.   capitalized interest  _____ 17. patent 
_____ 8.   units-of-production _____ 18. trademarks 
_____ 9.   residual value  _____ 19. capital cost allowance 
_____ 10. copyright    _____ 20. capitalize 
 
A. the exclusive right to reproduce and sell a book, musical composition, film, or other work of art 
B. a method of amortization for income tax purposes 
C. the expected cash value of a capital asset at the end of its useful life 
D. an accelerated method of amortization that computes annual amortization by multiplying the asset’s 

decreasing book value by a constant percentage, which is two times the straight-line rate 
E. repair work that generates a capital expenditure 
F. privileges granted by a private business or a government to sell a product or service in accordance 

with specified conditions 
G. excess of the cost of an acquired company over the sum of the market value of its net assets 
H. an asset with no physical form 
I. a cost a renter incurs to improve rented facilities 
J. costs incurred to maintain an asset 
K. a grant from the federal government giving the holder the exclusive right to produce and sell an 

invention 
L. an allocation technique for identifying the cost of each asset purchased in a group for a single amount 
M. an amortization method that writes off a relatively large amount of an asset’s cost nearer the start of 

its useful life than does the straight-line method 
N. the length of service a company expects to get from a capital asset 
O. a lease which covers an extended period of time 
P. amortization method in which an equal amount of amortization expense is assigned to each year (or 

period) of asset use 
Q. interest cost incurred while an asset is being constructed 
R. distinctive identifications of a product or service 
S. an amortization method in which a fixed amount of amortization is assigned to each unit of output 

produced by the capital asset 
T. to include a related cost as part of an asset’s cost 
 

Chapter 10     Copyright © 2007 Pearson Education Canada 
 

268 



  

II.  Multiple Choice    Circle the best answer. 
 
1. All of the following are intangible assets except: 
  
 A. patent C. equipment 
 B. brand name D. goodwill 
 
2. Which of the following long-lived assets is not amortized? 
 
 A. delivery truck C. machinery 
 B. equipment D. land 
 
3. The cost of equipment includes all of the following except: 
 
 A.  sales tax C. freight charges 
 B. repairs that occur one year after  
  Installation 

D. installation costs 

 
4. Amortization expense for an asset is the same every year. The amortization method is: 
 
 A. double-declining-balance C. straight-line 
 B.   capital cost allowance D. units-of-production 
 
5. An amortization method that is not related to specific periods of time is: 
 
 A. double-declining-balance C. straight-line 
 B. capital cost allowance  D. units-of-production 
 
6. You are computing amortization for the first year of an asset’s life. Which amortization  
 method ignores time? 
 
 A. double-declining-balance C. straight-line 
 B. capital cost allowance D. units-of-production 
 
7. The amortizable cost of an asset equals: 
 
 A. market value - residual value C. cost - residual value 
 B. cost - accumulated amortization D. cost - the current year’s amortization expense 
 
8. Amortization, for income tax purposes, is computed using which of the following amortization 

methods? 
 
 A. double-declining-balance C. straight-line 
 B. capital cost allowance  D. units-of-production 
 
9. The cost of repairing a gear on a machine would probably be classified as: 
 
 A. capital expenditure C. intangible asset 
 B. extraordinary repair expense D. repair expense 
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10.  Which of the following costs should be capitalized? 
 
 A. gas and oil for a delivery van C. research and development costs for new 

 products 
 B. repainting the interior of the sales floor D. the cost of borrowing money to construct a new 

shopping center 
  
 
III.  Completion    Complete each of the following. 
 
1. Two distinguishing characteristics of property, plant and equipment assets are that they are 

___________________________ and _______________________________________. 
2. Amortization is defined as __________________________________________________________. 
3. Amortization is a ___________________________ expense.  
4. Companies must use the  ____________________________ method of amortization for tax purposes. 
5. The maximum time period over which an intangible asset can be amortized is _______ years. 
6. When two or more assets are purchased in a group, the total cost of the assets is allocated to 

individual assets by the _______________________________ method. 
7. To calculate amortization, you must know the following four items: 1)__________________, 

2)________________________, 3)____________________, and 4)____________________. 
8. Amortization is an example of the ________________________ principle. 
9. The most widely used amortization method for financial statements is ______________________. 
10. Costs related to capital assets can be classified as either _________________________ or 

______________________. 
11. The method uses to amortize wasting assets is the ___________________________________ 

method.  
 
IV.  Daily Exercises 
 
1. On August 20, 2008, Aaron Callow, owner of Callow Catering, purchased a new commercial-sized 

grill and oven for the business. The new equipment carried an invoice price of $9,700 plus a 6% sales 
tax. In addition, the purchaser was responsible for $460 of freight charges. The sale was subject to 
3/15, n/45 discount/credit terms. Upon receipt of the new equipment, Callow paid $925 to have the 
oven installed and connected. To finance this purchase, Callow borrowed $11,000 from the bank for 
90 days at 10% interest. Callow paid the invoice within 15 days, earning the 3% discount.  

  
 Classify each of the following costs as either a capital expenditures or an expense. 
    

Cost Classification
a)  $9,700 (equipment)  
b)  $582 (sales tax)  
c)  $460 (freight)  
d)  $291 (discount)  
e)  $925 (installation)  
f)  $275 (interest on loan)  
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2. Based on your answer from #1, calculate the fully capitalized cost of the new equipment. 
 
 
 
 
 
 
3.  Review the information in Daily Exercise #1 above and calculate amortization for 2008 and 2009, 

using both the straight-line method and the double-declining-balance method. The equipment is 
estimated to have a six-year life with a $1,000 residual value. 

 
 
 
 
 
 
 
 
 
4.  On January 7, 2009, Clear Cut Lumber purchased 10,000 acres of timberland for $28,000,000. Clear 

Cut estimated the land contained approximately 200,000,000 board feet of lumber. When all the 
timber has been cleared, the property will be abandoned. By the end of the year, Clear Cut had 
processed 25,000,000 board feet of lumber. Calculate the amortization expense for the year and 
record the necessary adjusting entry. 

 
 
 
 
 
 
5.  Review the facts in question #4 above and assume the property was purchased on July 10, 2009. How 

would the answer change given the later purchase date? 
 
 
 
 
 
 
 
V.  Exercises 
 
1. A company buys Machines A, B, C, and D for $210,000. The market values of the machines are 

$40,000, $60,000, $72,000, and $108,000, respectively. What cost will be allocated to each machine? 
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2. Pradesh Equipment Co. purchased a machine for $72,000 on January 4, 2008. Pradesh expects the 

machine to produce 25,000 units over five years and then expects to sell the machine for $22,000. 
Pradesh produced 7,000 units the first year and 9,000 units the second year. Compute the 
amortization expense for 2008 and 2009. Round your answer to the nearest dollar. 

 
  

 2005  2006 
    
Straight-line    
Units-of-production    
Double-declining-balance     

 
3. On January 8, 2008, Endra Enterprises purchased used equipment for $12,500. Endra expected the 

equipment to remain in service for four years. She amortized the equipment on a straight-line basis 
with $500 residual value. On April 30, 2010, Endra sold the equipment for $2,000. Record 
amortization expense for the equipment for the four months ended April 30, 2010, and also record the 
sale of the equipment. 

 
Date Account and Explanation PR Debit Credit 

     
     
     
     
     
     
     
     
     
     
     
     
     
     

 
4. On July 1, 2008, Cutty Company purchased Hunk Company for $2,800,000 cash and a $2,000,000 

one-year promissory note. The market value of Hunk’s assets was $4,500,000, and Hunk had 
liabilities of $1,600,000.  

 
 a. Compute the cost of the goodwill purchased by Cutty Company. 
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 b. Record the purchase by Cutty Company.  
 

Date Account and Explanation PR Debit Credit 
     
     
     
     
     
     

 
 c. Record the sale by Hunk Company. The book value of Hunk’s assets is $3,800,000. 
 

Date Account and Explanation PR Debit Credit 
     
     
     
     
     
     

 
c.  Record the amortization of the goodwill on December 31, 2008, assuming a useful life of 40  
      years. 

 
Date Account and Explanation PR Debit Credit 

     
     

 
VI.  Beyond the Numbers 
 
Evaluate the following statement: “I do not see any problems in paying for next year’s budgeted capital 
expenditures. We have estimated we will need approximately $110,000 for new equipment and we have 
more than three times that amount in our amortization reserves (accumulated amortization) at the 
moment.” 
_________________________________________________________________________________ 
_________________________________________________________________________________ 
_________________________________________________________________________________ 
_________________________________________________________________________________ 
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VII. Demonstration Problems 
 
Demonstration Problem #1 
 
On January 1, 2007, Biofood.com purchased three pieces of equipment. Details of the cost, economic life, 
residual value, and method of amortization are shown below: 
 

 
Equipment 

 
Cost 

Useful 
Life 

 
Residual Value  

Amortization  
Method 

A $24,000 6 yrs $3,000  straight-line 
B   16,000 40,000 units  1,000  units-of-production 
C   18,000 5 yrs  4,000  double-declining-balance  

 
Required: 
 

1. Prepare a schedule computing the amortization expense for each piece of equipment over its 
useful life. 

2. Prepare the journal entry to record the disposal of Equipment A. Assume that it has been 
amortized over its useful life, and that it cannot be sold or exchanged (it is being scrapped). 

3. Prepare the journal entry to record the exchange of Equipment C at the end of 2 years (after 
recording amortization) for a newer, more efficient model with a market value of $25,000. The 
company paid $2,300 on the exchange and estimates savings in operating expenses excess of 
$200 over the useful life of the new asset. 

 
Requirement 1 (Schedule of amortization) 
 

 A  B  C 
Asset cost      
Less:  Residual value       
Amortizable cost      

 
Equipment A 

Schedule of Amortization Expense  
(Straight-Line Method) 

    
 

Year 
Amortizable 

Cost 
Amortizable 

Rate 
Amortization  

Expense  
2007    
2008    
2009    
2010    
2011    
2012    
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Equipment B 

Schedule of Amortization Expense  
(Units-of-Production) 

    
 

Year 
Amortizable 

Cost 
Units 

Produced 
Amortization  

Expense  
2007  12,400  
2008  10,750  
2009  11,230  
2010    6,100  

    
 

Equipment C 
Schedule of Amortization Expense  

(Double-Declining-Balance) 
    
 

Year 
Book Value  

× Rate 
Amortization 

Expense  
Book 
Value 

2007    
2008    
2009    
2010    
2011    

    
 
Requirement 2 (Journal entry—Equipment A) 
 

Date Account and Explanation PR Debit Credit 
     
     
     
     
     

 
Requirement 3 (Journal entry—Equipment C) 
 

Date Account and Explanation PR Debit Credit 
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Demonstration Problem #2 
 
Requirement 1 
 
On March 22, 2004, Cole Construction purchased equipment for $22,600. Its estimated useful life was 8 
years with no residual value. Additional costs were incurred for transportation, $500; and installation 
costs, $900. On January 10, 2008, repairs costing $4,000 were made, increasing the efficiency of the 
equipment and extending its useful life to two years beyond the original estimate. On December 1, 2009, 
some worn-out parts were replaced for $700. The company closes its books on December 31 and uses the 
straight-line method. 
 
Required: 
 
Present journal entries to record the following: 

1. the purchase of the machine 
2. payment of transportation and installation costs 
3. amortization for 2003 
4. the repair on January 10, 2008 
5. amortization for 2008 
6. the repair on December 1, 2009 
7. amortization for 2009 

 
Date Account and Explanation PR Debit Credit 
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Copyright © 2007 Pearson Education Canada     Capital Assets and Intangibles     277



 

SOLUTIONS 
 
I.  Matching 
 
1.  M 5.  L 9.  N 13.  I 17.  K 
2.  E 6.  P 10. A 14.  O 18.  R 
3.  D 7.  Q 11. C 15.  H 19.  B 
4.  F 8.  S 12. G 16.  J 20.  T 
 
II.  Multiple Choice 
 
1. C Equipment is a tangible asset. 
2. D Land has an unlimited useful life and, as such, is not amortized.  
3.  B  The cost of equipment includes all amounts paid to acquire the asset and to ready it for its 

intended use. Repairs to equipment indicate that it is in use and therefore should not be 
included as part of the equipment’s cost. 

4.  C Straight-line amortization is the only method of amortization that results in the same 
amount of amortization every year. The other methods listed are accelerated (double-
declining-balance) or can result in differing amounts of amortization each year (UOP).  

5.  D  Units-of-production amortization is based on the number of units produced by the 
amortizable asset. The other methods listed all depend on time in the amortization 
calculation. 

6.  D  Of all the methods listed, only units-of-production ignores time in the amortization 
calculation. 

7. C Item B equals the asset’s book value. Items A and D have no significance. 
8.   B This method must be used to claim amortization for income tax purposes in Canada. 
9.   D Capital expenditures are those that increase capacity or efficiency of the asset or extend its 

useful life. Repairs merely maintain an asset in its existing condition or restore the asset to 
good working order.  

10. D The interest cost on the loan should be capitalized while the shopping center is being 
developed. The other costs are ordinary expenses and should be debited to expense 
accounts. 

 
III.  Completion 
 
1. long-lived, tangible (The physical form (tangibility) of  these capital assets provides their usefulness.)  
2. a systematic allocation of an asset’s cost to expense (Amortization is not a method of asset valuation.)  
3. noncash (Cash is expended either at the acquisition of a capital asset or over time as the asset is paid 

for. The debit to Amortization Expense is balanced by a credit to Accumulated Amortization, not 
Cash.)  

4. capital cost allowance 
5. 40  
6. relative-sales-value (The need to amortize each asset separately makes it necessary to allocate the 

purchase price by some reasonable manner.)  
7. cost; estimated useful life; estimated residual value; amortization method (Order is not important.)  
8. matching (Matching means to identify and measure all expenses incurred during the period and to 

match them against the revenue earned during that period.)  
9. straight-line 
10. betterments or repairs (Order not important.) 

Chapter 10     Copyright © 2007 Pearson Education Canada 
 

278 



  

11. units-of-production 
 
IV.  Daily Exercises  
1. 
 a. capital expenditure  
 b. capital expenditure 
 c. capital expenditure 
 d. capital expenditure 
 e. capital expenditure  
 f. expense  
  
2. $11,376 

Given the answers in part 1, the calculation is $9,700 + $582 + $460 - $291 + $925. The accounts 
would appear as follows: 

 
Study Tip:  The discount is subtracted because it represents a reduction in the cost of the equipment. 

 

Grill/Oven  Interest Expense  
9,700 291  275  

582     
460     
925     

Bal. 11,376     
 
 

 

Study Tip: The interest on the loan does not qualify as a capital expenditure. Generally, interest is 
capitalized only on self-constructed assets, and then only during the period it takes to construct the asset. 

 
3. Straight-Line = (Cost - Residual Value) ÷ Life 
     = ($11,376 (from #2 above) - $1,000) ÷ 6 years 
     = $1,729 per year (rounded) 
 Year 2005  = $1,729 × 4/12 = $576 (rounded) 
 Year 2006  = $1,729 (rounded) 
 
 Double-Declining-Balance = Book Value × Rate 
 Rate = 1/6 × 2 = 1/3 
 Year 2005 = $11,376 × 1/3 × 4/12 = $1,264 
 Year 2006 = 10,112 ($11,376 - $1,264) × 1/3 = $3,371 (rounded)   
 
Study Tip: For assets placed in service during the year, amortization is calculated to the nearest whole 
month. 
 
4.  For natural resources, the most appropriate method is units-of-production. 
 
 UOP = (Cost - Residual Value)  ÷ Estimated Total Production 
   = $28,000,000 ÷ 200,000,000 board feet 
   =  $0.14 per board feet 
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 $0.14 × 25,000,000 board feet = $3,500,000 
 
 
 Dec. 31, 2008 Amortization Expense     3,500,000 
          Accumulated Amortization      3,500,000 
 
5.  Assuming a later purchase date, the answer would be the same. Why? Units-of-production ignores 

time in the formula; only actual production is relevant. 
 
V.  Exercises 
 
1. Machine A = [$40,000 / ($40,000 + $60,000 + $72,000 +$108,000)] × $210,000 = $30,000 

Machine B = [$60,000 / ($40,000 + $60,000 + $72,000 + $108,000)] × $210,000 = $45,000 
 Machine C = [$72,000 / (($40,000 + $60,000 + $72,000 + $108,000)] × $210,000 = $54,000 
 Machine D = [$108,000 / (($40,000 + $60,000 + $72,000 + $108,000)] × $210,000 = $81,000 
 (Proof:  $30,000 + $45,000 + $54,000 + $81,000 = $210,000) 
 
2.  

 2008  2009 
    
Straight-line  10,000   10,000 
Units-of-production  14,000   18,000 
Double-declining-balance   28,800   17,280 

 
Straight-line = ($72,000 - $22,000) / 5 years = $10,000 
 
Units-of-production = ($72,000 - $22,000) / 25,000 units = $2.00 per unit 
 2008 = $7,000 × $2.00 = $14,000 
 2009 = $9,000 × $2.00 = $18,000 
 
Double-declining-balance: 
 DDB rate = (1 / 5) × 2 = .40    
 2008 = .40 × $72,000 = $28,800 
 Book value = $72,000 - $28,800 = $43,200 
 2009 = .40 × $43,200 = $17,280 
 
3. 
Annual amortization = ($12,500 - $500) / 4 = $3,000 
Accumulated amortization Dec. 31, 2009 = 2 years @ $3,000 per year = $6,000 

     
Apr. 30 Amortization Expense  1,000 
  Accumulated Amortization    1,000
 Dep. for 4 months (4 / 12 × 3,000) = 1,000   
    
Apr. 30 Cash  2,000 
 Loss on Sale of Asset  3,500 
 Accumulated Amortization  7,000 
  Equipment   12,500
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Because cash received ($2,000) is less than book value ($12,500 - $7,000 = $5,500), there is a 
loss of $3,500 ($5,500 - $2,000) on the sale. 
Loss = Cash + Accumulated Amortization - Cost  
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4. 
 A.  
  Purchase price for Hunk $4,800,000  
  Market value of Hunk’s assets  4,500,000  
  Less: Hunk’s liabilities 1,600,000  
  Market value of Hunk’s net assets     2,900,000
  Goodwill      $1,900,000 
 
 B. 
 

Date Account and Explanation PR Debit Credit 
July 1 Assets  4,500,000 
 Goodwill    1,900,000 
  Liabilities    1,600,000
  Cash   2,800,000
  Note Payable   2,000,000

 
 C. 
 

Date Account and Explanation PR Debit Credit 
July 1 Cash  2,800,000 
 Note Receivable  2,000,000 
 Liabilities  1,600,000 
  Assets   3,800,000
  Gain on Sale of Business   2,600,000

 
 C. 
 

Date Account and Explanation PR Debit Credit 
Dec. 31 Amortization Expense   23,750  
  Goodwill   23,750 
 1/40 × $1,900,000 = $47,500 × 1/2 = $23,750    

 
VI.  Beyond the Numbers 
 
The person making the statement is confused about amortization reserves (i.e., accumulated 
amortization). There is no cash involved in accounting for amortization; therefore, the balance in 
Accumulated Amortization does not represent any money available for future use. The balance in 
Accumulated Amortization represents the amount of the related assets’ cost that has been recognized as 
an expense because of the assets’ loss of usefulness to the business. 
 

Chapter 10     Copyright © 2007 Pearson Education Canada 
 

282 



  

VII.  Demonstration Problems 
 
Demonstration Problem #1 Solved and Explained 
 

 A  B  C 
Asset cost $24,000 $16,000 $18,000
Less:  Residual value      3,000     1,000     4,000
Amortizable cost $21,000 $15,000 $14,000 

 
Study Tip: Under the double-declining-balance method, the residual value is not considered until the 
book value approaches residual value. 
 

Equipment A 
Schedule of Amortization Expense  

(Straight-Line Method) 
    
 

Year 
Amortizable 

Cost 
Amortizable 

Rate 
Amortization  

Expense  
2007 $21,000 1/6 $3,500 
2008 21,000 1/6 3,500 
2009 21,000 1/6 3,500 
2010 21,000 1/6 3,500 
2011 21,000 1/6 3,500 
2012 21,000 1/6 3,500 

  Total $21,000 
 The book value of the equipment after 2008 is $3,000 (cost - accumulated amortization =  
 $24,000 - $21,000 = $3,000). 

 
Equipment B 

Schedule of Amortization Expense  
(Units-of-Production) 

    
 

Year 
Amortizable 

Cost 
Units 

Produced 
Amortization  

Expense  
2007 $15,000 12,400 $  4,650* 
2008 15,000 10,750     4,031 
2009 15,000 11,230     4,211 (rounded) 
2010 15,000      5,620**     2,108 (rounded)** 

  Total $15,000 
 *The per-unit cost is $0.375 ($15,000 / 40,000 units = $0.375). 
 The book value after 2006 is $1,000 ($16,000 - $15,000 = $1,000).  
 **The original production estimate for the equipment was 40,000 units. The actual production over 

the life of the equipment was 40,480. Assuming the original estimates (for total production and 
residual value) are reasonable, the 2010 amortization should be based on 5,620 units, the number 
required to total 40,000 units. 

 
Study Tip: The amortizable cost is not affected by the method used. The method simply determines how 
the amortizable cost will be spread over the asset’s life. 
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Equipment C 

Schedule of Amortization Expense  
(Double-Declining-Balance) 

    
 

Year 
Book Value 

× Rate  
Amortization 

Expense  
 

Book Value 
2007 .40 × 18,000  $7,200  $10,800 
2008 .40 × 10,800  4,320  6,480 
2009       *  2,480  4,000 
2010   0  4,000 
2011   0  4,000 

 
The straight-line amortization rate for an asset with a useful life of five years is 1/5 per year, or 20%. 
Double the straight-line rate is 2/5, or 40%. This rate is applied for 2007 and 2008; however,  

 amortization expense for Equipment C in the third year is not $2,592 ($6,480 × .40) because in the  
      third year amortization expense is the previous year’s book value less the residual value ($6,480 – 
      $4,000 = $2,480). As the asset is fully amortized at the end of the third year, there is no amortization  
      recorded for the fourth or fifth year.  

 

Study Tip: The most frequent error made by students in applying double-declining-balance deals with the 
residual value. Unlike units-of-production, with DDB, the residual value is not taken into account until 
the final years (in this example, the third year) of the asset’s life. 

Requirement 2 (Journal entry—Equipment A) 
 

Date 
2012 

Account and Explanation PR Debit Credit 

Dec.31 Accumulated Amortization—A  21,000 
 Loss on Disposal of Equipment   3,000 
  Equipment A   24,000

 
 When fully amortized assets cannot be sold or exchanged, an entry removing them from the books is 

necessary upon disposal. The entry credits the asset account and debits its related Accumulated 
Amortization account. If the fully amortized asset has no residual value, no loss on the disposal 
occurs. In most cases, however, it will be necessary to record a debit to a Loss on Disposal account to 
write off the book value of a junked asset. There can never be a gain on the junking or scrapping of an 
asset. 

 
Requirement 3 (Journal entry—-Equipment C) 
 

Date 
2008 

Account and Explanation PR Debit Credit 

Dec.31 Equipment D  25,000 
 Accumulated amortization—C  11,520 
                 Gain on exchange of assets   16,220
                 Equipment C   18,000
            Cash                2,300
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 Non-monetary exchange of assets with economic substance. 
 
Demonstration Problem #2 Solved and Explained 
 

Date Account and Explanation PR Debit Credit 
Mar.22, 2004 Equipment  22,600  
  Cash   22,600 
     
Mar.22, 2004 Equipment  500  
  Cash    500 
 Transportation cost.    
     
Mar.22, 2004 Equipment  900  
  Cash   900 
 Installation cost.    

 
 Both the transportation and installation costs are debited to the Equipment account because they are 

necessary costs incurred to place the asset in service. Therefore, the total cost basis for the machine is 
$24,000, not $22,600. 

 
Dec. 31, 2004 Amortization Expense—Equipment  2,250  
  Accumulated Amortization   2,250 

 
 ($24,000 (see above) / 8 = $3,000 × 9/12 = $2,250) 
  
 Since the asset was acquired and placed in service late in March, the first year’s amortization is 9/12 

of the company’s financial period. Thereafter, annual amortization is $3,000. 
 

Jan. 10, 2008 Equipment  4,000  
  Cash (or Accounts Payable)   4,000 

 
 This is clearly a capital expenditure because the machine will last past its original life estimate.  
 Therefore, the cost should be reflected in an asset account, not in an expense account. 
 

Dec.31 2008 Amortization Expense—Equipment  2,619  
  Accumulated Amortization   2,619 

 
 Accumulated amortization through Dec. 31/07 is $14,250. For 2007, amortization is $2,250;  
 2004 to 2007 is equal to $3,000 per year × 4 = $12,000. $2,250 + $12,000 = $14,250. 
  
 Therefore, on Jan.10, 2008 book value is $9,750 ($24,000 - $14,250). The $4,000 debit in entry (4) 

increases book value to $13,750, and now life is two years more than the original life estimate. As of 
Jan.10, 2008, the machine is 4 years, 9 months old. The revised life estimate is now 10 years. 
Therefore, as of Jan. 10, 2008, the asset has 5 years, 3 months of life left (10 years - 4 years, 9 
months). To calculate the new amortization amount, divide book value ($13,750) by remaining life 
(5.25 years) or $2,619 per year (rounded). 

 
Dec. 1, 2009 Repair Expense  700  
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  Cash   700 
  
 This is clearly a repair expense⎯one necessary to maintain the asset. 
 

Dec. 31, 2009 Amortization Expense – Equipment  2,619  
  Accumulated Amortization   2,619 

  
 See explanation for #5 above. 
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