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Preface

Since the first edition of this book in 1994, not much change has oc-
curred to accounting standards for Property,  Plant, and Equipment in
business. The GAAP promulgated by the Financial Accounting, FASB,
has been to further the concept of identifying the cost of an asset and
spreading that cost over the accounting periods that benefit. Account-
ing for contributions, impairments, and financing of assets have been
addressed by the FASB.

In contrast, much has happened in the areas of Not-for-Profit and
Government accounting for fixed assets. FASB ordered the capitaliza-
tion of assets and charging of depreciation by Not-for-Profits. The gov-
ernment Accounting standards Board was created as an equal to the
FASB with the authority and responsibility to promulgate GAAP for
governments. They replaced the Government Finance Officers Associ-
ation and its “Blue Book”, Governmental Accounting, Auditing, and
Financial Reporting as the “official” accounting rules for State and Lo-
cal government. An early step by the new GASB was to suspend de-
preciation for “government” not-for-profit accounting.

There was a determination of jurisdiction between FASB and GASB
which are outlined in Chapter 10, “Government Accounting” and Chap-
ter 11, “Not-For-Profit Accounting.”

Then the GASB issued concept papers that moved government ac-
counting toward the practices long held as appropriate for businesses.
These concept papers state that assets should be placed on the books at
acquisition cost and that cost spread over the accounting periods they
benefit. This is a major change in accounting for these groups. Past
practice was for assets to be purchased and expensed in the current pe-
riod, if purchased with general revenue, or not even recorded if pur-
chased with bonds or other special revenue sources.

There was considerable argument that these changes were not ap-
propriate for governments. Implementation of GASB statement 33 and
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xviii Preface

34 were delayed, but are now being implemented. The accounting for
governments is not the subject of this book and government account-
ants are referred to GASB and GFOA publications in the bibliography
for the details. However, some discussion is included because it will be
of interest to the business accountant that is establishing accounting
policy for business and not-for-profit organizations.

There has been considerable argument that fixed assets of busi-
nesses should be recorded on the books at something different than de-
preciated original cost, that adjustments should be made to reflect the
market value up as well as down, and that book asset accounting should
be changed from cost allocation to reflect some measurement of value.
The public review and promulgation process of the GASB provide re-
buttals to all of those arguments. I urge any accountant that holds those
views to research  the process that GASB statements 33 and 34 followed,
much of which is available on the web site at http://www.gasb.org.

This book is designed for accountants and managers who want to
get the most from the physical assets of their organizations.

Most readers are already familiar with the concepts and practical
application of total quality management (TQM) zero defects, and the
other procedures that describe a continued process of improvement.
Having made the process and management changes that brought about
easy improvements in quality and cost reduction they are ready to an-
swer the following questions:

How are you applying the principles of continuous improvement
to the management of property, plant, and equipment?

Do you have a process in place that allows you to monitor the sta-
tus of maintenance (or deferred maintenance) on your property, plant,
and equipment?

What is the age of the oldest piece of your production equipment?
Do you have a plan in place for replacement of production facilities?
Are there any quality problems in your production or service de-

livery system caused by property, plant, and equipment failures?
What is the utilization percentage of the property, plant, and

equipment?
Can you determine the utilization of your most expensive piece of

equipment?
Do you have service or production problems attributable to equip-

ment not being available at the place needed?
Are all of your property, plant, and equipment being utilized to

their fullest?
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Do you have in place a process that monitors the current condi-
tion, evaluates the future need for replacement, and brings to your at-
tention needs to modify that plan?

Do you manage your physical assets or do you put them in place,
use them, and replace them when they are worn out?

Do your plans include having the necessary cash to purchase re-
placement physical assets or will you have to do an extraordinary fi-
nancing or fund-raising when you are surprised by their failure?

Is there a plan in place for overall management or do you simply
hope your assets will continue to allow you to produce your product or
provide your service?

The purpose of providing this book on accounting for property,
plant, and equipment, is to provide the framework for you to install  in
your organization accounting processes and procedures that will allow
you to manage long-term physical assets.

How can a book on assets help answer these questions? All ac-
counting students learn the basics about assets within various account-
ing courses, however, there really is not much definitive information
available on fixed assets in the accounting literature. The Accounting
Principles Board and the Financial Accounting Standards Board are
both silent on the subject of accounting standards for fixed assets. Lack-
ing a primary source for accounting standards, it is necessary to look to
secondary sources, which also contain very little information on the
handling of assets. Most accounting textbooks devote only a single
chapter to capitalization of assets, and do not cover the subject in depth.
Accounting periodicals have focused on valuation of assets, but offer
little on specific concepts of capitalization. The issue of valuing at his-
torical cost versus current market price has received considerable in-
terest over the years. Now the FASB has issued statement 93 requiring
not-for-profits to use historical cost less depreciation asset accounting.
GASB has issued statements 33 and 34 that require that accounting for
all but a few assets. It is even more important to have this single refer-
ence to bring all these prospectives together.

A number of organizations including the American Institute of
Certified Public Accountants, the Institute of Management Accoun-
tants, and the Government Finance Officers Association offer courses
on capitalization of assets. Most of these courses, however, cover either
the tax implications of assets or the valuation question. Little in these
courses describes how to establish asset policies, document them in a
manual, and apply them within the company.
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During 1989-1990, the National Association of Accountants (now
the Institute of Management Accountants) replaced their original State-
ment on Management Accounting (SMA) on Fixed Assets with two
statements relating to accounting for property, plant, and equipment.
SMA 4J, published in 1989, described the accounting for property, plant,
and equipment, and SMA 4L, published in 1990, covers control of prop-
erty, plant, and equipment. A research issues publication called the Re-
porting, Control, and Analysis of Property, Plant, and Equipment was
published in 1990. This collection of publications represents the major-
ity of the available information on accounting for fixed assets. As a part
of the IMA team coordinating those projects, I became convinced this
book was needed.

There is a need to emphasize that assets must be managed, not just
purchased, used up, and replaced. The objective is to provide not only
accounting for assets, but include that accounting in a process that will
allow management to get the most out of the company’s investment. It
is not always possible to create more debt in order to acquire assets.
Therefore, some of our consumption must be sacrificed today in order
to provide quality assets for tomorrow.

In today’s complex business best quality and maximum utilization
are going to give the best return on investment. Accounting for Fixed As-
sets contains more than the routine accounting processes. It also has the
management framework that must surround the accounting process.

The United States economy has been built since World War II as
“a paper plate society.” We rapidly built our economy based on the
philosophy of quick production without much concern for quality. We
built automobiles that only lasted a few years, and, in fact, are still
building houses in the same way that we did in the early 1950s. They
require major renovation every fifteen or twenty years. Many of the
houses of the early 1950s are currently the subject of redevelopment dis-
tricts: they either require major repair or must be ripped out and re-
placed. We have built a tremendous economy and brought the majority
of citizens to the highest standard of living of any culture with this “do-
it-quick” philosophy. It created many jobs, especially at the unskilled
and semiskilled level, and brought the pleasure of accomplishment and
the fruits of labor to the largest segment of U.S. citizens quickly. We
have done so, however, for the sake of today and at the expense of to-
morrow. But tomorrow has arrived, and we cannot continue to use up
our assets. Those assets capable of bringing future benefits must be
managed in a way that will allow those future benefits to occur.
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The European and Japanese economies have grown much more
slowly; jobs and the rewards that come from labors are just now reach-
ing many segments of those cultures. However, the infrastructure base
there, the assets like roads, houses, and other buildings, constructed in
the 1950s is still in use and not in need of major repairs. A complete dif-
ference in philosophical approach was used in building the base for
their economies. They have not sacrificed tomorrow for today, but in
fact sacrificed yesterday for today—and today has arrived.

Assets are those things we purchase today that will bring future
benefits. But those assets must be managed to get those future benefits.
To compete in a level playing field across the world, instead of in one
where we make all the rules, we in the United States must evaluate our
present practices. We can no longer afford to put two or three times the
percentage of our gross national product into the nation’s dumps each
year than competing countries do. We can no longer approach the build-
ing and operating of our businesses as we did during World War II. We
learned there that we can build things quickly if they are only needed for
a few years or are abandoned on the battlefield. Much of our managerial
approach to business assets is alarmingly similar: build it, use it, and
throw it away. To many, it is even worse than that; we buy it and don’t
think about it again until it is worn out or disrupts the production line.

Accounting managers must rethink their accounting processes for
assets. To be value-added, accounting information must be simple and
understandable, and must provide relevant, timely information to
those who make decisions based on it.

My goal in producing this book is not just to provide a comprehen-
sive treatment of the details of accounting for fixed assets, but also to pro-
vide the management accountant with the processes to provide good
relevant decision-making information for the officers of the company.
Also, I provide the processes that are necessary to manage those assets.

The book is organized to allow you to skip over the initial processes
necessary to the system, and understand the principles and philosophy
that are necessary in managing assets.

I will also suggest a different approach to management of assets.
An asset is current production that is not used up, and instead provides
the means for future productivity. A hundred years ago, assets were
known by business people as capital goods. Capital goods are some-
thing that must be managed for the future, not just to benefit current
quarter earnings.
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What Is Accounting 
for Fixed Assets?

INTRODUCTION

Most accounting professionals believe that all there is to be learned
about asset accounting occurred in the introductory course on princi-
ples of accounting. Therefore, although this subject can become quite
complex, it has not been explored in the accounting literature.

In 1984 when the Federal Communications Commission (FCC)
called for the rewriting of the uniform system of accounts for telephone
companies, public utilities had not been following generally accepted
accounting principles (GAAP) as outlined by the Financial Accounting
Standards Board (FASB) and its predecessors, but instead used proce-
dures that had been outlined in 1934 by the FCC. The team responsible
for making recommendations on the rewriting of the system of ac-
counts established a basic policy that what was to be recommended
would comply with current GAAP.

The subcommittee responsible for reviewing and recommending
procedures for property, plant, and equipment was frustrated by the
lack of definitive information on accounting for assets. The primary
sources are very limited. The Accounting Principles Board (APB) and
the later FASB have been nearly silent on the subject beyond defining
depreciation and historical costs.

Accounting Research Bulletin (ARB) 43 was issued in 1953 to sum-
marize all previous GAAP. It requires that depreciation be calculated



2 What Is Accounting for Fixed Assets?

and disclosed. Most of the additional discussion on tangible assets
involved explaining why depreciation is appropriately calculated us-
ing historical costs. It is true that management must take into con-
sideration the probability that plant and machinery will have to be
replaced at cost much greater than those of the facilities now in use;
however, depreciation must not be calculated on the basis of this ex-
pected inflation.

ARB 43 in paragraph C5 goes on to state:

The cost of a reproductive facility is one of the costs of the ser-
vices it renders during its useful economic life. Generally ac-
cepted accounting principles require that this cost be spread
over the expected useful life of the facility in such a way as to
allocate it as equitably as possible to the periods during which
services are obtained from the use of the facility. This proce-
dure is known as depreciation accounting, a system of ac-
counting which aims to distribute the cost or other basic value
of tangible capital assets, less salvage (if any), over the esti-
mated useful life of the unit (which may be a group of assets)
in a systematic and rational matter. It is a process of allocation,
not of valuation.
After formation of the Accounting Principles Board, APB 6 was
issued in 1964 continuing the authority outlined in ARB 43.
The Board continued to support the use of historical cost as op-
posed to inflation accounting:
The Board is of the opinion that property, plant, and equip-
ment should not be written up by an entity to reflect appraisal,
market or current values which are above cost to the entity.

APB 12, issued in 1967, requires the disclosure of depreciable as-
sets and depreciation. In addition to total depreciation expense and the
major classes of depreciable assets, it also requires disclosure of:

• Depreciation expense for the period.
• Balances of major classes of depreciable assets by nature of

function, at the balance sheet date.
• Accumulated depreciation, either by major classes of

depreciable assets or in total, at the balance sheet date.
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• A general description of the method or methods used in
computing depreciation with respect to major classes of
depreciable assets.

CONSUMPTION OF BENEFITS

In 1984, the FASB issued Concept Statement 5, which included additional
discussion of assets. However, it was also limited in scope, as one
would expect in a concept statement.

The discussion emphasized the recognition assumption of assets,
clearly indicating that assets are consumed by their use and the cost
should be recognized in the accounting periods of their life.

Consumption of economic benefits during a period may be recog-
nized either directly or by relating it to revenues recognized during the
period.

Some expenses such as depreciation and insurance are allocated
by systematic and rational procedures to the period during which the
related assets are expected to provide benefits.

“Any expense or loss (in future benefits) is recognized if it be-
comes evident that previously recognized future economic benefits of
an asset have been reduced or eliminated.”

Since its creation, the FASB has entertained considerable discus-
sion about assets, but the only statements issued cover specific assets:

• Expensing versus capitalizing research and development
• The accounting for software
• Depreciation in not-for-profit organization financial statements
• Impairment of Assets
• Involuntary Conversions

FASB Concept Statement 6, Elements of Financial Statements, has
more material than any other on the accounting for long-term tangible
assets. However, it addresses itself primarily to the definition, the pur-
pose of accrual accounting, and the characteristics of an asset.

In 1985, Concept Statement 6 added a definition of assets:

Assets are probable future economic benefits obtained or con-
trolled by a particular entity as a result of past transactions or
events.



4 What Is Accounting for Fixed Assets?

CHARACTERISTICS OF ASSETS

Concept Statement 6 continues, enumerating the three essential charac-
teristics of an asset:

• It embodies a probable future benefit that involves a capacity,
singly or in combination with other assets, to combine directly
or indirectly to future net cash in flows.

• A particular entity can obtain the benefit and control others’
access to it.

• The transaction or other event giving rise to the entity’s right
to or control of the benefit has already occurred.

This is the first discussion in promulgated accounting rules discussing
the definition and characteristics of an asset. The major thrust is that
probable future benefit is the definition of an asset. To reflect it on the
balance sheet, the entity must be able to obtain benefit from the asset
and control others’ access to the asset. This statement also reviews the
concept of future economic benefit and service potential as it relates to
not-for-profit organizations. It states:

In a not-for-profit organization, the service potential or fu-
ture economic benefit is used to provide desired or needed
goods or services to beneficiaries or other constituents, which
may or may not directly result in net cash inflows to the or-
ganizations. Some not-for-profit organizations rely signifi-
cantly on contributions or donations of cash to supplement
selling prices. . . .

This discussion introduces the argument that depreciation of tan-
gible assets is an appropriate expense of not-for-profit organizations.

In a discussion of accrual accounting, Concept Statement 6 discusses
assets under a heading “Recognition, Matching, and Allocation.” In
paragraph 145, it states:

Accrual accounting uses accrual, deferral, and allocation pro-
cedures whose goal is to relate revenues, expenses, gains, and
losses to periods to reflect an entity’s performance during a pe-
riod instead of merely listing its cash receipts and outlays . . .
the goal of accrual accounting is to account in the periods in
which they occur for the effects on an entity of transactions and
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other events and circumstances, to the extent that those finan-
cial effects are recognizable and measurable.

There is a discussion of costs and revenues to determine profits for
periods. Depreciation and assets are excluded from the matching con-
cept. Paragraph 149 of Concept Statement 6 explains:

However, many assets yield their benefit to an entity over sev-
eral periods, for example, prepaid insurance, buildings, and
various kinds of equipment. Expenses resulting from their use
are normally allocated to the periods of the estimated useful
lives (the periods over which they are expected to provide
benefits) by a rational allocation procedure, for example, by
recognizing depreciation or other amortization. Although the
purpose of expense allocation is the same as that of other ex-
pense recognition—to reflect the using up of assets as a result
of transactions or other events or circumstances affecting an
entity—allocation is applied if causal relations are generally,
but not specifically, identified. For example, wear and tear
from use is known to be a major cause of the expense called de-
preciation, but the amount of depreciation caused by wear and
tear in a period normally cannot be measured.

This discussion appears to make the distinction between the
matching principle for revenues and expenses and the allocation of
the cost of using up future benefits. Although this distinction is sub-
tle, it is the point of basic disagreement between those who argue for
inflation accounting and the depreciating of assets based on current
market value and those who argue for depreciating using a lesser his-
torical cost.

Appendix B of Concept Statement 6 further discusses characteristics
of assets, defining assets as “probable future economic benefits ob-
tained or controlled by a particular entity as a result of past transactions
or events.”

Most of this discussion relates to intangible or nonphysical assets.
The FASB, in issuing its Statement 2, Accounting for Research and Devel-
opment Costs, also gives us some information on what makes up tangi-
ble physical assets. In their concern for the appropriate accounting for
research and development costs, they conclude that all should be
charged to expense accounts. However, they do give us their thoughts
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about which tangible assets should and should not be included in re-
search and development costs.

A prime consideration is that materials, equipment, and facilities
that have an alternative future use (in research and development projects
or otherwise) shall be capitalized as tangible assets when acquired or con-
structed. However, the costs of such materials, equipment, or facilities that
are acquired or constructed for a particular research and development
project and have no alternative future uses and therefore no separate eco-
nomic values are research and development costs at the time the costs are
incurred. All research and development costs encompassed by the state-
ment are charged to expense when incurred. This reflects the concept that
research and development costs will be used up during the span of the re-
search project. Tangible assets that have a life beyond the current project,
however, should be capitalized and depreciated over their useful lives.

The preceding paragraphs summarize the present state of GAAP
relating to property, plant, and equipment.

Many subjects in accounting have not been covered at length
within the promulgated statements. Most with the significance of long-
term tangible assets have been covered in more detail in secondary 
accounting material, but few secondary publications provide any in-
depth discussion on fixed assets.

Research bulletins and disclosure drafts having to do with infla-
tion accounting have not been allowed to creep into generally accepted
accounting principles.

Therefore, in determining the details of an accounting system for
property, plant, and equipment with the FCC study in 1984 and 1985,
the committee felt it necessary to use the secondary documents on as-
sets. The documents were used to establish current practice and to form
a model that telecommunications companies should use instead of the
1934 FCC regulations. The only additional definitive document dis-
cussing accounting for property, plant, and equipment was issued by
the Institute of Management Accountants (IMA, formerly the National
Association of Accountants) as Statement on Management Accounting
(SMA) 4. SMA 4 was issued in October 1972 with the title, Fixed Asset
Accounting: The Capitalization of Cost. Several concepts outlined in the
twenty-four-page statement include the following:

Costs through preparation for use
Extraordinary repairs
Base unit
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Extended life or increased capacity
Written policies
Capitalization policy
Life greater than one year
Self-constructed assets that include direct overhead
No initial development cost
Depreciation

The SMA 4 discusses a number of concepts which were then, and
still are, common practice.

All Costs to Prepare Item for Use

All costs in addition to the invoice price to make an item of property, plant,
and equipment ready for use should be capitalized in its historical cost.

Extraordinary Repairs

Normal repairs are charged to expense when incurred; however, ex-
traordinary repairs that extend the life, increase the capability, or increase
efficiency of the item should be capitalized during its life, the historical
cost increased, and depreciation recalculated from that date forward.

Base Unit

The base unit concept is not dealt with in any other document. It out-
lines the concept that property units should have a policy determina-
tion as to what constitutes the property record entity that is capitalized.
The base unit might be a complete machine or the individual compo-
nents of that machine. This concept is important when establishing a
usable property record system for a particular company. For example,
entities that use light trucks as maintenance vehicles may wear out a
number of trucks during the lives of hydraulic lifts, welding equip-
ment, and utility beds.

Written Policies

It is important for each company to have an asset manual with writ-
ten policies. Determinations of appropriate base units and other
policies unique to a company must be described and documented.
Without written policies, asset accounting will not be consistent
over a period of time.
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Capitalization Policy

A minimum level of capitalization should be identified. Accounting
records that cost more than the items are worth are not cost effective.

Life Greater than One Year

Policy should emphasize that items with a life restricted to one ac-
counting period should be expensed no matter what their cost.

Self-Constructed Assets

All costs of preparing assets for use should be capitalized; however,
only directly attributable or traceable overhead costs should be in-
cluded. General and administrative overhead costs should not be cap-
italized. If a company is not in the business of constructing assets,
overhead costs are not likely to be increased by an individual con-
struction project. Therefore, if those costs were capitalized, expenses in
the accounting period that the asset was being constructed would be
improperly reduced. Additionally, the initial development cost of
making a decision on which project to construct should not be in-
cluded in capitalizable costs. Subsequent costs for a specific project,
once the decision has been made, are capitalized.

Depreciation

The idea of the relative permanence of assets that are “fixed” is ques-
tioned by SMA 4. The statement notes that periods of nonuse should be
excluded from the depreciation schedule: “Until these assets can be said
to have completely satisfied the purpose for which they are intended—
normal or acceptable production capability—they are, for the time be-
ing, suspended accounting-wise in a sort of hiatus, not producing in-
come, hence not triggering depreciation against which it is to be set.”

SMA 4 was replaced in 1989 and 1990 by Statements 4J, Accounting
for Property, Plant, and Equipment, and 4L, Control of Property, Plant, and
Equipment. These two documents were prepared from a research proj-
ect published by the IMA Research Committee, reporting control and
analysis of property, plant, and equipment.

In other documents the discussion of accounting for fixed or phys-
ical assets is limited to a chapter, or a few paragraphs in accounting
textbooks. No lengthy document has been published that brings all the 
concepts of accounting for property, plant, and equipment together.
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There are many articles on fixed assets in accounting magazines
such as Strategic Finance, published by the Institute of Management
Accountants (IMA) and the Journal of Accountancy, published by the
American Institute of Certified Public Accountants (AICPA). Most 
of these articles discuss theoretical issues of inflation accounting and
depreciation.

There are a number of accounting courses offered by such organi-
zations as the IMA, AICPA, and the American Management Association,
as well as by a number of accounting and appraisal firms. However,
these courses are mostly directed toward the tax requirements of ac-
counting for depreciation. Similarly, there are numerous off-the-shelf
personal computer programs aimed at fixed asset accounting. Again, the
primary purpose is to fulfill tax requirements and generate depreciation
entries. Only a few provide for comprehensive property records.

NEED TO CHANGE

It has become obvious that management must change the manner in
which they approach long-term tangible assets. The many production
facilities built in the United States are wearing out. Government infra-
structures of roads, sewers, sidewalks, and utilities are all suffering
from the concept of “put it in place and forget about it.”

The need is to get the most use out of these tangible assets. Much
of the discussion having to do with inflation accounting for assets re-
volves around the problem that depreciation is not sufficient to cover
the replacement costs of assets. The high cost of replacements, the
dwindling supply of capital available, and high interest rates all require
that new management control systems be put into place. With adequate
control, management, and measurement of asset utilization, organiza-
tions can maximize the benefits from their investment in long-lived,
tangible assets.
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What Is an Asset?

INTRODUCTION

According to the Financial Accounting Standards Board Concepts State-
ment 6, assets are “probable future economic benefits obtained or con-
trolled by a particular entity as a result of past transactions or events.”
The Institute of Management Accountants’ Accounting Glossary adds a
second definition as “any owned physical object (tangible) or right (in-
tangible) having economic value to its owners; an item or source of
wealth with continuing benefits for future periods, expressed, for ac-
counting purposes, in terms of its cost, or other value, such as current
replacement cost. Future periods refers to the following year or years.”
(SMA 2A)

In its broadest sense, an asset is anything that will probably bring
future economic benefit. In looking at assets, the focus will be on long-
lived tangible assets, sometimes referred to as fixed assets or property,
plant, and equipment.

Assets are classified into two categories: tangible and intangible.
Tangible assets are assets that one can touch, hold, or feel. Typically
called fixed assets in accounting literature, tangible assets are the phys-
ical things that a business uses in the production of goods and services.
They constitute the production facilities, buildings, equipment, and ve-
hicles. These operational assets of a business include furniture, com-
puters, and similar items not used up within a year. Intangible assets
are primarily financing items: stocks, bonds, mortgages, etc. These as-
sets are outside the scope of this book.



Assets that are converted into cash during the normal production
cycle are current. Current physical assets are referred to as financial as-
sets. These are physical assets such as raw materials, work-in-progress
inventories, finished goods, and goods held for resale. Physical items
can be financial assets, held in inventory, in one business, whereas in
other businesses or applications they may be fixed assets. An example
of such a financial asset would be real estate held in inventory by a real
estate investment and sales organization or builder, which would be a
fixed asset for everyone else. Equipment manufacturers have financial
assets in finished goods or inventory held for sale, as well as plant and
equipment that will be sold to other businesses. The inventory is a fi-
nancial asset; when sold for use in a production line it becomes a fixed
asset to the purchaser.

HISTORICAL COST

Historically, asset accounting has not stimulated the interest of accoun-
tants and managers in the United States. Assets have been analyzed in
depth in terms of alternatives and appropriateness of the investment
prior to purchase. However, once acquired and put in place, assets such
as buildings, furniture, production equipment, and motor vehicles are
given little attention. Where management attention has been focused, it
has been in terms of return on investment and major tax benefits, such
as investment tax credits and accelerated depreciation expense allowed
on tax returns. In fact, these government tax incentives to buy new
equipment in order to stimulate the economy have influenced manage-
ment to replace still-useful assets that have been depreciated on the tax
records.

But there is a new perspective emerging on the part of managers
and accountants with respect to fixed assets. The high initial cost to
purchase, as well as the high carrying costs of debt, require a rethink-
ing of the management of fixed assets. Many of the same factors that
are bringing about just-in-time accounting philosophies and zero-
defect quality control within the manufacturing process are also influ-
encing managers’ perspectives on asset management. Zero defects and
quality circles of employees are aimed to reduce the high cost of less-
than-perfect products and reflect today’s need for greater precision. To
accomplish this higher quality production, it is necessary to have high-
quality production equipment. This requires preventative mainte-
nance to keep closer tolerances and less downtime. Equipment that
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fails during a production run leads to extremely high cost when the
line stops. Preventative maintenance is being regularly scheduled on
either an hours-of-use or calendar basis. This approach has begun to
replace the attitude of put it in, use it, if it breaks repair it; if it breaks
too many times, discard it and replace it.

In addition to the requirements of modern processing, a new per-
spective on the need to manage assets—those things that you have
saved and paid for which will bring future benefits to the business—
has come about as a result of the significant debt held by many busi-
nesses. The public’s attention has been caught by the high government
deficit, which must be financed by acquiring increasingly more debt.
Large existing debt and the threat of higher interest rates on new debt
due to the lower financial ratings are causing many managers to recon-
sider how to manage the assets they already have. Getting the maxi-
mum future value out of existing buildings and production equipment
has become a more important aspect of management.

In addition to process requirements and debt concerns, the cost of
disposal is also growing at an alarming rate. Replacing individual parts
instead of entire machines will reduce the production of refuse.

In the past, accounting records of assets have been kept primarily
for the purpose of establishing balance sheet amounts. The historical
cost of purchasing or constructing the physical asset is included in the
accounting property record. This amount, less depreciation, provides
the basis for a return on investment calculation, the division of net as-
sets (original cost less book depreciation) by net income.

MATCHING PRINCIPLE

The matching principle of accounting calls for the matching of costs
with the accounting period those costs benefit. The purpose of the his-
torical cost record is to ensure that the costs incurred in the purchase of
assets in a past accounting period will be spread over the future ac-
counting periods that benefit.

The costs recorded for each asset acquired include the purchase
price and anything necessary to make it ready for production. All ex-
penditures involved in the acquisition of an asset and getting it ready
for use are capitalized as part of original cost. Included are the invoice
price for the asset, transportation charges, and installation costs, in-
cluding any construction or changes to the building necessary to house
it. Other incidental costs are sales or use tax, duties on imported items,



and testing and initial setup costs. The total costs of acquiring and put-
ting the asset into actual production use should be capitalized. The use
in production at a reasonable production rate (as opposed to limited
use during testing) is also the point where capitalization stops on the
new asset and depreciation begins.

The cost of an asset must be spread on a rational, systematic basis
over the periods of its useful life. This limited accounting application of
historical cost records has led to many incorrect decisions regarding as-
set management. Recognizing this limitation, however, does not mean
historical costs records are not necessary. Records must be established
to provide information on location, maintenance history, and future
usefulness of assets. Today’s high costs of debt and the need to safe-
guard physical assets requires going beyond the matching principle in
creating property records.

FIXED ASSETS

Historically, even the term that accountants use for the long-lived tan-
gible assets of business, that is, fixed assets, expressed the opinion that
once purchased it is fixed, long term, and does not require management
attention. In the last few years, the more common “property, plant, and
equipment” has been used to describe the operational assets of a busi-
ness. Managers have found it necessary to provide additional informa-
tion about property, plant, and equipment and created records separate
from the accounting property record. Additional information includes
current market value for insurance and security purposes, and utiliza-
tion and maintenance records.

A single accounting record of tangible assets with normal account-
ing controls is far superior to multiple records. This integrated record
with accounting controls has been made much simpler with the advent
and widespread use of small computers. For example, recording mainte-
nance expenses for large equipment items is now easy. In a motor vehi-
cle fleet, actual maintenance costs can be recorded in the property record
of each vehicle. This allows review to ensure preventative maintenance
is scheduled and also to establish criteria for disposing of older motor
vehicles when they are no longer economical to maintain. It then be-
comes possible to evaluate motor vehicles based on their entire mainte-
nance record, rather than retiring vehicles based on age or mileage alone.

What are assets fixed in? Are they fixed in time, space, or value?
It is doubtful that they are fixed at all. IMA defines fixed assets as

14 What Is an Asset?
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“noncurrent, nonmonetary tangible assets used in normal operations
of a business.” See property, plant, and equipment in SMA 2A.

Past practice has been to handle fixed assets as a “sunk cost,” a
past cost which cannot now be reversed and, hence, should not enter
into current decisions.

Differential cost is “the cost that is expected to be different if one
course of action is adopted as compared with the costs of an alternative
course of action; used in decision making. Contrast with sunk costs.”
(SMA 2A)

If it is a fixed cost, then it is also a sunk cost. Is it really an asset if
you cannot sell it? If you cannot move it, modify it, or maintain it?
Those are alternative actions; therefore, historical cost of property,
plant, and equipment are differential costs, not sunk costs. The term
“fixed” cost implies a sunk cost.

This management treatment of fixed costs as sunk costs may en-
courage hostile takeovers using junk bonds. If the current management
and stockholders ignore the alternative uses of their long-term tangible
assets, an outsider may see a much greater short-term value. In a case
like this the current managers and owners are treating the fixed assets
as a sunk cost instead of a differential cost.

Few assets are fixed in any way. Most are mobile, and will disap-
pear if not accounted for or deteriorate if not maintained. Many in-
crease in value just because of inflation. If they do not increase in value,
their replacement cost certainly increases. Typically, insurance policies
require that coverage be at least 80 percent of replacement cost or re-
covery is limited to market value prior to the loss.

Even the government is learning that their fixed asset theory for
infrastructure assets needs amendment. Roads, bridges, sewer plants,
and buildings seem to be in need of replacement at the same time, be-
cause they were put in place and ignored. No plan was prepared to
manage them, to determine the best maintenance practice. Now they
are not assets, but sources of liability. While government has a limited
liability from suits due to personal injury resulting from improper
maintenance of roads, etc., businesses do not enjoy this limitation. If
an employee or customer is injured by one of your bridges, roads, or
other holdings, you are responsible for the costs. Is that driveway or
parking lot really a fixed asset? Or one to be managed so it will not be-
come a liability?

It is difficult to imagine something that should be called a fixed as-
set. Assets are not fixed in any way—not in place, time, or future income



or expense. The exception might be a work of art or historical treasure;
however, even these items, if not protected, will deteriorate. In defining
assets, therefore, we shall use the terms property, plant, and equipment
and avoid future use of the term fixed assets, which is in reality an ob-
solete term for property, plant, and equipment.

PROPERTY

Property includes lands and improvements thereon. Land is not depre-
ciated and its cost lasts in our theoretical business model forever. The
cost of land includes its acquisition cost—costs of appraising, record-
ing, and obtaining title. It also includes the initial costs of making
changes to it so that it can be used for the purpose intended. This cost
includes removing old buildings, leveling, and perhaps cleaning up
any toxic residue. When land is acquired together with buildings, the
cost will be apportioned between the land and the buildings in propor-
tion to their appraised value. If the acquisition plan contemplates the
removal of the buildings, then the total cost including removal is ac-
counted for as cost of land. Any salvage value of the removed build-
ings, when disposed of, is deducted from the cost of the land.

Toxic residue cleanup provides a particular problem in accounting
for land. If the extent of the toxic cleanup costs are known prior to pur-
chase, it is assumed that the purchase price has been reduced accord-
ingly. Then it is correct to include those cleanup costs in the cost of the
land. However, where land is owned and toxic residues from past prac-
tice are discovered, the cleanup of these items provides no future value.
Cleaning up these toxic wastes is similar to washing a rental car or lim-
ousine. You may not be able to generate any rental revenue without a
clean and polished automobile, but it does not provide future value be-
yond that. Cleaning up toxic wastes makes the property usable; how-
ever, it does not provide future benefit: It can only restore the usefulness
of the property to its level of use prior to recognizing the toxic problem.

Improvements that theoretically have an indefinite life are also
added to the cost of land. Grading, drainage, sewers, and utilities are
examples. These items are put in once and unless damaged by force or
disrupted by plans for new uses of the land, they do not require main-
tenance. Therefore, their life is assumed to be that of land forever in the
accepted business model.

The proper treatment of property costs is an area that must be
spelled out in the accounting manual for the firm so that all similar
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transactions are handled in the same way. The manual should translate
these principles into specific accounting practices for the firm. For ex-
ample, electric and gas utility installation to the meter or distribution
point are usually a part of the land cost. Beyond this, location utilities
and part of the individual building investment are to be included in the
plant category.

The acquisition of property may bring about other expenditures
which should be added to its historical cost. Some of these are as follows:

Contract price
Real estate broker commissions
Legal fees involved in the transaction
Cost of title guaranty insurance policies
Cost of real estate surveys
Cost of an option that has been exercised
Special government assessments
Fees charged by government for changes in land use or zoning
Cost of removing buildings
Cost of cancellation of unexpired lease
Cost to move tenant if payable by purchaser
Payment of past due taxes if payable by purchaser
Cost of easements or rights of way
Assessments for the construction of public improvements
Deduction of salvage value from buildings removed and sold
Toxic waste cleanup
Grading land and providing drainage
Placing utilities

PLANT

The term plant has its origin in manufacturing, where the plant is liter-
ally used to house the production equipment. This includes buildings
and other structures or improvements that have a limited life. Paved
parking lots and sprinkler systems, as well as recreational and land-
scaping improvements, are included. Also included in plant are fences,
roads, and grading and excavation costs necessary to construction of
the buildings. The distinction between property (land) and plant is the



duration of usefulness. Improvements to the property that will have a
measurable or estimated life should be depreciated over that life. There-
fore, they are charged to the plant account. If they are of indefinite life,
they are treated as property.

All expenditures directly related to the purchase or construction of
buildings or other physical plant are included in plant cost. Land in-
cludes the cost of preparation of a construction site. All costs for a spe-
cific construction are included in the cost of the product.

Some of the other expenditures that should be added to the capi-
talized cost of the asset acquired are as follows:

Contract price or cost of construction
Cost of grading and excavation for the specific building
Expenses incurred in removing trees and other foliage for the spe-

cific building
Costs of remodeling or altering a purchased building to make it

ready for use
Costs for architect’s fees, plans, and other planning events
Cost of government fees and building permits
Payment of prior year taxes accrued on the building if payable by

purchaser
Other costs such as security or temporary fencing, temporary

buildings used during construction, or other costs directly at-
tributable to the construction or purchase of the specific building

Capitalized interest

EQUIPMENT

Equipment includes the machinery, computers, office equipment, and
all other long-lived items necessary for the operation of the business.
These items require more managerial control because of their portabil-
ity and general usefulness for other than the purpose intended when
acquired. They range in price from a minimum capitalization level to
many millions of dollars for complex production machinery. Because of
the wide variety of requirements for different items of equipment, we
shall discuss them in several categories, including:

Tools
Building systems (heating, cooling, elevators)
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Irrigation equipment
Furniture and office equipment
Computers
Printing presses
Automobiles
Tractors
Trucks
Trailers
Aircraft
Livestock

Furniture and Office Equipment

Furniture and office fixtures are long-lived assets needed to run a busi-
ness. In the service industries, except for buildings, these will be the
major tangible assets of the business. The establishment of a reasonable
minimum capitalization level has to be weighed against the other fac-
tors of managing this class of equipment. Office desks and chairs that
are personally used by one manager will receive the attention necessary
to safeguard and ensure proper maintenance as required. Many com-
panies establish a $5,000 minimum capitalization level for these items.
However, telephone equipment purchased may become obsolete or re-
quire significant maintenance after a short period of time. Also, office
copiers, fax machines, and computers have a need for greater manage-
ment and future planning. It is important that these items not all have
a requirement for replacement in the same future year. Inclusion in the
property record, which subjects such items to the controls provided in
that system, may in fact reduce the dollar value at which it is desirable
to maintain capitalization. These items should be included in a detailed
policy and outlined in the handbook on asset capitalization or its chap-
ter in the accounting policy manual of the business.

When the decision is made to capitalize a particular item of
equipment, all costs involved in putting it into a condition ready for use
should be included in the asset value.

Some of the costs that may be incurred are:

Contract price
Commissions paid



Legal fees and other contract costs
Cost of title guaranty insurance policies
Cost of transferring title
Freight, handling, and storage costs
Sales or use tax and other taxes or fees assessed
Costs of preparation of the space for installation (foundations, spe-

cial walls, removal of windows)
Use of cranes or other means of installation
Installation charges
Cost of testing and preparation for use
Costs of reconditioning used equipment purchased

DEFINING ASSETS

Assets are not always easily defined. For example, a Berkeley, California,
producer of “baby” vegetables for New York City upscale restaurants
could not function without the regular and dependable inexpensive air
shuttle of the crop each morning. The New York restaurants pay a pre-
mium for the product, but it must be picked that morning and delivered
to New York City by noon for serving in restaurants that evening. Is the
transportation link from San Francisco airport to New York an asset of this
Berkeley producer? From an accounting sense, it is not; however, it con-
tinues to deliver future benefits to the company. Without that transporta-
tion link being available, there would be no business; but it would be 
impossible to establish any value to that transportation link without a sale.

If the business were to be sold, it is likely to command as an oper-
ating business more than the value of its individual components. This
additional value will be included on the purchaser’s balance sheet as
goodwill. Much of that goodwill can be a result of an existing working
transportation system from the producer’s garden to the upscale
restaurants.

Goodwill is an intangible asset. Accounting recognizes it only be-
cause there has been an actual payment for it. It must be recognized
somehow as its usefulness is used up over future periods. The asset
exists whether it is recognized in the book of accounts as goodwill or
not. However, this emphasizes the accounting concept of recognizing
asset value in accounting systems for the purpose of measuring the de-
crease in its future usefulness in relationship to its original cost. In this
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case, it is not a problem in defining the asset, but in establishing the
asset’s value.

There are other difficulties in defining an asset. In industries where
investment in property, plant, and equipment is low in comparison to
return on products, there has been no need to closely manage the in-
vestment in assets. Examples are restaurants where investment is lim-
ited to leasehold improvements. The concern of restaurant managers is
keeping their lease and labor costs down. The investment in fixed as-
sets required to run a substantial restaurant is small in comparison to
its gross sales.

The investment in leasehold improvements for a restaurant many
times are sunk costs. They have value only to the end of the lease. It may
also be desirable for marketing purposes to substantially alter them
prior to the end of their useful life. Here the value is easily established
based on what they cost to install. However, they might not be provid-
ing future benefits and therefore require replacement before their costs
have been recognized.

A different management problem exists when investment in capi-
tal items is large relative to the cost of production or when there are few
other opportunities to use the assets for different purposes. Examples
are oil refineries and pharmaceutical laboratories. Once the refinery or
drug production facilities are constructed, they are not readily usable
for any other purpose. There is also little opportunity to make decisions
relative to alternative use of these assets. A grocery store location could
be altered to become a restaurant or a hardware store, but an oil refin-
ery would cost more to dismantle than it originally cost to construct.

These cases raise the question of the value of alternative uses. The
accounting principle of recognizing decline in service value through
depreciation takes this into account in the concept of salvage value. Sal-
vage value is the value which the asset has at the end of its useful life.
The oil refinery would have a negative salvage value and current dis-
cussion is aiming at requiring recognition of the cost of its dismantling
and toxic cleanup in depreciation expense.

This entire area has been clouded by the tax considerations. The
Internal Revenue Service (IRS) will not allow the recognition for tax
purposes, but that is not justification for failing to recognize this nega-
tive salvage value in the accounting process and definition of assets.
However, this is not really a definition of asset problem. It is evidence
to support investigation into the recognition of the liability as it is be-
ing created. Problems of contamination be it by petroleum products or



nuclear waste must be included in the discussion and recognized in ac-
counting for liabilities, not in the establishment of an assets definition
or value.

GOVERNMENT ACCOUNTING

The Government Accounting Standards Board (GASB) specifies the
generally accepted accounting principles applicable to government ac-
counting. Prior to GASB establishment in 1984, current period cash ac-
counting was the standard in government accounting. Early on, the
new GASB established that full accrual accounting and reporting was
to become the new standard. Considerable opposition came from gov-
ernment accountants and their professional organizations, and the
rules outlined in GASB 11 were postponed until further notice.

The GASB then turned its attention to record keeping and disclo-
sure requirements through government-wide financial statements. Dis-
cussed in more detail in Chapter 10, financial records of government
property, plant, and equipment must be maintained at historical cost,
less depreciation.

The comment phase of the new GASB statements brought consid-
erable argument that groups of infrastructure such as roads, sewer sys-
tems (including pipes), and works of art were more like land—they did
not depreciate as long as they were maintained to provide the function
they were designed and built for. In answer to these comments, gov-
ernments were allowed to adopt a modified accounting approach for
networks or systems of infrastructure assets.

A separate category of infrastructure fixed assets defined as “im-
movable and of value only to the government unit,” was acknowledged.
Disclosure of historical cost must be made of infrastructure assets in the
government-wide financials; however, depreciation is not necessary if
specific requirements are met:

• The government must make a commitment to maintain these
networks and systems to a level specified in writing by the
government unit.

• A property record system must be created to demonstrate that
the assets are indeed being kept at the specified level.

• Regular periodic assessments of the condition of the assets
must occur.
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Failure to maintain these assets in the condition specified requires the
government entity to begin depreciation on a prospective basis.

The alternative is to reduce the specified condition level. This may
cause problems for auditors and local governments in the future. The
author’s closest town has the distinction of being identified as having
the poorest maintained road system in the San Francisco Bay area. A
rapidly growing telecommunications industry in the area has brought
traffic congestion and a need to build more and wider roads. The dis-
closure brought about by the assessment requires the city council to
consider the alternatives of creating new lanes or repairing the existing
roads. They do not have money to do both. As can be seen here, the past
government practice of building, expensing in the current period, and
forgetting about them must now be addressed.

If the above conditions are met, the government need not recog-
nize and report depreciation on the financial statements. The logic is
that items such as sidewalks, roads, etc., are a value only to the gov-
ernment unit and cannot be readily sold or converted into cash and
would not be subject to easy loss or destruction. These types of assets
may be kept in a general fixed asset account group (GFAAG). This is an
auxiliary record maintained at historical costs. Failure to keep a prop-
erty record for assets has lead to poor management of these assets. Loss
of asset value and use result from inadequate maintenance and general
neglect. Therefore, the current trend in government accounting as well
as nonprofit accounting is to adopt good property records practices
similar to those developed for business. Although a growing number of
government and nonprofit managers are choosing to adopt the same
practices and principles as outlined throughout this book, they are only
required to include fixed assets on the government-wide financial
statements.

Government accounting practice has been to buy an asset, charge
it to the current period, and use it up. No thought to managing that as-
set, or to depreciating it over its future useful periods was given. A lack
of management of these assets is now bringing them all to maturity at
the same time. This has produced an infrastructure that has been inad-
equately maintained and, of necessity, must continue long beyond its
useful life because no thought or planning has been given for replace-
ments.

For a business, an asset is an item that will provide future benefits.
It has an estimated life beyond one year and some minimum value. This
definition also holds true in government and nonprofit accounting. In



government accounting, however, assets are not capitalized and depre-
ciated in the accounting records except in enterprise funds. They are
charged in full against the general fund as an expense when acquired.
These assets are then listed in the general fixed assets account group at
original cost, or fair market value at time of donation, to the govern-
ment entity. No depreciation is charged on assets or in the general fixed
asset account group. The general fund is not affected by assets except in
the period acquired.

USER FEES

A change in philosophy is developing that all government services
should not be paid for on the basis of generalized taxes paid by all citi-
zens. Instead, user fees should provide for many of the specific services.
To deliver an adequate basis for establishing fees that cover the cost of
services, governments must be able to determine the cost of the assets
used in the period in which the fee is to be assessed. Examples of such
fees are building inspection, charges for copying government reports,
and special roadwork repair to accommodate a specific project. Cost-
based pricing systems need to recognize depreciation of government-
owned assets. Such considerations are leading government managers
to change past practices and move to accrual accounting. How do you
determine that sewer rates are covering expenses if costs of the system
assets are not included in the cost calculations?

NOT-FOR-PROFIT ACCOUNTING

Many nonprofit organizations do not require formal audited financial
statements. As a result, informal, less-than-adequate bookkeeping
systems are used. Those that receive funds from the U.S. government,
including most private schools, hospitals, long-term care facilities,
and many social services organizations, are required to have audited
statements.

Many nonprofit organizations receive grants and other dona-
tions of assets. These donated assets must be placed on the books at
current market price or recognized at a reasonable value. Techniques
for establishing this value are outlined in Chapter 7. There should be
no differences in accounting for and managing assets in a nonprofit
organization and a business. The same generally accepted account-
ing principles apply.
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From a practical point of view, this causes some problems. Con-
sider the example of a small farmer’s marketing association. The asso-
ciation promotes the on-farm sales of their members by printing and
distributing a map of the county with the location and description of
each farm. The association holds a farm fair each year to generate the
funds to run the organization and membership dues provide the rest of
the income.

The assets of the association are the map and its trademarked
name, cash, supplies, and equipment used to operate the fair. Food
stands, the electrical distribution system, and signs are examples of the
association’s assets. For personal property tax purposes, the assets are
valued at $16,500; however, no value is carried on the books. As with
governmental fund accounting, these items were expensed as pur-
chased. Others were constructed by members with donated labor and
material. Is there any benefit to the board of directors to have a prop-
erty record of these items? Is there a need to show the depreciation ex-
pense in subsequent years’ reports?

Establishing controls to ensure that these assets do not disappear
is important. The association does not have a dedicated office or place
of business where these assets are stored. Unless a property record is
maintained, the best memory of members is all they have. The fair
equipment is only used once a year and is stored at a member’s farm
the rest of the time. It can easily be lost if the storing member moves or
transfers it to another member without record. The part-time staff do
not have equipment storage and maintenance as a specific duty. The
fair manager, of course, has an interest in knowing where these assets
are, their state of repair, and their future usefulness. The elected board
of directors must know the future life expectancy to plan for the equip-
ment’s replacement.

There is a need then to define physical assets in these nonprofit or-
ganizations as they would be defined in a business.
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3

Classifications of Asset
Transactions

INTRODUCTION

When a business event occurs that affects the physical assets of the com-
pany, it must be recorded in the books of account. This is done by clas-
sifying and coding the transaction.

Classification of a transaction is defined as

The identification of each item and the systematic placement of
like items together according to their common feature. Items
grouped together under common heads are further defined ac-
cording to their fundamental differences. (IMA Classifications
and Coding for Accounting Operations, page 5)

The classification process identifies transactions so that they may
be assigned to individual codes, stored in accounting databases, and re-
trieved at a later date. The coding systems allow identification and ma-
nipulation of raw accounting data in a fashion that allows management
to base decisions on the data.

A standardized identification system of assets must be established.
This will provide a means to identify, select, and assign the numerous
accounting codes to transactions. The purchase, transfer, or disposition
of an item of property, plant, or equipment must be recorded by the ac-
counting system.
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The classification system must be designed to produce consistent
coding of similar transactions. The system must allow different people
over wide time frames to arrive at the same classification for similar
transactions.

It is necessary to make it easy for the person handling the transac-
tion to classify and identify the correct code. Their main concern is to
use the asset, not classify and code it. Because these functions are gen-
erally not done by accountants, there is a need for good guidance in the
accounting manuals. Special emphasis should be placed on the creation
of the coding and classification systems.

It is important to note that if an expense item is incorrectly classi-
fied, it only affects one accounting period. However, misclassification
of an asset fails to enter it in the proper property record and therefore
does not establish the controls of that asset. The lack of management
and control mechanisms may mean that the asset is not put to its best
use. It also may trigger incorrect personal or property taxes on the busi-
ness. Likewise, faulty coding means that depreciation expense and
other performance measurements of the business will be incorrect.

The identification of a base unit is particularly important on pur-
chase and disposition transaction.

The classification process will establish the characteristics of busi-
ness events that must be accounted for. Property, plant, and equipment
are the largest classes of physical assets. Each of these classes must be
broken down into logical parts. Property includes land, grading, pave-
ment, drainage, for example; equipment is a very broad class. Sub-
groups must be established based on the type of business and the
needed reports.

CLASSIFICATION SYSTEMS

Classification systems must define to the lowest level that which will be
required for aggregation analysis of the data after it has been placed in
the property record. Because most assets will also be recorded in a prop-
erty record system, a number of identification codes must be assigned.
The classification must include the general ledger account, property
type, its use, location, activity, and department. It will be necessary to
review required reports for GAAP, tax authorities, property control, de-
preciation studies, and so on. Review of the many report requirements
will establish the lowest level of detail that must be separately identi-
fied and coded.
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In designing a classification system for property, plant, and equip-
ment, it is not possible to divorce it from the remainder of the accounting
system. The general ledger accounts typically are the major classifica-
tions. Within each of those classifications, it will be necessary to identify
those things that are unique to the particular business. Although this dis-
cussion is confined to classifications for property, plant, and equipment,
an overall accounting classifications process must be in place in the com-
pany. This process should be established and documented at least at the
general ledger account level prior to attempting to create one specifically
for property, plant, and equipment.

The classification system should be designed by accountants but
requires the assistance of operating management. The people most
knowledgeable about how to identify items must be involved in the
process. An accountant need not know in detail how the theory of elec-
tronics or quantum physics works to classify exotic things. However,
someone who understands the minutiae of the business must assist in
designing a classification system for a company that utilizes significant
numbers of exotic items.

The classification system must be documented in the accounting
or property record manual.

In establishing the classification system, distinctions must be
made between characteristics of physical items. Examples are mobile
versus fixed equipment. In motor vehicles, licensed versus those not re-
quiring licenses. In the manufacturing process, production equipment
should be in a different classification from research or laboratory equip-
ment. Some businesses will require distinguishing between different
types of property. In one business, a characteristic may be important
enough to be separately distinguished. In other businesses, that char-
acteristic will have little or no importance.

The best way to understand why two different types of businesses
have different classification needs is to look at an example. In a trans-
portation firm, it will be important for the classification of motor vehicles
to distinguish between those used to carry passengers versus ones used
for freight. A car rental firm will have automobiles classified as rental.
Identical automobiles may also be in their property record as used for ad-
ministrative purposes. The classification system should provide two sep-
arate classes for automobiles. Rental cars and administrative-use cars.
This is an example of a subclassification by use.

A transportation firm involved in carrying freight will probably
require a distinction between light versus heavy trucks. It is likely that
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the useful life of heavy trucks will be greater than those of light trucks.
When life, use, and depreciation method must be differentiated, then
these characteristics must be separately identified within the classifica-
tion system.

For example:

Motor vehicles
Carrier vehicles

Passenger vehicles
Vans
Buses
Taxis

Freight
Heavy truck
Light truck

Businesses not in the transportation industry will have different
characteristics that will need to be identified in vehicles. A typical clas-
sification scheme may be as shown:

Motor vehicles
Autos and trucks
Shop vehicles

Because vehicles are not of major importance in the nontrans-
portation business, it is not necessary to distinguish between as many
characteristics.

Review of your specific business’ needs in terms of characteristics
to be identified is important. Some assistance may be available to you
in industry publications. A number of recommended classification sys-
tems have been established for particular industries. Suggested charts
of accounts for your type of organization in AICPA industry accounting
manuals or in manuals published by professional organizations, such
as the Government Finance Officers Association or those in the Code of
Federal Regulation for Regulated Utilities, may be a good starting point
for looking at your classification design. Like the charts of accounts that
are in off-the-shelf computer systems, however, they should be viewed
as a starting point. None will contain all of the distinctions and separa-
tion of characteristics needed by your particular company.
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ACCOUNTING POLICY DECISIONS

Each organization will have different needs. You must review your com-
pany’s accounting policies. If they are not already in place, they should
be established and documented. In establishing a classification system
for physical assets, the capitalization policy is of prime importance. It
will be of significance whether the classification distinction between
capitalized assets and expensed assets is $100 or $5,000. The procedures
for establishing the capitalization policy are covered in Chapter 4, but it
is important to note here that a policy must be definitive, written, and
documented. It will establish the parameters for classification. If all
items over $100 are to be capitalized, then it is not likely that any expense
items will be contained in the property record. However, if a capitaliza-
tion policy for your organization requires expensing of all individual
items less than $5,000, then it is likely that your property record will con-
tain items that have been expensed. These different situations establish
different classification characteristics that must be identified as well as a
different design for your property record.

To assign a unique code to a transaction characteristic, it must be
identified in the classification and coding system. Output reports can
provide groupings in any combination that are separately classified
and coded. Unless a separate classification is identified and a code as-
signed, there can be no separate identification on a report. Any item
that is coded individually can be separately identified or aggregated
and shown in total by some grouping.

State and local tax laws will establish characteristics that must be
identified in the classification system. To establish within the property
record system a control mechanism that street-operated motor vehicles
are properly licensed, that characteristic must be separately identified.
Similarly, real estate and personal property tax are applied by many ju-
risdictions to business property. Where a different tax rate or reporting
on tax reports is required, that characteristic must be included.

The depreciation methods used for different types of physical as-
sets must also be considered. Each type of property that utilizes a dif-
ferent depreciation method should be separately identified. Similarly,
items with different useful lives should have a means within the classi-
fication system of separate identification of that characteristic.

Each general ledger and subgroup within the accounting system
must be separately identified. The account code itself is typically the
largest classification grouping; however, in some organizations, the
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account code is used for all distinctions of characteristics. That makes
for a lengthy account code and complexity in its assignment. Most or-
ganizations, as outlined in other chapters, will find it more appropri-
ate to have separate codes with separate fields individually assigned
to identify the many characteristics.

Capital Budget Categories

It will be necessary to review the organization’s capital budget require-
ments and identify those characteristics that must be separately identi-
fied. To make capital budget decisions, it is necessary to aggregate and
review past expenditures. Similarly, the maintenance expense on differ-
ent physical items will be important in projecting what future capital ex-
penditures must be budgeted for. In most organizations, the capital
budget will not identify additional items for classifications. The capital
budgeting process is typically done in a more aggregated fashion. How-
ever, an organization that does research in other than a dedicated or-
ganization may require a separate budget report identification on research
equipment. In other organizations, the department responsible for re-
search is identified and the budget created by that organization. Some
means must therefore be available to separately classify by organization
as a budget category.

Items of physical property subjected to different inventory con-
trols should also be identified with separate classes. Some property will
require a specific physical inventory to establish its location and exis-
tence. Other items such as furniture in large meeting rooms or cafete-
rias may only be maintained in aggregate without annual verification
requirements. In establishing the classification system, review the dif-
ferent inventory methods used and establish a classification for each
method.

Property security and internal control procedures should be re-
viewed. Items of high value and portability may require not only
greater inventory controls, but also security. Computers and other
small electronic devices require greater control procedures. Businesses
operating in remote areas such as construction, mining, and timber
companies may require different security and control procedures for
equipment left in those locations. Airlines and aircraft rental companies
managing fleets of aircraft have special internal control, security, and
inventory problems with component electronic devices in the aircraft.
They are typically removed and replaced for maintenance, have easy
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portability, are high cost, and can be transferred to other uses and there-
fore should be separately controlled. These needs must be considered
in establishing classification system design. Government organizations
involved in law enforcement as well as private security companies
should consider their control procedures for safety equipment. Items
such as firearms will have special classification requirements.

Having identified these characteristics within the classification
system allows transactions to be separately coded, stored in accounting
databases, and retrieved at a later date. The purpose of classification
has been to group, compare, and display the data. The result will be the
creation of reports to assist in analysis and decision making.

CODING OF TRANSACTIONS

The classification system should be documented in the accounting or
property record manual. It can then be used as the basis for the defini-
tions of items that will be individually coded. The various codes are the
means of shorthand communication with the accounting system, be it
manual or on computer. Each classification category and subgrouping
must be documented. Included should be a definition and brief de-
scription of each item.

Accountants design and provide the classification and coding sys-
tems with the assistance of others. The coding is primarily accomplished
by nonaccountants. Purchasing agents and others that purchase, mod-
ify, repair, move, and dispose of the company’s physical assets will gen-
erally do the coding of those transactions.

In establishing definitions and coding systems, it is important to
keep in mind that the person handling the transaction must be able to
simply identify the correct code and assign it to the transaction.

Coding of accounting transactions is defined as “the assignment of
numbers, letters, or other symbols according to a systematic plan for
distinguishing the classifications to which each item belongs and for
distinguishing items within a given classification from each other.”
(IMA Classification and Coding for Accounting Operations, page 6).

The coding should be placed on the document that authorizes
purchase or transfer of the item. The purchase of new equipment may
be coded on either the ordering document or an invoice to be processed
for payment. In addition to handling payment or creating an accounts
payable record, the new asset record should be established within the
property record.
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Description code
Acquit to standard descriptions included in the asset manual

Date of acquisition
Invoice or delivery date

Historical (book) cost
Cost to put in service per GAAP

Name of vendor or manufacturer
Estimated salvage value

Proceeds expected from sale at end of useful life
Estimated economic life
Expected length of life in years
Depreciation method

FIT, state, book, straight line, accelerated, etc.
Costs of reproduction new and date established

Appraised value on date, used to determine cost to replace
Insurance coverage

Value for insurance, cost of reproduction less self-insured 
increment

Maintenance expense record by year
Expenditures on maintenance from original placement or last 
X years

Estimated deferred maintenance
Annual assessment to return to top condition

Leased property
Indicator of leased property to be controlled, but not depreciated

Expensed item
Not depreciated, but controlled

Examples of coding systems that might be used are as follows:

Sample General Ledger Chart of Accounts
11000 Property
11100 Land
11110 Grading
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The person coding the documents should know who to consult
about unusual transactions. During unusual or unique transactions,
such as purchase or construction of land or buildings, it may be neces-
sary for the asset accountant to be contacted for an opinion on the cor-
rect coding. For most transactions, however, the definitions documented
in the assets accounting manual should make it simple to identify the
appropriate codes and place them on the correct accounting document.
Remember, the aggregate of the mini transactions that are being coded
provide the information on which decisions are based. The accounting
results and measurement of the organization will be significantly af-
fected by the quality of the coding decisions.

The distinguishing attributes that are of significance to the user or
purchaser of the item should be easily established. The various coding
systems must then be documented in a fashion that allows easy access
to a definition that is meaningful to the person doing the coding.

PROPERTY RECORD CODING SYSTEM

The individual characteristics that have been identified in designing the
classification system must be represented in the coding scheme. The fol-
lowing are examples of transaction code; your organization’s system
may well have additional unique requirements.

Property record class
Land, building, furniture, motor vehicle, construction equip-
ment, etc.

Asset identification number (tag number)
Unique number sequentially assigned to each property record
item

Property type
Taxes—real, personal, lease, etc.

Location code
Address, building, floor, tax district

Organization code
Code to identify the organization responsible, typically hierar-
chical code

Custodian identification
Code to identify department custodian (may be last name)
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Radios
Survival equipment
Engines

13500 Furniture
Office
Fine arts
Rugs
Tables
Computer desks
Chairs

13600 Fixtures
Drapes
Lighting systems

13700 Production equipment
13800 Vehicles
13810 Large trucks
13820 Autos
13830 Light trucks
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11120 Drainage
11130 Removal of buildings
11140 Toxic cleanup
11150 Preparation for intended use
11199 Other
11200 Improvement to land
11210 Landscaping
11220 Grading
11230 Retaining walls
11240 Roads, parking lots, and sidewalks
11250 Utilities
11260 Culverts, catch basins, trenches
11270 Railroad sidings
11290 Other
12000 Plant
12100 Buildings and other structures
12110 Leasehold improvements
12120 Air conditioning and heating units
12130 Attached, integral part
12131 Wiring
12132 Electrical lighting systems
12133 Boilers
12134 Plumbing
12135 Fire protection systems
12140 Passenger elevators
13000 Equipment
13100 Mobile
13110 Forklifts
13120 Tractors
13130 Electronic test equipment
13140 Garage equipment
13200 Machinery

Tools
Power saws
Planers
Welders
Tooling

13300 Computers
13400 Aircraft

Electronics





39

4

Determining Base Unit

INTRODUCTION

In establishing a consistent asset policy, the determination of base units
is of prime importance. The base unit is the smallest asset component.
It is the basic unit in which the property records are maintained.

The definition and policies for establishing base units should be
written by the asset manager and accountant. It should be reviewed
and approved by the company’s senior management. The policies that
establish the base unit will have a long-term impact on the decision of
what to capitalize versus expense in the current period. This will have
great impact on the company’s financial results. It also affects the abil-
ity to control assets and the expense of the asset accounting process. The
base unit is the smallest item capitalized. All components of a base unit
are capitalized as part of the base unit in initial purchase. Subsequent
replacements of components will be expensed when purchased.

DEFINITION OF BASE UNIT

Little authoritative documentation has been done on establishing a
base unit. The only definition currently cited is contained in the In-
stitute of Management Accountants (IMA) “Statement on Manage-
ment Accounting 4J.” It states, “Base unit . . . is the least expensive
cost objective to be capitalized. If a computer system is capitalized as
a single asset, then the computer system is a base unit. If a central
processor (CPU), the disk drives, and each work station are recorded
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as separate assets, then a CPU is a base unit as are the disk drives and
work stations.”

The definition of cost objective is “a function, organizational sub-
division, contract, product or other work unit for which arrangement is
made to accumulate and measure cost. (IMA Statement on Management
Accounting 2)

These definitions provide evidence of the difficulty in document-
ing the concept of base unit. Webster’s New World Dictionary has the
word defined as, “1 to determine or set down the boundaries of: set
down or show the precise outlines of. 2 to determine and state the lim-
its and nature of; describe exactly. 3 to give the distinguishing charac-
teristics of.”

It is easy to apply these definitions for a specific base unit. A com-
puter or a disk drive can be described exactly. Its limits are precisely es-
tablished. It is quite another thing to write a definition of the generalities
of a base unit. A base unit can be an entire building or each of its compo-
nents, an entire assembly line or its components.

The definition of a base unit must be established for each individ-
ual company. In this chapter, the elements that must be considered and
how a general definition may be written will be discussed. Be aware
that each industry and each company within it will have different re-
quirements.

PURPOSE OF A BASE UNIT

Base unit definition is the necessary element of a consistent capitaliza-
tion policy. Once a base unit is established it should not be changed, un-
less there is a significant reason.

In establishing the formal policy, two main factors should be
considered:

1. Record-keeping costs—very small base units will necessitate
large numbers of assets records. This will increase the cost of
maintaining that accounting system.

2. Value of the detailed information—value can be measured in
many different ways. The value of an asset can be the
replacement cost. It can also be the cost if the equipment
breaks down because preventative maintenance was not
performed or if legally required maintenance must be
accomplished at a time when the asset is needed on line. An
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example of this would be an aircraft that must have
maintenance checks each 100 hours. It is important to
schedule this when the craft is not needed for a scheduled
flight. Another cost is having an item in the right place when
required. Construction equipment such as cranes or graders
have a large carrying cost. If the one needed on a construction
job in one city or state is at another location, considerable
expense can be incurred while a crew waits for it to be
delivered. All of these costs should be considered in
determining not only the information to be maintained in the
property record, but also establishment of a base unit. The
base unit definition will determine what items are given
individual property record identification and control. In the
case of an aircraft, engines also have required major
maintenance intervals. Normally, spare engines are
maintained. At the appropriate maintenance interval, engines
are swapped, and the aircraft continues on with a new engine
while the one removed is overhauled. It is important in this
case to actually maintain the engine as the base unit and
control it as an individual item.

The ability to control an asset, in many cases, provides much more
benefit than the cost of maintaining an additional record. However, the
cost of control is not just the computer record. The major cost is in en-
suring that the record is maintained. The location of a major piece of
construction equipment must be reported each time it is moved, if in-
formation on its whereabouts is to be available. The cost of making such
a report, and following up to ensure the report is made, could be of
greater cost than the value of the information produced. If a company
owns only one or two cranes and they have a single operator, other
means of ensuring that equipment is in the right location are possible.
The operator can be given the schedule of when and where the equip-
ment should be available. However, for a company that has a number
of pieces that must be juggled between jobs—not by the operator, but
by project managers—the cost of keeping the file updated will be neg-
ligible in comparison to not having equipment at a location when it is
needed.

Maintaining adequate asset records for tax purposes is necessary.
Tax depreciation may be different from that required for accounting
books. Sufficient detail should be maintained so that the tax return can
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be prepared from the information in the property record. In establish-
ing a base unit, consideration of tax rules is important.

A building might be established as a single base unit with its
furnishings separately identified. However, tax depreciation will be
different for the building itself than for heating and air conditioning
units, as well as lighting, refrigeration, and other built-in systems.
The tax rules are established to accomplish government policies not
based on any accounting logic. Periodically, the government estab-
lishes investment tax credits to encourage businesses to purchase as-
sets. These credits allow profitable companies to reduce the cost of
their assets through a reduction in taxes. Typically, the rules apply to
assets with lives greater than five years. Consideration of making in-
dividual items that have in the past or may in the future be eligible
for investment tax credits is an appropriate exercise in establishing a
base unit.

Underlying accounting principles also will affect the definition of
base units.

Materiality

We should not spend money to keep records that would not alter de-
cisions. In the past, assets have not received much management at-
tention. They are receiving more attention today because of the high
cost of debt. The past practice of ignoring assets is now material.
Many companies, in addition to government entities, have taken the
attitude in the past of purchasing assets, installing them, and ignoring
them. Now, companies need to make up for deferred maintenance.
The replacement of assets all at the same time is becoming a material
concern.

The reduction in cost of maintaining records with the introduction
of personal computers was significant. Asset software is now catching
up with the computer improvements and there are accounting systems
that can be purchased relatively inexpensively for integrated asset
modules within complete accounting systems. Similarly, the reduction
of cost of maintaining those records through “one write” systems that
capture changes in assets through routine accounting entries has re-
duced record-keeping costs. Asset databases are now updated from
purchase and maintenance documents that are required for other than
asset record-keeping purposes.
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Consistency

Reports must be produced on a comparable basis. To accomplish this,
transactions of a similar nature must be handled in the same way even
by different people and in different time periods. For this to happen,
written policies must be produced and must be taken into considera-
tion in defining base units. The designation of a base unit and its prop-
erty record class must be easily discernable by different people. What is
easily discernable by an asset manager or accountant may not be un-
derstood by purchasing agents, mechanics, and managers.

Full Disclosure

The information presented in reports must include everything an in-
formed reader needs to arrive at a conclusion. Nothing of substance
should be concealed or omitted. Establishment of base units has an im-
pact on the material that can be produced. Leverage buyouts that have
had such an impact on our economy during the 1980s were, in many
cases, made possible by the lack of disclosure regarding assets. Finan-
cial statements only contained the depreciated historical cost. Present
management had no idea of their current market value. Establishment
of very large base units in terms of dollars can perpetuate the lack of
disclosure. This principle is also cited as a reason why historical cost is
not an adequate measure of the value of assets. In determining what is
a base unit, consideration should be given to separating items that will
have material future value versus those that do not. An example might
be a light utility pickup. The future value of the pickup will be based on
the depreciated value in the used marketplace; however, a utility bed,
generator, or hydraulic crane attached to the pickup may have a con-
siderably different value based on future utility. Separate base units
should be established based on the expected life of an item in addition
to its expected value at the end of that period. Another example is in
furniture: Hardwood furniture not subject to damage may have greater
market value in twenty years than it had at the time of purchase. A ser-
vice organization, such as a real estate firm, may have a significantly
higher market value in fully depreciated office furniture. Furniture in a
department store or an office environment where it is subject to con-
siderable wear and tear will not have much future value. In many busi-
nesses, furniture will be an item to lump together, with little reason for
spending the cost of maintaining individual property records.
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Full disclosure is appropriate when viewing financial statements
as a whole. Statements that contain so much detail as to be over-
whelming to the reader are of no use. They also increase costs beyond
any benefit. This is a significant reason for not capitalizing each small
item used for a period longer than one year.

Objective

A written set of decision rules for classification of each transaction is
necessary. The person making the classification decision must be able
to follow these rules and arrive at the same conclusions regarding sim-
ilar assets in different time periods. These rules must also allow differ-
ent people to arrive at the same conclusion.

ESTABLISHING BASE UNITS

In establishing the list of base units for your organization, make deci-
sions using specific criteria. The estimated life of a base unit and its
components should be the same. All components of a base unit should
have the same depreciation life. Tax and accounting depreciation will
be different for the same base unit, but all components of a base unit
should have the same tax life. It should also have only one accounting
depreciation life, even though different from tax life.

A base unit must be readily identifiable. It must be distinguishable
from other similar items and it must be readily apparent to the observer.
In the personal computer example, a processing unit, disk drive, and
monitor all contained in the same computer box are not readily identi-
fiable. They appear to be all one item to the casual observer, because
disassembly would be necessary to make separate units. Even more dif-
ficult is the installed computer card to provide additional capability. 
Examples are telephone modems, additional storage, or automatic pro-
cessing functions. The base unit must be subject to verification of its ex-
istence without disassembly.

Aircraft, manufacturing production lines, and complex equipment
may pose difficulty in meeting this criteria. In contrast to the personal
computer is an aircraft with four or six engines. Engines are readily
identifiable and can have separate serial numbers; individual radio
equipment within an aircraft may be more difficult to establish. Tele-
phone switching systems may all be located within a single cabinet
much like a personal computer. Capabilities of handling ten, twenty, or
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one hundred telephones may be added to the cabinet without any ex-
ternal modification. If these items have material value and a need for
control, they should be individually identified. Establishing separate
base units may also require education of the people who are responsible
for those assets in order that their existence can be verified periodically.

Minimum Capitalization Policy

The value of a base unit should generally be no less than the minimum
capitalization policy established. Typically this minimum would be be-
tween $1,000 and $5,000. Any amount less than the minimum capital-
ization policy should be expensed. In establishing base units for your
company, however, this minimum would not be rigidly adhered to. A
$5,000 part of the airframe of a $5,000,000 aircraft is not material. If one
part must be present for the aircraft to be operational and it is not sub-
ject to further need for control, there is no reason to consider less than
the entire airframe one base unit. However, a $3,000 radio set, life raft,
and other emergency equipment contained in the aircraft may be an
appropriate separate base unit. Factors other than a reasonable mini-
mum capitalization level are ability to control, the possibility of getting
lost, and so forth.

Similarly, maintenance requirements and the ability to check that
necessary maintenance is accomplished must be taken into considera-
tion. Individual components of a manufacturing production line will
have differing maintenance requirements. Personal computers, disk
drives, molding, and welding or fabrication equipment may have little
maintenance need. However, the components that do the fabrication
may have close tolerances that should be ensured on a specific interval
of calendar time, hours of use, or a combination thereof. Components
that have different maintenance requirements should be established as
distinct base units.

For some items, there are legally required maintenance intervals. In
addition to aircraft, large trucks operating on the highway must have
periodic maintenance as well as inspections to ensure they are within
tolerance. These inspections may be performed by state inspection sta-
tions on a calendar basis; they may also be performed by employees cer-
tified as mechanics or inspectors. Records must be maintained and made
available when requested. Individual components such as tractors, trail-
ers, airframes, engines, and electronic equipment with legally required
maintenance or inspections should be established as separate base units.
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Industry practices must also be taken into consideration. In the
cattle industry, different practices exist for the commercial breeder who
produces meat to eat versus the registered breeder who produces ge-
netic improvements in breeding cattle. The commercial breeder typi-
cally maintains records of a cow and calf unit until the calf is weaned
and then will keep a record of the year’s production of steer calves. The
registered breeder, however, will create a new asset record for each calf
as it is born. The difference in the industry is the relative value of a new
calf, which will vary from $200 or $300 for a commercial breeder to
$15,000 or $100,000 for the registered breeder. Also, individual records
of the lineage of the new registered calf are necessary. The recording of
individual birth dates, weaning weight, and birth weights contributes
to the value of the registered breeding animal.

Similarly, aircraft and trucks have periodic maintenance routines
that may keep them in usefulness well beyond their depreciation life.
Practice in the industry requiring legal inspections and continuous
maintenance will keep these assets in use well beyond reasonable de-
preciation lives.

In some government units, it is necessary to maintain base units of
small and inexpensive items. Examples are police and fire safety equip-
ment. Pistols and revolvers, oxygen units, and other small items must
be controlled for security reasons.

Nonprofit organizations may find it necessary to have base units
that are much smaller than their capitalization minimum. For example,
a nonprofit trade or marketing association that maintains assets neces-
sary to put on periodic fairs or educational activities may have many
items whose original cost is less than $100. The fact that these items are
stored in members’ donated buildings requires greater control efforts.
One nonprofit organization that conducts a fair annually to raise the
funds for its promotion and advertising events has such a system. The
assets consist of portable fencing and booths with walls, windows, and
roofs to meet food handling requirements. They also have installed
lighting and underground electrical wires in the local park where the
fair is held. The portable lighting booths and fencing are stored in one
or more members’ barns throughout the year. As the needs of the mem-
bers change, these items may be moved. The institutional memory is
dependent upon volunteer managers who change from year to year, or
a detailed asset record. Most of these assets were expensed as they were
created. Lumber and wire were purchased typically in less than $200 or
$300 increments and the booths were then constructed. However, in
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order to know the location of the asset and its condition, the organiza-
tion found it necessary to create an asset record. Many of these items
have been carried at a historical cost of zero indicating their original ex-
pense. There is also a requirement in this jurisdiction for businesses as
well as nonprofit organizations to maintain records of personal prop-
erty and pay a tax to the county. A property record substantiates the 
existence of the items, but a zero-value entry in the property record
substantiates not paying personal property tax.

Each individual booth, however, is maintained as a property
record item (base unit), and condition, estimated need for replacement,
etc., is maintained in the property record for each item.

DECISION RULES

A prime consideration in documenting the rules for determining base
units and the list of base units by property class is that they are under-
standable by the nonaccountants in purchasing, management, and pro-
duction. The means of identification should also be useful to those who
are using the assets. Examples are individual works of art, which are
numbered and identified, versus a flock of breeding hens, which may
have leg bands designating their particular hatch.

Each base unit must be identifiable by some means on invoices
that document its purchase, move, and retirement. Some means of iden-
tification is necessary to distinguish each individual base unit from sim-
ilar ones.

Controllability depends on the environment in which the asset is
used. Fish in the ocean or birds loose in the wild are not controllable. It
is no different from small tools used by construction crews that move
from place to place and are used by many employees.

In some cases, the environment can be established to improve the
controllability and reduce the number of base units required. For exam-
ple, in high school vocational classes, it has long been the practice to
have tool cribs. One person passes out the tools at the beginning of each
period and is responsible for ensuring that they are back in the crib
hanging in a specific spot at the end of the period. Typically, these shops
have a designated spot for each tool with its outline drawn, and if one is
missing it is immediately obvious. A different approach is used by li-
braries, where an individual record of the book and its whereabouts is
maintained. In the case of the tool crib, the review procedure eliminates
the need for an individual record of the asset because it can be controlled
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by its environment. However, in the library situation, a record must
be maintained in order to know whether the book is housed on the li-
brary shelf.

DIFFICULTIES IN ESTABLISHMENT

Establishing the exact level of detail that is appropriate for a particular
business is difficult. It will also vary by asset categories. For some cate-
gories it would be particularly difficult to find a record-keeping basis
that is meaningful to the individuals using them. A maintenance docu-
ment prepared to record an employee’s time is self-policing. If a docu-
ment is not filed, then the employee will not be paid. There is no reason
not to include the asset that had maintenance performed on it on the
employee’s record. Also, where repair parts must be requisitioned, that
document can contain the identification of the assets worked on. How-
ever, when neither of these conditions exist, it may be necessary to have
a document prepared that is only processed by the asset property
record. Movement of assets from one location to another may not be
connected with any other transaction. Creating documents just to main-
tain property record information will substantially increase the cost of
record keeping.

Being able to describe exactly the distinguishing characteristics of
a base unit provides difficulties. In most cases it is necessary to create a
list of property record items, assigned asset categories, and classifica-
tions. These are documented in the asset manual and are available for
all who must produce asset documents. Documenting new purchases
that are not yet included on these lists requires the involvement of the
asset manager or accountant.

These difficulties can be overcome by having the asset manager
and accountant create lists of base units, assign property record classi-
fication, and include each item in the asset manual.

Policies established for capitalization and accounting for assets
must be documented. Consistency in applying these policies is neces-
sary to have meaningful records that allow for good asset management.
The documentation of these policies is covered in Chapter 6.

Establishing policies that define the base unit within the property
record can have a major impact on consistency. For example, a building
can be constructed as a shell with only bearing walls and permanent
fixtures installed at time of construction. As each occupant moves in,
they purchase drapes, blinds, and rugs and install walls, counters, and
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partitions. This method would have a different accounting treatment
than if the building were constructed as a turnkey operation. When the
construction project includes all elements of making the building ready
to occupy, everything is included in the initial building capitalization.

Establishing base units reduces this problem and provides for a
consistent property record being constructed under either scenario.
Each of the major components of the building should be established as
a base unit when it is valued at more than $1,000 and has a life ex-
pectancy beyond two years. Smaller, less expensive items should be in-
cluded in a larger base unit. The base units will be the same if installed
during the building construction phase or added later.

The following sections explore the example of a building, the base
units to be established, and the policies that should define them.

LAND

Each separate parcel of land should be established as a separate base
unit. If a parcel has a separate property tax bill from the taxing agency,
it should have its own property record; but parcels can vary from a
small lot to one that is thousands of acres in size. Included within the
base unit of a land parcel are the costs of clearing and preparing the
land for use. Permanent drainage facilities as well as utility improve-
ments for sewer communications and power are included within the
land base unit. Improvements such as parking lots, landscaping, and
sprinkler systems where the value is greater than $1,000 should be sep-
arate base units in the building account. Each base unit will be sepa-
rately recorded as an asset and a property record will be maintained.
Items that require monitoring for appropriate maintenance and re-
placement should be included as a separate base unit and property
record item. The land account should not include items that are subject
to regular maintenance or replacement.

BUILDINGS

In establishing a base unit for buildings, thought must be given to
whether each individual building is maintained separately or if auxil-
iary structures are to be part of the basic building. Generally, it is ap-
propriate for each building to be a separate base unit, but where a large
building exists with an adjacent ancillary structure, such as for power
or grounds maintenance storage, the two structures could be included
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as one. In reviewing the building, however, remember that the building
structure with routine painting and maintenance will last indefinitely,
but components of that building such as heating, air conditioning,
roofs, gutters, and drainage have a more finite life. When addressing
the establishment of one base unit for the entire structure as opposed to
having the roof or heating system as a separate base unit, look at the ac-
counting that will occur over the life of the building as a result of es-
tablishing base units.

After the building has been in place for some time, maintenance
and modifications to its systems will be necessary. If a new roof is re-
quired, is it appropriate to retire the old one and capitalize the new one?
Accounting practices call for retirement and recapitalization if it sub-
stantially increases the value of the asset or extends its life. The same is
true with painting the structure. Normal wear and tear of the building
will probably require some rooms to be painted on an annual basis. It is
general practice to repaint offices and rooms when they are vacated due
to a change of occupant. This does not extend the life of the building,
however, it is less expensive to paint an empty room, and new occu-
pants generally have their own pictures and appointments that do not
always hide the scars of the previous tenant.

When a heating or cooling motor or compressor needs replace-
ment, is this routine maintenance or is it the replacement of a major item
that should be capitalized?

The desirable outcome of the accounting policy is to ensure that
the costs of assets and their maintenance be accounted for on a consis-
tent basis and recovered from the periods that benefitted from their use.
It is also appropriate to keep records in an economic fashion. If every
small item that was replaced in a building required capitalization and
the original item retired, little benefit would occur to the management
of the business; however, accounting costs would be increased. The
purpose for establishing and documenting policies is to allow different
people to arrive at the same accounting classification faced with simi-
lar facts.

Instead of capitalization and retirement of every item, establishing
a consistent policy of base units allows the replacement of anything
less than a base unit to be done on an expense basis. Therefore if the
entire roof is established as the base unit, its replacement would be
done on a retirement and capitalization basis. Similarly, with the
heating and cooling unit, if the compressor or motor is a component
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of the heating system base unit, it would be expensed when replaced.
This would be true even if the component and compressor had lives in
excess of two years and a value greater than $1,000. The rationale for
expensing these components is that the total building is made up of
numerous systems and on average each year of its total life, mainte-
nance will be necessary. Although not the same cost, for each account-
ing period on average over the life of the asset its cost will approximate
what would have occurred with each individual item capitalized and
retired.

To fully understand this example, we look at a building built in
1990. It is reinforced, poured-concrete construction with metal door
frames, doors, and windows. This basic structure will require little
maintenance other than painting over the years. It will be established
as a base unit. Another base unit is the roof, which, with our present
construction techniques, will probably require major maintenance
every ten years, with replacement in total at twenty to twenty-five
years. Where tile or slate roofs are used, as in Europe, it will have a life
as long as the building structure and be included in the building base
unit. Rugs on the floors are separate base units and will require re-
placement every five to seven years. Paint on the building itself will be
included as part of the building structure unit. The outside of the
building, being basic concrete, will not require routine maintenance.
However, the landscaping around a parklike building will require reg-
ular weekly gardening and some removal and replacement of trees
and shrubs every five to ten years. The watering system for the
grounds will also deteriorate and will require monthly maintenance
after the first couple of years. The parking lot and roads will require re-
sealing and repair as they deteriorate from cold winters, wet substrata,
and heavy vehicles.

If these assets are not monitored and maintenance performed on a
regular basis, the facility will generally deteriorate and lose its func-
tional ability. If, at ten years, a major renovation of the building is done,
catching up on all of this maintenance, the matching principle would
require that the old units be retired and the new be capitalized. If main-
tenance is performed on a routine basis with a small portion done an-
nually, the maintenance and replacement of less than a base unit would
be expensed as incurred. Those replacements of an entire base unit,
such as the replacement of a roof, would be capitalized and the original
one retired. It can be seen, therefore, that the establishment of a base
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unit in the property record and the monitoring of its maintenance can
affect accounting. By managing the asset and ensuring that mainte-
nance occurs as it is required, the expense will be fairly uniform over
the life of the building.

EQUIPMENT

Establishing a base unit for equipment is more complicated than estab-
lishing a base unit for land or buildings. For example, take the case of a
manufacturing production line. This could include a number of ma-
chines and associated conveyor structures. Each individual item can be
one base unit or an entire assembly line can be considered one base unit.
Policies must be written to clearly and consistently determine what a
new base unit will be.

CRITERIA FOR ESTABLISHING BASE UNITS

Generally, all things that have a similar life, are acquired together, and
are used together should be a single base unit. However, the ability to
control the asset should be reviewed. As establishment of the base unit
will affect future depreciation and capitalization versus expense deci-
sions, the important thing is a consistent management policy. These el-
ements must be considered in establishing the policy:

• The estimated life of the unit will be a composite of its parts.
• Items of substantially dissimilar lives should not be included

in the same base unit.
• The minimum value should be $1,000 or higher.
• Include items used together, such as two interconnected

machines, as one base unit.
• Stand-alone or equipment of substantial value should not be

grouped.

In a theoretical assembly line we can address each of these items
and explore the impacts of the policy determined. The assembly line
could consist of a roller or conveyor line bringing raw materials to a
computer-guided milling machine and associated manual finishing
trimming equipment. The questions that must be asked include: Is the
computer useful for any other purpose or is it dedicated to this one? In
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establishing the base unit, common lives must be looked at first. The
computer portion is likely to have a shorter life either due to obsoles-
cence or increased maintenance costs. The milling machine may be sin-
gle purpose or more likely suitable for multiple purposes. Are the dies
in the machine a substantial investment relative to the remainder of the
equipment? Sometimes dies require considerable engineering costs. If
so, the total percentage of costs may indicate it is appropriate for the
dies to be separate items.

If it is established that the milling machine and conveyors at-
tached to it are one base unit, the finishing machine a separate base
unit, and the computer a third, then it is helpful to explore the ac-
counting for maintenance to these machines over a theoretical ten-year
life. Routine maintenance, oiling, adjustment, and repair of broken
parts will be accomplished either on a routine schedule, after a fixed
number of hours of use, or as malfunctions occur. Components of the
computer, especially in a dirty environment, may require replace-
ment more often than other items, especially keyboards and other 
input–output devices, which are mechanical in nature and subject to
wear and deterioration from dirt. If the assembly line runs two shifts
a day, six days a week, with maintenance scheduled during one of
those midweek shifts and on the seventh day, several components
within each of these base units will have been replaced over the ten-
year life. All of the removable, replaceable parts on the equipment
might even have been replaced, with only the frames and major
components still the original parts. If over the ten-year life, one tenth
of this maintenance and replacement has occurred each year (as-
suming equal usage each year) we will have properly matched this
cost with its periods of benefit. That is the intent we should have as
we establish a base unit. Creating base units of a large enough size
is necessary for this to happen. Small base units increase the cost of
the accounting process with little benefit. The base unit should be as
follows:

Smallest asset unit
Property record unit
Made up of components with equal lives
Similar tax rules
Identifiable
Subject to periodic verification
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EXAMPLES

The following is a list of asset categories and base unit classifications
that might be included in an asset manual.

Asset Category Base Unit
Computers Entire computer or central processing unit, disk

drive, printer, monitor, backup tape drive, CD-ROM
Software Operating system compiler, telecommunications

software, word processor, database manager
Aircraft Airframe, engines, radio set, navigation computer,

emergency oxygen, megaphone, first aid
equipment, life raft, emergency slide, cargo tie
downs

Light trucks Refrigeration units, utility beds, trailer, air
compressor, electric generator, hydraulic lift,
hydraulic crane

Land Landscaping, underground utilities
Building Building shell, roof, air conditioning unit, heating

unit, parking lot, elevators, escalators, plumbing,
electrical wiring

Furniture Sound system, television, monitor, video camera,
conference table

Manufacturing Milling machine, conveyor, computer operating 
equipment system

SPARE PARTS

Normally, spare parts are expensed when purchased or, if significant,
are kept in a supplies account and expensed as used. When expensive
parts such as circuit boards for electronics equipment must be main-
tained, it may be appropriate to capitalize them as part of the unit in
service. An example would be a local area network containing a num-
ber of personal computers. If ten computers are in service, an additional
maintenance space may be maintained. The space is capitalized on the
property record. Location code can indicate an availability.
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5

Control of Property, Plant,
and Equipment

INTRODUCTION

The concepts of total quality management and zero defects must be in-
cluded in management of assets. The quality of the final product, be it
a manufactured item or the services of a bank or accounting firm, will
be directly related to the emphasis placed on managing physical assets.

Providing adequate control of property, plant, and equipment can
take many forms. In the past, the control system for assets has been to
have the external auditor produce a balance sheet certified as meeting
GAAP. The many disasters where assets listed on the balance sheet did
not have the value stated, have caused a necessity for rethinking this
approach. The responsibility for an internal control system rests with
the company management. The purpose of an external audit is to make
tests only to ensure that, in all probability, the intent of the management
control system has been carried out. Controls, to be effective, must be
part of the day-to-day management of the firm.

Why are controls necessary? The possibility of loss, of course, is
ever present. Equipment can be misplaced, or misappropriated for
other than the purposes of the business. An even greater possibility for
loss is the deterioration of equipment because it has not been properly
maintained. The future cost of a disruption of business due to break-
down of equipment can be considerable. A technically inferior process
can also result in a reduction in the quality of product. This can be seen
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in the steel industry where the furnaces and equipment that produced
steel in the 1930s and 1940s began to decline in quality in the 1950s and
beyond. Only with a complete replacement and building of new plants
can the quality of U.S. steel meet the requirements of today.

Control also has to do with ensuring that the best use is made of
assets. If a ten-ton truck is used for a one-ton job, that is not the best use
of the assets. Management must provide procedures that, if followed,
will ensure that assets are used to their maximum and to the benefit of
the organization. They must have a plan in place to provide for required
maintenance of the equipment. Management must also provide plans
and budgets for replacement and necessary additional acquisitions.

Controls need to be in place to ensure that someone is aware of
underutilized resources, which can be reallocated or transferred to
avoid the cost of purchasing new ones. Both the cost of physical assets
and the cost of maintaining debt to finance these assets have increased
dramatically.

To manage a profitable business, the management must have in-
formation regarding the current location, use, state of repair, and future
usefulness of its productive assets. The chief financial officer has a duty
to ensure a system is in place to provide this information. However, cre-
ating this system is not just an accounting, it will require the assistance
and time of other senior managers. An asset control system consists of
all the elements of capital budgeting, property record maintenance,
maintenance review, and management performance appraisal.

Asset control processes must be documented in the asset manual
and have the support of senior management.

ASSET ACCOUNTANT

The asset accountant will ensure that a capital budget is produced and
approved. This is the future plan for purchases of physical assets. The
purchasing authority will be verified on each requisition. Overruns of
capital budgets will be brought to the attention of the involved man-
agers. This task of providing reports to management and asset custodi-
ans is the most important task of the asset accountant. The reporting
system should provide the means to make management aware when
their action is required. Asset accounting will be a full-time function in
most businesses. However, the asset custodian and department man-
agers have many functions to accomplish. Therefore, the information
provided them should include exception reports.
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Reports on Proper Asset Utilization

Production assets should have a means of determining hours or miles
of usage. Reports that produce the number of miles per month vehicles
travel or hours of usage for buildings and other production equipment
provide a means to make comparisons. Assets that have very low usage
should be brought to the attention of custodians and managers. Per-
haps such equipment should be sold and replaced by rented equipment
if used for only small periods of time. Perhaps additional functions can
be moved to property that is underutilized. By adding to this informa-
tion a record of past maintenance expense, a forecast can be made as to
the requirements for replacement.

A comparison of maintenance expense by individual item to past
maintenance expense, as well as in total to the maintenance budget, can
identify potential problems. A periodic assessment of the state of main-
tenance of production assets will identify the deferred maintenance
that exists.

ASSET CUSTODIAN

Each department manager should assign an asset custodian. This
need not be a full-time position, but it must be a significant part of
the custodian’s performance measurement. If asset management and
control is a once-a-year assessment, it will never be effective. Proce-
dures must be put in place to hold the department manager and the
asset custodian responsible for the proper utilization of assets in their
areas.

Responsibility for the maintenance of asset records and their loca-
tion must be measured.

Each asset custodian will receive a monthly report of new ac-
quisitions. The custodian must verify the accuracy of the informa-
tion, ensure the item has been placed in use, and affix inventory tags
as appropriate. This monthly report should be a turnaround docu-
ment, which goes back to the accounting and inventory management
so they may update the file. Although the requisition to purchase the
item will have included much of the information, it may not have in-
cluded all. For example, a new motor vehicle will not have its state-
issued license number on the requisition. This must be added, together
with the vehicle’s specific location, and other required information
which is known to the asset custodian.
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INVENTORIES

On a periodic basis, complete verification of the existence and state of as-
sets must occur. For many assets, this should occur on an annual basis;
however, verification should also occur at the time a department manager
or custodian is assigned. This action emphasizes responsibility for proper
use and maintenance of the assets assigned. It also eliminates future dis-
agreements as to who might have been responsible for asset deteriorization.
Many companies have adopted this “military commander” procedure for
ensuring proper stewardship of assets assigned to managers. The inven-
tory record of property is maintained within the controller’s department.
However, the responsibility for accuracy and proper reporting stays with
the manager utilizing the property, plant, and equipment.

The military approach works well because fully ingrained in the
officer effectiveness review process is the need for asset stewardship.
Each military commander has assigned a trained supply officer whose
career is dependent on ensuring that assets are maintained and used to
their fullest. An incoming unit commander is responsible for reviewing
and signing off on the assets he or she will control.

It has been common practice in the past for U.S. industry to be con-
cerned only about the location, existence, and condition of production
assets when they break down or at the time of an annual inventory. It
has not been unusual for significant assets to be written off and later
found and added back to the record in this annual process.

By emphasizing the stewardship responsibility of each manager
and using the records in the day-to-day management of the business,
many of these problems can be overcome.

PROPERTY RECORD SYSTEM

Chapter 12 outlines in detail the production of an asset property record
as an integral part of the general ledger system. In this section, we discuss
how to ensure that the asset property record is part of the control system.

To be part of an internal control system, the property record must
not stand alone as something unique. When a requisition to purchase is
processed, it should create the accounts payable record and the initial
property record entry. Similarly, maintenance records of individual as-
sets should not be a separate report. Either the employee time report or
the invoice for paying a maintenance firm should generate the proper
record for payment and record the dollar amount of that maintenance
within the property record system. The reports of asset location and uti-
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lization should be aggregated for the entire department and company. By
including within the review of senior management comparisons of uti-
lization records, proper recognition will be given to those managers with
the best records. Capturing the information for the reports from normal
required reporting and not the creation of a separate document will elim-
inate many reconciliation problems and considerably improve accuracy.

The time report of the maintenance employee has a direct impact on
his or her paycheck. By using that time report for property record updat-
ing, no separate verification or reconciliation is necessary. It is self-policing.
Verification and reconciliation steps are not value added, only overhead.

IDENTIFICATION OF ASSETS

Some means of identifying the item and its ownership needs to be es-
tablished. There are a number of ways to accomplish this. Individual
equipment tags can show the name of the company. The company
name may also be stenciled or painted on the equipment. Sometimes
special color schemes are used to identify ownership, as military vehi-
cles use unique paint colors.

Company name may not, however, be sufficient to identify own-
ership. Some industries have established special identification systems.

FARM OWNER APPLIED NUMBERS

There is a specific problem with portable farm equipment that has all the
characteristics of motor vehicles, such as automobiles and trucks, but
which is not licensed by a government entity. The problems with mis-
placing or theft of such equipment and a need for law enforcement iden-
tification has brought about a system called farm owner applied numbers.

The numbering system was developed by law enforcement in coop-
eration with the American Farm Bureau. It includes the first two letters of
the state name, a three-digit county identifier, and the individual business
or ranch number. For example, consider the number, CA 049 0110 P:

CA is the post office identifier for the state of California.
049 is a three-digit identifier for Sonoma County, one of fifty-eight
counties in California.
0110 is the unique number issued sequentially to the agricultural
business requesting a number through its law enforcement agency
or farm bureau.
P is used as a control digit.
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The farm bureau lends both metal stamp kits for pounding into
metal objects and rubber stamps with difficult-to-remove ink for appli-
cation of the number on all owned property.

Companies may also acquire a specific kit for their own use.
The number is readily identified by law enforcement officers so

that if they should find a piece of equipment with the number applied,
they have the means of tracing it back to the owner in the same fashion
as a state vehicle license number.

This type of an identification system provides a positive means of
tracing the owner. Of course, it comes about as a result of long years of
difficulty in identifying ownership of property that has been commin-
gled. The concept of burning the owner’s initial or brand into young an-
imals is ancient. Registering brands and assigning a specific place on the
animal makes the establishment of ownership fairly easy. Prior to the es-
tablishment of the owner identification system in agricultural busi-
nesses, a popular technique was to use the owner’s individual driver’s
license number. The stamping, etching, or printing of the Department of
Motor Vehicles–assigned driver’s license number of the owner may be a
reasonable way for small businesses to identify their equipment.

Stenciling the firm name on an item to be sold may also be done
for advertising purposes. Others may not recognize the difference be-
tween your name and that of a manufacturer; therefore, it does not
serve to prove ownership.

These systems provide ownership identification, which is all that
is necessary for many items. Chairs in a conference room need not be
individually identified, but small, expensive items such as laptop com-
puters or works of art require a means of specific identification.

IDENTIFICATION OF SPECIFIC ASSET

If you have more than one asset of an identical nature, how will you de-
termine who the custodian is of that particular asset? Its location may
make it obvious if it is in a building with a specific address. However,
items of value that are movable should be identified with an individual
specific number. Otherwise, it is not possible to maintain a property
record by individual item. See Chapter 4, “Establishing Base Units,” to
determine what to tag.

Each individual base unit should have affixed its own unique
identification number. These numbers should be preprinted on an eas-
ily affixed, but difficult to remove, substance. Many companies manu-
facture such tags and will print your company name at little additional
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cost. These tags should be controlled by the asset accountant or a series
of them should be assigned to departmental asset custodians. This
unique number needs to be on the piece of equipment and reported
with each transaction that is to be captured on property record file. This
number will be the property record key. In the mechanized property
record, that unique number is what will identify the asset involved.

Tagging of each item makes its identification for periodic invento-
ries simple. These tags can be bar coded to provide easy recording on a
portable computer input device.

The individual identification number on the tag provides positive
identification between specific valuable items, such as laboratory equip-
ment, expensive portable tools, personal computers, or medical devices.

The individual tag number reported by maintenance personnel on
their time reports allows the capturing of the cost of that maintenance
in the accounting system. The individual custodian of the equipment
can be readily identified by the tag number. It provides the means of
communication between asset users, their departmental custodian, the
asset accountant, and the property record system.

ITEMS TO BE TAGGED

All items that are to be individually controlled must have separate serial
numbers and tags. (See Figures 5.1A – 5.1D.) If items such as folding
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chairs or office equipment are not to be individually controlled, they do
not require individual tags. This decision should be made in the estab-
lishment of a base unit and property record item. Similarly, items that
have been expensed because they are inexpensive, but are to be main-
tained on the property record for some reason, should be tagged. Ex-
amples of expensed items might be portable video cameras with a value
of less than $1,000. Although expensed, they are subject to loss and may
require more detailed controls. In hospitals or ambulances, pieces of

Figure 5.1B Ten-Ton Dump Truck
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medical equipment such as defibrillators need to be controlled as to lo-
cation and proper preventive maintenance. As these electronic devices
cost less than $1,000, they are expensed for accounting purposes, but re-
quire property record control and therefore should be individually num-
bered and tagged.

An auditorium full of portable chairs may require property record
keeping to establish business property tax or insurance value. The tag-
ging of individual items may not be necessary if the base unit is estab-
lished as a room full of furniture and a number assigned for property
record purposes accordingly. The number assigned to a record may
contain a description as “100 meeting room chairs.” The building num-
ber and room number may establish both the location and the correla-
tion to a property record number. There is little risk in terms of deferred
maintenance or disruption of the business if these chairs are lost or de-
teriorate. Their disappearance would be conspicuous. Therefore, if the
locale of the business does not require a business property tax on the
value of such furniture, the company may elect not to tag or control
them at all. Such chairs may be excluded from property records and ef-
forts reduced.

There is also little risk if they are moved to another location, be-
cause the users and custodian would be aware of their disappearance.

BAR CODED TAGS

Bar coding of individual asset tags will significantly reduce the ef-
forts necessary for inventories. With portable computer input devices
the size of a small tape recorder, it is possible to quickly conduct an
inventory. Upon entering a building, the personnel taking the inven-
tory enter the building number into the device, then enter each floor
and room number as they go through the building. As they pass each
individual asset item, they run the bar code reader, which is the size
of a large fountain pen, over the tag. This establishes positively the
presence of that tag, and its associated item, in the location inventory.
The computer, upon reading the input information, can identify
items that have changed locations and produce an exception list. The
bar code reader eliminates the problems of transcription errors on the
part of a human reading a number and either keying or writing it on
a document. Pre-numbered, bar coded tags including your company
name, can be obtained from many firms specializing in inventory
equipment.



Security 65

For a business with more than a few hundred assets, bar coding is
highly recommended.

SECURITY

Items of high value, which may be converted to other uses, need addi-
tional security measures. Items may be taken for personal use or sold
by employees, customers, or others. Maintaining the property record is
the first necessity of any security system in order to establish the fact
that an item did exist. Assigning a custodian so that someone is re-
sponsible to regularly check on its existence is the second necessity. An
item that is found may be traced back to its custodian. Similarly, any
item that cannot be found will have an audit trail back to the last as-
signed custodian.

In addition to this, tagging and identification reduce probability
of misuse. However, procedures for periodic inventories, requirements
for approval for removal from the premises, donation, and destruction
of no longer needed items must be included in the asset accounting
manual.

Management must maintain an attitude of protection of the com-
pany’s assets. An attitude that “we spend too much time” on invento-
ries leads to poor security procedures. The axiom in an audit process of
“assume everyone is honest, but do not allow anyone to be otherwise”
should be followed. Procedures should be such that if expensive equip-
ment is removed, it will be missed within a reasonable time, and some
record will exist as to who had access during that period.

Remember also that loss is not always due to theft; it may occur in
the normal course of activities. A library book misfiled on the shelf will
only be found by accident in the future. A defibrillator removed from an
ambulance and left at an accident scene will never be found if it is not
missed immediately. Typically, in such a rescue vehicle, an inventory is
taken at the beginning of each shift. The new crew verifies that all equip-
ment is present, restocks any disposable items, and enters that informa-
tion in the record. Such procedures should be established on some basis
with all expensive convertible assets. In a manufacturing plant, expen-
sive tools for milling equipment that are used sporadically should be
controlled individually. The tools should be locked in a special cabinet
with a record listing who removed them and when they were replaced.
Items that are used every day in the production process would not re-
quire such control because they would be missed immediately.
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Procedures for security should, where possible, be integrated with
the normal functions of those using the items. In the example of the in-
ventory at the beginning of a new emergency ambulance crew shift, it
is not just for equipment security. The crew needs to ensure that they
are adequately stocked and that all equipment is in working order. The
start-up of an assembly line can provide a similar status report. The re-
view of each equipment item, as to its proper condition before starting
the line, can be constructed to provide a positive inventory report as
well as an assessment of future maintenance requirements. During pre-
flight checks, the crew of an airliner notes any missing items or minor
maintenance deficiencies. Missing items or serious maintenance defi-
ciencies require grounding of the aircraft.

Similar procedures should be established for large equipment op-
erators and can be adapted for laboratories, research and development
facilities, and service organizations.

Failing to provide procedures for the control and security of mov-
able assets implies a reduced level of concern.

The purpose of checking out books from a library is to provide a
means of tracing the books if they are not returned; but greater than
that, it is to remind the person using the items that they are to be re-
turned on time.

Procedures should be documented and followed, including the
conditions under which property may be borrowed for employees’ per-
sonal use. Many firms specifically forbid personal use.

Surplus and/or obsolete equipment should be identified quickly
and normal procedures for disposing of it followed. Equipment that
is no longer used can get lost in the process very quickly. The han-
dling of such surplus can telegraph management’s concern over asset
management to the entire organization. If material is quickly identified
as surplus, placed in use elsewhere, or disposed of according to writ-
ten procedures, it avoids the breeding of bad attitudes. If the oppo-
site occurs and surplus property is in the way until it just disappears,
employees grow indifferent to company property. The most impor-
tant element of property record, security, and control is to have writ-
ten procedures that are so simple and so much a part of the users’ job
routine that they are followed.
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Asset Policies Manual

INTRODUCTION

The many policies and procedures regarding tangible physical assets
outlined in this book must be documented for each business. A proce-
dures manual may be developed for your entire accounting process. In
that case, tangible assets or property, plant, and equipment will be one
of its subparts. In this chapter the manual will be discussed as if it were
a separate, stand-alone document.

PURPOSE

Documenting the policies and procedures that have been established
will save considerable time in the day-to-day coding of transactions. In-
cluded within the manual should be instructions necessary for:

1. Gathering the needed physical asset accounting information.
2. Coding the information.
3. Reporting that information.

The written instructions necessary to provide a thorough un-
derstanding of the asset and property record process should also be
included. This information should be written in a manner that will be
understandable by both accountants and nonfinancial employees.
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Therefore, the use of jargon and other accounting-related terms
should be kept to a minimum. Any accounting terms that are used
must be defined.

Chapters 1 through 5 of this book explained how to make many of
the decisions that the asset accountant or manager must make in estab-
lishing a physical asset accounting system. The purpose of this chapter is
to outline the documentation of the decisions the asset accountant makes
for the organization. It is important to make those decisions and docu-
ment them in a fashion that can be used by the entire organization. Each
person who is involved in the acquisition, payment for, or receipt of
physical property needs to know how to code and report the transaction.

The amount of effort made in establishing and documenting an
accounting system can considerably reduce the day-to-day effort by
others. The asset accountant must identify and code the many standard
transactions that will occur. The employee creating a purchase order for
a new truck or equipment should then be able to look up the correct
coding within the accounting manual and apply it to the proper trans-
action document.

Similarly, the employee who is responsible for maintaining these
items should be able to find the instructions necessary for reporting
maintenance. The simpler and more automatic the reporting is within
the system, the better will be the quality of the data within your prop-
erty record. The responsibilities of the property accountant must be 
described, and the responsibility and authority of physical property
custodians must be established as well.

Disposition of physical assets is an important part of the internal
control system for the organization. The authority to approve the dis-
position of assets should be clearly outlined: How should these assets
be disposed of? Are they to be sent to a central location for determi-
nation if they can be used elsewhere, or is it up to the discretion of the
asset custodian? Large organizations should have some regular
means of communicating the availability of furniture, computer com-
ponents, conveyor belts, and other equipment that may be of use else-
where in the organization. Periodic communication between physical
asset custodians, listing available materials, might be sufficient for
smaller organizations.

There should be an established procedure and means of approval
for the disposition of any physical asset. Generally, in the case of land
or buildings, someone with real estate disposition responsibility will
conduct a sale. When worn out or no longer useful material is to be dis-
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posed of, procedures should be established as to who may decide to
junk, donate, or conduct some means of sale of the item.

CREATING THE MANUAL

To produce the accounting manual, it is necessary to establish a clear
understanding of the accounting system within the organization. You
should examine unwritten policies and procedures that exist so that
they can be documented also. If an existing manual outlines proce-
dures, do not expect that it contains all the information you need. As a
practical matter, most employees probably have some informal process
of obtaining the appropriate coding for transactions. They will have the
numbers written down and put them on every transaction that comes
along until they are told differently. Most will rarely code a transaction
for a physical asset. Therefore, special care must be made to index the
manual in a manner that provides easy access to the information
needed.

Creation of the asset accounting manual can be done during a
specified time frame. However, it is going to be necessary to dedi-
cate someone to do the writing. If the writer is also involved in daily
production activities, it will reduce the quality of the product and
extend the time to accomplish it. Once the manual has been written,
the persons involved can be reassigned; but ongoing revisions to the
manual will occur. It is important that the manual be updated as new
types of items are utilized within the company. As questions are re-
ferred to the asset manager or accountant, the decisions made
should be documented within the manual. This revision can be ac-
complished by someone, such as an asset accountant, as a part-time
activity. The partial sample that follows provides an example of a
manual.

PARTIAL SAMPLE MANUAL

Table of Contents

Introduction
Purpose
Use
Property, Plant, and Equipment Custodian’s Responsibilities
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Responsibilities of Asset Accountant
Procedures for Purchase of Physical Assets
Approval Limits

Purchases
Transfers
Dispositions

Minimum Capitalization Level
Items Always Charged to Expense Account
Transaction Reports

Purchase
Transfer
Sale
Junk
Donation
Maintenance
Leasehold Improvements

Data Definitions
General Ledger Account
General Ledger Depreciation Expense Account
Property Type

Real
Personal, Leased

Asset Identification Number
Description of Asset
Vendor
Purchase Order Number
Manufacturer

Manufacturer Serial Number
Manufacturer Warranty Date
Manufacturer Acquisition Date
Location Code
Source Code
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Tax Code
Real Estate
Business Property Tax

Insurance Class
Department Code
Custodian
Life Expectancy

Accounting Depreciation Life
Tax Depreciation Life

Leased Assets
Monthly Lease Fee
Lease End Date

Work Order Number
Vehicle License Number
Registration Date
State Inspection Due Date
Date Placed in Service
Date of Addition
Retirement Code

Disposal—Date; Method; Proceeds
Original Cost
Reproduction Cost, New
Insurance Value
Current Market Price
Property Record Report (See Figure 6.1)

This manual is to be used by all members of the organization to
outline procedures for coding transactions that affect property
record items. The codes necessary to report the transactions, and the
documents and computer processes to be used, are contained in this
manual. It provides one source for obtaining the information you
need. If you use the information in this manual to determine the cod-
ing of asset transactions, there will be accurate, consistent account-
ing information.
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USE OF THE MANUAL

All of the accounting coding systems for physical items are outlined in
the manual. The table of contents or the index may be consulted to find
a specific transaction type.

PROPERTY, PLANT, AND EQUIPMENT 
CUSTODIAN’S RESPONSIBILITIES

Each department manager has assigned a custodian for the property,
plant, and equipment used by the organization. The individual as-

Figure 6.1 Property Record Report

Location General Ledger Book Value

421 East Lansing

11000 Land 2.1 acres $2,350,275
11110 Improvements 521,243
12100 Office Building 1,435,986
12120 Heat/Air System 40,841
12136 Elevator, Pass 16,852
13301 Computers, PC 91,628
13302 Telephone Modems 17,253
13308 Computer, Security 9,284
13500 Office Furniture 172,932
13602 Drapes 86,182
13605 Lighting 26,183
13811 Autos, Passenger 362,741
13830 Trucks, Delivery 81,649

836 Lincoln
11000 Land 927,271 sq feet 421,629
11100 Grading 0
11120 Drainage 0
11210 Landscaping 14,923
11250 Utilities 0
11270 RR Siding 0
12102 Building, Plant 614,926
12123 Air Conditioning 12,853
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signed as custodian is responsible for the property records. The as-
set accountant will manage the overall property record system and
is available to assist. However, each departmental asset custodian is
responsible for the accuracy of the property records. This includes
the following:

1. Reporting any change in location
2. Planning and obtaining proper maintenance
3. Creating the annual capital budget for the department
4. Ensuring that a plan exists for replacements of worn

equipment

The custodian will receive monthly reports of new property, plant,
and equipment acquisitions for the department. He or she should ver-
ify the accuracy of the information and ensure that the item has been
placed in use. It is also necessary to complete the forms to update all in-
formation in the property record for new acquisitions.

Annually, a verification and estimate of deferred maintenance is
required. The asset accountant will ensure the creation of this report. He
or she will send it to the custodian together with a due date for its re-
turn so that property records can be updated prior to the time that
budgets must be produced.

Inventories of all property, plant, and equipment within the de-
partment will be completed by the custodian or under his or her direc-
tion on an annual basis in conjunction with the verification and estimate
of deferred maintenance, and additionally, when either the department
manager or the custodian is reassigned.

As part of the total quality management program, strive to pro-
duce products that have zero defects. It is very important that proper
planning and control of the assets used in production be accomplished.
The management of property, plant, and equipment is not simply main-
taining an accounting record. It also involves ensuring that these items
are maintained in a proper manner so as to produce quality products
with minimal disruption of production.

RESPONSIBILITIES OF ASSET ACCOUNTANT

The asset accountant is responsible for the overall management and con-
trol of the property records system. This person will establish procedures
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to assist all department custodians in accomplishing their responsibili-
ties. When a custodian has a problem or question he or she cannot ad-
dress, it should be referred to the property accountant.

The updating of the asset accounting manual will be accomplished
by the asset accountant. Suggestions for updates and changes are en-
couraged from all personnel using it.

The reports necessary to accomplish the updates to the property
record system will be created and distributed to custodians and their
department managers by the asset accountant.

The overall management of the annual inventory including verifi-
cation of existence, location, and proper utilization and assessment of
maintenance requirements for all property, plant, and equipment will
be directed by the asset accountant. When a department manager or
custodian is reassigned, reports will be issued by the new manager or
custodian to verify the status of all property, plant, and equipment.

Specific duties of the asset accountant include the following:

• Verify purchase authority for each asset requisition.
• Review the capital budget to ensure that large purchase items

were previously included.
• Review overruns of capital budget with the department

manager involved and the audit committee of the board of
directors.

• Manage the accounting for internally constructed items,
making sure all appropriate costs are included.

• Make reports of any abandoned construction and ensure
proper accounting.

• Maintain quality control reports for both self-constructed and
purchased asset items.

• Provide necessary reports to both management and
custodians. They must be made aware when their action is
required for proper asset maintenance.

• Produce reports on an exception basis and provide the
following:

Verification of proper asset utilization
Periodic maintenance expense incurred, including excep-
tions to the maintenance budget
Annual and quarterly reports of cumulative deferred mainte-
nance on production assets
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Forecast replacements based on age, past maintenance expe-
rience, and assessment of future maintenance needs

PROCEDURES FOR PURCHASE OF PHYSICAL ASSETS

The purchase of individual items of value greater than $1,000 or group
purchases more than $5,000 must be approved in advance in the capi-
tal budget. Those identifying the need for such purchases should notify
the departmental custodian for inclusion on the next capital budget.
When emergencies that have not been included in the current budget
occur, the custodian will ask for approval by the departmental manager
and the budget committee.

The responsible manager will notify purchasing with sufficient
lead time to produce a requisition to be approved by the departmental
custodian, asset accountant, and appropriate manager.

APPROVAL LIMITS

Items that have already been included on the capital expenditure
budget may be approved by the ordering manager if less than $5,000
each. Purchases of items greater than $5,000 must be referred to the de-
partment manager for approval. Purchases of items in excess of $25,000
must be approved by the budget committee.

Approval for transfers of assets from one custodian to another for
items less than $5,000 is by the receiving custodian. For items greater
than $5,000, approval of the receiving department manager is required.
Transfer of custodial responsibility for items in excess of $100,000 ag-
gregate will require approval by the chairman of the capital budget
committee.

Final approval for dispositions of less than $1,000 will be by the re-
sponsible manager and asset custodian. Donations or junking of assets
with an estimated value of greater than $25,000 will be approved by the
department manager. All dispositions of real estate will be approved by
the chairman of the budget committee and the controller.

MINIMUM CAPITALIZATION LEVEL

All individual purchases of $5,000 or more will be capitalized. Also, any
group purchases of similar items that in aggregate amount to $5,000 or
more are to be capitalized. This would include such items as folding
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chairs or other furniture items normally expensed. The asset manager
should be contacted to obtain appropriate group property record codes
for these items.

Individual items purchased for less than $5,000 will be charged
to departmental expense accounts and are not included in the capital
budget allocation or approval process. However, individual items
classifiable to the general ledger accounts for office equipment—
computers, aircraft, light trucks, land, or buildings—that cost more
than $1,000 will be capitalized. Other items that are identified as a
separate base unit with property record numbers assigned will be
charged to capital accounts.

Care must be taken in classifying items to the appropriate ac-
counts. Questions should be referred to the asset accountant.

ITEMS ALWAYS CHARGED TO EXPENSE ACCOUNT

Individual items that do not have a property record number assigned
will always be charged to an expense account if purchased for less than
$5,000. Items that are components of larger items not having a specifi-
cally assigned property record number will be charged to expense no
matter what the purchase price. However, any individual item costing
more than $5,000 should be referred to the asset accountant to ensure
that proper approvals and coding occurs.

Furniture items purchased for less than an entire office will be
expensed.

TRANSACTION REPORTS

Whoever takes the action to purchase, transfer, or dispose of any prop-
erty, plant, or equipment must fill out the appropriate property record
form to record that transaction. When completed and approved, the
form is forwarded to the property record accountant for processing.

Special emphasis must be placed on transfer and disposition re-
ports. Only those involved in the transaction will be aware of its occur-
rence unless the report is completed. Failure to report a transfer can
cause the property custodian considerable difficulty at the next inven-
tory. Items that are retired or transferred from a department continue to
be included in the investment base upon which the department is
measured until the appropriate form is received and processed in the
property record system.
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Maintenance of items of property, plant, or equipment that contain
individual identification tags should include the property record num-
ber on their maintenance time report. This allows proper record keeping
of the cumulative maintenance occurring on various property record
items. This report of maintenance time ensures that information will be
available to determine when items requiring excessive maintenance
should be replaced.

DATA DEFINITIONS

Classification and assignment of codes to transactions is the way to
communicate with the asset database. The codes assigned will be stored
in database field. The definition and purpose of these data fields are de-
scribed in the following section.

General Ledger Account

A six-digit numeric code identifies the general ledger asset account.

General Ledger Depreciation Expense Account

This is the expense account to which the depreciation charged for these
items will be coded.

Property Type

This field is used to indicate whether an asset for tax purposes is real,
personal, leased, historical, low-income housing, or other property.
This field will be used to allow income tax calculation of the alternative
minimum tax. Distinguishing between personal property will allow
proper calculation and preparation of personal property tax reports.
Any question on the assignment of this code should be referred to the
property record accountant or the tax department.

Asset Identification Number

This six-digit field will be assigned sequentially by the property record
accountant during the approval for purchase process. It will be in-
cluded on the purchase order and all subsequent documents pertain-
ing to this property record item. It is the primary key for identifying
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and accessing the record for a specific property record item. Tags will
be sent to the department custodian for attachment to the property
record item displaying this number.

Description of Asset

This field contains the English language description of the property
record item. The standard descriptions included in the appendices
should be used where provided. Note that the manufacturer’s name is
not necessary as it is included in a separate field. Care should be taken
to use the same descriptions for identical items. Although this field is
not used for property record accounting purposes, the inventory re-
ports produced will print this field. That will make it easier to locate
and identify the item if standard nomenclature is used.

Vendor

This field identifies the vendor from whom the item was purchased.

Purchase Order Number

This field identifies the number of the purchase order on which this
item was ordered.

Manufacturer

This is the name of the manufacturer of the item.

Manufacturer Serial Number

This identifies the serial number of the item assigned by the manufac-
turer. Care must be taken that this is the serial number of the base unit in-
volved. Manufacturers may assign serial numbers to component parts of
a complete item. For example, automobile manufacturers place a vehicle
identification number on a plate on the body of a vehicle; that is the se-
rial number that should be included in this field. They also include serial
numbers on component parts of engines, transmissions, etc. As these
items are not base units in our property record system, they will not be
recorded. However, where component parts of an assembly line are each
base units, the serial number of each item will be associated with its prop-
erty record.
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Manufacturer Warranty Date

This is the expiration date of the manufacturer and vendor’s warranty
on this item. Care should be taken to ensure this data is accurately en-
tered. A report will be issued two months prior to the expiration data
alerting maintenance to review any continuing problems with the
item. A final test and report back to the vendor of any reccurring
maintenance problem should occur prior to the expiration of the war-
ranty.

Manufacturer Acquisition Date

This is the date that the item was actually acquired. Normally, this is the
shipping date or date received if no shipping date is provided.

Location Code

This is the address and room number where the item is installed, used,
or normally stored.

Source Code

This field identifies a source of the property record item.

N � purchased new from vendor
U � purchased used
T � transferred from affiliated company
M � manufactured from components

Tax Code

This field identifies the tax jurisdiction for real and personal property.
California contains many overlapping jurisdictions (i.e., state, county,
and city). The tax department maintains maps showing the tax code
area of each of the company’s locations. Appropriate codes are listed in
the appendix.

Insurance Class

This field identifies the appropriate insurance category of the item. The
codes identify the type of insurance, co-insurance, or self-insurance that
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normally pertains. Changes to this code will be made only to correct er-
rors. Changes in assignment of insurance class during the life of the
property are to be made only by the risk management department.
Classification codes are:

R � real estate
E � processing equipment
MV � motor vehicle

Department Code

This field contains the identification code of the department using or re-
sponsible for the property record item.

Custodian

This is the name of the departmental custodian who is responsible for
the maintenance of the property record for this item.

Life Expectancy

These fields contain the expected life in use of the item and the tax
life. The tax life will be generated by the property record system
based on current tax laws and the property record number. No entry
is necessary.

Leased Assets

These fields contain the information regarding the lease, including the
monthly lease payment amount and end of lease effective date. De-
partment custodians will be notified prior to the end of the lease so that
alternative action can be taken.

Work Order Number

Self-constructed items will contain the work order number under
which they were constructed.

Vehicle License Number

This is the state- or county-issued vehicle license number.
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Registration Date

This is the calendar month that the vehicle reregistration is due. Two
months prior to this date, the departmental custodian will be sent a ve-
hicle reregistration list. Not all of the jurisdictions send annual bills for
registration. It is the custodian’s responsibility to ensure that the vehi-
cle is reregistered prior to the expiration date. Failure to do so will in-
cur penalties to the company.

State Inspection Due Date

This is the date of the next periodic inspection. Motor vehicles located in
all states except California must be taken annually to a state-authorized
inspection station prior to registration renewal. California does not re-
quire an annual inspection; however, depending on the class of the ve-
hicle, all vehicles must receive a smog emissions inspection on a two- or
three-year basis. This field should include the date of the next smog in-
spection entered by the vehicle maintenance department.

Date Placed in Service

This is the date the item had all of its acceptance tests completed and is
actually available to be used for company purposes. The assembly and
testing of all items should occur as quickly as possible after receipt.
Some manufacturers and vendors begin the warranty period as of the
date of receipt. Others, notably computer manufacturers, generally be-
gin the warranty on the date the item is placed in service and the war-
ranty registration is filed.

Date of Addition

Where the item contains components that are also base units, this entry
indicates the date that the last item was added. Examples are computer
central processing units where the hard disk drives are associated com-
ponent parts. The component in this case is a separate base unit with its
own property record number and record.

Retirement Code

This field contains the code identifying the date, means of disposal, and
salvage amount.
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Original Cost

This is the total amount for the purchase price and subsequent cost nec-
essary to make the item ready for use. Although this will normally be
the invoice and shipping cost of the item, complex installations add to
that cost. Production equipment that is mounted to the floor or must be
lifted by cranes onto upper floors of a building will have additional
costs included. Custodians should refer questions to the property
record accountant.

Reproduction Cost, New

This is the current cost of replacing the item with a currently manufac-
tured one. This item will be updated during periodic inventories and
when requested by the risk management department. This is normally
the amount on which insurance for fire, theft, or other catastrophe will
be based.

Insurance Value

Where risk management has determined an insurance amount different
from reproduction costs new, it will include it here. Departments
should be aware that in case of catastrophe, the difference between re-
production costs new, and insurance value is the deductible or co-
insurance amount. Insurance premiums are reduced by insuring for
less than full replacement cost. In case of catastrophe, the insurance
proceeds will be the lesser amount.

Current Market Price

This identifies what the market value of the property is on the date
specified. Periodically, this amount will be updated by the property
record accountant based on an appraisal. This amount is utilized in do-
ing analysis on the company’s assets to ensure that we are using assets
to the fullest and know the approximate value of the assets of the com-
pany. This amount will differ from the historical cost or book value.
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Establishing Value

INTRODUCTION

Considerable discussion has occurred recently on the subject of valuing
property, plant, and equipment. There has been confusion as to the re-
sult of this discussion. Much of the confusion comes about as a result of
the many different procedures there are for the valuation of property,
plant, and equipment and the reasons for each.

The purpose that the value is to be used for requires a different
methodology for arriving at value.

Generally accepted accounting principles require that the book
value of an asset appears on the balance sheet; but there are many dif-
ferent values for the same object.

Following are examples of these different values.

• Historical cost—the book value as GAAP defines it
• Original cost—the purchase price of the item
• Replacement cost new or insurance value—the cost to

purchase the same capability today
• Current market value—the amount a willing buyer will pay

for it today
• Fair market value—the price that would be paid for the item

in a condemnation proceeding
• Assessed value—the basis on which it will be taxed
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HISTORICAL COST

Each of the many values will be different. The reason, of course, is they
have different purposes and, therefore, different procedures for estab-
lishing them. These values must be determined with care and delibera-
tion. Historical cost, or book value, is the cost of purchasing and putting
an object into use. How to ascertain book value is outlined in Chapter
2. Most of this book covers the procedures that must be followed to en-
sure that historical cost meets the principles outlined.

Historical land value, once established, rarely changes and then
only because of specific occurrences. Events that will change historical
land value are limited to:

Adding an item of significant value.
Extraordinary modifications or repairs that increase the value, ex-

tend the life, or increase the capability of the asset.
Impairment by catastrophe.
Sale for less than land value, if the asset is part of an operating

business and is sold as a whole.

OTHER VALUES

Values used for other purposes will change over time. For example,
when an object is first acquired and put into service, its insurance
value or replacement cost is the same as book value. However, after a
period of time, these values will vary. Some items, such as vehicles,
machinery, and computers, will probably decrease in market value,
but may well increase in replacement cost. Buildings, on the other
hand, will probably increase in both market value and replacement
cost. Therefore, the value recorded for insurance purposes must be re-
viewed periodically, a new determination made, and records updated
appropriately.

The procedures needed to determine other values are subject to
interpretation. Most companies will periodically secure the services of
an appraiser to establish these values. Insurance companies may pro-
vide advice and guidance to their customers. The services of apprais-
ers, how to acquire them, and what they will do are covered in
another book: Valuation: What Assets Are Really Worth, by Alfred King.
Please refer to that book for detailed information on the appraisal
process.
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It is important to recognize, though, that using wrong value proce-
dures can lead to disaster for a business. Insurance rates are based on a
percentage of the value at which the property is insured. Insurance values
greater than replacement cost increase the premiums, but will not provide
a greater return in case of destruction. On the other hand, insurance val-
ues below replacement cost will mean serious problems if the property is
damaged or lost. Insurance companies pay the maximum of replacement
cost or insured value, whichever is less. Most insurance policies pay re-
placement cost only if the insured value is greater than 80 percent of the
replacement cost at the time of the casualty. When insured cost is less than
80 percent, the companies pay on replacement cost, less depreciation. The
loss of buildings can be seen as the worst disaster, since the replacement
cost is likely to have gone up in spite of the building’s age and use.

Other types of problems with using the correct valuation for the
purpose exist. For example, in a nonprofit trade association, the county
tax assessor requested an inventory of business property for the pur-
poses of establishing the personal property tax. The organization’s
bookkeeper had just received an insurance company assessment of re-
placement costs of its few assets. Because these are insured at replace-
ment cost, that figure was much higher than current market value. This
assessment was supplied to the tax assessor.

There was no property record, and the organization did not de-
preciate its equipment, in accordance with fund accounting principles.
The tax assessor for a subsequent ten-year period did not request, nor
did the association submit, revised equipment values. The assessment
process was to add 5 percent per year to the original values it received
in lieu of a new report. Therefore, the current tax assessment was based
on a 50 percent increase on an originally inflated replacement cost.

In reality, the business property tax procedures call for market
value of the property as the assessed value. The association still had
most of the same property at the end of the ten-year period. Its market
value was very low. Therefore, when correct reports were filed and re-
assessment occurred, the tax was reduced by 95 percent.

USES OF VALUES

Historical cost, or book value, is used to allocate costs to the periods
used. It is accumulated as the purchase or invoice cost plus the cost to
prepare the item for service. This cost is then depreciated over the peri-
ods of usefulness.
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Other purposes are to establish the future value of an asset. That
value will vary due to many different factors.

INSURANCE

Insurance valuation will be based on the agreed upon actual cash or re-
placement value at the time the policy is issued. The premiums paid
will be based on a percentage of that value. When a claim is made, that
value normally represents the maximum that can be expected.

There are a number of problems involved in establishing that
value and correcting it over the life of the item.

Construction costs are rising, which means that buildings and ma-
chinery will likely have a higher replacement cost. New technology
may mean that replacement will not even occur on the same basis. Ex-
amples are construction techniques for older buildings made of brick or
rock. These types of buildings, if damaged in an earthquake, may not
be replaceable in the same style. Computer equipment more than a few
years old may not be replaceable. Production line equipment, printing
presses, and other machinery may dictate a number of different re-
placement possibilities.

Insurance policies can be written with many different types of cov-
erage. This is not intended as an insurance analysis; however, the asset
accountant should be aware of the replacement cost prior to establish-
ing the insurance coverage. At the time of loss, it will be necessary to
provide proof of loss. Property records that substantiate the existence
and location are needed. It is also important to have recorded and main-
tained the record of the asset values. An assessment of deferred main-
tenance, as well as a record of maintenance expenditures on major
items, will support that proof of loss. This also points out the need for
security and redundancy or backup for asset records. If a building is de-
stroyed, the accounting records should be available at another location.

COLLATERAL FOR A LOAN

The price at which an asset can be sold to a willing buyer without undue
pressure on either party is referred to as market, or fair market, value.
When property is used as collateral for a loan, the lending institution will
provide a loan at only a percentage of that value. If a foreclosure is nec-
essary, the property must be sold quickly and probably in a distress sale.
The carrying costs for the finance company can quickly reduce its value.
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In considering options for financing, businesses must consider the
resale values of their property. Financing can occur as specific mort-
gages on real estate and buildings. Banks or other financing sources
also may want a general mortgage on the property involved. Existence
of a well-maintained and documented property record can enhance fi-
nancing opportunities for both general credit lines and those taking
specific assets as collateral. Therefore, the collateral value is enhanced
by good accounting and property record systems.

PURCHASE OR SALE OF A COMPLETE BUSINESS

In purchasing an operating business, the sales price is likely to be dif-
ferent from the book value of the property, plant, and equipment. Fu-
ture sales value will enter into the price determination. When a price in
excess of the book value is paid, that excess is recorded as goodwill on
the purchasing company’s books. If the purchase price is less than the
book value, it is necessary to readjust the book value of property, plant,
and equipment downward to reflect its purchase price. This is one of
the few times that book value can be reduced on a still usable asset.
Considerable discussion is currently focused on the concept of ac-
counting for impairments in fixed assets. There is not yet consensus as
to the appropriateness of reductions based on an impairment in U.S. ac-
counting practices.

FIRST CREATION OF PROPERTY RECORD

When called upon to create a property record for the first time, addi-
tional difficulties may be encountered. Many businesses have not main-
tained property records in the past. Such records have not been
required of cities and other government agencies. Even where property
records were established, many organizations have not accurately
maintained them. Retirements and losses may not have been reflected
in the record. Where location is a function of the property record, it may
not be current. A significant task is required to create a property record
for the first time in an operating business. Nearly as much effort is re-
quired to bring one up to date that has not been adequately maintained.

Review of the existing process establishing the proper property
record and maintenance procedures is the first step. Then it will be nec-
essary to do a physical review or inventory of the property remaining.
Make an assessment of its current condition and if the original cost and
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date of purchase are not present in the property record, then it will be
necessary to make an estimate of these items. From those figures, book
costs can be established in a manner similar to that done when acquir-
ing a new business.

VALUATION TECHNIQUES

Current market values are established by considering three methods.

1. Present value of future cash flows is one value determinant.
By making an assessment of the future inflows and outflows
of cash, the net income for future periods can be reduced to
current value utilizing current value analysis.

2. Comparable sales can be used to establish a second cost
comparison figure. Where a current market exists for similar
items, such as automobiles, airplanes, computers, and some
production equipment, looking at recent comparable sales
provides a good estimate of current market value. Real estate,
land, and buildings are always appraised based on
comparable sales. They must be within the same
geographical area. Comparable real estate sales, even within
the same town, may be considerably different if not in close
proximity to one another.

3. Historical cost, less deterioration, plus improvements (less
costs of disposal) is the third value determinant. Taking the
original purchase price and reducing it based on observed
wear and tear and obsolescence, then adding the
improvements, provides a third benchmark for comparison of
value purposes. Care must be taken that items that will have a
negative value are also considered. Toxic chemical spills or
presence of other negatives must be assessed as part of the
depreciation. Also, the cost of disposition at some future date
is appropriate to consider. For example, a nuclear energy
plant or oil refinery may cost more for future
decommissioning than the original cost.

Using these three measures of market value can provide the ap-
praiser with sufficient information to arrive at an estimate of property
value.
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Land is always valued based on comparable sales. There is an estab-
lished market for real estate, and present value of current cash flows or
historical costs less depreciation should not influence the appraisal value.

MANAGEMENT INFORMATION

Management must understand the various values to make correct de-
cisions. Using the wrong value in making a decision can have serious
consequences.

Return on investment is a required external analysis. The pub-
lished financial reports are based on book value and that investment
base is used for the analysis. However, for internal management pur-
poses, it may be appropriate to use market values. When attempting to
evaluate the effectiveness of an old plant with very low book value to a
modern new plant with a high book value, there are problems. Return
on investment using book value would indicate the older plant has a
higher return. For internal management purposes, it may be appropri-
ate to normalize in some fashion the value of the investments being
compared. Using current market value of both, or simply recognizing
that this comparison is invalid, is important to the management
process.

The high rate of inflation has caused many incorrect management
decisions in the past few years. Leveraged buyouts used to finance hos-
tile takeovers have been one result. These have occurred in many cases
because management was not aware of the actual market value of the
component parts. Potential purchasers recognized that the market
value of the individual components of a business were worth more than
the current return on them. As a result, they purchased stock sufficient
to take over the company and financed their purchase with debt se-
cured by the inflated asset value of the firm. In many cases, they then
liquidated the assets to reduce or eliminate the debt. Numerous busi-
nesses have been totally closed and sold off in pieces with the sale of 
individual assets bringing back significant profits to the purchaser.

Management must be aware of, and periodically consider, alter-
native uses of their assets. An old asset having substantial current mar-
ket value may be a good candidate for sale and replacement with new
technology. It may also be appropriate to discontinue a business line
that is not providing an adequate return on the current market value.
Either changing to a different product line or selling off the individual
assets themselves to enter a new business line may be a better decision.
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If management personnel has the information needed, they can
make correct decisions. Knowing the various asset values will allow them
to manage the assets for the best use. They can also make correct decisions
and carry adequate insurance. Insurance premiums should not be greater
than necessary for adequate coverage, however. Assessment of the state
of deferred maintenance will allow the company to manage the asset as
opposed to using it up. The manager responsible for the assets needs to
know all of the values concerning that asset. Market value is just one.

PERIODIC ASSESSMENT OF VALUE

Because the values of property, plant, and equipment change over time,
a periodic assessment of those values is necessary. This assessment can
be done with a firm’s own employees if they have the skills and time
necessary to accomplish it. It can be done on a periodic basis, such as
annually. Alternatively, it can be done when there is a reassignment of
responsible manager or departmental custodian. Normally, an assess-
ment of deferred maintenance should be done when verification of the
assets’ existence occurs.

Assessment of other values is probably necessary about every five
years. This depends on the rate of inflation and its impact on an indi-
vidual company’s property, plant, and equipment.

There are appraisal companies and consultants available to do all
of these tasks. Contracting with an appraisal firm can bring an expert
into the process.

There are many appraisal firms, both local and national. Numer-
ous public accounting and consulting firms also provide this service.
The selection of an outside appraisal firm is also an important decision.
The past savings and loan problems were caused in many cases by in-
flated appraisals on real estate and buildings. There has not been a re-
quirement for appraisers to be certified. Effective January 1, 1992, the
federal government has required certification of appraisers who assess
the value of property financed or guaranteed by any federal program.
These certification processes have been put into place by the various
state governments, and vary from grandfathering those professionals
who have been appraising for a number of years to individual testing
of all candidates. It is appropriate, therefore, neither to accept the low-
est offer for your appraisal contract nor to assume that the certification
of the appraisers is adequate protection. As a minimum, the firm must
have adequate certified appraisers to accomplish the task.
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In addition, look beyond the certification. For what other compa-
nies in your industry has the firm provided service? Are these certified
appraisers members of professional societies? Within the numerous
professional societies are conflict of interest rules and codes of ethics to
which their members voluntarily subscribe.

It is important to be assured that the appraisers assigned will have
adequate specialization in your industry and type of equipment. Real
estate appraisers may have no knowledge of your manufacturing
process or the markets for your type of machinery.

Not reappraising periodically may be appropriate for your busi-
ness; however, management should do an analysis and make a decision
on a conscious basis. It is important for the asset accountant to period-
ically review a sample of assets in the current market. The asset ac-
countant should be responsible for bringing to management’s attention
any discrepancies between insurance values, replacement costs, and
current market values of their assets.
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Allocation of Costs to
Accounting Periods

INTRODUCTION

As described in preceding chapters, property, plant, and equipment
that lasts for more than one year are charged to capital accounts. It is
necessary to recognize the appropriate portion of that cost of using up
property, plant, and equipment in each succeeding accounting period.
The matching principle of accounting requires expenses to be recog-
nized during the period that they generate revenue during the normal
business cycle. In addition, cost reimbursement systems must include
the using up of the property, plant, and equipment. In setting prices for
products and services, management must consider all costs incurred.
Unless a portion of the costs of property, plant, and equipment pur-
chased in prior years is included, prices might be set too low. Likewise,
cost of property, plant, and equipment purchased in the current year,
but used for a number of years in the future, should not all be included
in setting today’s minimum price levels.

Generally accepted accounting principles provide the rules for fi-
nancial reporting. In addition to the financial requirements, manage-
ment must have information to allow them to make reasonable
decisions regarding new products, product continuation, and budget-
ing for replacement of capital assets.
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COSTS OF USING UP ASSETS

The accounting rules for recognizing the cost of assets is sometimes
confused with providing sufficient dollars to replace them. The depre-
ciation or the recognition of the declining usefulness of assets has noth-
ing to do with its financing. This is descriptively outlined in GAAP.
(ARB 43, chapter 9, section C, paragraph 5)

The cost of a productive facility is one of the costs of the serv-
ices it renders during its useful economic life. GAAP requires
that the cost be spread over the expected useful life of the fa-
cility in such a way as to allocate it as equitably as possible to
the periods during which services are obtained from the use of
the facility. This procedure is known as depreciation account-
ing, a system of accounting which aims to distribute the cost or
other basic value of tangible capital assets, less salvage (if any)
of the estimated useful life of the unit (which may be a group
of assets) in a systematic and rational matter. It is a process of
allocation, not valuation.

The Financial Accounting Standards Board, in Concept Statement
5, Par. 8bc, describes the consumption of benefits: “Some expenses,
such as depreciation . . . are allocated by systematic and rational pro-
cedures to the periods during which the related assets are expected to
provide benefits.” Concept Statement 6 defines assets, accrual account-
ing, and the concept of depreciation. Because several periods may
elapse between the time cash is invested in property, plant, and equip-
ment and the time products are produced, accrual accounting is used.
The purpose of accrual accounting is the allocation or deferral of rev-
enues, expenses, gains, and losses to the appropriate period to reflect
an entity’s performance during that period instead of just listing its
cash receipts and outlays.

Accrual accounting is to reflect in the current accounting period
those expenses which are applicable to the activities of that period.
FASB Concept Statement 6, paragraph 145, states the goal of accrual
accounting:

The goal of accrual accounting is to account in the periods in
which they occur for the effects on an entity of transactions and
other events and circumstances, to the extent that those finan-
cial effects are recognizable and measurable.
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As described in Chapter 2, assets including property, plant, and
equipment are probable future economic benefits obtained or con-
trolled by the entity of a result of past transactions. Once acquired, it
continues to be an asset until the organization transfers it or uses it up.
The process of recognizing the use and deterioration of property, plant,
and equipment is called depreciation.

DEPRECIATION

Depreciation is “the process of allocating costs of tangible assets over
periods benefitted (expected life of asset). It represents the gradual ex-
haustion of the service capacity of fixed assets through periodic charges
to obsolescent action to operations. It is the consequence of such factors
as use, obsolescence, inadequacy, and wear.” (IMA Statement 2A) In
measuring the amount of depreciation to recognize in a specific period
there are three variables:

Estimated life
Cost, less estimated salvage value
Allocation method

ESTIMATED LIFE

It is necessary to determine the estimated life of each piece of property,
plant, and equipment as it will be used in the entity involved. However,
as a matter of expediency, most organizations establish classes or
groups of items and depreciate them over a similar life. For example,
furniture may be defined as a class and a single life utilized for it. Be-
cause it is necessary to project into the future, this is not a simple task.
Useful lives of items may be far beyond what the practical or economic
life of an item will be.

Automobiles may have a useful life of ten to twelve years. How-
ever, in a rental car business, the practice may be to replace an automo-
bile each year, or within two years. Because customers expect to drive
new automobiles, the economic life in the rental car business would be
no more than two years. The same automobiles used by administrative
employees of the rental company may be replaced every three to four
years. Past practice should be reviewed in determining the future use-
ful life of the item.

Determining the estimated useful life has a significant impact on
the period expenses. Shortening the life will increase expenses in the
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periods. An estimated life in excess of actual life understates the
expenses in those periods and will cause retirement of undepreciated
assets. Therefore, careful consideration should be given to ensuring
that estimated life and actuals are reasonably accurate.

The use of property record retirement information can be of assis-
tance. Known as mortality or vintage records, the past lives of assets
and classes of assets can be of assistance. It may not predict the future,
but it may serve as a possible indicator. Examples are computers and
aircraft. Although the possible useful life may be ten years, the tech-
nology is increasing so rapidly that it is not unusual for a computer to
be replaced in two or three years. Aircraft purchased by major airlines
in the past were normally replaced as new models came out. The major
airlines sold the aircraft to smaller airlines who continued to operate
them for a number of years. In recent years, however, new models of
aircraft have not been produced as often. Therefore, aircraft have been
left on line for twenty to twenty-five years by major air carriers. Now
the cost of maintenance of those aircraft is becoming the motivating fac-
tor for replacement.

In determining the estimated life, consider the lives of similar
items used by the company in the past. A well-defined property record
will provide that type of information. Review with the users of the
items their expected use in the future. Is it increasing or decreasing? De-
termine what policies may be changed that will affect the actual life of
an item in the organization.

Many small businesses tend to use the lives authorized in the inter-
nal revenue regulations for income tax. If these lives are close to what the
estimated ones are, that may be a reasonable thing to do. However, tax
regulations are produced to implement social and economic programs
and carry out these government policies. Examples are accelerated de-
preciation allowing large deductions and therefore lower taxes in the
early life of assets. This tax policy may stimulate your organization to re-
place items quickly and may artificially shorten the life. However, if the
actual use in the company is longer than the tax life, using tax life will
substantially affect expenses per period and the net asset book values.

COST BASIS

The allocation base used is historical cost as established in the prop-
erty record, less estimated salvage value. Salvage value will be the
amount that can be recovered, less cost of removing the item. Salvage
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value may range from nothing for electronic equipment or machin-
ery that will be disposed of in a landfill, to a considerable amount in
the case of a rental car sold after only two years. Salvage value can be
negative, however, as in the case of a nuclear power plant, which may
cost more to dismantle and remove from service than the original
construction costs. Establishing historical book cost was outlined in
Chapter 7.

ALLOCATION METHODS

Straight Line Depreciation

The straight line method of determining depreciation expense uses
only a time variable. It is computed by dividing the asset base by the
number of years of estimated life:

depreciation expense �
historical cost

estimated life in years

Straight line depreciation is the simplest method and, where the
usefulness of the asset is equal over its entire life, it is appropriate.
Other methods take into consideration uses that are not equal or linear
over the life of the asset.

Units of Production

A number of equipment and plant items deteriorate by use rather than
with time. Aircraft engines, tractors, and construction equipment can
have a measured life in hours of use. Trucks, vehicles, and other rolling
equipment may be measured by number of miles before replacement is
appropriate. In this method, depreciation expense is determined by
multiplying the historical cost by a percentage of estimated life in
hours, divided by hours of use in a period.

Using the units of production depreciation method would be
important on production lines that may be used only one shift some
years, and up to three shifts in others. Depreciation practices should
recognize these different uses in determining depreciation expense
for the period. Similarly, airlines that use an aircraft for significant
hours during one period and place it in storage when business is not
so great can recognize that difference by using this depreciation
method.
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ACCELERATED DEPRECIATION

Accelerated methods of depreciation are primarily tax methods. By ac-
celerating the depreciation in the early periods and allowing reduced
taxes during that time, the government provides an incentive for busi-
ness to purchase new plant and equipment. However, there are rationales
for accelerating depreciation in estimating the book depreciation also.

Low Maintenance Cost in Early Accounting Periods

Where equipment has low maintenance costs when it is new and
greater costs as the equipment ages, a flatter expense over the life of
the equipment will be recognized through accelerated depreciation.
Depreciation expense is accelerated in the early years when mainte-
nance expense is low, and reduces in later years when maintenance
expenses have increased. The typical methods for accelerating de-
preciation are:

Sum of years digits
Declining balance

Double or 150 percent depreciation

Sum of Years Digits

This method results in a decreasing charge as a result of a decreasing
fraction of the years of remaining life over the sum of the total years. In
this method, a sum of the total years is determined, for example, a five-
year life would be (5 � 4 � 3 � 2 � 1 � 15). This figure is constant over
the five-year life. The first year there are five remaining years, therefore,
depreciation will be 5/15. For the second year depreciation will be
4/15, etc. (5/15, 4/15, 3/15, 2/15, and 1/15). There will thus be five
times as much depreciation in the first year as in the last.

Declining Balance Methods

The declining balance produces a decreasing depreciation expense by
expressing a depreciation rate that is some multiple of the straight line
method rate. An item with an estimated ten-year life has a straight line
rate of 10 percent per year. A double declining balance rate would be 20
percent per year multiplied by the remaining book value.
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Year Rate Remaining Base Year’s Depreciation
1 20% 10,000 3,000
2 20% 8,000 1,600
3 20% 6,400 1,280
4 20% 5,120 1,024
5 20% 4,096 819

When the declining rate goes below what would have occurred on a
straight line basis, there is generally a conversion to straight line for the
remaining life.

The most typical of the declining balance methods are double de-
clining, or 150 percent declining balance methods.

OTHER DEPRECIATION CONCERNS

Use Beyond Expected Life

Depreciation is the process of allocating book cost over the accounting
periods of the assets used. If the asset is continued in use beyond the es-
timated life, however, it will have been fully depreciated. Once the book
cost (less applicable salvage) has been expensed, no further deprecia-
tion is appropriate.

This condition may be the result of an incorrect original estimate of
useful life, or the conditions may have changed. During periods of eco-
nomic stress, a car rental agency may change its policy and continue to use
cars for another year before replacement. The year such a policy is placed
in effect, depreciation expenses will be significantly reduced and net prof-
its will increase. It is appropriate to make management aware of this im-
pact and to review the estimated life of remaining assets. Where conditions
or policies have changed, it is appropriate to consider and change the es-
timated remaining life of assets that have not been fully depreciated. For
management information purposes, it may be appropriate to restate his-
torical periods and show what depreciation would be in the current pe-
riod, had the life been estimated accurately in the beginning. However,
GAAP do not allow such a change on the published financial statements.

Physical Deterioration

Depreciation is based on an accounting theory of spreading costs over
periods of usefulness. It does not as a normal function consider actual
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physical deterioration. Where maintenance has been neglected, or where
other natural phenomenon caused significant deterioration, it should be
reviewed and recognized. A piece of construction equipment left out in
the weather, even though not used, may deteriorate significantly. Simi-
larly, lack of paint to seal a building from the elements may cause signif-
icant deterioration early in its useful life. It is important to review assets
and determine a plan of approach of maintenance to bring them back to
full future use. The alternative is to recognize the reduced value, record
the equipment value, and take the expense in the current period.

Functional Obsolescence

New technology may be developed and produced requiring reconsid-
eration of the useful life of existing assets. Production machinery that is
faster and produces better quality at a lower cost may make the pro-
duction line obsolete overnight. Computers that have capabilities of
running new software that will provide additional services may require
replacement earlier than anticipated. When a policy decision is made to
retire and replace plant and equipment earlier than its estimated life,
depreciation lives should be reconsidered and adjusted accordingly.

Economical Obsolescence

High maintenance costs may require replacement earlier than antici-
pated. There may be a better alternative, such as selling aircraft for a
greater total return, which is more cost effective than continuing to op-
erate them. A review of market value versus rate of return on produc-
tion of assets is appropriate periodically. Where the current market
value of equipment is greater than the combined future return on pro-
duction, sale of the asset is a better alternative.

TAX VERSUS BOOK DEPRECIATION

Many small businesses use the same depreciation methods for financial
statements and tax purposes. Where the benefit to management does
not justify the additional cost of multiple depreciation methods, this
would be appropriate; however, it must be recognized that the tax sys-
tem is social policy, not GAAP. Using tax depreciation methods in many
cases will give the wrong signals to management. The high expenses al-
located to products or methods could cause a decision to discontinue
those products or services.
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BALANCE SHEET DISCLOSURE

Generally accepted accounting principals require disclosure on a bal-
ance sheet of total depreciation expense for the period, balances of ma-
jor classes of depreciable assets, and accumulating depreciation, either
by major class of asset or in total. In addition, a general description of
the method or methods used in computing depreciation must be out-
lined for major classes of depreciable assets. These disclosures should
be readily available from a well-designed property record system.

NOT-FOR-PROFIT ORGANIZATIONS

Because not-for-profit organizations do not exist for the purpose of
generating a profit, and in fact many do not have revenue streams from
services, they have not historically recognized depreciation expense.
However, the management of assets is even stronger in not-for-profit
organizations than in profit-making organizations. Members of the
board of directors and senior management of nonprofit organizations
have a higher responsibility to stewardship of assets than to boards
and management of publicly held corporations. The Financial Ac-
counting Standards Board in issuing Statement 93 established that
“not-for-profit organizations shall recognize the cost of using up the
future economic benefits or service potentials of their long lived tangi-
ble assets—depreciation—and shall disclose the following . . . require-
ments are the same as APB 12 for other businesses. . . .” Therefore,
GAAP requires financial statements of not-for-profit organizations to
compute and disclose depreciation.

There was considerable confusion among not-for-profit account-
ants when statement of financial accounting standards (SFAS) 93 was is-
sued. Some not-for-profit organizations are government entities,
schools, universities, and museums. Others are not government related
but perform the same functions, and also include private hospitals, uni-
versities, schools, and museums. Thus, confusion arose about which
standard-setting body had jurisdiction over the not-for-profit entities.
Further adding to the confusion GASB issued instructions that govern-
ment not-for-profits were not to follow SFAS 93 relative to depreciation
until they acted on the question.

The issue was partially resolved in 1989 with the GASB having ju-
risdiction of government not-for-profits and FASB for all others. The is-
suance of Government Accounting Standards Board Statement (GASBS) 33
and 34 outlining the requirements for accrual or modified accrual



accounting reinforces the belief that eventually accrual accounting will
be the rule. See Chapters 10 and 11 for further discussion.

Government accounting distinguishes between general fixed as-
sets such as infrastructure, roads, sidewalks, and sewer systems and
other assets. Depreciation of general fixed assets are not recorded as
current. Generally accepted accounting practices for government do
not allow depreciation of general fixed assets to be recorded in the ac-
counts of government funds. They may be included in cost accounting
systems for cost analysis and may be recorded in the separate general
fixed assets accounting group (GFAAG). This group is a separate ac-
counting fund. In government accounting, a fund is the same as setting
up a separate company or reporting entity.

Depreciation is an element of expense resulting from the use of
long-lived assets. It is conveniently measured by allocating the ex-
pected net cost of using the asset over the estimated useful life in a sys-
tematic and rational manner. The discussions on government GAAP
and the recommendation that depreciation not be recorded in the gov-
ernmental fund accounts neither denies its existence nor precludes cal-
culating depreciation to determine total and/or unit costs.

None of the arguments about not recording governmental depre-
ciation exclude it from the cost-based fee setting or the management of
assets. Most argue that because governments and not-for-profit organ-
izations are not in business to make a profit, but rather to provide serv-
ices, depreciation is not a cost to the entity. Where there is no profit to
be calculated, the logic is that depreciation is not appropriate.

This is not a valid position because depreciation is recognition of
the cost of using up the asset. Unless this cost is recognized, assets are
not managed. All of the infrastructure that our government put in place
is being used up, or has been used, with no consideration for replace-
ment. Put it in place, use it, but do not manage it has been the prevail-
ing attitude. Planning for replacement has only occurred after it was
obvious the asset is no longer useful.

In the past, lack of planning has worked. A bond issue or other
financing mechanism was used to replace used up government in-
frastructure.

Capital financing limits are currently being approached and a
great number of infrastructure assets are all wearing out at the same
time. Accounting must change to provide information to government
managers so they can plan and meet the needs of tomorrow. There is re-
ally little difference between the needs of government, not-for-profit,
and business managers.
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Most of the arguments for similar GAAP for government, not-for-
profit organizations, and businesses are coming from those who must
use the financial statements to measure government’s performance.
Accountants providing services to watchdog groups such as the Gen-
eral Accounting Office and other audit groups are demanding infor-
mation allowing for the same management of assets as occurs in
business. Another book in the John Wiley series, Financial and Auditing
Guide for Not-for-Profit Organizations, Sixth Edition by Malvern J. Gross,
Jr., Richard F. Larkin, and John H. McCarthy, goes into considerable de-
tail in this accounting and may be referred to for more detailed infor-
mation on not-for-profit accounting. The authors offer a good argument
for recording depreciation:

Depreciation accounting is now required for most not-for-
profit organizations that want to describe their financial state-
ments as being in conformity with generally accepted
accounting principles. But aside from these requirements, the
authors believe that depreciation accounting is desirable for
most not-for-profit organizations for a number of reasons.

Not-for-profit organizations provide services—or, less of-
ten furnished goods—that are measured in terms of costs. De-
preciation is a cost. By not including this cost in the financial
statements of each year in which the services or goods are fur-
nished, the reader is misled into thinking that the actual costs
were less than they really were. The board of an organization
is charged with the responsibility of efficiently using all of the
resources available to it to carry out the program of the organ-
ization. By excluding a significant amount from the cost of the
program, the board gives the reader the impression that the
program has been carried out more efficiently than is actually
the case.

The same arguments can be aimed at government accounting.
Government charges utility companies that dig up their roads for the
cost of repairing the damage. The cost of laying pavement by a road de-
partment cannot be determined unless depreciation is included in the
calculation. More and more government services are being offered on a
fee basis. Government managers have no way of knowing if the fees
charged actually reimburse the costs incurred without including de-
preciation on fixed assets in the calculation. In the future, government
GAAP will also require depreciation to be recognized and reported.
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Regulated Utilities

INTRODUCTION

Most businesses have a number of external reporting requirements.
These differing requirements affect the manner in which property
records must be maintained. Other chapters discussed the GAAP re-
quired on securities and exchange commission financial statements and
the federal and state income tax information that must be kept.

Regulated utilities must also consider the requirements of the reg-
ulatory body when designing property accounting systems. They must
meet all the requirements that other businesses do and in addition give
consideration to the regulatory requirements. Most regulated indus-
tries have only one regulator but the telephone industry must meet the
requirements of both the Federal Communications Commission (FCC)
and state public utility commissions.

Although accountants establishing records in nonregulated in-
dustries need not concern themselves with the regulatory require-
ments, this chapter may be of benefit by suggesting solutions to
accounting problems that are also applicable to them. The FCC and the
Interstate Commerce Commission (ICC) have established detailed ac-
counting requirements for the companies they regulate. This chapter
will briefly describe some of those requirements. References to the
Code of Federal Regulations, where they are spelled out in detail, also
are provided. Accountants in regulated industries should refer to those
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regulations for direction. Accountants in nonregulated industries may
find the regulations useful.

DIFFERENCES IN GAAP

The Financial Accounting Standards Board in its Statement 71 considered
what impact rate-making and regulatory bodies have on regulated utili-
ties. They concluded that regulated utilities should not just follow regu-
lated prescribed accounting where it differed from GAAP. However, the
FASB acknowledged that regulation does have an impact on regulated
companies. They concluded that “rate regulation should be considered.”

The net impact of SFAS 71 is to establish that if rates are set by
regulatory bodies based on the actual costs of the regulated utility,
and there is reasonable assurance that market factors will allow those
rates to be collected, then the regulatory prescribed accounting for
determining costs should be followed. An example is the allowance
by the ICC of a $5,000 minimum threshold for capitalizing assets.
They provide that railroads should expense any item other than land
and track costing less than $5,000. In contrast, the FCC provides a
threshold of $200 in determining capital and expense for most of the
accounts.

The cost included in establishing asset value can be based on what
the regulatory body specifies in its detailed accounting system if that
regulatory body has rate-making ability and can provide assurance that
future rates will include the cost of recovery of that capital as well as a
rate of return on it.

Most regulatory bodies specify the detailed accounting that the
companies they regulate must use. That includes a chart of accounts
and the definitions and description of a detailed property record.

During the past 20 years the push for federal deregulation entirely
eliminated regulation of the airlines by the Civil Aeronautics Board and
of the trucking industry by the Interstate Commerce Commission.
Deregulation is continuing to change the telecommunications and rail-
road industries.

TELECOMMUNICATIONS ACCOUNTING

The Federal Communications Commission was authorized in 1933 to
provide detailed regulation of the telephone industry. Prior to that, the
telephone industry had been regulated by the ICC commencing in 1912.
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The details of the FCC regulation are spelled out in the Code of Federal
Regulations (CFR), title 47, part 32. That part was issued in 1986 and ba-
sically adhered to GAAP at that time.

Telecommunications plant is defined as that which ordinarily has
a life of more than one year and a value greater than $200. It is main-
tained at original cost.

An exception to original cost is telecommunications plant pur-
chased in service. Where either an entire company or part of one has
been purchased, the purchasing company must place the asset in the
regulated books of account at the original cost paid by the original com-
pany. Any accrued appreciation that has been allowed through rates
must be incorporated within the accumulated depreciation accounts.
Any amount paid for the operating plant in addition to its original cost
is included in an account 2005—telecommunications plant adjustment.
This account is either written off over a reasonable period to a nonop-
erating account, which is not provided for in authorized rates or, under
special circumstances, the FCC may authorize its recovery. The regula-
tory concept here is that the rate payers should only be required to pay
for the original cost of putting it into telephone service. Any increase in
market value should accrue to the late payers and not the telecommu-
nications company.

BASIC PROPERTY RECORD

There is a requirement that all telephone companies maintain a basic
property record. It is defined as that portion of the total property ac-
counting system that preserves the following detailed information.

The identity, vintage, location, and original cost of units of property
Original ongoing transaction data in terms of such units
Any specific financial and cost accounting information not requir-

ing separate disclosure as an account, but which is needed to
support regulatory, cost, tax, management and other specific ac-
counting information needs and requirements

Further, basic property records must be:

Subject to internal auditing controls.
Auditable.
Equal in the aggregate to the total investment in the general ledger

account.
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Equal in the aggregate to the total cost allocations supporting the
determination of cost of service. The record must maintain cost
of service data for a particular point in time and maintain
throughout the life of the property.

Each company is required to file with the FCC a copy of a com-
plete plan of the method used in the compilation of a basic property
record. The plan must include a list of property record units to be
used under each regulated plant account. The continuing property
record must be compiled on the basis of original cost or other book
cost that is consistent with the required system of accounts. It is re-
quired to be maintained in a manner that will meet a number of ba-
sic objectives. It must:

Provide for the verification of property record units by physical
examination.

Provide for accurate accounting for retirements.
Provide data for use in conjunction with depreciation studies.

Further, the design of the property record is required to provide
the description, location, date of placement, essential details of con-
struction, and original cost of each of the property record units. Much
of the telecommunications plant is constructed by the company and it
further requires that underlying records of construction cost be main-
tained, so that upon retirement of one or more retirement units the ac-
tual cost, or a reasonable estimate of the plant retired, can be
determined. Costs must be maintained by specific location for property
record units contained in certain accounts. These are land, buildings,
telephone equipment, motor vehicles, garages, and furniture.

Average costs are allowed to be developed for plant, which con-
sists of a large number of similar items. In telecommunications activi-
ties, poles, wire, cable, cable terminals, conduit, furniture, and work
equipment are allowed to be averaged. However, those average costs
must be included in a vintage or band of years, and average costs must
be determined for those years within an accounting area. The estab-
lishment of an accounting area is left to the companies: It must be a ge-
ographic area in which accounting records for all general ledger asset
accounts are maintained. The only other requirement is that it not cross
state lines or other regulatory boundaries.

Basic property or retirement units are distinguished from minor
items. Whereas the units must be maintained in detail in the property
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record, minor items do not. Minor items are those that are less than a
base unit; they are included in the cost of a retirement or property
unit. No accounting is necessary when a minor item is retired. Cost
of replacement is charged to the applicable repair account for the
property.

Replacement of minor items that affect a substantial betterment,
and make the property more useful, of greater durability, or of greater ca-
pacity, requires that the excess cost of this replacement over the estimate
of the one retired be included in the cost of the property record item. The
chart of accounts required for telecommunications plant is as follows.

Regulated Plant
Property, plant, and equipment:

Telecommunications plant and service 2001
Property held for future telecommunications use 2002
Plant under construction, short term 2003
Plant under construction, long term 2004
Plant acquired adjustment 2005
Nonoperating plant 2006
Goodwill 2007

TELECOMMUNICATIONS PLANT IN SERVICE 
CHART OF ACCOUNTS

The detailed chart of accounts for telecommunications companies is
outlined by the Federal Communications Commission as follows:

General support assets:
Land 2111
Motor vehicles 2112
Aircraft 2113
Special-purpose vehicles 2114
Garage work equipment 2115
Other work equipment 2116
Buildings 2121
Furniture 2122
Office equipment 2123
General-purpose computers 2124
Analog electronic switching 2211
Digital electronic switching 2212
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Electromechanical switching 2215
Operator systems 2220
Radio systems 2231
Circuit equipment 2232
Station apparatus 2311
Customer premises wiring 2321
Large private branch exchanges 2341
Public telephone equipment 2351
Other terminal equipment 2361
Poles 2411
Aerial cable 2421
Underground cable 2422
Buried cable 2423
Submarine cable 2424

RAILROADS

The Interstate Commerce Commission outlines a detailed accounting
process for railroad companies. It is published in the Code of Federal Reg-
ulations, title 49, part 1200. The ICC Uniform System of Accounts for
Railroads was originally developed in 1907. That system of accounting
did not include depreciation, but was based on betterment accounting
concepts. The Railroad Revitalization and Regulatory Reform Act of
1976 was enacted by Congress to improve the financial viability of the
nation’s railroads. Among other things, it emphasized the need for the
ICC to use more accurate accounting and costs data. In response to that
need, the ICC created the new Uniform System of Accounts in 1987. The
ICC also began a program to replace its existing costing system with a
more sophisticated uniform rail costing system (URCS). Congress con-
tinued to emphasize the changes needed in railroad accounting by cre-
ating a Railroad Accounting Principles Board in 1980 with the
responsibilities to (1) establish a body of cost accounting principles, and
(2) make administrative and legislative recommendations as it deems
necessary to integrate the principles into the regulatory process. The
Railroad Accounting Principles Board created a final report in 1987
which explores a number of principles of asset accounting. They ex-
pound a statement of principle:

Assets shall be valued at either the value of the resource for-
gone by the entity to acquire the assets (GAP costs) or at the
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current market value, depending on the regulatory applica-
tions. The method of valuing assets in each application shall be
determined by the causality principle.
The board concluded that no single asset valuation method is ap-

propriate for all regulatory applications. A number of problems are dis-
cussed in this final report. Anyone interested in the concept of historical
cost versus current market value for valuing assets will find this report
a valuable resource. The result, however, is that the common GAAP his-
torical cost method is the appropriate one for allocating the cost of as-
sets over future accounting periods.

Railroad carriers may prepare and publish financial statements to
stockholders and others based on GAAP. However, any variance from
the ICC’s prescribed accounting rules that are contained in such state-
ments must be clearly disclosed in its footnotes. Financial reports sub-
mitted as required to the ICC must be based on the commission’s
prescribed accounting rules.

As new FASB standards are issued, the ICC Bureau of Accounts
will review and issue an accounting series circular specifying whether
the new standard is to be used in reports to the commission. In addition
to the accounting policies presented in the ICC regulations, all disclo-
sures relating to APB opinions and FASB statements adopted by the
commission are required.

PROPERTY ACCOUNTS

The cost of purchase, construction, and betterment of property must be
charged to the appropriate property account. Cost is defined as the cash
disbursed or other fair value of assets distributed or the present value
of amounts to be paid.

There is, however, an exception for a minimum capitalization rule:

When the cost of acquisition of units of road property and of
additions to existing units of road property is less than $5,000,
such costs may be charged to operating expenses. (CFR 49,
part 1201, p. 25)

COST OF CONSTRUCTION

A detailed description of what may be included in components of con-
struction cost is outlined in the regulations.
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Cost of Labor

Cost of labor is defined to include labor and all associated fringe bene-
fits such as vacation and holiday pay, health and welfare group insur-
ance, pensions, and retirement plans, payroll taxes, and unemployment
insurance. Other personal expenses of employees when borne by the
carrier, as well as the cost of fidelity bonds and employer’s liability in-
surance premiums, are also included.

Officers or employees who are especially assigned to construction
work charge their traveling and incidental expenses while engaged. Be
aware of the distinction between those especially assigned and one who
merely renders service incidentally in connection with their work, such
as general officers and employees. The latter shall not be charged to
construction.

Cost of Materials and Supplies

Cost of materials and supplies includes the purchase price of these
items, including small tools, and the cost of inspection and loading as-
sumed by the carrier. Similarly, a portion of store expenses, and taxes
are charged to the cost of construction.

Cost of Work Train Service

Work train service cost includes amounts paid to others for rent and
maintenance of equipment, as well as cost of labor or engine crews used
in construction and crews held in readiness for such service.

Cost of Special Machine Service

Special machine service cost includes the cost of labor expended and of
materials and supplies consumed in maintaining and operating power
shovels, scrapers, rail unloaders, ballast unloaders, pile drivers, dredges,
and other labor-saving machines. Rents paid for the use of such machin-
ery are also included.

Cost of Transportation

Cost of transportation includes amounts paid to other companies for
transportation of workers, materials, and supplies in connection with
construction projects.



UNITS OF PROPERTY

Units of property that must be maintained in detail are listed in the reg-
ulations. By account, they are classified as depreciable.

Minor items that are components of a larger unit, when replaced,
are treated as maintenance and charged to operating expenses. It
should also be noted that the minimum rule of $5,000 applicable to
charging cost of acquisition of units does not eliminate the requirement
for removing the original cost of the unit from the account when the
property is retired.

When a unit of property is retired, with or without replacement,
the cost thereof shall be written out of the property account at the time
of retirement. Its service value is charged to account 735, accumulated
depreciation. For the carrier to comply with these requirements, a de-
tailed property record must be maintained. It is left to the carrier to de-
sign and implement such a record.

LIST OF UNITS OF PROPERTY

The regulations establish a list for the purpose of designating the units
of property to be used in accounting for additions and retirements of
property. This list is quite definitive and outlined by account. A few ex-
amples follow:

Account 3, grading
A retaining wall, rip wrap, hand placed, a protecting dike, a
protecting crib, a wing jam, a revetment, mattress, pipe, or
other structures to provide drainage, each entire installation

Account 5, tunnels and subways
The entire masonry, entire timber, and entire metal lining of a
tunnel or subway, including portals and wing walls

Drainage, entire installation
Lighting, each entire installation
Ventilation, each entire installation

Account 6, bridges, trestles, and culverts
A steel superstructure
A concrete or stone substructure
A concrete trestle, a complete bridge or approach
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Cost of Contract Work

Contract work cost includes amounts paid for work performed under
contract by other companies, as well as any costs incidental to the
award of the contract.

Cost of Protection from Casualty

Casualty protection cost includes costs for protection against fire, such
as firefighting or smoke detection equipment. Also included are pay-
ments to municipalities for fire protection during construction.

Cost of Injuries and Damages

This section includes costs of injuries to people or property incurred di-
rectly as a result of construction projects. It also includes premiums paid
for insurance applicable to the period prior to the completion of a con-
struction project. It includes the cost of insurance to cover the construction
amount. The receipts from insurance coverage for damage to property in-
cidental to construction shall be credited to the accounts chartable for the
expenditures necessary for restoring the damaged property.

Cost of Privileges

The cost for temporary privileges is defined as use of public property
or streets in conjunction with railroad construction.

Material Excavated

Material excavated is the cost of disposing of material as well as re-
moving and dumping.

Interest Cost

The interest cost is the cost of interest actually incurred. This is the
cost of debt necessary to provide financing during the construction
period, which includes the time required to get the asset ready for its
intended use.
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A timber trestle, a complete bridge or approach
Complete machinery for operating a movable span
A protecting dike, a protecting crib (a fencer), a wing dam, a

complete culvert
Each entire installation

Account 20, shops and engine houses
A complete building, including attached platform
A complete platform structurally detached from a building
A turntable
A turntable pit
A transfer table with machinery
A transfer table pit
A sand storage and handling and drying apparatus
Outdoor binds, each complete installation
A lorry track system (outside)
A boiler washing plant, each complete installation
An overhead crane outside
Each outside pipe installation, steam, air, water, etc.
Each sewer installation, storm or sanitary
Paving each complete installation
Each shop fence or wall installation
Any applicable unit

Account 58, miscellaneous equipment
An airplane
A complete vehicle

Account 59, computer systems and word processing equipment
A mainframe
A mini-computer
A word processing system
A printer
A monitor
A modem
A storage device

ACCOUNTING FOR ENGINEERING COSTS

The regulations require the pay and expenses of certain engineers, as-
sistants, and clerks involved in survey and construction to be included



in the cost of the particular property involved. Following is a list of of-
ficers and employees who must be involved:

Chief engineer
Assistant engineer
Bridge and signal engineer
Architects and draftsmen
Chief clerk and other clerks
Transit men and level men
Rod men and chain men
Cooks and porters on business cars

Following is a list of expense items in conjunction with engineering.

Atlas and maps
Barometers
Books for office use
Business car service
Cameras
Compasses
Camp equipage
Chains for surveyors
Drawing boards
Drawing equipment
Field glasses
Furniture repairs and renewals
Heating and lighting
Magnets and magnifiers
Official train service
Paper, blueprint
Periodicals and newspapers
Photographic supplies
Printing and stationery supplies
Provisions for business cars
Rent and repairs of offices
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Rods for surveyors
Sextants and slide rules
Telegraph and telephone service
Traveling expenses
Triangles and tripods

COMMON AND CONTRACT MOTOR CARRIERS OF PASSENGERS

As part of the deregulation of motor carriers, the uniform system of ac-
counts for motor carriers is no longer prescribed by the ICC. Motor car-
riers may follow GAAP for all accounting and reporting matters;
however, the uniform system of accounts has been left in place for ref-
erence purposes, and is the basis for motor carrier reporting. Detailed re-
port requirements are outlined in parts 1240 to 1259 of the regulations.

CARRIER OPERATING PROPERTY

Carrier operating property is defined as property that is used actually
and necessarily in current service or is ready and reasonably required
for future service. It must have an expected life in service of more than
one year from the date of installation. The cost of operating property is
to be reported as part of a specified property account.

The cost is to be maintained in records that allow the determina-
tion of depreciation expenses over its life.

DEPRECIATION

Depreciation is to be applied on either a straight line or mileage method
(for automobile equipment). The regulations have defined depreciation
as meaning the loss of service value not restored by current mainte-
nance incurred in connection with the consumption or prospective re-
tirement of the property in the course of service. Among the causes to
be given consideration in determining depreciation lives are wear and
tear, decay, action of the elements, obsolescence, changes in the art, in-
adequacy, changes in demand, and requirements of public authority.

Depreciation for some accounts is accomplished on a unit plan ba-
sis. The unit plan requires that detailed property records be maintained
which provide for the determination of the original historical costs of
each individual unit upon retirement.
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Some accounts allow for a group depreciation plan. Under a group
plan, depreciation charges are accrued on the basis of a sum total of
book cost balances. Rates are determined based on the average service
life of the property within the account. On retirement of units of this
property, the full-service value is charged to the depreciation reserve
without regard to whether the particular item has obtained the average
service life. When a unit of property under the group plan is retired
from service, however, the book cost of that unit is to be credited to the
appropriate property account. Therefore, some means of determining
the vintage of the property unit must be available.

Condemnation proceedings, including court costs and special
counsel fees

Consensus and abutting damages, payment for
Conveyances and notary fees
Easements and rights of way, cost of, and expenses of acquisition
Fees and commissions to brokers and agents
Grading
Land, cost of
Relocation property of others
Rights of way, including costs of locating
Sidewalks on public streets, abutting carrier’s property
Special assessments on the basis of benefits for new roads, etc.
Surveys
Taxes assumed, acquired prior to the date of transfer of title

1211 Structure

Account 1211 includes the cost of structures used in motor carrier op-
erations. This includes building or constructions to house, support, or
safeguard property or persons, with all appurtenant fixtures perma-
nently attached hereto and improvements to land or other structures, or
constructions.

Records must show separately the cost of each structure included
in the account and the purposes for which it is used in motor carrier op-
erations. Following are the items to be included.

Architects’ plans
Ash pits
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Awnings
Boilers, furnaces, piping, wiring, fixtures and machinery for heat-

ing, lighting, signaling, ventilating, and plumbing
Bridges and culverts
Chimneys

MINOR ITEMS

A minor item is defined as one that is part of a unit of property.
Units of property are not defined in the accounting rules, but each

carrier must submit a list of the property units upon which their records
are maintained. Further, reporting requirements within the regulations
do require determination of property units. The definition of a number
of the accounts identify the property units.

UNIFORM SYSTEM OF ACCOUNTS—TANGIBLE ACCOUNTS

The various operating property accounts are maintained at original cost
for all property normally having a service life of more than one year.
Records are kept so as to separately reflect the cost and date of acquisi-
tion of each structure or unit of equipment. At the option of the carrier,
each body, chassis, or other major part may be designated as separate
property units. Details must appear in supporting records showing the
cost of removal, cost of replacement, dates of activity, whether it is used
or new equipment, and any increase in its capacity.

ACCOUNT DEFINITIONS

1201 Land and Land Rights

Account 1201 includes the cost of land or interest in land having a life
of more than one year for use directly in connection with the motor car-
rier operations of the carrier for such purposes as general office, build-
ings, shops, garages, stations, terminals, waiting rooms, shelters,
loading platforms, and warehouses. It also includes the cost of build-
ings and other improvements constructed on the property.

The records must be maintained so as to show separately the cost
of each parcel of land and the purpose(s) for which it is used in carrier
operations. Items of costs are identified as follows:

Clearing land of brush, trees, and debris (first cost of)
Commissions and fees to brokers, agents, architects, and others
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Conduits (not to be removed)
Damages to abutting property during construction
Drainage and sewerage systems
Elevators, cranes, hoists, etc., and the machinery for operating

them
Excavation, including shoring bracing, bridging, fill and disposal

of excess material
Fences and hedges
Fire protection systems
Floor covering (permanently attached)
Foundations and piers
Grading and preparing grounds for buildings, including land-

scaping of grounds after construction
Outside lighting systems
Painting, first
Permits and privileges, building
Refrigeration system
Retaining walls
Screens
Sidewalks, pavement and driveways on building grounds
Sprinkling systems
Storage facilities constituting part of building
Storage tanks
Structures, cost of
Subways, area ways, and tunnels directly to and forming part of a

structure
Vaults, constructed as part of the building
Water supply system for building
Window shades and ventilators

1221 Revenue Equipment

Account 1221 includes the cost of all units of revenue passenger equip-
ment and the cost of the first set of accessory equipment necessary to
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make them ready for service, excluding tires and tubes. If purchased in
a condition ready for service, the cost shall include the invoice or con-
tract price (excluding tires and tubes). It may also include the cost of
spare engines and other major units carried on hand for maintenance
purposes. Following are the items defined in this account.

Automobiles
Buses
Combination buses
Horses and mules
Stages

It can be seen that this uniform system of accounts originated in
the early 1900s.

1251 Furniture and Office Equipment

Account 1251 includes the cost of furniture and appliances used in gen-
eral offices, garages, stations, terminals, warehouses, and waiting rooms,
when equipment is not an integral part of the housing structure. Records
of such equipment must be maintained by each location. If a carrier op-
erates or owns auxiliary station facilities, such as restaurants and news-
stands, the cost at those locations must be separated under a special
subdivision entitled furniture and office equipment—special facilities.
Following are items included in this account.

Bookcases
Cash registers
Chairs, stools, and benches
Clocks
Counters
Desks
Equipment in rest, dining, recreation, and medical rooms
Fans, electric
Filing cabinets
Fire extinguisher equipment
Floor coverings
Heaters and lamps (movable)
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Kitchen equipment
Lighting fixtures (movable)
Lockers
Loudspeaker systems
Newsstand equipment
Office equipment (mechanical)
Parcel room equipment
Partitions and railings
Restaurant equipment
Safes (movable)
Showcases and shelves
Tables and counters
Teletypewriters
Ticket cases
Ticket machines
Time clocks
Time table racks
Typewriters
Vacuum cleaners
Water coolers

NOTE: Small articles of slight value or of short life may be charged to the
appropriate expense account.
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Government Accounting

INTRODUCTION

In the past there have been completely different accounting concepts
for governments. Since 1984, when the GASB was created as an equal
to the FASB for setting state and local government accounting stan-
dards, the differences have diminished. Complete details of govern-
ment accounting are beyond the scope of this book, but the changes that
are occurring should be of interest to all property accountants. A sum-
mary is provided here; the details can be found in Governmental Ac-
counting, Auditing, and Financial Reporting under the GASB 34 Model, by
Stephan J. Gauthier, Government Finance Officers Association, 2001.

The lack of property records and management of government-
owned assets are driving the changes. Although the lack is much more
pronounced in government accounting, these shortcomings exist in
business accounting as well.

The issuance of GASBS 11, Measurement Focus and Basis of 
Accounting—Governmental Fund Operating Statements, began the process
of moving state and local governments from a cash basis, current year
accounting concept to a full accrual system. The full impact of that
statement, accrual accounting for governments, has been postponed.
Two other statements are changing the accounting and disclosure re-
quirements. The issuance of GASBS 33, Accounting and Financial Re-
porting for Nonexchange Transactions with an Effective Date of June 15,
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2000, and GASBS 34, Basic Financial Statements—and Management’s Dis-
cussion and Analysis—for State and Local Governments, requires changes
to accrual or modified accrual accounting.

Although fund accounting may be continued for segments, 
government-wide general financial statements similar to business are
required. These statements will be prepared based on an economic re-
sources measurement focus and an accrual or modified accrual basis.

MEASUREMENT FOCUS

The difference in the way government creates the fund statements and
the agency-wide financial statements is a new concept for most busi-
ness accountants. An excellent discussion of these differences can be
found in Chapter 3, Accounting Fundamentals of Wiley GAAP for Govern-
ments, by Warren Ruppel, John Wiley & Sons, 2001. The following ex-
cerpt expounds on this concept.

Governmental funds use a measurement focus known as the
flow of current financial resources. The operating statement of
a governmental fund reflects changes in the amount of finan-
cial resources available in the near future as a result of trans-
actions and events of the fiscal period reported. Increases in
spendable resources are reported as revenues or other financ-
ing sources and decreases in spendable resources are reported
as expenditures or other financing uses.
Since the focus is on the financial resources available in the
near future, the operating statements and balance sheets of
government funds reflect transactions and events that involve
current financial resources; for instance, those that will be
turned into cash and spent and those liabilities that will be sat-
isfied with those current financial resources assets. In other
words, long-term assets and those assets that will not be
turned into cash to satisfy current liabilities will not be re-
flected on the balance sheets of government funds. At the same
time, long-term liabilities (those that will not require the use of
current financial resources to pay them) will not be recorded
on the balance sheets of governmental funds.

Instead, the long-term physical assets will be included as a schedule
of changes. The differences between the fund statements and the
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government-wide financial statements must be included in manage-
ment’s discussion and analysis (MD&A), a new requirement of
GASBS 34.

The accrual accounting system provides the means to match the rev-
enues generated and the expenses incurred by time period. In business,
capital is generally acquired either through bank borrowings or public of-
ferings of stock or bonds. To be competitive in these markets, measure-
ments have been developed over the years. Average return on investment
and debt to equity ratios are important to business financing activities.

Government, however, rarely finances based on asset values. Typ-
ically, the voters are asked to pass a bond issue or capital assets are fi-
nanced out of the current year’s operations (tax revenue). Bond ratings
are based on the tax revenue the government can generate, not the
value of its assets. Therefore, the financing market has not been inter-
ested in the cost or value of assets held by the government.

FUND ACCOUNTING

Government accounting has grown around the concept of fund ac-
counts. A fund to a business would be a separate company. A fund in
government accounting is a separate set of accounts and records for an-
other entity. The general fund of a government is similar to the com-
pany’s general ledger accounts. However, there are also other funds,
such as enterprise funds for businesses that governments operate and
trust funds, maintained to ensure that dedicated revenues are used for
the purpose authorized. These make up a unique general fixed assets
and liabilities group.

The general fund normally does not contain any property, plant,
or equipment. The only assets maintained in the general fund are those
related to specific property funds or trust funds. All other assets are ac-
counted for in a general fixed assets group. The general fixed assets
group (GFAAG) is not really a fund. It is an off-book ledger of long-term
assets. This account group is maintained to keep a record of the origi-
nal cost of assets purchased and placed in service.

Under the pronouncements of the GASB, governments may 
continue to use fund accounting; however, in addition they must issue
government-wide general financial statements on the full accrual basis.
New government entities will begin with accounting systems that are
accrual or modified accrual based. Many existing entities are only es-
tablishing “side” records to provide the accrual-based financial reports.
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Auditors, audit committees, governing boards, and legislative actions
will determine how quickly full accounting becomes the norm for state
and local governments.

FUNDING FOR GOVERNMENT ASSETS

Government accounting has been based on the principle of cash ac-
counting. It has been a “pay as you go” plan. This policy has raised the
question of who pays. Should it be the current taxpayers, future taxpay-
ers, or the users of the service (cost causers)? Also, this type of account-
ing has produced an even greater attitude than in business of “use it up”
when managing property, plant, and equipment. There is no compari-
son maintained of asset value versus outstanding liabilities. Whereas
business may be hard pressed to incur debt greater than its total assets,
government is restricted only by its capacity to collect taxes. There is also
no record to show whether borrowings are financing current consump-
tion or whether they are used to acquire assets of benefit to the future.

In the short term, the accounting methods will not drive govern-
ment decisions. The state of California sold $13 billion in bonds to cover
the difference in contract cost for electricity and what customers were
paying in 2000 and 2001. The electricity has been used up. California
taxpayers will be paying interest and principal on those bonds for
twenty years. The general-purpose financial reports are going to start
reporting the total assets (less depreciation) and total liabilities. The in-
formation will now be available for all to see. It has not been in the past.

ACCOUNTING STANDARD SETTING

The Government Accounting Standards Board was established as an in-
dependent standard-setting group in 1984. The Financial Accounting
Foundation (FAF) is the financing organization for both the FASB,
which establishes GAAP for business, and the GASB.

In establishing the GASB, the proposed mission was to establish
and improve standards of state and local government accounting and
financial reporting for the guidance and education of the public, audi-
tors, and users of financial information.

The establishment of the GASB came about as a result of much dis-
satisfaction with the manner in which government accounting and fi-
nancial reporting measured the performance of government entities.

The GASB in its initial statements restated past government ac-
counting practice. This included the concept of restricting property,
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plant, and equipment to the separate general fixed assets group and al-
lowing government the option of not reporting infrastructure assets
which are “immovable and of value only to the government unit.”

However, the GASB in its first concept statement pointed out a
number of factors that would bring about changes in government ac-
counting. Emphasis was placed on the need for public accountability in
government through financial reporting. Control mechanisms were
needed to ensure that the assets were used as intended and that gov-
ernment had a commitment to maintain capital assets so they will con-
tinue to provide service notwithstanding their lack of revenue
generation.

The ability of a government entity to delay maintenance on assets
needs to be considered in financial reporting objectives. A comparison
was made that in a business entity, failing to maintain assets is likely to
reduce the revenue stream. Some means of providing a measurement of
government’s efficiency in maintenance or deferred maintenance was
appropriate.

The GASB emphasized that financial reports must assist in evalu-
ating efficiency and effectiveness. To have accountability of a govern-
ment entity, it is necessary that citizens be able to evaluate their
government. The GASB also stated its belief in assurances that debt will
be repaid before the assets purchased are no longer usable. The GASB
also raised the issue of interperiod equity. The GASB emphasized that
interperiod equity must exist. There should not be a shifting of the cur-
rent budget to future-year taxpayers. Interperiod equity is described as
the significant part of accountability. Nothing material can be omitted
from the financial reports. But how can interperiod equity exist without
making an assessment of deferred maintenance and the cost of using up
assets (depreciation)? The GASB points out that some of these measures
of government efficiencies and effectiveness may need some measure-
ment other than dollars, and suggests that a measurement such as miles
of road repaired might be such a solution.

MEASURING SERVICE EFFORTS AND ACCOMPLISHMENTS

The GASB has established a service efforts and accomplishments proj-
ect. The purpose is to create and maintain a measurement of efficiency
and productiveness in government. The project proposes to establish
measurements of government that have not existed before. These mea-
surements proposed are to be based on measuring inputs, outputs, out-
comes, or results. This is in contrast to most current self-measurements
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by government entities, which measure in terms of activities, not in the
number of goals accomplished. The purposes of these new measure-
ments would be to report categories in terms of efficiency. There have
been proposals made for service efforts and accomplishment efforts for
schools, fire services, and sewer systems. The measurements would be
based on units of accomplishments such as miles of road repaired or
fires extinguished, as well as ratios of percentage of assets maintained
in the current year. The GASB has also concluded that there is no major
difference in financial reporting objectives between government and
business activities. Financial reports of government entities must allow
determination of whether each year’s revenues are sufficient to cover
that year’s services.

CURRENT GOVERNMENT GAAP PROPERTY RECORDS

Property records are required by government entities to establish con-
trol and fix responsibility for asset custody. Within a government entity,
accountability and stewardship of assets owned is even greater for the
government manager than for the business manager. Without control
mechanisms and identification of property, that stewardship cannot be
efficiently carried out.

The effective use of a property that is currently owed by a govern-
ment agency must be assured. A property record allows an organized
approach and maintains a record of current usage and maintenance and
provides for future replacement. The property record can be the basis
for a capital budgeting plan to provide for replacement of property,
plant, and equipment.

The property record is needed to establish reasonable amounts of
insurance coverage and to establish insurance claims subsequent to a
loss. The property record also provides minimal security necessary
against pilferage of vulnerable equipment.

INFRASTRUCTURE ASSETS

Government accountants have maintained that long-term assets that
cannot be sold and the proceeds used in current operations are not ap-
propriate to be maintained in either the general fund or the general
fixed asset accounting group. These assets are roads, sidewalks, rights
of way, water systems, sewers, and other assets that are unique to gov-
ernment and could not be used for other purposes or converted to cash.
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Governments under GASBS 33 and 34 must maintain records of in-
frastructure assets. However, to not depreciate infrastructure assets, the
government must make a commitment to maintain the assets at a spec-
ified condition and have an asset management system that monitors
that condition.

Property records must be kept for infrastructure assets to estab-
lish the basis for modified accrual accounting. Disclosure of histori-
cal cost must be made of infrastructure assets in the government-wide
financials, but depreciation is not necessary if specific requirements
are met. The government must make a commitment to maintain these
networks and systems to a level specified in writing by the govern-
ment unit. A property record system must be created to demonstrate
that the assets are indeed being kept at the specified level. Regular
periodic assessments of the condition of the assets must occur. Fail-
ure to maintain these assets in the condition specified requires the
government entity to begin depreciation on a prospective basis. The
alternative, of course, is to reduce the specified condition level; but
this may cause problems for auditors and local governments in the
future.

Other government assets do not require a specific property record,
but they do require sufficient data on all property, plant, and equipment
to be maintained to produce a schedule of property activity at histori-
cal cost, less depreciation. It will prove simpler in the future to maintain
complete property records for all fixed assets.

MEASUREMENT OF UTILIZATION

Schools typically are in session 182 days out of the year. If that is the
only use of the physical plant, it is less than 50 percent of the days and
33 percent of the hours available. A property record including build-
ings, rooms, and utilization can provide the basis for comparison of this
year versus last year within the school district. Similarly, comparisons
can be made to other districts, where the cost of using up that physical
plant is spread over a different life.

School managers have begun finding ways to get greater utiliza-
tion from their assets. A number of schools operate on a year-round ba-
sis with either one-third or one-fourth of the students on vacation at
any given time. Evening programs of adult education also provide
greater utilization of school facilities. Multipurpose rooms or auditori-
ums may be provided to community organizations during nonschool
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hours. Another growing service is to provide child care on the school
site for before and after school periods.

The state of California has provided an incentive to local districts
to adopt some means of year-round use of their school buildings. They
did this by giving priority to those districts that have year-round use
when considering applications for state aid to the construction of new
school buildings. The GASB is currently considering establishing spe-
cific measurement ratios that will consider, among other things, uti-
lization of school facilities.

Similarly it has been estimated that courtrooms in the United
States are used from 10 percent to 20 percent of the time. A property
record of courtrooms with past utilization records and reservations sys-
tems could provide the means for more efficient use.

As in business, the government manager needs information to
plan, schedule, and monitor performance improvements. Performance
improvements include the reducing of cost to provide service. Indirect
costs comprise the major portion of government cost. The cost of using
up assets is one of those costs. Depreciation is a measure of the con-
sumption of resources purchased with prior period dollars. Other
events requiring the use of a property record are the cost systems that
provide a recovery system from users. Government is moving more
and more to fees for service. These include the cost of arresting drunk
drivers, review of developers’ proposed plans, and inspections of
premises by fire, health, and other officials. To establish government
costs for these services, the asset costs must be included. In addition to
justifying fees, management of the facilities require full costing sys-
tems. For example, what is the difference in cost for using portable
classrooms in schools versus constructing physical plants that will last
thirty years or more?

All of this is coming to a head now as areas have rapid growth and
no longer can finance based on selling more bonds. When growth oc-
curs in a community, who should pay for the additional infrastructure?
Is it enough to replace worn, undermentioned property, or is it neces-
sary to provide for the new development?

ESTABLISHING PROPERTY RECORD

The chapters in this book that provide guidance for preparing property
records for business are equally applicable to government. Some
unique requirements of government, however, are not necessary for
many businesses. The record keeping that is necessary for buildings,
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most equipment, and vehicles is the same. Where government provides
many miles of roads, sidewalks, sewers, and storm drains, different ac-
counting problems exist.

ESTABLISHING PROPERTY RECORD UNITS

Property record units must be established in designing a property
record. They are typically a single vehicle, groups of furniture, and in-
dividual pieces of machinery. Each property record unit will have a sep-
arate record and be individually identified within the property record
information database.

INFRASTRUCTURE PROPERTY UNITS

It is necessary to establish some unit for measurement, for example, per
thousand feet for continuous structures such as roads and sidewalks.
Although this poses a problem for government not existing in most
business, it is identical to the problem of continuous structure such as
railroads and public utility wire systems. Public utilities typically use
thousands of feet or wire miles as a property record unit. In establish-
ing property records for infrastructures, an entity would do well to use
either units of thousands of feet or miles. A number of jurisdictions
have established public utility property records for their enterprise ven-
tures. Government entities that operate electric utilities are required to
maintain them in accordance with business GAAP.

Because there has not been a requirement to maintain property
records in the past, a substantial undertaking will be necessary to ob-
tain all of the information.

PLANNING

The necessity for establishing a careful plan before attempting to carry
out a goal cannot be emphasized enough. The plan should contain a list
of tasks which must be accomplished, who is going to perform them,
and the time required to complete each task. A partial list of activities
will include the following:

Designing or selecting a property record information system
Establishing property record units
Locating and inventorying the existing property units
Establishing original cost of units



Assessing cost of deferred maintenance
Establishing accounting policies
Designing coding systems
Establishing reports needed
Designing input forms

ACCOUNTING POLICIES

When establishing property record units, several accounting policy is-
sues will be raised, including the minimum capitalization value. Busi-
nesses typically establish a rate of either $500, $1,000, or $5,000 as a
minimum capitalization rate. Group purchases such as cafeteria furni-
ture may use those amounts for the entire group. This decision should
not be taken lightly, as it will have a major impact on the ability to es-
tablish and maintain the property record. Having too large a unit elim-
inates control. However, cost benefit should be kept in mind and
detailed records are costly. Some jurisdictions have established that unit
costs will be more than $15,000. However, certain units are all kept,
such as buildings, vehicles, computers. Whereas business GAAP calls
for capitalization of items with a life longer than one year, government
currently has more latitude. Two years is the minimum life for capital-
ization. Items with an estimated life of two years or less are considered
operating expenses. The federal government and the military typically
classify items used by only one person as expendable and property
records are not maintained.

Recommendation. The Government Finance Officers Associa-
tion (GFOA) recommends that state and local governments
consider the following guidelines in establishing capitaliza-
tion thresholds for their tangible capital assets:
1. Tangible capital-type items should be capitalized only if

they have an estimated useful life of at least two years fol-
lowing the date of acquisition.

2. Capitalization thresholds are best applied to individual
items—rather than to groups of similar items (e.g., desks
and tables).

3. Infrastructure assets should be treated separately from
other capital assets for the purpose of establishing capital-
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ization thresholds. As a general rule, capitalization thresh-
olds for non-infrastructure items should be designed to en-
compass approximately 80 percent of a government’s total
non-infrastructure tangible capital-type items.

4. In no case should a government establish a capitalization
threshold of less than $5,000 for any individual item.

5. In establishing capitalization thresholds, governments that
are recipients of federal awards should be aware of federal
requirements that prevent the use of capitalization thresh-
olds in excess of a certain specified amount (i.e., currently
$5,000) for purposes of federal reimbursement.

6. Governments should exercise control over their noncapital-
ized tangible capital-type items by establishing and main-
taining adequate control procedures at the department
level. (Recommended Practices for State and Local Governments,
Government Finance Officers Association, May 2001)

SOFTWARE SELECTION

Requirements to obtain approval from a governing body through a bid
process will increase the complexities for most governments. After the
system has been designed and these characteristics documented, the
process of identifying vendors can begin. Small entities with only a few
thousand property record units may be able to use existing off-the-shelf
software. If so, an analysis similar to that outlined for business is appro-
priate. Many government agencies, however, will find it necessary to
identify a list of vendors whose existing software or experience at pro-
ducing packages is a probable match with the agency’s needs. A request
for information should be sent to those vendors outlining the design and
services required. The vendor’s proposal for service should include a
plan that shows how they will meet the definition requirements, in-
cluding maintenance of the record and provision for infrastructure as-
sets. Where an existing computer system is intended for use, the vendor
should be notified. Analysis of the response should be made, narrowing
the list to a few vendors before detailed analysis is done.

In selecting a vendor, emphasis should be on their willingness to
meet the agency’s requirements, as well as on establishing their com-
petence. Visiting past satisfied customers and reviewing their systems
may be time well spent.



From the information gained, a specific bid proposal can be estab-
lished if necessary.

The government accountant would do well to follow procedure
outlined for business except where specific unique circumstances re-
quire otherwise.

OFF-THE-SHELF SOFTWARE

Several vendors offer standard software packages for governments. This
market is fluid and thus changes regularly. To see what is available, go to
the Web page for Public Policy Software—Fixed Assets Software for Local
Governments and Districts: http://www.publicpropertysoftware.com/
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Not-for-Profit Accounting

INTRODUCTION

Few areas of accounting have less documentation and more confusing
accounting requirements than not-for-profit organizations. The first
problem is agreeing to a definition of not-for-profit and sorting out the
many different terms applied.

This chapter discusses the accounting proscribed by the FASB for
not-for-profits under its jurisdiction. Some governmental not-for-profits
are subject to the GASB. These governmental units follow the account-
ing outlined in Chapter 10. Governmental organizations are defined as
having one or more of the following:

• Popular election of officers or appointment of majority of
board by government officials

• Potential for unilateral dissolution by a government, with net
assets reverting to a government

• Power to enact and enforce a tax levy
• Ability to directly issue tax-exempt debt

Not-for-profit, nonprofit, tax exempt, and charitable are terms some-
times used to describe an organization. The first problem is to clearly
distinguish between these terms, which come from accounting, tax,
and popular use. In defining not-for-profit, the intent, not necessarily
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the results, must be considered. Many businesses that are organized
for the purpose of providing goods or services with a return or profit
to their owners do not accomplish that goal. They may even be able to
maintain themselves in business over an extended period of time with-
out generating a profit. Generally, this is accomplished by using up the
assets that were initially dedicated to the business.

Similarly, organizations that are created to provide services and
have no intent to make a profit do so on some of their activities.

The Internal Revenue Service (IRS) regulations pertain to tax-exempt
organizations. An organization may qualify for exemption from federal
income tax if it is organized and operated exclusively for charitable, re-
ligious, educational, scientific, or literary purposes or for testing for
public safety or the fostering of international amateur sports competi-
tion. To qualify for tax exemption, the organization must be a corpora-
tion or a community chest, fund, or foundation. A trust, which is a fund
or foundation, may qualify; however, an individual or a partnership
will never qualify for tax-exemption purposes. One of the not-for-profit
organization treasurer’s responsibilities is to ensure that the organiza-
tion’s responsibilities as to tax-exempt status are maintained. Numer-
ous IRS publications exist to describe the process for obtaining and
maintaining tax-exempt status. Because of their volatility, the reader
should obtain the current appropriate IRS publications to determine
current requirements.

ACCOUNTING DEFINITION OF NOT-FOR-PROFIT ORGANIZATIONS

The FASB, in issuing Concept Statement 4, addressed a definition for
nonbusiness organizations. It defines such an organization as:

a. Receipts of significant amounts of resources from resource
providers who do not expect to receive either repayment or
economic benefits proportionate to resources provided
b. Operating purposes that are primarily other than to provide
goods or services at a profit or profit equivalent
c. Absence of defined ownership interests that can be sold,
transferred, or redeemed, or that convey entitlement to a share
of a residual distribution of resources in the event of liquida-
tion of the organization
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There are a great many not-for-profit organizations. Most are small,
but some are among the world’s largest organizations (e.g., universities,
health care organizations, and churches). Similarly, associations and
professional societies, particularly membership organizations, range
from a few members to tens of thousands. These organizations provide
all types of services. Examples are as follows:

Associations and professional societies
Colleges and universities
Health care providers
Libraries
Museums
Schools
Social services providers

Typically, these organizations are managed by a volunteer
board of directors. The directors are elected if a membership organ-
ization or replacements are appointed by the board in total as va-
cancies occur. One of these directors is appointed as the treasurer
and accepts fiduciary responsibility for the organization. The fact
that this treasurer is a part-time volunteer does not in any way di-
minish the total responsibility for the stewardship of the organiza-
tion’s assets. In larger organizations, executive directors, bookkeepers,
and public accounting firms may be employed to assist in accom-
plishing the tasks.

To review the entire responsibilities of accounting for not-for-
profit organizations, the reader is referred to the John Wiley publica-
tion, Financial and Accounting Guide for Not-for-Profit Organizations, Sixth
Edition, by Malvern J. Gross, Jr., Richard F. Larkin, and John H. 
McCarthy. The authors of that book explain:

The treasurer has significant responsibilities, including the
following:

1. Keeping financial records.
2. Preparing accurate and meaningful financial statements.
3. Budgeting and anticipating financial problems.
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4. Safeguarding and managing the organization’s financial
assets.

5. Complying with Federal and State reporting requirements.

While this list certainly is not all-inclusive, most of the finan-
cial problems the treasurer will face are associated with these
five major areas.

Three of these areas pertain to the accounting and safeguarding of
property, plant, and equipment. This discussion will be limited to the
area of property, plant, and equipment as it applies to keeping financial
records, safeguarding and maintaining those assets, and providing ac-
curate and meaningful financial statements allowing the board to exer-
cise its stewardship responsibilities of these physical assets.

ACCOUNTING PROBLEMS OF NOT-FOR-PROFIT ORGANIZATIONS

Donations are the major source of capital for asset purchases. Grants
and donations are often designated for the specific purpose of accom-
plishing capital projects. Indeed, specific land or building construction
projects may be defined before the grant or donation is solicited. A
number of major donors may provide “donor-restricted” funds for
such things as church or school building improvements or a fund for
the maintenance of those buildings.

Typically, not-for-profit organizations use cash accounting. Their
assets are purchased with grants or donations for special fund drives.
There is no impact on current operating statements as a result of receipt
of these donations and their use in purchasing or constructing property,
plant, or equipment. Only when one of these assets is destroyed or lost
may it affect current operations. Another problem is the difficulty of
most board members in understanding depreciation.

During the formative years and until very recently, no real ac-
counting rules existed for nonprofit organizations. Only public ac-
countants involved in a very specialized accounting practice dealt with
not-for-profit organizations. Indeed, much of the accounting services
were provided pro bono by individual certified public accountants as a
public service.

The management of not-for-profit organizations is similar to
management of government. Therefore, fund accounting as defined in
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government publications has extensive use within these organizations.
That is, a general fund is used for current operating revenues and ex-
penses. A separate capital asset fund may be maintained. However,
many organizations only maintain the capital asset fund to substanti-
ate a fund drive and identify how those funds have been converted to
physical assets. No attempt has been made to maintain the capital 
asset fund.

The prevailing theory has been that assets are purchased by spe-
cial fund drives, they are put in place, and will be used. At the end of
their useful life or when major renovations are required, another fund
drive will be undertaken. That makes it a future problem and not one
of consequence to the current board of directors or treasurer. When
needed, it will be a current year short-term drive when the major re-
sources of the organization will be turned to raising the funds to con-
struct new facilities.

FORMAL ACCOUNTING STANDARDS

A number of formal documents have been issued by the FASB regard-
ing not-for-profit organizations in recent years. Concept Statement 6 was
issued in 1985 and began defining what constitutes a not-for-profit or
nonprofit business organization. A great deal of controversy has sur-
rounded the FASB Statement on Depreciation, SFAS 93, issued in Au-
gust 1987. This statement requires that physical assets be capitalized
and depreciated over their lives and reported on external financial
statements of not-for-profit organizations.

Further, SFAS 93 requires the reporting of net property, plant, and
equipment as an asset on external financial statements. SFAS 116 and
117 require the capitalization and depreciation of fixed assets by not-
for-profits. There is an exception for museum collections of art and his-
torical items that are maintained so that the value will diminish.

In spite of these official pronouncements requiring capitalization
and depreciation by not-for-profit organizations, it has not had a major
impact on the accounting, nor on the financial reports of most organi-
zations. Many not-for-profit institutions, even large ones, just live with
the qualified statement by the auditor that the statements do not meet
GAAP as pertain to the accounting for physical assets and depreciation.
A large number of smaller not-for-profits do not subject their financial
statements to an external audit and attestation.
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NEED FOR CHANGE IN NOT-FOR-PROFIT ACCOUNTING

There are a number of changes occurring that increase the need for au-
dited financial statements of not-for-profit organizations and an attes-
tation that the organization is following GAAP.

Not-for-profit organizations are getting larger and have more paid
staff. These include many career not-for-profit managers who bring
more expertise and training to their jobs. These organizations are also
providing greater numbers of services than ever before.

Provisions of many of the services by not-for-profit organizations
are financed by government, tax grants, or cost reimbursement con-
tracts. There is also more competition for the fewer donations available.
Large donors are demanding more accountability for the funds pro-
vided and demand both letters of determination from the IRS as to tax-
exempt status and audited financial statements that attest the
organization’s use of GAAP in reporting their financial activities. Thus,
as the formal accounting rules are being promulgated requiring recog-
nition of physical assets, the sources of funding for these organizations
are demanding that they follow the accounting principles and practices
as promulgated by the standard-setting bodies.

Additionally, there is a requirement for improved management
controls. As the organizations grow in both size and complexity, all of
the pressures existing on business and government entities come to
play in the not-for-profit organization. Now, many have part-time man-
agers; the volunteer treasurer from the board of directors is no longer
able to oversee the accounting process without professional assistance.
In addition, the cost of many items is getting much greater. The organ-
ization is dependent upon expensive, small, and portable items that re-
quire control, as follows:

Copiers
Computers
Cellular telephones
Facsimile machines
Motor vehicles
Office equipment
Televisions and video players

Also, cost accounting systems must provide information allowing
the collection of fees for the reimbursement of services provided. Typi-
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cally, the person obtaining the services does not pay for them; but in-
creasingly, social and health services are being provided by not-for-
profit organizations and they are reimbursed for the cost of these
services by government organizations. Thus, the cost accounting sys-
tems need to include the cost of using up assets (depreciation). Cost ac-
counting reports must allow the board of directors and treasurer to
ensure that reimbursement for services covers all of the cost. In addition,
the pricing of cooperative ventures by not-for-profit organizations re-
quires review of total cost. The justification of nonprofit status to the IRS
requires inclusion of all costs in financial reports. All organizations have
invested in some amounts of property, plant, and equipment. To not
maintain records of that cost and acknowledge the using up of assets
during subsequent accounting periods will result in insufficient rev-
enues to cover costs. Although the intent of a not-for-profit organization
is not to make a profit, it must, over a period of time, recover all of its
costs in some fashion or face the deterioration of its ability to provide
services as it uses up its assets. Because of the increasing cost of replace-
ments of such assets, it will be more and more difficult to conduct spe-
cial fund drives to obtain sufficient donations for large-scale projects.

ACCOUNTING FOR PROPERTY, PLANT, AND EQUIPMENT

Accounting for assets by not-for-profit organizations is changing. The
trend is moving toward the same accounting principles as are used by
business organizations. Establishing physical property records using
the principles outlined in the other chapters of this textbook will meet
GAAP as outlined for not-for-profit organizations. However, it is ap-
propriate now to review the specific accounting pronouncements is-
sued by the FASB outlining some differences.

Concept Statement 6 outlines a definition of net assets of not-for-
profit organizations:

90. In a not-for-profit organization, as in a business enterprise,
net assets (equity) is a residual, the difference between the en-
tity’s assets and its liabilities but, in contrast to equity of a
business enterprise, it is not an ownership.
91. Net assets of NFP organizations is divided into three mu-
tually exclusive classes, permanently restricted net assets, tem-
porarily restricted net assets, and restricted net assets.
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As in business, assets are purchased; the using up over several pe-
riods is recognized in depreciation expense. This provides the basis for
consideration of the specialized accounting principles of not-for-profit
organizations.

Unless a not-for-profit organization maintains its assets, its ability
to continue to provide services dwindles; either future providers must
make up the deficiency or services to future beneficiaries will decline.
Deferred maintenance is a real cost.

To produce financial statements, including assets and the residual
difference between assets and liabilities (net worth), records must be es-
tablished of the current value of all assets. The correct way to accom-
plish this is by establishing a property record.

Another FASB statement, SFAS 32, outlines appropriate industry
accounting practices for not-for-profit organizations providing those
services. A partial list includes the following:

AICPA audit guides
Audits of certain nonprofit organizations
Audits of voluntary health and welfare organizations
Audits of providers of health care services

These audit guides outline the requirement to maintain records of
physical assets and depreciate them.

The FASB, in issuing Statement 93, Recognition of Depreciation by
Not-for-Profits, intended to settle an ongoing argument as to whether
depreciation was a valid expense for nonprofit organizations. This
statement formalizes the requirement that depreciation expense must
be recognized in order for the financial statements issued by a not-for-
profit organization to meet GAAP.

There is a requirement to capitalize and depreciate on some equi-
table basis (similar to business depreciation in Chapter 8). The reasons
given in this statement are a need by the beneficiaries, board, manage-
ment, and others to be able to obtain information on inflows and out-
flows of resources and the relations between those flows. Further, there
is a need for information about service efforts and accomplishments.
How can the accomplishments of a not-for-profit organization be mea-
sured without consideration of all costs? The use of physical assets de-
creases their future usefulness. This decline in usefulness must be
recognized in measuring the accomplishments and services provided
by an organization.
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To make an assessment of how well managers discharge their
stewardship responsibilities, an accounting for physical assets is nec-
essary. Just as cash on hand or in the bank needs to be safeguarded, so
do the buildings, furniture, and other property, plant, and equipment
assets.

Donated assets are required to be recognized at fair market value
on the date of receipt. Depreciation of donated assets is as valid a cost
over their life as assets purchased with donated money. These long-
lived assets provide benefit to a not-for-profit organization as well as
they would to a business over several periods. This results in cost for
the services provided during those future periods.

Although some not-for-profit organizations are ignoring either
the requirement for a formal audit or obtaining qualified statements
because of their not maintaining asset records, that should not be the
practice.

CREATING PROPERTY RECORDS

When the decision has been made to maintain property records for
physical assets, the principles are the same as outlined in this book for
a business entity. However, there are a few differences that will be dis-
cussed here.

In a business organization, the accounting classification is nor-
mally accomplished by nonaccountants. The same is true of not-for-
profit organizations. In addition, we emphasize that greater simplicity
may be needed in the nonprofit organization because the asset control
may be done using part-time volunteers. A complex process is not
likely to be understood or followed. The treasurer and board of direc-
tors also may have greater direct involvement with this process than is
true in business organizations. Therefore, in making every decision,
simplicity and straightforward procedures should be emphasized.

The first step in the establishment is to set an expense limit, be-
cause of the cost-benefit relationship that needs to be considered. The
smaller the expense limit, the greater the record keeping and the less re-
turn on the cost and effort. Most organizations establish expense limits
of either $1,000 or $500. Organizations using mostly volunteers have an
even greater problem in keeping track of where their assets are located.
Some not-for-profit organizations do not have offices or specific places
of business. They conduct their organization’s activities in borrowed
quarters and store physical assets in between use at members’ homes or
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businesses. Property records that contain expense items may be appro-
priate to provide adequate control of equipment.

An expense limit of $1,000, for example, would be greater than the
cost of video cameras, fax machines, and perhaps portable computers.
It is highly encouraged that the property record be established to cap-
ture the existence and status of expensed items less than $1,000.

In establishing the property record when one has not existed in the
past, historical cost may not be available. If so, there are simple ways to
estimate the costs that are appropriate. A cost-based appraisal could be
made using either professional appraisers or a sampling of the current
market. With automobiles, the blue book values can be considered. For
equipment in a readily available used market, these provide means to
establish a current appraisal.

Replacement cost could be established by pricing new items. If the
cost of the item is established by reviewing replacement cost, it would
then be appropriate to reduce that cost by the estimated depreciation
appropriate from the approximate date of acquisition. Again, acquisi-
tion date may be estimated.

Property tax assessments are available. Some states also levy per-
sonal property taxes on business property (as opposed to real property
taxes). The tax assessor’s records, where they are itemized in detail,
may be used to estimate the original cost for the items. Care should be
taken in using these tax records for that purpose, however, because of
the difference of opinion of tax assessors and other appraisers. Assess-
ments for tax purposes may be on a percentage relationship on actual
value and is a means for generating revenue on some reasonable basis
across business entities.

The other caution to raise here for treasurers of not-for-profit or-
ganizations is the fulfilling of the responsibility to pay taxes. There is
much confusion as to when an organization is exempt from federal in-
come tax. An exempt organization is just that, exempt from federal in-
come taxes. The same organization may or may not be exempt from state
income taxes, real property taxes, and personal property taxes. In fact,
some organizations will be subjected to the normal business taxes for any
asset that is not used for the charitable or exempt purpose of the organi-
zation. For example, in the state of California, religious organizations are
exempt from real estate taxes, as are schools; however, buildings and real
property used for housing of clergy are not exempt and property tax is
assessed on those areas. Similarly, counties also may assess a tax on plant
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and equipment. In fulfilling their stewardship responsibilities, the board
of directors, and specifically the treasurer, of a not-for-profit organization
must understand and comply with various local tax laws.

PROPERTY RECORD

The property record needs to be maintained in a flexible manner. A
large organization will put the property record on a computer. A small
organization may find that an index card file for their few assets is ap-
propriate. In creating the record, it is important to be able to modify the
changeable information simply. In an index card system, a pencil and
eraser at the location of the file and a custodian may suffice. A new card
should be created when the old one is worn out. Following are exam-
ples of the information that should be contained in the property record.
In addition, review Chapter 12 to see whether the elements needed by
business organizations are also appropriate.

Description

Include in the description information adequate to identify the item. In-
ventory terminology such as “one each video camera, portable, Sharp”
is not always the best description.

Cost

Historical cost either based on purchase documents or estimated is
needed.

Means of Establishing Cost

Enter into the record whether the cost was established from purchase
documents, appraisals, or replacement costs. This will be important in
establishing a record for the organization, as well as for entering items
that are donated.

Date of Acquisition

Date of acquisition is that date when the organization puts the asset into
service, either after purchase or after receiving it as a donation.
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Location

If the item is kept in a building or location under the control of the or-
ganization, then a simple address or code will suffice. When the not-for-
profit organization maintains its physical assets on the premises of
others, a more precise location description may be required, for exam-
ple, “in member Smith’s barn loft,” with address.

Custodian

The person who has actually assumed responsibility for the custody
and care of the item should be identified. This may be the member who
is storing it between activities or the person using it on a daily basis.

Property Tax Information (Real or Personal)

Establish with local tax assessor the appropriate tax status of each item.
Generally, groups of items such as office equipment either will be sub-
ject or will not be subject to tax. Referring to lists may eliminate the re-
quirement for review of each item by the tax assessor.

Vendor

If the item was purchased, the vendor, not the manufacturer (which is
included in the description), should be identified here.

Donor

Donated items should include identification of the person or organiza-
tion that donated the item.

Restrictions on Use of the Property, if Any

Property that is donated for a particular service or use should be iden-
tified here. Real estate or buildings may actually revert to the donor if
they are not continued in their intended use. Many cities and not-for-
profit organizations have discovered that the Carnegie Library build-
ings built sixty or seventy years ago must continue to be used for library
purposes; they cannot be sold and the proceeds used for some other
purpose.
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Depreciation Method

Identify the depreciation method.

Expected Remaining Life

Each year, or at least periodically, an inventory should be taken to es-
tablish the item’s continued existence and an assessment made as to
how long it can continue to provide its intended service. Reviewing the
status of physical assets on a regular basis is important in establishing
future capital budgets and planning for replacements.

Future Usefulness

Equipment used by not-for-profit organizations may have use only
while the specific service or activity is continued. Similarly, items that
have long since been discontinued in business organizations because of
their obsolescence may continue to be used in not-for-profit organiza-
tions. Examples of these are adding machines and typewriters, as op-
posed to computers and word processors. An assessment and record of
how the item may be useful to the organization would be appropriate
during the physical inventory.

SYSTEM DOCUMENTATION

Accountants establishing property records for not-for-profit organiza-
tions need to be particularly concerned with the documentation of the
system.

The nature of not-for-profits causes more volatility in employees
and workers than with comparably sized business organizations.
Elected treasurers may turn over each year. Members of the board of di-
rectors typically serve from one to four years. They may or may not
have a formal training process to pick up information from their pre-
decessors. All of these items make it even more important that the prop-
erty record system be appropriately documented in an asset or
accounting manual. Simple checklists that provide direction for the per-
son acquiring a new asset are appropriate.
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12

Creation and Verification 
of Property Records

INTRODUCTION

The most important element in successful asset management is a com-
prehensive single record of all the information necessary about each in-
dividual physical asset. This single record becomes a part of the general
accounting system. It must be simple to maintain and update in the nor-
mal transaction process.

The concept of a single record is important. If more than one
record exists, then they must constantly be reconciled with each other.
If by its construction, however, the subsidiary property record is kept in
balance with the general ledger system, then this reconciliation step is
eliminated. This can be accomplished by using the same transaction for
payment, general ledger, and to create the property record. Perhaps the
best way to understand this is to look at a specific example. If a new
truck is purchased to be used for transporting products, there will be an
invoice created to pay for that purchase. The document that creates the
requirement for payment should also include the accounting informa-
tion necessary for property record update. The motor vehicle provides
us with the best example because of the different facets involved.

Information necessary to the general ledger system and accounts
payable include payment, total amount owed, motor vehicle license
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fees included, and terms of payment (immediate, ten days, net thirty
days, etc.). If the property record number, description, date of purchase,
and intended use are included on the document, this will allow the cre-
ation of a property record also.

The creation of the initial property record with the amount paid for
the vehicle, its identification number, and a description keeps the
ledger record and the property record in balance. Edits in the general
ledger system should not allow entry without property record and ac-
counts payable information.

It is not necessary at this time to enter all information about the
motor vehicle in the property record, however. The motor vehicle li-
cense number is not likely to be known at the time of purchase—this
will come at a later date. Having established the initial record of exis-
tence of this motor vehicle in the property record provides the means to
notify the asset manager that additional information is necessary. The
notification should result from the property record update from the
general ledger interface.

If the motor vehicle is then taken to a local shop for modification,
additional information is necessary. For example, a hydraulic lift gate
is to be added to the back of the pickup. Again, an invoice from the
auto shop will be received and must be paid. The payment for the lift
gate and its installation should include identification of the motor ve-
hicle on which it was installed and the appropriate asset account, if the
cost is greater than $1,000. It will cause both the accounts payable sys-
tem to generate payment and an updated dollar amount to the origi-
nal cost of the motor vehicle. The lift gate may be an increase to the mo-
tor vehicle historical cost or a new property unit may be created (see
Chapter 4).

PURPOSE OF PROPERTY RECORD

The property record file will be used to provide information needed to
manage the asset. This information will be the basis for knowing about
past investments in assets and planning for future ones. By having the
date of placement of all the assets, it is possible to establish the average
age and make plans for future required purchases. Control of assets in-
cludes knowing the location and current year maintenance expense of
each. Appropriate amounts of insurance can be determined from infor-
mation in the file. It also will provide substantiation for insurance
claims. In case of fire, flood, earthquake, or other catastrophe to a build-
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ing, having a detailed list of physical assets included in the building
will provide the means for making an insurance claim.

Where a number of motor vehicles are owned, their annual regis-
tration with the state comes due on many different dates. Although
some states provide a billing service as a reminder, many do not. Fail-
ure to pay registration fees on time can result in significant penalties.
Including in the property record the vehicle registration or license num-
ber, amount of the prior year’s registration fee, and the expiration date
provides the means to produce a report forecasting the subsequent
years’ required registration payments.

Management needs to know the physical condition and capacity
of these physical assets on a periodic basis. When including records of
maintenance, it is possible to identify weak assets that should be re-
placed earlier than would be normal. Other information unique to the
particular asset may be appropriate. For example, aircraft are required
to have inspections on a regular basis. After each 100 hours of operation
and annually, the aircraft must be inspected and maintenance per-
formed on any item found outside acceptable tolerances. Maintaining
the date and cost of the previous inspections provides information for
forecasting the next one. The cost accounting for aircraft operations
should include hours of usage and appropriate costs each month. By
maintaining that record of hours of use, it is possible to ensure that the
next 100-hour inspection is accomplished on time. Also, it is appropri-
ate to forecast the inspection to avoid times when the aircraft will be
needed. The aircraft may be out of service for a week or more for the in-
spection and maintenance.

Similarly, although not required by law, it is possible to maintain a
schedule for maintenance of production facilities in a manufacturing
plant. The pieces of machinery in a production line can have future
maintenance requirements identified based on past records. By includ-
ing within the property record a forecast of future maintenance, this
work can be scheduled during a time when the production facility is
not needed.

NEW CONCEPT

Managing assets through the use of a database has not been done by
most companies in the past. The need for better product quality and
the greater cost of physical assets has caused a reexamination of these
factors. There is now an even higher demand that a production line’s
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regular maintenance be within tolerance and that the line be capable of
producing quality products. High cost of many assets, as well as the
cost of financing them, requires that each business get the best use out
of its physical assets in order to be competitive.

The advent of inexpensive but powerful computers also provides
the means to store the great amounts of information that are necessary
to manage physical assets.

Although these records, theoretically, could be kept manually in a
small business, computer records will be necessary for most. Prepro-
grammed off-the-shelf packages for maintaining computer asset
records within a general ledger system are available. These range from
very expensive systems that can be tailored for the individual company
to packages available for less than $1,000, which are adequate for most
small firms. Complete systems are discussed in Chapter 13.

The remainder of this chapter will discuss the details of establish-
ing an asset database. The assumption is that it will be accomplished on
a computer; however, records can just as easily be maintained manually
if there are only a few assets. The principles that will be discussed are
the same, whether the information is stored in a manual file folder for
each individual asset or is stored on a computer, which can handle the
information more efficiently for large numbers of records. In fact, even
the largest business must still have a manual file folder of some sort for
each asset that has paper that must be preserved. For example, deeds
and easement documents for property and buildings must be main-
tained in a file, as well as certificates of ownership of motor vehicles and
similar assets.

REQUIREMENTS FOR A PHYSICAL ASSET DATABASE

The information that is needed within the asset database is as follows:

1. Property record identification number
2. Account code
3. Subaccount code
4. Location code
5. Property record category number

Land
Land improvement
Buildings
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Motor vehicles
State vehicle license number
Manufacturer vehicle identification number
Registration fee

Furniture
Production equipment
Computers

6. Description of property record item
Passenger automobile

7. Dollar amounts
Original cost
Cost of additions
Current market value/date value established
Insurance value/date value established
Maintenance by year
Accumulated depreciation

8. Usage
Mileage, date (tachometer)
Hours of use (hour meter)

By having an integrated general ledger and asset management sys-
tems, there is a positive control when an invoice is paid with a capital ac-
count involved. It is not necessary to code the original invoice with the
information in Figure 12.1; however, it is possible to include only the
property record identification number and the dollar amount at point of
payment. This allows the property record management system to create
a new record for the item and the dollar amounts so it will balance in the
ledger. This process is graphically displayed in Figure 12.2. It is desir-
able, though, to capture as much information as possible initially. In
many cases, all of the information on the document can be coded before
the invoices are paid. This coding on the original document should be
the responsibility of the purchasing department and they should have
detailed instructions in the asset accounting manual telling them how to
code a document. Someone should be assigned as a physical asset man-
ager. This person will manage the system and answer questions as they
arise. This responsibility is best placed in the accounting department
and a telephone number or e-mail should be listed, making that person
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Figure 12.1 Property Record Information—Input Document

Item 1 Item 2 Item 3

Property Record ID PCoo15

General Ledger Account 13301
Subaccount 112

Location Code 421 East Lansing
Category PC

License #
Description PC CPU
Original Cost $2,584
Additions $ 831
Current Value $3,415
Insurance Value $3,000
Mileage
Hours (Hobbs meter)

Figure 12.2 Data Flow for Integrated Ledger and Property Record System
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available to answer questions on purchasing. Unique property may re-
quire discussions between the accountant, the purchasing agent, and
someone in engineering or production with technical knowledge of the
function of the piece of equipment in question.

Purchase of an integrated production facility, including convey-
ors and computer-operated milling machines, will require many deci-
sions. Which pieces of equipment will require an individual record
item and which are included all as one? This is discussed in detail in
Chapter 4.

PROPERTY RECORD UNITS

Property record units are the basic items controlled in the asset data-
base. They normally correspond to a base unit, and will be the smallest
item individually controlled. It is necessary to code these items with
unique serial numbers. Also, it is appropriate to define by categories, lo-
cation, and other details, so that they may easily be summarized by the
computer for reporting purposes. Refer to Chapter 4 to review the con-
cept of coding and identifying these individual items.

CODING SYSTEMS

Coding systems should be created in accordance with the parameters
given in the computer asset management package. Many industries
have recommended coding systems for their members. Real estate, util-
ities, and government organizations are typical examples of industries
where established industry coding systems exist.

A good property record coding system will have sufficient fields
and digits to encode all of the information necessary in numeric for-
mat. When selecting an asset management property record system,
ensure that it has sufficient field length to allow for all coding re-
quired in the company. A good length would be fifteen digits total
that can be identified as separate fields by the user. By identifying
separate fields within this property record number, report making is
facilitated.

The concepts outlined here are best understood through reviewing
an example. See the following property record coding system used for
motor vehicles.
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PROPERTY RECORD CODES FOR MOTOR VEHICLES

Property Record Code Property Record Item
MV Motor vehicles
MV1 Automobiles
MV11 Motor pool vehicles—sedans
MV12 Motor pool vehicles—station wagons
MV13 Individually assigned automobile
MV20 Light trucks
MV22 Pickups
MV23 Panels
MV24 Pickups with utility beds
MV30 Large trucks
MV31 Tractors
MV32 Refrigerated trailers
MV34 Nonrefrigerated trailers
MV35 Flat bed trailers

By making the code hierarchical in nature, it is possible to select
reports using this coding system. For example, looking at the two dig-
its “MV” provides the user with a selection criteria for all motor vehi-
cles. By taking MV1, a selection of small vehicles is called up.

OTHER CODES REQUIRED

A building number code is necessary, along with the floor and a specific
location code. This code is probably best assigned including something
to identify type of building. For example:

Building Codes

Building Code Building Type
100 Office buildings
101 14 South Ninth
101201 Rm 201
102 649 Broadway
103 45 Mission
200 Manufacturing plants
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210 Sonoma Valley location
211 Plant administration building
212 Firehouse
213 Electronic manufacturing
214 Finished goods warehouse

Organization Codes

Organization Organization Code
A000 Administration
A100 Headquarters, executive level
C000 Controller
C100 Internal auditing
C200 Data processing
C300 Accounts payable
C400 Accounts receivable
C500 General ledger

Location Code

It may be necessary to identify location more precisely than merely a
building number or plant address. Examples of this are tax jurisdic-
tions. The individual address may or may not identify specifically the
taxing authorities. County or township codes may be required.

PROPERTY RECORD ID NUMBER

This number should be assigned sequentially beginning with one and
going through the largest number of items likely to be owned. At least
a five-digit number is appropriate. By assigning these numbers se-
quentially, it is possible to purchase prenumbered tags that can be per-
manently affixed to each item. These tags may also be bar coded. Each
number would be assigned by the property record manager and in-
cluded on all documents entered into the accounting system pertaining
to that property record unit. This number will be the primary key to the
data record database and the complete record can be individually ac-
cessed using that number. It facilitates making physical inventories and
reporting maintenance on the asset. The tagging of individual items is
extremely important in terms of management of the asset. Items that
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have high value, are relatively small, and can be used for many differ-
ent purposes need to be tagged for control and security purposes. Of-
fice equipment such as personal computers, televisions, VCRs, and
sound and projection equipment are particularly vulnerable to loss.
These items may be moved from one location to another without noti-
fication of the asset manager. When that occurs, they are subject to be-
ing “lost” when the next inventory is accomplished.

By attaching an individually assigned number to the item, it is iden-
tifiable when found. It is especially important in large companies that
have multiple copies of similar items. Without a unique identification
number, it would be quite laborious to establish, based on manufacturer’s
serial number, the actual property record item when a VCR or television
was found in a plant other than the one identified in the asset record.

MAINTENANCE OF THE PROPERTY RECORD DATABASE

It is necessary to enter and periodically update information within the
property record database. A good technique is to require the reporting
documents for the payroll and cost accounting systems to include the
ID number of the equipment worked on. When outside agencies per-
form maintenance on equipment, this should be included on the in-
voice paying them for their work. Thus, the asset database system must
be part of not only the general ledger, but also the cost accounting sys-
tem. If it is not, a second record-keeping system must be established.

The rule in designing systems should be “one-write.” All docu-
ments used to record the time spent for employee payroll should in-
clude as much information as possible. Requiring employees to report
information on different forms that have nothing to do with the activ-
ity being reported will create a massive control problem.

RESPONSIBILITIES OF ASSET MANAGER

It is necessary to have a property record manager who is responsible for
ensuring that the property record is maintained. This responsibility in
a large organization could be a full-time assignment. In smaller organ-
izations, it is likely to be a collateral duty for a staff accountant.

Responsibilities of the property record manager include the
following:

Maintaining the asset accounting manual
Assigning property record identification numbers
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Maintaining the property record or asset accounting manual
Assisting others in coding asset documents
Being knowledgeable of the asset record-keeping system
Coding unique assets
Assisting with the defining of periodic reports on assets to the data

processing organization
Ensuring that periodic sample inventories are conducted by either

internal audit or an inventory team
Reviewing periodic reports for missing information in the data-

base and obtaining the same
Annual reviewing of insured values of assets
Initiating reports to management identifying cost
Making recommendations for replacement of assets with exces-

sive maintenance requirements
Helping the financial accountant establish new property record

classification rules

The property record manager will have more knowledge of this
system than anyone else in the company. It is necessary, however, for
this person to work closely with other accounting managers and with
upper management to maintain the system.

UPDATING RECORDS

Information placed in the record as a result of normal events in the
course of business is the best method. A major problem exists in the
maintenance of location and custodian identification of items that are
highly mobile. Video cameras, small computers, and other furniture
items are the best examples. Similar problems occur with expensive
tools and other portable equipment. There really is no incentive in most
businesses to report to the accounting department when a piece of
equipment has been moved from one room to another or is being used
by a different person. Therefore, some simple scheme of reporting these
changes is necessary.

For items that normally move quite a bit, a simple technique to use
is similar to that used in a library. Attach to each item a preprinted card
with its identification number and a place to write the new location
code and custodian identification. This can be sent to the asset manager
for entry into the property record system. A new, updated card is then



160 Creation and Verification of Property Records

generated and sent to the new custodian for placement on the item. This
does not guarantee that every movement or change will be reported,
but it makes the process much simpler and therefore increases the like-
lihood. The card can be bar coded to allow for direct entry.

Things that move about or are used on a temporary basis, such as
audiovisual aids used for presentations, can also have special prob-
lems. Since it is only for temporary use, the person taking the item in-
tends its return. If the return occurs within a few days there is really no
need to update the property records. The problem occurs when the in-
tention is not carried out and the item is left in another location.

Each loan item should have a standard storage place, so that when
it is removed from that location, it is obvious the item is gone. Estab-
lishing a central location for storage, instead of each department or
manager having a separate space, will make this process simpler.

The tool crib approach used in most high school shop classes to en-
sure that all tools have been replaced at the end of a class period is a
good example. The design does not have to be elaborate: A closet with
an empty hole on the shelf will provide the opportunity for a quick re-
view to see whether anything is missing. A checkout sheet, showing
each user also reduces the search time for a missing item.

RECORDING MAINTENANCE COSTS

Recording physical maintenance of assets on the property record must
be automatic. The payment report from the payroll or accounts payable
system should generate an interface to the property record system for
recording that cost. An example might be the corporate aircraft where,
when maintenance is done on an engine, the current-hour reading on
that engine and the type of maintenance and cost would be noted in the
property record.

Where it is discernable, it is also appropriate to record deferred
maintenance. This can be done by an annual assessment of the current
state of the equipment. It is not unusual for a maintenance department
to create a budget for the coming year. This budget may be prepared by
reviewing the kinds of maintenance necessary on a building, for exam-
ple. Just examining the paint on the exterior of the building may iden-
tify that it is beginning to deteriorate and that it would be appropriate
to repaint. Also, small areas of fungus or dry rot may be appearing. The
total maintenance budget as approved is probably going to be less than
the cost of items identified by the maintenance department initially. A
typical approach would be to add to the property record a notation un-
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der deferred maintenance of those areas recommended for mainte-
nance that are deferred to a later period. This deferred maintenance as-
sessment placed in the property record can give the manager an esti-
mate of future maintenance requirements.

Deferred maintenance can be especially important in assessing
why quality has deteriorated or downtime has increased.

VERIFICATION OF PHYSICAL EXISTENCE

In the past it has been typical for an inventory team to be assembled
once a year. Armed with a printout from the property record, the team
would attempt to locate and verify the physical existence of all items
on it. The problem with this approach is that it attempts to pack into a
short period of time a task that should be done continuously through-
out the year.

Techniques used to determine the physical quantity of units held
for sale have been used to establish that property, plant, and equipment
still exist. With product inventories, it is a simple matter of identifying
and counting everything that exists in a given room and recording it.
Inventories of department stores and manufacturing warehouses are
examples. The problem with reconciliation of the property, plant, and
equipment record with the physical inventory is that a unique item
must be found and identified.

The first necessity for identifying items is an easily applied, difficult-
to-remove individual serial number affixed to each property record item.
Using bar coding and visual numbers can reduce the effort in verifica-
tion. Bar coding readers and recorders are now no larger than a small dic-
tation recorder. The inventory can be accomplished by going from room
to room, reading the bar coded items within each room. It is desirable to
have a reader that allows the entry of location code, room number, and
custodian identification for each location.

MILITARY COMMANDER APPROACH

Where the inventory team is selected for a short task-force type of ef-
fort, there is little incentive to be creative and find all of the equip-
ment. A different approach has been adopted by the military. Typi-
cally referred to as the “military commander approach,” the
commander of each military unit is responsible for the physical assets
that are shown on the unit’s property record. Annually and whenever
a change in command occurs, it is necessary to verify the existence of
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the assets assigned. This is accomplished by trained supply clerks and
supply officers. These people have a defined career path within which
they receive all of their rewards and promotions for being able to
maintain control of the assets within their areas of responsibility.
There is also a strong requirement that the commander of a unit be re-
sponsible for the physical assets. For this approach to be effective in
business, accomplishment or failure must be noted in the reward sys-
tem of the company. Most managers are well aware that things get
lost. Over their careers, they have watched the annual inventories and
write-ups and write-downs with some amusement, but little concern.

Changing this attitude is a necessary ingredient to protection of as-
sets. It is necessary to establish the responsibility of each manager. The
custodian identification within the property record file allows for
recording such information. Identification alone, however, is not suffi-
cient. The association of assets with the manager responsible for their
custody must include some accountability on the part of the manager.
This person must be integrally involved with tracking and maintenance
on a daily basis, not once a year at inventory time. Each manager should
periodically receive reports that identify the assets assigned to him or
her. Further, both past maintenance expense and forecasted mainte-
nance expense by asset should be supplied. There also needs to be a sim-
ple way for the manager to report discrepancies. If a manager receives a
maintenance report including a machine that has been transferred or
sold, he or she should promptly notify the property accountant of that
discrepancy. A manager close to the asset should be made responsible:
A foreman can manage all of the equipment used by the crew or an of-
fice manager can supervise all of the furniture and fixtures within an of-
fice. Summary reports should also be available to bring to the attention
of supervising managers the total assets within their organization.

In the military commander approach to asset management, the
transfer of any manager requires the new manager to accept responsi-
bility for all assets within the subordinate units. This by no means elim-
inates problems on reconciliation, but it reduces the attitude of “Have
a team inventory once a year, get as close as they can to reconciliation,
and forget it.”

Emphasis on quality is important in most companies today. A qual-
ity product placed in the customer’s hands requires quality production
equipment. Quality attitude should also prevail regarding the records of
assets and the quality of maintenance that occurs. The amount of down-
time on any given production equipment should be of concern to each
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manager. It will take effort to introduce this kind of process, which
stresses maintaining property records and keeping a record of the per-
formance and maintenance on each piece of equipment. The rewards
will come in future years rather than in the current quarter.

It is important to recognize that 100 percent proficiency is unreal-
istic: A principle of expending a 90 percent effort to control 90 percent
of capital dollars should prevail. The minimum capitalization level of
at least $1,000 (but preferably $5,000) makes it possible to “sacrifice” the
10 percent that is bound to be lost.

The manager should also consider which assets need to be subject
to tight controls. Is typical office furniture even worth the effort? It is
not likely to be. Most organizations will expense the office furniture as
purchased. Except when an organization shrinks and has excess furni-
ture, it is going to be obvious if a chair or desk disappears. Most offices
will be supplied with the number of chairs necessary and movement
from one office to the other is not an important factor to monitor. Per-
haps individual assets of furniture greater than $5,000 are worth the 
effort to track and maintain. A key element in establishing the capital-
ization policy and the items to track and reconciling the actual record
with the physical inventory is whether their loss would be critical to the
organization. Production machinery that affects product quality can be
critical. Similarly, equipment breakdowns that would idle the produc-
tion line or a number of employees could be critical. These items need
to be included in the highest priority of management.

FOREIGN CORRUPT PRACTICES ACT

The Foreign Corrupt Practices Act (FCPA) requires that companies that
are subject to the Securities and Exchange Commission’s regulations
maintain their books, records, and accounts each in reasonable detail. The
records must also be accurate and fairly reflect the transactions and dis-
positions of the company’s assets. The act spells out that companies must
devise and maintain a system of internal accounting controls sufficient to
provide reasonable assurance that the following objectives are met:

1. Transactions are executed in accordance with management’s
general or specific authorization.

2. Transactions are recorded as necessary to permit preparation
of financial statements in conformity with GAAP and
maintain accountability for assets.
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3. Access to assets is permitted only in accordance with
management’s general and/or specific authorization.

4. The recorded accountability of assets is compared with the
existing assets at reasonable intervals and appropriate action
is taken with respect to any discrepancies.

This details a requirement to verify actual existence of assets; how-
ever, it is reasonable to verify the major assets and not necessarily all of
the lesser ones. This can also be accomplished through a sample inven-
tory technique and does not require a 100 percent physical inventory.
The requirements of the FCPA are also met using the periodic verifica-
tion in the military commander approach to asset custodian changes.

FULLY DEPRECIATED ASSETS

Accounting principles, the laws, and audit standards do not require
that records be maintained of assets that have no value represented on
the balance sheet. However, equipment which has lived longer than its
estimated expected life may well be appropriate to maintain on the
property record from a management standpoint.

Large aircraft, for example, typically are initially purchased by
major airlines. Ford Trimotors of the 1930s were operated by the pri-
mary airlines of the time. A number of those aircraft are still operating
in small countries today. An aircraft frequently lives beyond its original
fifteen- or twenty-year depreciation life because of continuous mainte-
nance programs. These items should be maintained on the property
record. At the other extreme are items such as the office furniture of an
executive. They may receive little wear and tear and actually be more
valuable twenty years after purchase. Some attorney firms may still
have the original bookshelves with the glass doors popular a century
ago. These need not be maintained on the property record, but each
company should review specifically and make a policy determination
of what the criteria is for items that have been fully depreciated but are
still in use. The deciding criteria will be the need for management at-
tention. In the case of an aircraft, it may still have significant market
value. Replacement cost is likely to be covered by insurance. If insur-
ance coverage due to fire or theft includes the asset, then it should be
maintained on the property record and the fact of its physical existence
should be verified on some basis. This does not require that every item



Reports from the Property Record System 165

be maintained, however. In the case of office furniture, a record of “four
executive offices with furniture” may be the only one required. When
an insurance claim is to be filed as a result of either fire or theft, it is nec-
essary to provide proof of existence and subsequent loss. The property
record can be an important source of proof.

At insurance policy negotiation time, it is also necessary to estab-
lish the amount of asset value in order to establish premiums. The prop-
erty record can be important in providing this information.

REPORTS FROM THE PROPERTY RECORD SYSTEM

The information that has been recorded in the property record database
will allow a number of reports to management to be created. The fol-
lowing are reports to be created on a regular monthly, quarterly, and an-
nual basis. Other reports may be requested.

Forecast reports
Maintenance
Asset replacement
Vehicle registration
Insurance value review

Management reports
Maintenance cost per hour of use
Hours of maintenance
Unscheduled downtime due to maintenance problem
Planned scheduled maintenance
Production rate (units per hour)
Location of equipment, responsibility for
Movement of equipment

Property responsibility by manager
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Computer Programs

INTRODUCTION

Personal computers have increased in capabilities and decreased in cost
to the point that any details of accounting can be kept in an easily ac-
cessible format. Most employees are knowledgeable computer users.
Not only are almost all college and high school students using comput-
ers, but also a large segment of elementary students. The typical ac-
countant of today is as knowledgeable about computer accounting
applications as the data processing expert of the 1980s.

ASSET DATABASE SOFTWARE

The additional software capabilities and reduced hardware costs allow
maintenance of more data in a usable format. The problem in estab-
lishing any asset management system is ensuring that the amount of in-
formation kept is truly useful. It is possible with computers to store vast
amounts of data. Data alone however, are not useful. Data must be or-
ganized so as to provide information that is useful at the time needed.
The database is analogous to a library that contains thousands of books.
When one needs a specific book, there has to be organization to allow
the library user to find it quickly. The same is true of a computer data-
base: It must be organized in a way that the information required can
be retrieved quickly out of the thousands, or perhaps millions, of pieces
of data.
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Accountants are being criticized for maintaining cost accounting
information that does not supply the needed answers quickly. A de-
tailed system that maintains and summarizes vast amounts of data, but
does not have the flexibility to respond to changed conditions, is ulti-
mately of little help. In developing an asset database, it is important to
keep in mind simplicity and usability.

Asset accounting has not had a high priority in past system devel-
opments. Because of the lack of interest on the part of managers and ac-
countants in managing assets, data processors have not invested time
and energy in systems. Most of the efforts in past asset accounting pack-
ages have been produced to provide for the tax depreciation and in-
vestment tax credit calculations. The databases were very narrow and
were defined by the information and processes needed to produce the
tax returns.

Substantial increases in asset investments have increased interest
in their management. The impact of large numbers of assets requiring
simultaneous replacement has also heightened the interest in being able
to forecast and monitor deferred maintenance.

Regulatory accounting standard-setting bodies have put forth
considerable effort into defining the rules for accounting and control-
ling assets. Because of this increased interest, a good deal of effort is be-
ing expended by both accounting and software companies. System
designers are working hard now to catch up with asset management
packages to meet industry needs. The developments in computer hard-
ware are occurring much more rapidly than the software for asset man-
agement, however. Software companies are expending major efforts to
convince customers that they have the complete, integrated asset man-
agement package. Although great strides have been made recently,
there still is much more to be done to produce an integrated asset man-
agement system.

ONE-WRITE SYSTEMS

There has been a consistent problem trying to convince system design-
ers that data should be entered into a computer only once. Accountants
have been so used to doing reconciliations that they do not question the
need. If systems are designed to use the data entered for every appro-
priate application, then it will not be necessary to enter it more than
once and reconciliation can be eliminated. To work smarter, we must
eliminate unnecessary steps.
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We can look at the same data in a number of ways. Figure 12.2
shows the necessary relationships between the general ledger, accounts
payable, and property records systems.

Although several companies market their accounting software
packages as “completely integrating the fixed assets system with gen-
eral ledger,” no such packages were found. Typically, these packages
had only a link to automatically book the depreciation generated by the
fixed asset module.

EXISTING DATABASE PROGRAMS

There is a large selection of off-the-shelf preprogrammed asset database
managers for personal computers. Although more than forty of these
packages are advertised in the popular accounting and data processing
magazines, none of them will provide for all of a particular company’s
property record needs. Therefore, it is necessary to review and choose
the one that meets the majority of the company’s needs or have a pro-
gram written specifically. Programmers are available to provide a pack-
age tailored to the specific needs of the business; however, this approach
is expensive and time consuming, and is still not likely to meet every
need. The specially written program will include only those functions
identified during the definition and design phases. The available pack-
ages in total contain most processes necessary. Reviewing and testing
available asset manager programs against stated objectives needed to
meet the company’s needs is a good learning and identification step.

SOFTWARE SELECTION

The first step in any software decision is to define the system needed.
Definition is describing in general terms what is required of the database
management system. Other chapters have described database content,
desirable report outputs, and processes for providing updates to the as-
set manager. In a definition of the system, consider these processes:
What content is desired in the database? Are all of those suggested re-
quired? Are past maintenance expenses needed for all assets by year, or
in total? Is a record of state inspections for motor vehicles required?
Having defined generally the contents needed in the database, review
the method for updating. Will it be a separate stand-alone database or
will it be integrated with the general ledger accounting system? If it will
stand alone, then an input document to be prepared by the purchasing
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or receiving departments to record the initial information for a creation
of a property record should be designed. The communication between
the existing accounting software and the database must be reviewed and
described, then the output reports that are needed. These include de-
preciation, custodian, maintenance, and others.

Having defined the inputs, the contents, and the outputs from
the database manager, the processing that will be required on an on-
demand monthly, quarterly, and annual basis can be determined.

Having identified the type of system needed, the next step is to re-
view the software in the marketplace to determine which ones might be
suitable.

OFF-THE-SHELF PROPERTY RECORD DATABASE PACKAGES

Review what is on the market before deciding on an approach. This
should be done even if it is likely the company will need to develop its
own database program. A review is an education. It will provide ideas
for functions that might not otherwise be considered. Some of the off-
the-shelf packages can also be modified to meet specific needs. At least
one database program that is part of a total accounting system supports
a considerable amount of after-market software. Certain consulting
firms install the system and provide add-on packages. For example, one
system does not provide a maintenance record as part of the database
package, but an after-market firm has written such a maintenance
record, which is available for purchase and addition. Another firm of-
fers a relational database package that is advertised as running on any
system, from the smallest personal computer to a large mainframe sys-
tem. The relational database process has a means of defining expand-
able records that can be associated with one another. That company will
tailor the process to your needs.

REVIEW COPIES OF SOFTWARE

Most software vendors either have review copies or will allow use of
their software for thirty to sixty days with no commitment. This is a
good way to review the capabilities of the software and become fa-
miliar with the program. It is quite time consuming to actually ob-
tain, review the documentation on, load, and test different property
record systems. Therefore, make selections in advance and plan to re-
view a maximum of three or four packages. Otherwise the amount of
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staff investment in learning the systems and trying them out will be
quite expensive.

If an integrated accounting and property record system is required,
choice will be limited significantly. Most of the systems are tailored to
producing the depreciation portion of the property records. They all
provide multiple files for federal, state, and book depreciation, which
may each be different. However, there are only a few that have an inte-
grated system. None was found that actually was fully integrated. Most
software packages that advertise as being integrated with accounting
software are limited to the passing of depreciation computations from
the property record system to the general ledger process. One company
providing a relational database advertises that it is fully integrated with
an accounting process, but the package was not available for review.

Consider whether the existing accounting software package has
asset managing capabilities. There is more work in installing a complete
accounting package than there is in simply providing for a new prop-
erty record system. If the present accounting system has a property
record database system, that should be the first package for review, as-
suming the present accounting package has been satisfactory.

Before ordering a software package for review, have a plan for its
evaluation outlined. Be sure to devote adequate time for the staff to be-
come familiar with it, test it, and provide a critical review. It is best to
devote one or two weeks of full-time effort to this task, as learning a
new package is more time consuming when done as a part-time func-
tion. Also consider that there are firms who will perform this step for
the company, including definition, review, and even installation if
needed. Both accounting and data processing firms have consultant
sections that provide these services.

EVALUATION OF SOFTWARE PACKAGES

Having identified requirements for a software package, contact three or
four software firms that, from their advertising, appear to meet the re-
quirements. Keep in mind that those that do not respond may not have
very good technical support for their software packages. From the re-
sponses received, select one to begin reviewing.

Peachtree Accounting has a Web site (http://www.peachtree.com/
addpands/) that allows downloading the complete Peachtree 2002 ac-
counting package for review. To download requires a fast direct inter-
net connection. (The author’s dial-up connection disconnected prior to
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completion.) Peachtree also offers to mail a disk with the program for a
small mailing fee.

Another site is Best Software (http://www.bestsoftware.com/
scriptsform/downloadincludes/FASAATrial.asp). Best states that its
FAS Asset Accounting has the following features and benefits:

• Eliminates redundant data entry
• Automatically calculates AMT and ACE schedules using more

than twenty standard depreciation methods (or methods
customized to your company)

• Lets users view all seven books on one screen, including tax,
internal, state, AMT, ACE, and two user-defined custom books

• Automatically handles disposal of both full and partial assets

It may also be helpful to attend one of the asset management sem-
inars provided by a number of organizations. Both the American Man-
agement Association and the Institute on Management Accounting, as
well as a number of accounting and data processing firms, have semi-
nars at various locations around the United States. These seminars not
only review the concepts of asset management, but typically review one
or more computer systems. The students at these seminars will typi-
cally have some experience with one or more of the software packages
and can give the benefit of their informal evaluation.

When ordering a copy of the review package, keep in mind that
the initial cost of the system should not be the determining factor. Much
more staff time will be spent in setting up the system than the cost of
the package if it is an inferior product or unsuitable to the company’s
needs; and the availability of future maintenance updates are very im-
portant. The cost difference between these packages may be surprising.
They range from $150 to $3,000, and the price itself is not indicative of
the features that it provides. The one that is the most expensive does not
have the most features.

Before the first review package arrives, be sure there is a written
plan for evaluating the package.

PROGRAM REVIEW

Setup

What are the complexities? Is it simple to load with checklist instruc-
tions provided? The forethought that the programmers have provided
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for a simple loading on the system gives a good insight into their think-
ing and the complexities that will be presented in adding and changing
records later.

What are the requirements for disk and computing resources?
Make a record of how much it takes so that comparisons with other pro-
grams can be made. With the reduction in cost of memory and process-
ing within personal computers, this is not a critical factor, but the
amount of space provides an idea of the program’s capabilities.

What staff support is available? If any questions arose while
loading, was that staff support available? Of four systems tested, all
advertised staff support: Two loaded with ease and no assistance was
required; a problem was encountered on one that exceeded the disk
space available, though it was well within the limits set forth within
the documentation. Further investigation with assistance from staff,
provided a week later, indicated that a recent modification to the pro-
gram had increased its disk storage requirements. The staff support
by phone eventually proved adequate, but a week’s response time is
not the best situation. What happens if, during monthly close activi-
ties, the program fails? Any indication of a problem with staff support
should be documented and weighed carefully when making a final
selection.

Integrated with Total Accounting System

Is the property record system integrated with a general ledger system?
Is a new asset record established from the purchasing document? Test
to be sure that the claim of integration is not just the passing of depre-
ciation computations into the general ledger expense accounts. Rather,
does the general ledger recording of a retirement or sale transaction up-
date the asset record? A truly integrated system will provide the means
for one entry to record a retirement or sale in both the general ledger
and the asset management package.

Ease of Update

To update property records, is a template provided? Is the template de-
signed so that keying update information is easy? Are there input
prompts? More important, can you modify the template to meet your
own needs? Can you create your own template? When a new record is
keyed, the program should ideally provide for the fields to be dis-
played and would prompt their input. Similarly, there should be edits
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provided to verify the information as it is entered. The introduction of
an incorrect general ledger account, asset class or category code, or lo-
cation code can cause great difficulty once in the system. If those codes
are compared to a valid list, at least the code entered is valid. Keying
transcriptions will generally be caught at that point. Are there default
codes for location, asset category, and classification as well as custo-
dian? If a number of records are being updated, it is possible for the
programmer to provide either the most common default placed in the
record each time, or alternatively, or perhaps in addition, the value that
was placed in the prior record. That way, if a number of new assets that
all have the same custodian are entered, then it is only necessary to val-
idate the default value that is already in the record. This saves consid-
erable keystrokes and over the life of the system will both reduce time
correcting errors and the time keying.

Edits should be provided to ensure that all required information is
entered. Also, “reasonableness” values can be checked. Dates should be
within the current year or send a flag; dollar amounts can be checked for
reasonable values of no less than $100 and no more than the cost of the
most expensive asset you have. It should also be possible to duplicate
the entire previous record to reduce keying. This will reduce keying
when a group of assets is purchased, such as furniture or automobiles.
If all of the information is the same except the asset identification and se-
rial numbers, then by duplicating the first record, only asset identifica-
tion and serial number need be keyed for subsequent assets.

There should be a means to correct any misinformation at a later
date. Some software packages make it difficult to change the information
in the asset record without removing the entire item and replacing it. This
is an opportunity for keying errors, as well as an additional effort.

An important update procedure should involve a report produc-
ing a turnaround document. This is a report produced by the computer
listing all of the assets and the information involving them. When sent
to the custodian for verification on the change of custodian or respon-
sible manager, they are marked with the changes and returned to the
computer operator. Only the changes need then be keyed into the sys-
tem. This turnaround document is produced by the computer, modified
by the custodian, and then used to update the database.

Database Flexibility

Does the package allow for sufficient coding? Is the length of the fields
sufficient? In addition to the described fields, are there others available



Checklist for Program Review 175

for user definition? There will be requirements for additional informa-
tion for some assets. Although the database may not specifically pro-
vide for total maintenance expense or next required inspection of a
motor vehicle, a flexible system will allow use of a user-defined field.

Standard Reports

Are there standard reports produced? These should be both calendar
and event driven. Purchase of a new asset should send a report to the de-
partment custodian for verification of its receipt. Passing of a date of a
required inspection should send notification to the custodian to ensure
that it is done. Standard reports should also be easily supplemented
with user-defined reports. Are reports produced monthly, quarterly, and
annually? A system that produces standard reports which can be modi-
fied by the user is a significant benefit. There are other ways to provide
for reports through spreadsheets and report generator packages; how-
ever, predefined reports can save considerable effort.

Review Report

When reviewing a software package, make notes on a predesigned
form outlining any concerns. Writing a list of questions, problems, and
experiences as they occur provides a good record for comparison be-
tween the two or three systems that are reviewed. After reviewing two
or three, memory is not a good way to distinguish between them.

Following is a checklist that may be used as a starting point. There
will, of course, be special requirements for each unique situation, which
will need to be added.

CHECKLIST FOR PROGRAM REVIEW

Setup
Complexity
Disk space requirements
Computer requirements
Staff support availability and responsiveness, if required

Integration with total accounting system
Depreciation calculations are not the only functions performed
Purchase or payment document creates an asset record
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Retirement or sale transaction updates asset record
Ease of update

Input prompts
Default codes for location, asset category, class, custodian, edits

for required information, and reasonable values
Dates, values, lives
Previous record duplication
Means to change incorrect information later
Update procedure from a turnaround document

Database flexibility
Identification codes, sufficient number and length
Allowance for all data needed
User-defined fields

Standard reports
New adds for custodian
On demand and calendar driven

User-defined reports
Easy to define
On demand and calendar driven

DATABASE FIELDS

The following are examples only, as each organization will have others.

Asset identification tag number
Physical location
Organization code
Custodian
General ledger account code
Description

Description code—standard descriptions in asset manual
Date of acquisition
Original cost
Vendor
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Estimated salvage value
Estimated economic life
Depreciation methods

Fit, state, book, etc.
Cost of reproduction
Insurance coverage
Maintenance expense record, by years
Estimated deferred maintenance
Leased property
Expensed item
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