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LEW Company Purchased A Machine At A Price Of $100,000 By Signing A Note Payable,
Which Requires A Single payment, marking a significant transaction in the company's financial
activities. This purchase involves multiple accounting considerations, including asset recognition,
liability recording, and subsequent depreciation. Understanding the implications of this transaction is
crucial for accurate financial reporting and effective management. This article delves into the details
surrounding the purchase, exploring the accounting treatment, related journal entries, and broader
financial implications.

Understanding the Purchase Transaction

Overview of the Transaction

LEW Company’s acquisition of a machine for $100,000 involves several key components:

- Asset Acquisition: The machine is classified as a long-term asset or property, plant, and equipment
(PP&E).

- Liability Creation: The signing of a note payable indicates a debt obligation, which must be recorded
on the balance sheet.

- Payment Terms: The note payable requires a single payment, implying a lump-sum settlement
rather than installment payments.

Significance of the Note Payable

The note payable serves as a formal promise to pay a specific amount at a future date. Its
characteristics in this context include:

- Single Payment Obligation: The entire amount is due in one payment, possibly at maturity.

- Interest Component: Typically, notes payable accrue interest, which must be considered in the
valuation.

- Impact on Cash Flows: The company must prepare for a future cash outflow of $100,000.

Accounting Treatment of the Acquisition

Initial Recognition of the Asset and Liability

On the date of purchase, LEW Company must record:
- The machine at its purchase price.
- The note payable at its face value, adjusted for any interest component if applicable.



Journal Entry at Purchase:

" plaintext

Debit: Machinery (Asset) $100,000
Credit: Notes Payable $100,000

If interest is accrued at the time of purchase, adjustments are necessary.

Considering the Interest Component

If the note payable includes an interest rate, LEW Company should:
- Recognize the note payable at its present value if the interest component is significant.
- Record interest expense over time, adjusting the liability accordingly.

Example:

Suppose the note bears an annual interest rate of 6%, payable at maturity. The present value of the
note would be:

- Present value = Face value / (1 + interest rate)™n

- For a single payment after one year: $100,000 / (1 + 0.06) = $94,340

- The difference ($5,660) represents the interest expense to be recognized over time.

Adjusting Journal Entry:

" plaintext

Debit: Machinery $94,340
Debit: Interest Expense $5,660
Credit: Notes Payable $100,000

This method aligns with the fair value approach, ensuring the asset and liability are accurately
represented.

Subsequent Accounting Considerations

Depreciation of the Machine

LEW Company must allocate the cost of the machine over its useful life through depreciation:
- Depreciation Method: Straight-line, declining balance, or units of production.

- Estimated Useful Life: Based on company policy and asset characteristics.

- Residual Value: Expected salvage value at the end of useful life.

Example (Straight-line):

- Cost: $100,000

- Useful Life: 10 years

- Residual Value: $10,000

Annual Depreciation Expense:
($100,000 - $10,000) / 10 = $9,000



Journal Entry:

" plaintext

Debit: Depreciation Expense $9,000
Credit: Accumulated Depreciation $9,000

Interest Expense Recognition

If the note accrues interest over its term, LEW Company must:
- Record interest expense periodically.
- Adjust the carrying amount of the liability as interest accrues.

Monthly Interest Accrual (assuming 6% annually):
- Monthly interest = ($100,000 6%) / 12 = $500

- Journal entry each month:

" plaintext

Debit: Interest Expense $500

Credit: Interest Payable $500

At maturity, the total interest payable will be $6,000 ($500 12 months).

Financial Reporting Implications

Balance Sheet Presentation

- Assets: The machine appears under property, plant, and equipment at cost minus accumulated
depreciation.

- Liabilities: The note payable is recorded as a current or long-term liability depending on the maturity
date.

Income Statement Impact

- Depreciation Expense: Reduces net income over the useful life.
- Interest Expense: Reduces net income as interest accrues over the period.

Cash Flow Considerations

- The initial purchase does not impact cash flow immediately if financed via a note payable.
- The future payment of $100,000 affects cash flows at maturity.
- Interest payments (if any) impact operating cash flows during the period.



Tax and Regulatory Considerations

Tax Deductibility of Expenses

- Depreciation expense is generally tax-deductible, reducing taxable income.
- Interest expense on the note payable is also typically deductible.

Compliance with Accounting Standards

- Adherence to GAAP or IFRS guidelines is essential.
- Proper recognition and measurement of assets and liabilities ensure transparency.

Additional Points to Consider

Impact on Financial Ratios

The transaction affects several key ratios:

- Debt-to-Equity Ratio: Increased liabilities may impact leverage.

- Return on Assets (ROA): Depreciation reduces net income, influencing profitability ratios.
- Liquidity Ratios: Future cash obligations impact current ratio and quick ratio.

Implications for Financial Planning

- The company must plan for the cash outflow at maturity.
- Proper budgeting ensures liquidity is maintained.
- The purchase may improve operational capacity, potentially leading to increased revenues.

Conclusion

The acquisition of a machine at $100,000 through a note payable involving a single payment is a
complex transaction with multifaceted accounting and financial implications. LEW Company must
recognize the asset at its acquisition cost, account for the liability accurately, and handle subsequent
depreciation and interest expense recognition diligently. Proper recording ensures compliance with
accounting standards, provides stakeholders with clear financial information, and supports effective
financial planning. Understanding these elements is crucial not only for accurate reporting but also for
making informed strategic decisions that align with the company's long-term objectives.

Frequently Asked Questions



What is the accounting treatment for LEW Company's
purchase of a machine costing $100,000 financed through a
note payable?

LEW Company should record the machine as an asset at its purchase price of $100,000 and recognize
a liability under notes payable for the same amount. The transaction increases both assets and
liabilities on the balance sheet.

How does signing a note payable impact LEW Company's
financial statements?

Signing a note payable increases liabilities on the balance sheet and, upon purchase, increases
assets. Over time, interest expense will be recognized as the note is repaid, affecting net income.

What are the key considerations for LEW Company when
recording a single note payable for machine purchase?

LEW must ensure proper initial recognition of the asset and liability at the purchase price, include any
interest component if applicable, and disclose the terms of the note in the financial statements.

What are the potential tax implications for LEW Company
when purchasing a machine with a note payable?

The purchase cost of the machine is generally capitalized for depreciation purposes, and interest paid
on the note may be deductible as an interest expense, affecting taxable income.

How does the single note payable affect LEW Company's cash
flow statement?

The initial purchase does not affect cash flow, but subsequent payments on the note will be recorded
as financing cash outflows, reflecting repayment of principal and interest.

What are the advantages of financing a machine purchase
with a note payable for LEW Company?

Financing allows LEW to acquire the machine without using immediate cash reserves, preserves
liquidity, and may offer favorable interest terms, facilitating business growth and asset acquisition.

Additional Resources

LEW Company Purchased A Machine At A Price Of $100,000 By Signing A Note Payable, Which
Requires A Single

In the realm of corporate acquisitions and capital investments, understanding the nuances of how
companies record and manage such transactions is essential. Recently, LEW Company made a



significant investment by purchasing a new machine for $100,000, a move that involves notable
accounting considerations. Central to this transaction is the signing of a note payable—a financial
instrument that signifies the company's obligation to pay the purchase amount over time. This article
delves into the details of this transaction, exploring the accounting treatment, implications for
financial statements, and broader financial management principles involved.

Understanding the Transaction: Purchase and
Financing of the Machine

When LEW Company acquired the machine, the transaction involved two primary components:

- The Asset Acquisition: The purchase of a tangible fixed asset—namely, the machine.
- The Financing Arrangement: The creation of a liability—specifically, a note payable—representing
the company's obligation to settle the purchase price.

This section examines the nature of each component and their interplay in the company's financial
records.

The Asset Purchase: Recognizing the Machine

From an accounting perspective, purchasing a machine for $100,000 entails recording an increase in
property, plant, and equipment (PP&E). The key considerations include:

- Cost Basis: The recorded cost of the asset includes the purchase price, plus any additional costs
necessary to bring the asset to its intended use (e.g., transportation, installation, testing).

- Recording Entry: Upon acquisition, LEW Company would typically debit the PP&E account and credit
the liability account (note payable).

Journal Entry at Purchase:

| Account | Debit ($) | Credit ($) |

I | | |

| Property, Plant & Equipment | 100,000 | |
| Notes Payable | | 100,000 |

This entry reflects the company's ownership of the machine and its obligation to pay the supplier or
financer.

The Financing Arrangement: The Note Payable

The note payable is a formal promise to pay a specified amount—in this case, $100,000—at a future
date or over a series of periods. The key features of this note include:



- Single Payment Obligation: The note requires a single payment, typically at the end of the loan term.
- Interest Component: Although not explicitly mentioned, most notes accrue interest, which is
recognized over the period until repayment.

- Legal Obligation: The note is a liability that impacts the company's balance sheet and cash flow.

The accounting treatment hinges on whether interest is implicit in the note or accounted for

separately. If interest is accrued periodically, it affects the journal entries and financial statements
accordingly.

Accounting for the Note Payable: Principles and
Practices

The core of managing this transaction lies in understanding how to record the note payable, how
interest is accounted for, and how these impact financial statements over time.

Initial Recognition: Recording the Liability and Asset

At the moment of acquisition, the company recognizes the asset and liability at their respective
amounts:

- The machine is recorded at its purchase price ($100,000).
- The note payable is recorded at the same amount, representing the obligation.

Key points:
- No interest expense at inception unless interest is included explicitly in the note.

- If interest is included, the initial journal entry may involve recognizing the liability at its present
value, especially if the note is issued at a discount or premium.

Interest Calculation and Amortization

If the note includes an interest component, LEW Company must:

- Estimate the interest expense over the period until payment.
- Amortize any discount or premium if the note is issued at a value different from its face value.

For example, if the note accrues interest at a certain rate, the company would:

- Recognize interest expense periodically (e.g., monthly, quarterly).
- Increase the liability by the accrued interest until payment.

Interest Journal Entry (Periodic):



| Account | Debit ($) | Credit ($) |
I | I I

| Interest Expense | X | |
| Notes Payable (or accrued interest) | | X |

At maturity, when the payment is made, the company reduces the liability and cash:
Payment Entry:

| Account | Debit ($) | Credit ($) |

| | | I
| Notes Payable | 100,000 | |

| Interest Expense (if accrued) | Y| |
| Cash || 100,000 + Y |

This process ensures that the company's financial statements accurately reflect the liability and
interest costs over the life of the note.

Impact on Financial Statements

- Balance Sheet: Shows the machine as an asset and the note payable as a liability.

- Income Statement: Records interest expense over time, reducing net income.

- Cash Flow Statement: Reflects cash outflows when the payment is made; interest payments may be
classified as operating activities.

Implications for LEW Company’s Financial Management

Beyond the technical accounting, this transaction has broader implications for LEW Company's
financial health, operational planning, and strategic decision-making.

Financial Ratios and Creditworthiness

The purchase and associated note payable influence key financial ratios:

- Debt-to-Equity Ratio: An increase in liabilities raises this ratio, which could impact the company's
credit profile.

- Asset Turnover: The addition of a new machine can improve productivity metrics.

- Interest Coverage Ratio: Ongoing interest expenses decrease operating income, affecting this ratio.

Maintaining a balanced debt profile is crucial for the company's creditworthiness and future borrowing
capacity.



Cash Flow Management

Since the note requires a single payment, LEW Company must plan for:

- The timing of the payment to avoid liquidity issues.
- Potential interest expenses that may increase the total cash outflow.
- Ensuring sufficient cash reserves or financing arrangements.

Effective cash flow management ensures the company can meet its obligations without disrupting
operations.

Strategic Considerations

Investing in machinery often aims to:

- Increase production capacity.
- Improve efficiency and reduce operational costs.
- Support expansion or diversification strategies.

However, financing such investments must align with the company's long-term strategic goals and
financial stability.

Broader Accounting Standards and Best Practices

The treatment of the machine purchase and note payable adheres to established accounting
standards such as GAAP (Generally Accepted Accounting Principles) and IFRS (International Financial
Reporting Standards).

Key standards include:

- Recognition of Assets: According to GAAP and IFRS, assets are recognized when probable future
economic benefits are expected and the cost can be reliably measured.

- Liability Recognition: Liabilities are recognized when the company has a present obligation arising
from past events.

- Interest Recognition: Interest expense should be recognized over the period it is incurred, matching
the expense with the period benefiting from the asset.

Adhering to these standards ensures transparency, consistency, and comparability in financial
reporting.



Conclusion: Navigating the Financial and Accounting
Landscape

LEW Company's acquisition of a $100,000 machine through a single-note payable exemplifies the
intricate interplay between asset recognition, liability management, and financial planning. Proper
accounting treatment involves accurately recording the asset and liability at inception, appropriately
recognizing interest expenses over time, and ensuring compliance with relevant standards.

For stakeholders—be it management, investors, or creditors—understanding these accounting
principles provides insight into the company's financial health and operational efficiency. As
companies continue to engage in similar transactions, mastering these concepts remains vital for
sound financial management and strategic growth.

In essence, this transaction underscores the importance of precise accounting, diligent financial
planning, and strategic foresight—cornerstones of successful corporate governance in today's
dynamic business environment.
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