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On January 1, 2015, Murphy Inc. Purchased Equipment For $38,400. The Company Is
Depreciating The Equipment and, like many businesses, it faces the essential task of accounting
for this asset over its useful life. Proper depreciation accounting not only ensures compliance with
financial reporting standards but also provides valuable insights into the company's financial health.
In this comprehensive guide, we will explore the key aspects of equipment purchase and
depreciation, focusing on Murphy Inc.'s scenario, methods of depreciation, and best practices for
accurate financial reporting.

Understanding Equipment Purchase and Its
Significance

What Does Purchasing Equipment Entail?
When Murphy Inc. purchased equipment for $38,400, it acquired a long-term asset intended to
support operations over several years. Equipment purchases typically involve capital expenditure,
which is capitalized on the balance sheet instead of being expensed immediately. This ensures that
the company's financial statements accurately reflect the value of its assets and their contribution to
revenue generation.

The Importance of Proper Asset Management
Proper management and accounting of equipment are crucial for:

Accurate financial statements

Tax compliance

Informed decision-making regarding asset replacement and upgrades

Understanding depreciation expenses impacting net income

Depreciation: An Essential Accounting Concept



What Is Depreciation?
Depreciation is the process of allocating the cost of a tangible asset over its useful life. Since
equipment like that purchased by Murphy Inc. provides benefits over multiple periods, depreciation
spreads out its initial cost as an expense over its estimated useful life.

Why Is Depreciation Important?
Depreciation serves several purposes:

Matching expenses with revenues

Reflecting the decline in asset value over time

Reducing taxable income

Providing insight into asset utilization and replacement planning

Determining the Depreciation Method

Common Depreciation Methods
Murphy Inc. can choose from several depreciation methods, each with different implications:

Straight-Line Method: Allocates an equal amount of depreciation each year over the asset's1.
useful life.

Declining Balance Method: Accelerates depreciation, with higher expenses in earlier years.2.

Units of Production Method: Depreciates based on actual usage or output.3.

Choosing the Appropriate Method
The selection depends on:

Nature of the asset

Usage patterns

Tax regulations

Company policy



For Murphy Inc., if the equipment is expected to be used evenly over its useful life, the straight-line
method is often the simplest and most straightforward.

Estimating Useful Life and Residual Value

Useful Life
The useful life refers to the period over which the equipment is expected to be productive. For
machinery, this might range from 5 to 15 years, depending on the type.

Residual Value
Residual value (or salvage value) is the estimated amount the company expects to recover at the end
of the asset's useful life. If Murphy Inc. estimates the equipment will have a salvage value of $3,400
after 10 years, this figure influences annual depreciation calculations.

Calculating Depreciation for Murphy Inc.’s Equipment

Straight-Line Method Calculation

Using the straight-line method:
- Cost of Equipment: $38,400
- Residual Value: $3,400
- Useful Life: 10 years (assumption)

Annual Depreciation Expense:
\[
\frac{\text{Cost} - \text{Residual Value}}{\text{Useful
Life}} = \frac{38,400 - 3,400}{10} = \frac{35,000}{10}
= 3,500



\]

Thus, Murphy Inc. would record $3,500 as depreciation
expense annually.

Adjustments and Record-Keeping

Each year, Murphy Inc. will:
- Debit Depreciation Expense for $3,500
- Credit Accumulated Depreciation for $3,500

Accumulated depreciation increases each year,
reducing the book value of the equipment on the
balance sheet.

Impact on Financial Statements

Income Statement

Depreciation expense reduces net income, reflecting
the wear and tear or obsolescence of the equipment.

Balance Sheet

The book value of the equipment is calculated as:



\[
\text{Original Cost} - \text{Accumulated Depreciation}
\]
Over time, this decreases, showing the asset's declining
value.

Cash Flow Statement

While depreciation is a non-cash expense, it is added
back in the operating activities section to reconcile net
income to cash flows.

Tax Implications of Depreciation

Tax Deductions

Depreciation reduces taxable income, providing tax
benefits to Murphy Inc. By claiming depreciation
expense annually, the company can lower its tax
liability.

Tax Regulations and Accelerated Depreciation

Depending on local tax laws, Murphy Inc. might be
eligible for accelerated depreciation methods like



Modified Accelerated Cost Recovery System (MACRS)
in the U.S., which allows higher depreciation in early
years, improving cash flow.

Best Practices for Equipment Depreciation

Regular Review of Asset Values

Periodically reassessing the useful life and residual
value ensures depreciation reflects actual usage and
market conditions.

Accurate Record-Keeping

Maintaining detailed records of purchase costs,
depreciation schedules, and disposal of assets is
essential for transparency and audit readiness.

Utilizing Software Tools

Accounting software can automate depreciation
calculations, reducing errors and saving time.

Disposal and Replacement of Equipment



Asset Disposal

When Murphy Inc. disposes of the equipment, it must:

Remove the asset and accumulated depreciation
from books

Record any gain or loss based on the sale price
versus book value

Replacement Planning

Understanding depreciation schedules helps plan for
timely replacement, avoiding unexpected breakdowns
or obsolescence.

Conclusion

Murphy Inc.’s purchase of equipment for $38,400 on
January 1, 2015, marks the beginning of a systematic
process of depreciation that impacts the company’s
financial reporting, tax obligations, and operational
planning. Selecting the most appropriate depreciation
method, accurately estimating useful life and residual
value, and maintaining diligent records are critical to



ensuring compliance and maximizing financial
benefits. As the equipment depreciates over its useful
life, Murphy Inc. will reflect this decline in value on its
financial statements, providing stakeholders with a
clear view of its assets' status and the company's
overall health.

By understanding these fundamental concepts, Murphy
Inc. can effectively manage its assets, optimize tax
benefits, and make informed decisions about future
investments in equipment and infrastructure.

Frequently Asked Questions

What is the initial cost of the equipment purchased by Murphy
Inc. on January 1, 2015?

The initial cost of the equipment is $38,400.

How is Murphy Inc. depreciating the equipment purchased in
2015?

The company is depreciating the equipment over its
useful life, though the specific method (e.g., straight-
line or declining balance) is not specified.



What depreciation methods could Murphy Inc. use for its
equipment purchased in 2015?

Murphy Inc. could use methods such as straight-line
depreciation, declining balance, or units of production,
depending on its accounting policies.

How does depreciation affect Murphy Inc.'s financial
statements?

Depreciation reduces the equipment's book value on
the balance sheet and increases expenses on the
income statement, impacting net income.

What is the importance of recording depreciation for Murphy
Inc.'s equipment?

Recording depreciation accurately reflects the asset's
usage and value over time, providing a more accurate
picture of the company's financial position.

If Murphy Inc. uses straight-line depreciation, what would be
the annual depreciation expense assuming a 5-year useful life?

The annual depreciation expense would be $38,400
divided by 5, which is $7,680 per year.



When should Murphy Inc. start recording depreciation for the
equipment purchased on January 1, 2015?

Depreciation should be recorded starting from the date
the equipment was placed into service, which is January
1, 2015.

What are the implications if Murphy Inc. does not depreciate
its equipment properly?

Failure to properly depreciate equipment can lead to
overstated assets and net income, potentially
misleading stakeholders and violating accounting
standards.

Additional Resources

On January 1, 2015, Murphy Inc. Purchased Equipment
For $38,400. The Company Is Depreciating The
Equipment

---

Introduction

In the realm of corporate finance and accounting,



understanding the nuances of asset acquisition and
depreciation is crucial. On January 1, 2015, Murphy
Inc. made a significant investment by purchasing
equipment valued at $38,400. This investment,
seemingly straightforward, opens a complex discussion
about asset management, depreciation methods, and
the strategic implications for the company’s financial
health. This article delves into the details surrounding
this transaction, exploring the principles of
depreciation, the choices Murphy Inc. might have
faced, and the broader impacts on financial reporting
and decision-making.

---

The Acquisition of Equipment: Context and
Significance

The Purchase Details

Murphy Inc. acquired equipment on January 1, 2015, at
a cost of $38,400. This figure represents the purchase
price, inclusive of all costs necessary to prepare the
asset for use, such as shipping, installation, and
testing. The timing at the start of the year suggests an
intention to utilize the equipment throughout the fiscal
year 2015, and likely beyond.

Strategic Purpose of the Equipment



While the specific nature of the equipment isn't
detailed, such assets typically serve operational
functions—manufacturing, warehousing, or
administrative support. The strategic importance of
this equipment could influence depreciation choices, as
well as the company’s planning for future capital
expenditures.

---

Depreciation: An Essential Accounting Practice

What Is Depreciation?

Depreciation is an accounting method that allocates
the cost of a tangible asset over its useful life. By
systematically recognizing a portion of the asset's cost
as an expense each period, companies match the
expense with the revenue generated by the asset,
adhering to the matching principle of accounting.

Why Depreciate Equipment?

- Reflects True Asset Value: Over time, equipment
wears out or becomes obsolete, reducing its value.
- Tax Implications: Depreciation expenses lower taxable
income.
- Financial Reporting: Maintains accurate
representation of assets and profitability.



---

Selecting a Depreciation Method: Options and
Implications

Murphy Inc. has several methods to choose from when
depreciating equipment. The choice impacts financial
statements, tax liabilities, and strategic planning.

Common Depreciation Methods

| Method | Description | Impact on Expenses |
Suitability |
|---------|--------------|---------------------|--------------|
| Straight-Line | Equal expense each year over useful
life | Consistent | Simplicity; predictable expenses |
| Declining Balance | Accelerated depreciation; higher
expenses early on | Higher initially | Assets that lose
value quickly |
| Units of Production | Based on usage or output |
Variable | Assets with activity-based wear |

The Straight-Line Method: A Likely Candidate

Given its simplicity and widespread usage, Murphy Inc.
might have opted for the straight-line method,
spreading the $38,400 evenly over the equipment's
estimated useful life. This renders annual depreciation
expense as:



Annual Depreciation Expense = Cost / Estimated Useful
Life

For instance, if the equipment’s useful life is estimated
at 8 years:

$38,400 / 8 = $4,800 per year

This approach results in a consistent expense,
simplifying financial planning.

---

Estimating the Equipment's Useful Life and Residual
Value

Factors Influencing Useful Life

- Nature of Equipment: Durability, technological
obsolescence.
- Industry Standards: Typical lifespan of similar assets.
- Company Policy: Maintenance, replacement
strategies.

Residual Value

Companies often assign a salvage or residual value—the
estimated amount recoverable at the end of useful life.
Assuming Murphy Inc. estimates a residual value of



$3,600, the depreciable base becomes:

$38,400 - $3,600 = $34,800

Annual depreciation (straight-line, over 8 years):

$34,800 / 8 = $4,350

This adjustment reflects a more accurate depreciation
expense, considering residual value.

---

Impacts on Financial Statements

Balance Sheet

- Initial Recording: Equipment recorded at $38,400.
- Accumulated Depreciation: Increases annually by the
depreciation expense.
- Book Value: Declines over time as depreciation
accumulates.

Income Statement

- Depreciation Expense: Reduces net income.
- Tax Effects: Lower taxable income, potential tax
savings.



Cash Flow Statement

- Non-Cash Expense: Depreciation is a non-cash charge,
but affects operating cash flows indirectly through tax
savings.

---

Depreciation Policies and Compliance

Murphy Inc. must adhere to accounting standards such
as GAAP (Generally Accepted Accounting Principles) or
IFRS (International Financial Reporting Standards).
These standards stipulate:

- Asset Capitalization Thresholds: Minimum cost to
capitalize assets.
- Useful Life Estimation: Based on industry practices
and manufacturer guidelines.
- Method Selection: Consistency over periods, justified
by the asset’s nature.

Failure to comply can lead to audit issues,
misrepresented financial health, and tax penalties.

---

Broader Implications and Strategic Considerations



Impact on Company Valuation

Depreciation policies influence net income and,
consequently, valuation metrics such as EBITDA and
net profit margins. Accelerated depreciation might
reduce profits in early years but could be advantageous
for tax purposes.

Tax Planning

Tax authorities often allow depreciation deductions,
reducing taxable income. The choice of depreciation
method and estimate of useful life directly influence
tax liabilities.

Replacement and Maintenance Strategies

Understanding depreciation schedules helps Murphy
Inc. plan for future capital expenditures, ensuring
continuous operational efficiency.

---

Challenges and Risks

Estimation Uncertainty

Estimating useful life and residual value involves
judgment, subject to change as technological advances



or market conditions evolve.

Asset Obsolescence

Equipment may become obsolete faster than
anticipated, impacting the accuracy of depreciation
schedules.

Regulatory Changes

Alterations in accounting standards or tax laws can
necessitate adjustments in depreciation practices.

---

Conclusion

The purchase of equipment by Murphy Inc. on January
1, 2015, at a cost of $38,400, exemplifies a
fundamental aspect of corporate asset management.
Depreciation serves as a vital tool for accurately
reflecting asset consumption, supporting strategic
financial planning, and ensuring compliance with
accounting standards. While straightforward in
concept, depreciation involves careful estimation,
method selection, and ongoing management to
optimize financial outcomes and maintain
transparency.



By thoroughly understanding these principles, Murphy
Inc. can better navigate the complexities of asset
depreciation, ensuring both regulatory adherence and
sound financial decision-making. The choice of
depreciation method, estimation of useful life, and
residual value all play pivotal roles in influencing the
company’s financial health, tax liabilities, and long-
term strategic planning—elements that are crucial for
stakeholders, investors, and management alike.

---
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> Note: This article presents an investigative overview
based on available data. For detailed accounting
treatment, specific estimates, and strategic



recommendations, consultation with a professional
accountant is advised.
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