SPCS

Form 4 Principles of Accounts

Notes on Chapter 18

Capital and Revenue Expenditure
18.1 Capital expenditure

Capital expenditure is made when a firm spends money either to buy fixed assets, or add to the value of an existing fixed asset.  Included in such amounts should be those spent on:

(a) Acquiring fixed assets.

(b) Carriage inwards on an asset bought.

(c) Any other cost needed to get the fixed assets ready for use.  These costs include installation, freight charges, import duty, landing charges and legal costs of buying buildings – incidental costs.

Depreciation charged on fixed assets should include all the cost plus all the capital expenditure.

18.2 Revenue expenditure

Expenditure, which is not for increasing the value of fixed assets, but is for the running the business on a day-to-day basis, is known as revenue expenditure.

The difference can be seen clearly with the total costs of using a motor van for a firm.  To buy a new motor van is capital expenditure.  The motor van will be in use for several years and is therefore a fixed asset.  To pay for petrol to use in the motor van for the next few days is revenue expenditure.  This is because the expenditure is used up in a few days and does not add to the value of the fixed asset. 

Examples of revenue expenditure include:

(a) Rent

(b) Repairs and maintenance

(c) Salaries and wages

(d) Utilities

Revenue expenditure is therefore chargeable to the trading and profit and loss account, whereas capital expenditure will result in increased figure for fixed assets in the balance sheet.

New Terms:

Capital expenditure

- The money spent by a firm on buying or adding value to a fixed asset.

Revenue expenditure

- Expenses needed for the day-to-day running of the business.

	Expenditure
	Types of Expenditure

	(a)
	Buying a motor van
	Capital

	(b)
	Petrol costs for a motor van
	Revenue

	(c) 
	Repairs to a motor van
	Revenue

	(d)
	Putting extra headlights on a motor van
	Capital

	(e)
	Buying machinery
	Capital

	(f)
	Electricity cost of using machinery
	Revenue

	(g)
	We spent $1,500 on machinery - $1,000 for upgrading the machine and $500 for repairs
	Capital $1,000

Revenue $500

	(h)
	Painting outside of a new building
	Capital

	(i)
	Three years later – repainting outside of the building in (h)
	Revenue


18.3 Treatment of capital and revenue expenditure

Example 1

Machinery costing $30,000 was bought. $1,000 was paid for installation charges.

	Machinery
	Bank
	Balance Sheet

	                          $
	
	
	                            $
	Fixed Assets        $
	

	Bank            30,000
	
	
	Machinery    30,000
	Machinery   31,000
	

	Bank              1,000
	
	
	Machinery      1,000
	
	

	
	
	
	
	
	


Example 2

Machinery costing $30,000 was bought. $1,000 was paid for maintenance.

	Machinery
	Bank
	Maintenance

	                            $
	
	
	                         $
	                            $
	

	Bank            30,000
	
	
	Machinery    30,000
	Bank              1,000
	

	
	
	
	
	
	

	
	
	
	
	
	


	Profit and Loss Account
	Balance Sheet

	                          $
	
	Fixed Assets        $
	

	Maintenance  1,000
	
	Machinery   30,000
	

	
	
	
	

	
	
	
	


Exercise A

Mr. Yip bought a plant and machinery costing $50,000 on 1 December 2003.  On the same day, he incurred the following expenses when buying the machinery:

Freight charges


$2,000

Import duty


$1,000

Repairs and maintenance

$1,500

He decided to depreciate the plant and machinery at a rate of 20% using the straight-line method.  A full year’s depreciation should be charged irrespective of the date of purchase.

Prepare the relevant accounts for the year ended 30 June 2004 and 30 June 2005.

Exercise B

For the business of K. Yun, a wholesale chemist, classify the following between ‘capital’ and ‘revenue’ expenditure:

(i) Purchase of an extra motor van.

(ii) Cost of rebuilding a warehouse wall which has fallen down.

(iii) Building extension to a warehouse.

(iv) Painting extension to the warehouse when it was first built.

(v) Repainting extension to the warehouse three years later than that done in (iv).

(vi) Carriage costs on bricks for new warehouse extension.

(vii) Carriage costs on purchases.

(viii) Carriage costs on sales.

(ix) Legal costs of collecting debts.

(x) Legal charges on acquiring new premises for office.

(xi) Fire insurance premium.

(xii) Costs of erecting a new machine.

Exercise C

For the business of H. Wang, a foodstore owner, classify the following between ‘capital’ and ‘revenue’ expenditure.

(i) Repairs to a meat slicer.

(ii) New tyres for van.

(iii) An additional shop counter.

(iv) Renewing signwriting on the store.

(v) Fitting partitions in the store.

(vi) Roof repairs.

(vii) Installing thief detection equipment.

(viii) Wages of store assistant.

(ix) Carriage on returns outwards.

(x) A new cash register.

(xi) Repairs to office safe.

(xii) Installing an extra toilet.

Exercise D

Explain clearly the differences between capital expenditure and revenue expenditure.  State which of the following you would classify as capital expenditure, giving your reasons:

(i) Cost of building an extension to a factory.

(ii) Purchase of filing cabinets for sales office.

(iii) Cost of repairs to an accounting machine.

(iv) Cost of installing a reconditioned engine in a delivery van.

(v) Legal fees paid in connection with the factory extension.
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	No.
	Type of Expenditure
	Accounts affected

	(I)
	Capital
	Motor van

	(ii)
	Revenue
	Repairs and maintenance

	(iii)
	Capital
	Building / Premises

	(iv)
	Capital
	Building / Premises

	(v)
	Revenue
	Repairs and maintenance

	(vi)
	Capital
	Building / Premises

	(vii)
	Revenue
	Carriage inwards

	(viii)
	Revenue
	Carriage outwards

	(ix)
	Revenue
	Legal fees

	(x)
	Capital
	Premises

	(xi)
	Revenue
	Insurance

	(xii)
	Capital
	Machinery

	
	
	

	Chapters 18
	

	Exercise C
	

	
	
	

	No.
	Type of Expenditure
	Accounts affected

	(I)
	Revenue
	Repairs & maintenance

	(ii)
	Revenue
	Motor expenses

	(iii)
	Capital
	Shop equipment

	(iv)
	Revenue
	Signwriting renewal

	(v)
	Capital
	Shop equipment

	(vi)
	Revenue
	Repairs & maintenance

	(vii)
	Capital
	Equipment

	(viii)
	Revenue
	Wages

	(ix)
	Revenue
	Returns outwards

	(x)
	Capital
	Shop equipment

	(xi)
	Revenue
	Repairs & maintenance

	(xii)
	Capital
	Furniture & fittings
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	No.
	Type of Expenditure
	Accounts affected

	(I)
	Capital
	Factory building

	(ii)
	Revenue
	Office supplies

	(iii)
	Revenue
	Repairs & maintenance

	(iv)
	Revenue
	Repairs & maintenance

	(v)
	Capital
	Factory building
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