
Mastering Depreciation 



Depreciation

 Book - Companies that prepare financial 

statements for third parties (bank, investors, 

etc.) must use GAAP rules for depreciation

 Tax - IRS determines rules of depreciation for 

tax purposes



Financial Statements for 3rd Party

 Typically an independent CPA goes over the 

statements to assure they’re properly prepared.

 Compilation – CPA organizes financial data it’s 

given, but does not express an opinion on the 

reliability or accuracy of the statements or whether 

they conform to GAAP. 

 Review – Independent CPA provides report 

describing her limited inspection of the financial 

statements and stating she didn’t find any material 

differences from GAAP rules.

 Audit – Independent CPA examines financial 

statements and expresses an opinion on whether 

they materially conform to GAAP.



Materiality

 Depreciation per books need not be according 

to GAAP if the resulting difference is not 

material (significant in amount).

 This allows many companies to use the same 

depreciation method for tax and book purposes.



Property, Plant, Equipment 
(Plant or Fixed Assets)

• Long-lived tangible assets used in the operation of 
a business

• Recorded based on cost principle – include all 
expenditures necessary to acquire, transport, and 
make asset ready for intended use:

• Invoice price
• Sales tax
• Freight
• Set-up
• Installation

• Group purchases allocated based on FMV



Group Purchase

• Practice Co. paid $400 to purchase property 
that included a building, land, and some 
equipment. The appraised value was:

Appraised Value
Building $250
Land $150
Equipment $100
Total $500

Recorded Value 
Building 250/500=50% x 400 = $200
Land 150/500=30% x 400 = $120 
Equipment 100/500=20% x 400 =   $80

Total  $400



Depreciation
• Allocating cost of fixed assets over their estimated life

Date Account Dr. Cr.
12/31/09 Depreciation Expense 100

Accumulated Depreciation-Equip. 100
(Annual depreciation)

• For manufacturing company journal entry differs:

12/31/09 Inventory – Work in Process OH 100
Accumulated Depreciation-Equip. 100

(Allocate depreciation to inventory)

Accumulated Depreciation-contra asset-shows total depreciation taken so far



• Depreciable base = Original cost – residual value

• Depreciation rate = 1 / estimated life 



Depreciation Methods

• Straight-line

• Units-of-activity

• Accelerated Methods

– Declining-balance

– Sum of years’ digits

– MACRS (Tax Method)



Straight Line Depreciation

Cost of Asset ïSalvage Value

Estimated Useful Life in Months or Years

Most widely accepted method



Straight-line Method

• Depreciation is 
the same for 
each year of the 
asset's useful life.  
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Units of Production (Activity)

Cost of Asset ïSalvage Value

Estimated Useful Life in Units

Same as Straight - Line But Life in Units



Units-of-Activity Method

Depreciation 
depends upon 
usage of the asset    
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Declining-Balance Method

• Accelerated method. 

• Higher depreciation 
early on and less 
depreciation in later 
years.

• Several rates - 2.0, 1.75, 
1.5
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Double-Declining-Balance

• Step 1 - Calculate DDB rate: (2 / life in years)

• Step 2 – Each year multiply DDB rate by               
book value*

*Book Value = Cost ςA/D

Tip 1: Salvage value isn’t used to calculate       
depreciation.

Tip 2: Don’t depreciate beyond salvage value.  



Sum-Years Digits
(Accelerated Depreciation Method)

• Purchased $20,000 truck with 4 year life and $2,000 
salvage value on 1/1/01.   

Cost – Salvage = Depreciable Cost 

Numerator = remaining life in years 
Denominator = [ life x (life +1) ] / 2   

Depreciation ‘01 = $18,000 x 4/10 = $7,200
Depreciation ‘02 = $18,000 x 3/10 = $5,400
Depreciation ‘03 = $18,000 x 2/10 = $3,600
Depreciation ‘04 = $18,000 x 1/10 = $1,800

= 20,000 ï2,000 = 18k

=             4

=    (4 x 5)/2 =   10

Total $18,000



Demonstration Problem

• Khoi’s Delivery bought a new van on 1/1/01 paying 
$20,000 cash and signing a note for $5,000.  

• The van is expected to be in service 5 years, last 
200,000 miles, and have a $3,000 residual value.  

• The van traveled 40,000 the 1st year, 50,000 the 2nd, 
50,000 the 3rd, 40,000 the 4th and 20,000 the 5th year.

• Prepare a schedule of deprecation expense and 
accumulated deprecation for each year using the 
straight line, units of production, and double declining 
balance methods.



Straight Line Method

($25,000 cost – 3,000 salvage) / 5 yr life = $4,400 yr

Date

Deprec. 

Exp.

Accum. 

Deprec.

Book 

Value*

1/1/2001 25,000 

12/31/2001 4,400 4,400 20,600

12/31/2002 4,400 8,800 16,200

12/31/2003 4,400 13,200 11,800

12/31/2004 4,400 17,600 7,400

12/31/2005 4,400 22,000 3,000

*Book Value = Cost ïAccumulated Depreciation



Units of Production
($25,000 cost – $3,000 salvage) / 200,000 mile life                                         

= $0.11 per mile

Date Cost

Deprec. 

Rate

Number 

of Units

Deprec. 

Exp.

Accum. 

Deprec.

Book 

Value

1/1/2001 25,000 25,000 

12/31/2001 0.11 40,000 4,400 4,400 20,600

12/31/2002 0.11 50,000 5,500 9,900 15,100

12/31/2003 0.11 50,000 5,500 15,400 9,600

12/31/2004 0.11 40,000 4,400 19,800 5,200

12/31/2005 0.11 20,000 2,200 22,000 3,000



Double Declining Balance

Date Cost

Deprec. 

Rate

Beg. 

Book 

Value

Deprec. 

Exp.

Accum. 

Deprec.

End. 

Book 

Value

1/1/2001 25,000 25,000 

12/31/2001 2/5=0.40 25,000 10,000 10,000 15,000 

12/31/2002 0.40 15,000 6,000 16,000 9,000 

12/31/2003 0.40 9,000 3,600 19,600 5,400 

12/31/2004 0.40   5,400        2,160 21,760 3,240

12/31/2005 240* 22,000 3,000 

Book Value of $3,240 ï3,000 salvage = $240 depreciation for year 5



Sum of Year’s Digits

Date Cost

Deprec. 

Rate

Deprec. 

Cost

Deprec. 

Exp.

Accum. 

Deprec.

Book 

Value

1/1/2001 25,000 25,000 

12/31/2001 5/15 20,000 6,666.67 6,666.67 18,333.33 

12/31/2002 4/15 20,000 5,333.33 12,000.00 13,000.00

12/31/2003 3/15 20,000 4,000 16,000.00 17,000.00 

12/31/2004 2/15 20,000 2,666.67 18,666.67 6,333.33

12/31/2005 1/15 20,000 1,333.33 20,000.00 5,000 

5 year life: 5+4+3+2+1 = 15



Revising Periodic Depreciation

• When a change in an estimate is required, the 
change is made in prospectively-current and 
future years but not to prior periods.



Class Problem

• On 7/1/06 your company, Premium Pizza 
Delivery, purchased a Lamborghini Murcielago 
for $270,000 cash.  The car has an expected life 
of 8 years, 160,000 miles and a residual value of 
$30,000. Assume the car is driven 8,000 miles 
‘06, 15,000 in ‘07, 9,000 in ’08 and  7,000 in ‘09  
.



Modified Accelerated Cost Recovery System
MACRS

• Used for tax purposes



MACRS Differs from GAAP as follows

• Entire acquisition cost depreciated (don’t stop when get to 
residual value as with DDB)

• Lw{ όƴƻǘ ǘƘŜ ŎƻƳǇŀƴȅύ ŘŜǘŜǊƳƛƴŜǎ ǘƘŜ ŀǎǎŜǘΩǎ ƭƛŦŜ 
(recovery period). Most assets have 5 or 7 yr life:
– 5  year recovery: computers, autos, trucks, office 

machinery, copiers, adding machines, etc.
– 7 year recovery: office furniture and fixtures: desk, files, 

chairs, safes, and most equipment.
• MACRS specifies the depreciation method for assets 

– Equipment & most land improvements – can use SL, 
declining balance, but not sum of year’s digits.  Most use 
declining balance to get biggest expense (tax write-off)



MACRS Differs from GAAP as follows

• MACRS stipulates 1stȅŜŀǊΩǎ ŘŜǇǊŜŎƛŀǘƛƻƴ (regardless of 
purchase date)

– Equipment and land improvements require  half-year 
convention (assume purchased on 7/1)

– Buildings – use mid-month convention                  
(assume purchased on 15th of the month)

– Passenger autos – limits annual amount of depreciation

• a!/w{ ǘŀōƭŜǎ ƎƛǾŜ ŜŀŎƘ ȅŜŀǊΩǎ ŘŜǇǊŜŎƛŀǘƛƻƴ ǊŀǘŜ in 
publication 946 – the tables factor in the half-year 
conventions and use of DDB in early years and SL in later 
years.



MACRS – IRS Publication 946 
Table A-1 (partial)

Recovery 
Year

3-Year 
Property

5-Year 
Property

7-Year 
Property

1 33.33 20.00 14.29

2 44.45 32.00 24.49

3 14.81 * 19.20 17.49

4 7.41 11.52 * 12.49

5 11.52 8.93 *

6 5.76 8.92

7 8.93

8 4.46



Bonus Depreciation
• Economic Stimulus Act of 2008 requires “bonus” 

depreciation of 50% in Year 1 on property 
purchased after 12/31/07 but before 1/1/09 
(applies to property with recovery period less than 20 yrs)

– Neither used property or buildings qualify.

– Must take “bonus” depreciation unless elect not to on 
form 4562.

• After deducting 50% bonus depreciation, deduct 
50% from the acquisition cost to arrive at the new 
cost basis.

• New cost basis is multiplied by regular 1st year 
rate, 2nd year rate, etc.



On 4/5/08, Your Company purchased a new 
$20,000 computer system (5 year MACRS life).

Yr
3-Year 
Prop

5-Year 
Prop

1 33.33 20.00

2 44.45 32.00

3 14.81 19.20

4 7.41 11.52 

5 11.52

6 5.76

Bonus 50%

Yr
Cost 
basis

Depr. 
Rate Depr.

Total 
Depr.

1 20,000 x 50.00% = 10,000 

2 10,000 x 32.00% = 3,200 15,200 

3 10,000 x 19.20% = 1,920 17,120 

4 10,000 x 11.52% = 1,152 18,272 

5 10,000 x 11.52% = 1,152 19,424 

6 10,000 x 5.76% = 576 20,000 

10,000 x 20.00% = 2,000 12,000 a

a: $20,000 - $10,000 = $10,000 remaining cost basis



Depreciating Buildings
• Cost basis of building is the cost (excluding land) 

plus all additional costs required to put it in 
service.  Recovery periods are:

– 27.5 years residential rental property

– 39 years for nonresidential property (offices, 
warehouses, factories, etc.)

• No bonus depreciation permitted.

• Mid month convention used (built into tables)
Non-Residential Real Property - Mid Month Convention - % Rates

Month placed in service

Year 1 2 3 4 5 6 7 8 9 10 11 12

1 2.461 2.247 2.033 1.819 1.605 1.391 1.177 0.963 0.749 0.535 0.321 0.107

2-39 2.564 2.564 2.564 2.564 2.564 2.564 2.564 2.564 2.564 2.564 2.564 2.564

40 0.107 0.321 0.535 0.749 0.963 1.177 1.391 1.605 1.819 2.033 2.247 2.461



Special 1st Year Expensing - Section 179

• MACRS allows a company to deduct in the year of 
a purchase up to $250,000 of equipment cost for 
2008 (rather than depreciate it over several years)

• Can’t use for buildings, but may use for 
improvements to real property

• Can be taken on new or used equipment (unlike 
bonus depreciation)

• Can choose the equipment to apply to Sec 179

• Sec 179 doesn’t eliminate “bonus” depreciation



On 9/16/08, Your Company purchased $320,000 
of new machinery (5 year MACRS life).

Yr
3-Year 
Prop

5-Year 
Prop

1 33.33 20.00

2 44.45 32.00

3 14.81 19.20

4 7.41 11.52 

5 11.52

6 5.76

Bonus 50%

Yr
Cost 
basis

Depr. 
Rate Depr.

Total 
Depr.

1 320,000 250,000 Sec. 179

a: $320,000 - $250,000 = $70,000 cost basis after Sec. 179  

a

b: $70,000 - $35,000 = $35,000 new cost basis 

b 1 st Yr Deprec.

70,000 x 50.00% = 35,000
35,000 x 20.00% = 7,000 292,000

2 35,000 x 32.00% = 11,200 303,200

3 35,000 x 19.20% = 6,720 309,920

4 35,000 x 11.52% = 4,032 313,952

5 35,000 x 11.52% = 4,032 317,984

6 35,000 x 5.76% = 2,016 320,000



2 Limitations to Section 179 Deductions

1. If a company purchases over $800,000 of equipment 
during the year, the $250,000 maximum deduction is 
reduced dollar for dollar for any original cost basis over 
$800,000. 

– A Co’s equipment purchases total $815k in 2008.

– Its Sec. 179 deduction = $250k – 15k* = $235K

2. Taxpayer can’t claim Sec. 179 deduction greater than its 
taxable income from its trade or business activities.  
(The deduction can’t be used to generate an overall loss 
on current return – see CPA for details)

* $815k - $800k cap = $15k reduction



Exception for Equipment 
Mid-Quarter Convention

• The mid-quarter convention was created to 
prevent abuse of the half-year convention.      
(Stop purchase of all equipment on 12/31).

• Applies if more than 40% of the aggregate cost 
basis is purchased in the last 3 months of the 
taxable year.  Doesn’t apply to buildings, but may 
apply to some improvements to land (see CPA)



Mid-Quarter Exception (Equipment)

Feb 5 Machine 1 purchased $25,000

May 3 Machine 2 purchased $50,000

Oct 12 Machine 3 purchased $300,000 & elect 
Sec. 179 deduction on it.

$75,000 1st 9 months (25k + 50k)

$50,000 Last 3 months (300k – 250k)

$125,000  Total

Since not MORE than 40% no mid-quarter exception

50/125 = 40%



Tax Depreciation of Vehicles
• Passenger autos – “any 4 wheel vehicle made primarily for 

use on public streets . . . and rated 6,000 pounds or less of 
unloaded gross vehicle weight“   - most cars, light SUVs, 
pickups and vans.

• Heavy SUVs, pickups and vans – weight more than 6,000 lbs 
but less than 14,000 lbs. – Section 179 expensing limited to 
$25,000, but no limit on annual depreciation.

• Other vehicles ςNo limits on depreciation or Sec. 179

– Specially modified vehicles – modified so that it is unlikely 
the vehicle will be driven for personal use

– Vehicles weighing at least 14,000 lbs (tractor-trailers, 
construction vehicles.)

– Larger delivery trucks, hearses, taxis, delivery vehicles, and 
trucks not designed to carry passengers.                                                   



Depreciation Limits on Passenger Autos

• Compute depreciation each year, compare it to IRS 
limit and use the lower amount.

– One limit for autos (cars)

– Another limit for light SUV’s, pickups, & vans under 
6,000 lbs

• IRS publishes limit table each year.  Year you 
acquired car determines which table you use 
throughout the recovery period.



Ψлу 5ŜǇǊŜŎƛŀǘƛƻƴ [ƛƳƛǘǎ - Passenger Automobiles

Tax Year Standard 50% Bonus
First $2,960 $10,960 
Second 4,800 4,800 
Third 2,850 2,850 
Subsequent 1,775 1,775 

Ωлу 5ŜǇǊŜŎƛŀǘƛƻƴ [ƛƳƛǘǎ - Light SUVs, Trucks & Vans

Tax Year Standard 50% Bonus
First $3,160 $11,160 
Second 5,100 5,100 
Third 3,050 3,050 
Subsequent 1,875 1,875 



5/1/08 Yo Co. purchased a new passenger auto for $32,000.

Cost Deprec. IRS Deprec. 
Yr Basis Rate Calc. Limit Claimed Defer
1 32,000 50% 16,000 

16,000 20% 3,200 
19,200 10,960 10,960 8,240 

2 16,000 32% 5,120 4,800 4,800 320 
3 16,000 19.2% 3,072 2,850 2,850 222 
4 16,000 11.52% 1,843 1,775 1,775 68 
5 16,000 11.52% 1,843 1,775 1,775 68 
6 16,000 5.76% 922 1,775 922 -
7 1,775 1,775 
8 1,775 1,775 
9 1,775 1,775 

10 1,775 1,775 
11 1,775 1,775 
12 1,775 43 

Total 32,000 



9/7/08 Yo Co. purchased a used light SUV for $25,000.

Cost Deprec. IRS Deprec. 
Yr Basis Rate Calc. Limit Claimed Defer
1 25,000  20% 5,000     3,160     3,160    1,840  
2 25,000  32% 8,000     5,100     5,100    2,900  
3 25,000  19.2% 4,800     3,050     3,050    1,750  
4 25,000  11.52% 2,880     1,875     1,875    1,005  
5 25,000  11.52% 2,880     1,875     1,875    1,005  
6 25,000  5.76% 1,440     1,875     1,440    -       
7 1,875     1,875    
8 1,875     1,875    
9 1,875     1,875    

10 1,875     1,875    
11 1,875     1,875    
12 1,875     1,875    
13 1,875     410        

Total 25,000  



Section 179 Deduction & Cars/Trucks

• Section 179 rarely used on passenger autos 
because IRS limits $10,960 for new auto & 
$11,160 for new light SUV/Truck. – Don’t want to 
waste part of 179 deduction. 

• Section 179 limit on heavy SUVs, pickups and vans 
purchased after 10/22/04 equals $25,000.

Section 179 Deduction Depreciation

Passenger autos* rarely used
smaller of IRS limits or 
calculated depreciation

Heavy SUV's, pickups, vans up to $25,000 calculated depreciation

Other vehicles up to $250,000 calculated depreciation



During 2008, Yo Co. purchases a new heavy SUV for 
$30,000.  What is the maximum tax deduction for 2008? 

Yr
5-Year 
Prop

1 20.00

2 32.00

3 19.20

4 11.52 

5 11.52

6 5.76

Bonus 50%

Yr
Cost 
basis

Depr. 
Rate Depr.

1 30,000 25,000 Sec 179 limit $25k

a: $30,000 - $25,000 Sec 179 limit heavy SUV = $5,000 cost basis

a

b: $5,000 ï2,500 = new cost basis 

b 1 st Yr Deprec.

5,000 x 50.00% = 2,500
2,500 x 20.00% = 500

Max Deduction ’08     28,000



Employee Drives Co. Vehicles for Personal Use

• Company can treat a vehicle as if it were used 100%  
for business (depreciate 100%) if:

1. Employer has business reason for providing vehicle 
(such as business travel, part of compensation or perk)

2. AND employer reports the value of employee’s 
personal use as taxable income on the employee’s W-2



Sole Proprietor’s Company Car

• The sole proprietors personal use of the company 
car is not reported on a W-2.  

• Sole proprietors may only depreciate the vehicle in 
proportion to business usage.

• The IRS auto limit is also reduced by personal use 

Sole proprietor Sue uses a company car 70% of the time for 
business and her employee Lou uses the company pickup for 
business purposes 80% of the time.  

• If Sueôs Co. reports Louôs 20% personal use as taxable income on his W-
2, then 100% of the pickupôs cost basis can be depreciated.

• Sueôs car may be depreciated at 70% of the cost basis. The IRS limit is 
also 70% of regular amount.



Jill purchases a new car for $28,000 in April 2008.  Mileage records 
indicate Jill drives her car 60% for business and 40% for personal use.  
²Ƙŀǘ ƛǎ WƛƭƭΩǎ ƳŀȄƛƳǳƳ ǘŀȄ ŘŜǇǊŜŎƛŀǘƛƻƴ ŘŜŘǳŎǘƛƻƴ ƛƴ нллуΚ

$28,000 x 60% usage = $16,800 cost basis 

$16,800 x 50% bonus = $8,400

$8,400 remaining basis x 20% = $1,680

Total ‘08 $10,080

$10,960 IRS Limit x 60% usage = $6,576

Yr 
5 YR 

Recovery

1 20

2 32

3 19.2

4 11.52

5 11.52

6 5.76

Max ó08 Deprec



Depreciation by Partnerships

• Partnerships – Special rules apply.


