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Understanding how to accurately calculate depreciation is essential for financial reporting
and tax purposes. When Numo Company purchased a new machine on October 1, 2021,
selecting the appropriate depreciation method and correctly applying it can significantly
impact the company's financial statements. This article explores various depreciation
methods, demonstrates calculations, and emphasizes the importance of choosing the right
approach for business and compliance.

Introduction to Depreciation and Its Importance

Depreciation is an accounting process that allocates the cost of a tangible asset over its
useful life. Since assets like machinery, equipment, and vehicles lose value over time due
to wear and tear, obsolescence, or other factors, depreciation provides a systematic way to
match expenses with revenues in the periods they benefit.

Proper depreciation accounting affects:

- Net income: Depreciation reduces taxable income.

- Asset valuation: Maintains accurate book value of assets.
- Tax planning: Helps optimize tax deductions.

- Financial analysis: Reflects true operational efficiency.

Understanding the Purchase Details

Before diving into depreciation calculations, it's crucial to understand the specifics of the
asset:

- Purchase date: October 1, 2021

- Cost of machine: Assume $120,000 (for illustration purposes)

- Estimated useful life: 8 years

- Salvage value: $12,000 (estimated residual value at end of useful life)

- Depreciation methods used: Straight-line, Declining Balance, and Units of Production

Understanding these parameters helps determine the most suitable depreciation method
and ensures accurate calculations.



Common Depreciation Methods

Different depreciation methods serve different accounting and tax strategies. The three
most common methods are:

1. Straight-Line Depreciation

This method spreads the cost evenly over the useful life of the asset.

Formula:

\[

\text{Annual Depreciation Expense} = \frac{\text{Cost} - \text{Salvage
Value} } {\text{Useful Life}}

\]

Advantages:
- Simplicity and consistency
- Easy to forecast expenses

Disadvantages:
- Does not reflect actual asset usage or wear

2. Declining Balance (Double Declining Balance) Method

This accelerated depreciation method applies a higher depreciation expense in early years.

Formula:

\[

\text{Depreciation Expense} = \text{Book Value at Beginning of Year} \times
\frac{2}{\text{Useful Life}}

\]

Advantages:

- Matches higher early-year expenses with higher asset utility
- Tax benefits due to larger deductions upfront
Disadvantages:

- More complex calculations
- Does not account for salvage value until the final years

3. Units of Production Method

Depreciation is based on actual usage or output.



Formula:

\[

\text{Depreciation Expense} = \left( \frac{\text{Cost} - \text{Salvage Value} } {\text{Total
Estimated Units}} \right) \times \text{Units Produced in Period}

\]

Advantages:
- Reflects actual wear and tear
- Ideal for assets with variable usage

Disadvantages:
- Requires accurate tracking of usage
- More complex to implement

Depreciation Calculation for Numo Company

Let's assume Numo Company wants to calculate depreciation for the first year using the
three methods described. The details are:

- Cost: $120,000

- Salvage Value: $12,000

- Useful Life: 8 years

- Purchase Date: October 1, 2021

Since the purchase date is October 1, 2021, the first year's depreciation will be for three

months (October to December 2021). For simplicity, calculations are annualized unless
specified otherwise.

1. Straight-Line Depreciation Calculation

Step 1: Calculate annual depreciation expense:

\[

\text{Annual Depreciation} = \frac{120,000 - 12,000} {8} = \frac{108,000}{8} = 13,500
\]

Step 2: Adjust for the first year (partial year):

Since the asset was purchased on October 1, 2021, depreciation for 3 months:

\[
\text{First Year Depreciation} = 13,500 \times \frac{3} {12} = 13,500 \times 0.25 = 3,375



\]
Result: Numo Company will record $3,375 depreciation expense for 2021.
Subsequent Years:

- For each full year, depreciation expense remains $13,500.
- For the final year, depreciation may be adjusted if the residual value or useful life is
reconsidered.

2. Double Declining Balance (DDB) Method

Step 1: Calculate the straight-line rate:

\[
\text{Straight-line rate} = \frac{1}{8} = 0.125 \text{ or } 12.5\%

\]

Step 2: Double the rate:

\[
\text{DDB rate} = 2 \times 12.5\% = 25\%

\]

Step 3: Calculate depreciation for the first year:

- Book value at start: $120,000
- Year 1 depreciation:

\[
120,000 \times 25\% = 30,000
\]

- Adjust for the purchase date (3 months):

\[
30,000 \times \frac{3}{12} = 7,500
\]

Step 4: Remaining book value after Year 1:

\[
120,000 - 7,500 = 112,500

\]

Subsequent Years:



Repeat the process, applying 25% to the book value at the start of each year, adjusting for
partial periods if necessary.

Note: Since DDB accelerates depreciation, the asset's book value will approach the salvage
value towards the end of its useful life.

3. Units of Production Method

Suppose Numo Company estimates the machine will produce 100,000 units over its useful
life, and in the first year, it produces 10,000 units.

Step 1: Calculate depreciation per unit:

\[
\frac{120,000 - 12,000}{100,000} = \frac{108,000}{100,000} = 1.08 \text{ per unit}

\]

Step 2: Calculate depreciation expense for the year:

\[
10,000 \times 1.08 = 10,800

\]

Note: This method aligns depreciation expense with actual usage, providing a more
accurate reflection of asset wear and tear.

Impact of Depreciation Methods on Financial
Statements

Choosing among depreciation methods affects several financial statement aspects:

- Net Income: Accelerated methods like DDB lead to higher expenses initially, reducing net
income in early years.

- Asset Book Value: Accelerated depreciation results in a lower book value earlier,
influencing asset valuation.

- Tax Implications: Higher depreciation expenses can reduce taxable income, providing
cash flow advantages.

- Financial Ratios: Ratios such as return on assets (ROA) and asset turnover are affected by
depreciation choices.



Factors Influencing the Choice of Depreciation
Method

When selecting a depreciation method, consider:

Nature of the asset: Does it wear out faster early or evenly?

Business strategy: Do you prefer higher expenses upfront for tax benefits?

Regulatory requirements: Tax laws may prescribe specific methods.

Financial reporting objectives: Do you want to present a steady or accelerated
expense pattern?

Conclusion and Best Practices

Properly applying depreciation methods requires understanding the asset’s usage,
economic life, and strategic objectives. For Numo Company, calculating depreciation using
multiple methods illustrates how the choice impacts financial results. It's advisable to
consult accounting standards (such as GAAP or IFRS), tax regulations, and financial
planning considerations when selecting a depreciation approach.

Best practices include:

- Regularly reviewing asset useful lives and salvage values.

- Documenting assumptions and calculations thoroughly.

- Using consistent methods over periods unless circumstances change.
- Consulting with accounting professionals for complex scenarios.

By showing your work and understanding the nuances of depreciation methods, Numo
Company can ensure accurate financial reporting, optimize tax benefits, and maintain
compliance with accounting standards.
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Frequently Asked Questions

What are the main depreciation methods Numo
Company can use for the new machine purchased on
October 1, 2021?

The primary depreciation methods include Straight-Line, Declining Balance, and Units of
Production. Each method allocates the cost of the machine differently over its useful life,
affecting the company's financial statements accordingly.

How do you calculate depreciation expense using the
straight-line method for the machine purchased on
October 1, 20212

To calculate straight-line depreciation, subtract the salvage value from the cost of the
machine, then divide by the useful life in years. Since the purchase was on October 1,
2021, only three months of depreciation applies in 2021, so you prorate the annual
depreciation accordingly.

What is the impact of choosing the declining balance
method on Numo Company's financial statements for
the new machine?

Using the declining balance method results in higher depreciation expenses in the early
years, reducing net income initially but providing a tax advantage. It also causes a faster
reduction in the asset's book value compared to straight-line depreciation.

How do you determine depreciation expense for 2021
and subsequent years using the units of production
method?

First, estimate total units the machine is expected to produce over its useful life. Then,
calculate depreciation per unit by dividing the depreciable cost (cost minus salvage value)
by total estimated units. Multiply the units produced in each period by this rate to
determine depreciation expense.

Why is it important for Numo Company to show their
work when calculating depreciation for the new
machine?

Showing work ensures transparency and accuracy in financial reporting, allows for easier
audit verification, and helps management understand the impact of different depreciation
methods on financial results.



If Numo Company chooses an accelerated depreciation
method, how does this affect their tax liabilities in the
initial years?

Accelerated depreciation methods like declining balance increase depreciation expenses
early on, reducing taxable income and thus lowering tax liabilities in the initial years of the
asset's life.

What factors should Numo Company consider when
selecting a depreciation method for their new machine?

Factors include the expected usage pattern of the machine, the impact on financial
statements, tax implications, the asset's actual wear and tear, and management's
preference for income smoothing or tax benefits.

Additional Resources
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Depreciation is a fundamental accounting concept that allows companies to allocate the
cost of a tangible asset over its useful life. When a company invests in long-term assets
such as machinery, understanding how to accurately calculate depreciation is crucial for
financial reporting, tax purposes, and strategic planning. In this article, we will explore a
practical scenario involving Numo Company, which purchased a new machine on October 1,
2021, and delve into the various depreciation methods available. We will walk through the
calculations step-by-step, analyze their implications, and highlight the importance of
selecting an appropriate depreciation approach.

Understanding the Scenario: Numo Company’s
Purchase

Before diving into depreciation methods, it's essential to grasp the specifics of the scenario:

- Purchase Date: October 1, 2021

- Cost of the Machine: (Suppose) $120,000

- Estimated Useful Life: 10 years

- Salvage Value: $10,000

- Intended Use: The machine will be used for manufacturing purposes.

Given these parameters, Numo Company faces the task of determining how to depreciate
this asset over its useful life. The choice of depreciation method can significantly impact
financial statements, tax obligations, and management decisions.



Why Is Depreciation Important?

Depreciation serves several critical functions:

- Matching Principle: It aligns the expense of using an asset with the revenue generated
during its useful life.

- Tax Deductions: Depreciation reduces taxable income, affecting cash flow.

- Asset Valuation: It reflects the decreasing value of assets over time.

- Financial Transparency: Accurate depreciation ensures truthful financial statements,
fostering trust among investors and creditors.

Choosing an appropriate depreciation method depends on the nature of the asset, usage
patterns, and strategic considerations.

Common Depreciation Methods

There are multiple ways to depreciate assets, each with its advantages and drawbacks. The
most commonly used methods include:

1. Straight-Line Method

2. Declining Balance Method
3. Units of Production Method
4. Sum-of-Years-Digits Method

For this case, we will focus on the first two, as they are most frequently applied and
illustrate different approaches to expense allocation.

1. Straight-Line Method

Concept:
This method spreads the cost of the asset evenly over its useful life. It is straightforward
and widely used due to its simplicity and consistency.

Calculation Steps:
- Step 1: Determine the depreciable amount

Depreciable amount = Cost of the asset - Salvage value
$120,000 - $10,000 = $110,000



- Step 2: Calculate annual depreciation expense
Annual depreciation = Depreciable amount / Useful life
$110,000/ 10 years = $11,000 per year

- Step 3: Adjust for partial-year depreciation in the first and last years
Since the machine was purchased on October 1, 2021, depreciation for 2021 will only cover
three months (October to December).

Depreciation for 2021:
Annual depreciation is $11,000, so for three months:
$11,000 x (3/12) = $2,750

Depreciation for subsequent full years (2022-2030):
$11,000 each year

Summary of the first few years:

| Year | Depreciation Expense | Notes |

[roremeeees O — oo
| 2021 | $2,750 | Partial year (3 months) |

| 2022-2030 | $11,000 annually | Full years |

2. Declining Balance Method

Concept:

This accelerated depreciation method applies a fixed percentage to the book value at the
beginning of each year, resulting in higher expenses in the early years and decreasing over
time.

Common variant: Double Declining Balance (DDB) method, which uses twice the straight-
line rate.

Calculation Steps:

- Step 1: Determine straight-line rate
1/ Useful life =1/10 = 10%

- Step 2: Double the rate for DDB
10% x 2 = 20%

- Step 3: Calculate depreciation each year:

-Year 1 (2021):

Depreciation = Book value at start x 20%

Book value on October 1, 2021 = $120,000

Since the purchase was mid-year, we account for the partial year:
Depreciation = $120,000 x 20% X (3/12) = $6,000



-Year 2 (2022):
Book value at start = $120,000 - $6,000 = $114,000
Depreciation = $114,000 x 20% = $22,800

- Continue this process, reducing the book value each year until the salvage value is
reached.

Note:
In the final years, depreciation should be adjusted to ensure the asset’s book value does
not fall below the salvage value.

Show Your Work: Detailed Calculations

Let’s illustrate the depreciation calculations with actual numbers for the first few years
using both methods.

Using the Straight-Line Method

| Year | Period Covered | Annual Depreciation | Partial Year Adjustment | Depreciation
Expense |

R R R e —— |

| 2021 | October 1 - December 31 | $11,000 | 3 months (Oct-Dec) | $2,750 |

| 2022 | January 1 - December 31 | $11,000 | N/A | $11,000 |

| 2023 | January 1 - December 31 | $11,000 | N/A | $11,000 |

Total depreciation accumulated by the end of 2023:
$2,750 + ($11,000 x 2) = $2,750 + $22,000 = $24,750

Remaining book value after 2023:
$120,000 - $24,750 = $95,250

Using the Double Declining Balance Method

| Year | Book Value at Start | Depreciation Rate | Depreciation Expense | Book Value at End |
R oo oo oo |

| 2021 | $120,000 | 20% | $120,000 x 20% x (3/12) = $6,000 | $120,000 - $6,000 =
$114,000 |

| 2022 | $114,000 | 20% | $114,000 x 20% = $22,800 | $114,000 - $22,800 = $91,200 |

| 2023 | $91,200 | 20% | $91,200 x 20% = $18,240 | $91,200 - $18,240 = $72,960 |



Continue this process until the book value approximates the salvage value of $10,000.

Implications of Method Selection

Choosing between depreciation methods has real-world consequences:

- Financial Statements:
Accelerated methods like DDB produce higher expenses in early years, reducing net income
initially. Over time, expenses decrease, affecting profitability metrics.

- Tax Strategy:
Accelerated depreciation can lead to larger tax deductions upfront, beneficial for cash flow
management, though tax laws vary.

- Asset Management:
The method reflects usage patterns. If the machinery experiences rapid early wear,
accelerated methods are more appropriate.

- Regulatory Compliance:
Tax authorities often have specific rules about allowable depreciation methods, which can
influence choices.

Conclusion: Making the Right Choice for Numo
Company

Calculating depreciation isn't just a mechanical process; it requires understanding the
asset's nature, company strategy, and regulatory environment. For Numo Company’s new
machine purchased on October 1, 2021, both the straight-line and double declining balance
methods offer valid pathways, each with distinct financial impacts.

- The Straight-Line Method provides simplicity and consistent expense recognition, suitable
for assets with uniform usage.

- The Declining Balance Method accelerates depreciation, offering potential tax benefits and
better matching of expenses for assets that decline in value more rapidly.

Ultimately, Numo Company must weigh these factors and consider consulting with financial
advisors or auditors to select the most appropriate depreciation approach. Proper
application ensures accurate financial reporting, optimal tax planning, and a clear
understanding of asset value over time.

Depreciation is more than an accounting entry—it's a strategic tool that, when used wisely,



can enhance a company’s financial health and operational planning.
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