Corporate Taxation Part IV
Capital cost allowance

Decreasing Charge Methods

The decreasing charge methods (often called accelerated depreciation methods) provide for a
higher depreciation expense charge in the earlier years and lower charges in later periods. The main
justification for this approach is that more depreciation should be charged in earlier vears when the
asset suffers the greatest loss of its services. Another argument is that repair and maintenance costs
are often higher in the later periods, and the accelerated methods thus hus provide a fairly constant total
cost (for depreciation plus repairs and maintenance) because the depreciation charge is lower in the
later penods Two decreasing charge methods (the declining balance method and the sum-of-the-

years-digits method) are considered in the following paragraphs.

Declining Balance Method. The declining balance method wuses a depreciation rate (expressed as
a percentage and called the declining balance rate) which remains constant throughout the asset’s
life (assuming no change in estimates occur). This rate is applied to the reducing book value each
year to determine the depreciation expense. The declining balance rate may be determined in a
variety of ways, but this book will use a multiple of the straight-line rate.!” For example, the doubie-
declining balance rate for a 10-year-life asset would be 20% (double or multiply by 2 the straight-
line rate which is 1/10 or 10%; or divide the multiple of the straight-line rate which is 2 in this case
by the estimated life, 2/10 is 20%). For an asset with a 20-year life, the #iple-declining balance rate
would be 15% (3 X 1/20, or 3/20) while the double-declining balance rate would be 10% (2 X 1/20,
or 2/20).

Unlike other methods, in the declining balance method the residual value is not deducted in
computing the depreciable base. The declining balance rate is muldplied by the book value of the
asset at the beginning of each period. Since the book value of the asset is reduced each period by
the depreciation charge, the constant rate is applied to a successively lower book value. The result
is a lower depreciation charge each year. This process continues until the book value of the asset is
reduced to its estimated residual value at which time depreciation is discontinued. Using a double-
declining balance rate, the deprecmuun charges for the crane example of Cando Co. Ltd. are pres-
ented in Table 11-2.

Table 11-2
Double-Declining Depreciation Schedule: Crane Example

Book Value Rate on Debit Balance of Book
of Asset, Start Declining Depreciation Accumulated Value, End
Year of Year Balance? EXpense Depreciation of Year
1 $500,000 40% $200,000 $200,000 $300.000
2 300,000 A40% 120,000 320,000 180,000
3 180,000 40% 72,000 392,000 108,000
4 108,000 40% 43,200 435,200 64,800
5 64,800 40% 14,8008 450,000 50,000

32 X 1/5 = 40%, or 2/5 = 40%,
slimited to $14,800 as it is assumed the book value will not be less than residual value.















Problems
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In 2004 the cie lost $ 310,000. What income tax benefit should be reported in 2004 :
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