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Introduction to Depreciation
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» Systematic reduction in the value of fixed assets over time

» Recognized as an expense to reflect asset value decline

due to its use, wear and tear, passage of time, or

obsolescence.
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Various Methods of Calculating Depreciation

VNS Iy EVYy(oTV S

~—o Straight Line Method

1. Straight Line Method Revaluation Method 9~ . .
t Simple Calculation
Market-Based
_ _ j Consistent Expense
2. Written Down Value Method Value Adjustment
_ _ T Written Down Value
3. Units of Production Method Jeprectation Fune i‘ Method
. t Declining Balance
4. Machine Hour Rate Method Fund Accumulation: = Higher Early
Asset Replacement «/ Expense
5- Sum Of Years’ DlgltS MethOd Annuity Method }»F' Units of Production
Method
_ Constant Payments j 5 —
6. Annuity Method S t sage-Base
Consideration Variable Expense
/. Depreciation Fund (Sinking
Sum of Years’ Digits 1»‘ ‘i maﬁ:‘iT Hour Rate
Method €tho
Fund) Method . .
Machine-Specific
Accelerated t
_ Depreciation j Hour-Based
8. Revaluation Method Decreasing
Expense
20-11-2025 Functional Accounting S.Meenakshi, Assistant Professor B.Com.IT 2/10



1. Straight Line Method (SLM)

Meaning: Same amount of
depreciation is charged every year.
Formula:

Depreciation per year = (Cost —
Scrap value) / Useful life

Example

Cost of machine = X50,000

Scrap value =X5,000

Life = 5 years

Depreciation per year = (50,000 —
5,000) / 5 =%9,000 per year

So every year, depreciation =
%9,000.

LLSTFTTITIONS

Straight-Line Depreciation

Asset's Scrap
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2. Written Down Value Method (WDV)

Meaning: Depreciation is charged at a
fixed percentage on the book value
each year. Amount decreases every
year.

Formula:

Depreciation = Book value x Rate
Example

Cost =X40,000

Rate = 10% per year

Year 1 depreciation = 40,000 x 10% =
4,000

Book value at end of Year 1 = 40,000 —
4,000 =X36,000

Year 2 depreciation = 36,000 x 10% =
X3,600

LS TTONS

Declining Balance Depreciation Process
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3. Units of Production Method

LLSTFTTITIONS

Meaning: Depreciation depends on usage, not on time.

Used for machines where output can be measured.

Example

Cost of machine =X1,00,000

Scrap value =X10,000

Total estimated units = 10,000 units

Depreciation per unit = (1,00,000 — 10,000) / 10,000 = X9 per unit
If in Year 1, machine produces 2,000 units:

Depreciation = 2,000 x 9 =X18,000
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4. Machine Hour Rate Method

LLSTFTTITIONS

Depreciation Calculation

Meaning: Depreciation is charged
based on hOUFS the maChlne |S lWha’[ IS deprecia’[i{m based ]

used on hours used?
Example It's charged based on the
COSt _ ?60 OOO machine's usage hours.
= )

Scrap value = ?6,000 { Can you give an example? J
Total useful hours = 10,000 hours

o Cost = 760,000, Scrap value =
DepreC|at|on per hour = (60,000 — 76,000, Total useful hours =

6,000) / 10,000 = X5.40 per hour A
If used for 500 hours in Year 1: S50 per hour It used for

ours In Year 1:
Depreciation = 500 x 5.40 =X2,700

Depreciation = 500 x 5.40 =
32,700.
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5.Insurance Policy Method

LLSTFTTITIONS

Meaning:
Under this method, the
business takes an insurance

A machine costs X1,00,000 and will last for 5 years.
The business takes an endowment policy that will pay

. X1,00,000 after 5 years.
(endowment) policy to replace , , o
. . The annual insurance premium to be paid is 18,000
an asset after its useful life.
The business pays a fixed .l yc?ar.
Working:

premium every year.

When the policy matures, the
insurance company pays a lump
sum, which is used to buy a
new asset.

The annual premium is treated
as the amount set aside for
depreciation.

Year 1: Business pays X18,000 to the insurance
company — treated as depreciation.
Year 2: Again pays X18,000 - treated as depreciation.

Year 5: Pays X18,000.
After 5 years, the insurance company pays X1,00,000,
which exactly replaces the old machine.
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6. Annuity Method

LLSTFTTITIONS

Meaning: Depreciation includes interest on the asset’s value. Used when
assets involve investment value.

(Simple version for UG: involves fixed annual charge including interest.)
Very Simple Example

Cost =X50,000

Interest rate = 10%

Annual charge (from annuity table for 5 years, rate 10%) = 0.2638 x 50,000
=X13,190 per year

(This combines depreciation + interest.)
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7. Depreciation Fund Method / Sinking Fund Method

LLSTFTTITIONS

Meaning: A fixed amount is set aside every year and invested. The
investment + interest helps to replace the asset later.

Simple Idea Example:
Annual sinking fund amount from table = 0.1527 (at 5% for 10 years)

Asset cost =X1,00,000
So amount to invest every year = 1,00,000 x 0.1527 =X15,270
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8. Revaluation Method

Meaning: Used for assets like

livestock, loose tools, etc. ¥10,000- £7,000 -

Depreciation = Decrease In e > ---

value.

Examp le: High Initial Determine Lower Final
Value at beginning of year = Asset Value Value Decrease Asset Value
10,000

Value at end = X7,000 I A .
Depreciation =X3,000 210,000 at year start 77,000 at year end
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ST ITION S

1.Method with reducing annual depreciation — WDV
2.Depreciation based on usage — Units
3.Depreciation recorded on asset value — Expense

4.Depreciation on machine hours — Activity

5.Method with equal yearly depreciation — SLM
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LLSTFTTITIONS

THANK YOU
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