Acoountsof Nonrrading ;  Chinaglass cutlery & linen 600
-Concerns Deprediion,  * ;i3 Table 2,070
' Provisonsand Reserves _
Fixtures and Fittings 870
Furniture 4,140
Club Premises 30,000
1,53,840 1,53,840
—]

On March 31, 1988 stock of bar and dining room consistedof Rs. 900 and Rs. 60
respectively. Provide depreciation Rs. 60 on fixturesand fittings, Rs. 390 on billiard
table and Rs. 560 on furniture.

(Answer : Excessdf incomeover expenditure—Rs. 2,950
Total of BalanceSheet Rs. 51,700)

5 Dr. lodine commenced practice as an eye-specidistinvesting Rs. 25,000in
equipment on January 1,1987. The Receipts.and Payments Account for the year

was asfollows:
Receipts and Payments Account
Receipts . Amount Payments Amount
. . Rs. Rs.
\Hih"

To Fees 50,000 By Rent 3,000
To Miscellaneous Receipts 100 By Salaries to Assistants 7,500
ToEquipment Sl d 2.000 By Journals 1,000
By Library Books 3,000
By Equiprnents Purchased 4,000
By Drawings 12,000

By Balance
at bank 21,500
in hand 100
52,100 52,100

Rs. 1500 d the fees was still outstanding. Equipment was sold and purchased on
October 1,1987; the cost of the equipment sold being Rs. 3,000. Depreciation on

equipment is20% and on Library Books5%. Salariesto assistants outstanding
Rs. 1,000. Pre;aare the Receipts & Expenditure Account and the Balance Sheet
relating to1987.

(Ansver : SurplusRs. 31,850; Total of Balance Sheet Rs. 45,850).

Note Thesequestionswill help you to understand the unit better. Ty to write
answersfor them. But do not submit your answersto the University. These are
for your practice only. -
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UNIT 20 DEPRECIATION -1

Structure

20.0 Objectives

20.1 Introduction

20.2 What is Depreciation?

20.3 Depreciationand other Related Concepts
20.4 Causesof Depreciation

205 Objectivesof Providing Depreciation
20.6 Factors Influencing Depreciation

20.7 Methodsof Recording Depreciation

20.8 Methodsfor Providing Depreciation
20.8.1 Fixed Instalment Method
20.8.2 Diminishing Balance Method
20.8.3 Difference between Fixed Instalment and Diminishing Balance Methods
20.8.4 Changeof Method

209 LetUsSutnUp

20.10 Key Words

20.11 Some Useful Books

20.12 Answers to Check Y our Progress
20.13 Terminal Questions/Exercises

20.0 OBJECTIVES

After going through this unit you should be ableto :

define depreciation

distinguish depreciation from other related concepts

state the causes of depreciation

describe the objectives of providing depreciation

state the factors influencing the amount of depreciation

explain the methods of recording depreciation

list various methods of providing depreciation

prepare accounts under fixed instalment and diminishing balance methods of
providing depreciation.

e ¢ 0 O & © B

20.1 INTRODUCTION

While preparing final accounts yc , isave to providefor depreciation on al fixed
assetsso asto work out the correct amount of profit or lossfor the accounting
period. Adjustments usually contain an item asking you to charge depreciation on
variousfixed assets at some given rate and you know how to show it in final
accounts. In this unit we shall have a detailed discussion on depreciation and study
the basic factors influencing the amount of depreciation and various methods of
providing and accounting for the same.

20.2 WHAT ISDEPRECIATION?

You are already familiar with the distinction between revenue expenditureand
capital expenditure. You are aware that when the benefit of an expenditure is
available beyond the accounting year (for ohe or more years) such an expenditureis
treated as capital expenditure and it often results in acquisition of an asset. Since
many accounting yearsare likely to receive benefitson account of the use-of such an
asset, the cost of investment must necessarily be allocated over the period of its
useful life and charged to the Profit and Loss Account. Allocation of the appropriate
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amount to each period is called depreciatiom which represents the expired portion of
the cost of an asset.

It would be useful to discussdifferent definitionsgiven by various authorities in the”
subject for a proper appreciation o the meaning of depreciation.

Pickles defined depreciation as *the permanent and continuous diminution in the
quality, quantity or value of an asset.”

According to Spicer and Pegler, " Depreciation may be defined.as a measure of the
exhaustion of the effectivelifed an asset from any cause during a given period."

These definitionsrefer to certain basic aspectslike permanent and continuous
diminution, exhaustion of effectivelife but they are not comprehensive. Let'us see
some more definitions.

According to ICMA (Institute of Cost and Management Accounts, London)
terminology, '* Depreciation isthe diminution in intrinsic value of the asset due to

use and/or lapse of time.”

According to Walter B. Meigs and others, "' The concept of depreciation isclosely
linked to the concept of businessincome. Since part of the service potential of the
depreciable asset is exhausted in the revenue getting processeach period, the cost of
these servicesmust be deducted from revenuein measuring periodic income; the
expired cost must be recovered before a businessisconsidered as well off asat the
beginning o the period. Depreciation isameasure of this cost."

According to the Institute of Chartered Accountantsin Austria, " Depreciation
representsthat part d the cost 0 afixed asset to its owner which is not recoverable
when theasset isfindly put out of use by him. Provision against this lossof capital is
anintegral cost d conductingthe businessduring the effective commercial lifed the
assets and isnot dependent upon the amount d profit cleared."

From the above definitionsit isclear that depreciation refersto that part of thecost of
fixed asset which has expired on account d itsusage and or the passage of time. Itis
thusthe 'lost usefulness’, 'expired utility', or 'reduction in the intrinsic value' of a
fixed asset.

Depreciation is charged on aimost dl fixed assets, possibleexceptions being land,
antiques, etc. Usually the value of land and antiques appreciates over a period o

time, because they do not have finite economiclife asin the case o machinery or
furniture.

28.3 DEPRECIATION AND OTHER RELATED
CONCEPTS

Sometimes the terms depletion, amortisation etc., are used interchangeably with
depreciation. These terms in fact are used in a different context. Let usunderstand
the distinction between depreciation and such related concepts.

Depreciationand Depletion: The term ‘depletion’ is used in respect of the extraction
of naturdl resources from wasgti ng assetssuck: as quarries, mines, etc. and refersto
the reduction in the availablequantity o the material. Asamatter d fact, depletion’
isregarded as a method of computing the depreciation on wasting assets. Thus, it
hasa limited application. Depreciation, on the other hand, ts awider term and refers
to areduction in the value of dl kindsof fixed assetsarisingfrom their wear and tear.

Depreciation and Amortisation: The terms ‘amortisation’ refers to writing off the
proportionate value of the intangible assetssuch ascopyrights, patents, goodwill,
etc., whiledepreciation refers to the writing off the expired cost of the tangible
assets like machinery, furniture, building etc.

Depreciation and Obsolescence: Obsolescence refersto the decrease in usefulness
arising on account of the external factorslike changein technology, new inventions,
change of style, etc. Thus, it iscaused mainty on account of the asset becoming out

of date, old fashioned. Depreciation on the other hand, is afunctional lossgenerally .
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arising on sceount of wear and tear. Obsolescence, in fact, is regarded asone of the
causes Of depreciation.

Depreciation and Fluctuation : Fluctuation refers to an increaseor decreasein the

market price Of an asset. Such a change is usually temporary. Depreciation differs
from fluctuation in the following respects.

i) Depreciation is concerned with book value o assct while fluctuation isrelated to
the market value.

it) Depreciation refersonly to the decrease while fluctuation refersto either
increaseor decrease.

iii) Depreciation reflectsa permanent decrease while fluctuation is only a temporary
phenomenon.

20.4 CAUSESOF DEPRECIATION

The causesd depreciation can be stated asfollows:

1 Wear and Tear : Wearing out of the asset on account o its constant use is caled
wear and tear. Thiscauses a definite reduction in the value d the asset and is
regarded as the major source of depreciation.

2 Lapse of Time : Normally, the passaged time a0 causes some reduction in the
value of fixed assets because as they become cld their value standsreduced. That
iswhy the depreciation iSusually charged on time basis. In case of certain assets
likeleast., patents, etc., the value decreaseswith passage of timeas they generally
have a fixed number of years of legd life. For example, a building is taken on
leasefor a period of 10 years costing Rs. 1,00,000. 'The yearly depreciation of
lease Will amount to Rs. 10,000 (1/10 of Rs, 1,00,000) and charged assuch to the
Profit and Loss Account every year.

3 Obsolescence : The acquisition of an improved model may render the existing
machine obsolete. As the new machine performs the same operation more
quickly and/or more economically existing machine issaid to have become out of

date or obsolete. This causes adrastic reduction in the valuc of existing
machinery and the amount of depreciation isbound to be heavy.

4 Depletion : Some assets are of a wasting character. For example mines, quarries,
oil wellsetc. Due to continuous extraction df materials the natural resourcesget
depleted. Depreciation, in case d such assets isoften computed on the bassd
actual depletion. For example, acoa mime has the coal depositsaf 200 million
tons. In the firs{ year we extract 10 m. tonsdf coal. The depreciationin the first
five years shall amount to 10/200 of the cost of mine.

On Sebassof the causes mentioned above, it can be said that depreciation jsa
permanent and coutinuous reduction in the value of an assct due to wear and tear,
passage of time, obsolescence, depletion or any other cause.

20.5 OBJ EE)T |VES OF PROVIDING DEPRECIATION

Y ou know depreciation istreated asalossand is chargeableto the Profit and Loss*

Account every year. The justificationfor charging depreciation can bé explained as

follows:

¥ Ascertsining thetrueprofits: Depreciation represents the expired cost of a fixed
assct caused by its usage in business. Thiscost isa part of the total expenses
incurred in earning the revenue during an accounting period and must be taken
into account for arriving at the correct amount of profit or lossfor the period. If
depreciation is not charged, the expenses and losseswill be understated and the
Profit and Loss Account will show higher profitsmaking the concern pay higher
taxes.

Depreciqtion - A
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Accounts d ‘,ﬁon-trsding 2  Ascertaining the truecost of production : Depreciation on machinery and other
Concerus, Depreciation, fixed assetsin the factory is an important component of the cost of production
Provisionsand Reserves specially when the unit isnot labour intensive. Soif no grovision is madefor

depreciation, the cost calculationswill be incorrect.

3 Presentation of true Financid pesition : Thevalueof fixed assets reduces from
year to year on account of their usage and passingof time. They must be shownr
in the Balance Sheet at their reduced valuesotherwiseit will not reflect the true
financial position of the business. Hence depreciation must be taken into
account. It will enable the concern to show fixed assets at their proper values in
the Balance Sheet.

4 Fundsfor replacement of assets: Charging depreciation reduces the profits
availablefor distribution. It enables-theconcern to retain a part of its profit and
thusaccumulate fundsfor the replacement o the assetsas and whep_necessary.

Cheek Your Progress A
1 What isdepreciation?

..........................................................................................................
..........................................................................................................
..........................................................................................................

..........................................................................................................

..........................................................................................................

3 State whether the following statements are Trueor False.

i)  Depreciation ischarged alsoon current assets. .
i)  Profitswill beoverstated if depreciation isnot charged.  ....covvveiveninnns.
ili)  Expenses will-be understated if depreciation isnot charged .............. e
iv)  If adequate maintenance expenditure isincurred,

depreciation need not becharged. e
v)  Depreciation ischarged to reducethe valueof asset toits

market value, e,
vi). Depreciation ischarged only on the original purchase

priced theasset. e

vii)  When market value o an asset is higher than book value, -
depreciationjs notcharged. L
viii) Themain cause of depreciation iswear and tear caused by

its usage. Phaerrnsesetrenaanaes
p

206 FACTORSINFLUENCING
DEPRECIATION

The amount of depreciation to be charged to the Profit and Loss Account in respect
of a particular fixed asset is affected by followingfactors:

1 Cost of theasset': Cost of the asset should include purchase priceand all other
costsincurred to bring the asset to usable condition like transportation caosts,
erection charges, etc. It is to be noted that financial charges; such as interest on
Toan taken for the-purchase of theasset is not to be included in the original cost
of an asset.

Estimated working life of the asset - The useful O economic life of the asset can

be stated in termsd timei.e,, years, months, hours ar in terms $ quantity, i.e., ;
. pumber of unitsof output Or 6ny other operating measure such as kilometres in |
48 the case of lorries, motor V‘ans etc S *

A
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3 Estimated'serap value : Scrap Value (also called salvage value, residual value)
refersto the estimated amount expected to be realised when the asset issold at
theend of itsuseful life. While the original cost of an asset can be correctly
determined, useful life and salvage vaue can only be estimated, based on certain
assumptions.

Thetotal amounts of depreciation to be written off during the life time of an
asset is calculated asfollows::

Rs.

Total Cost of Asset
Less Estimated Scrap Value

Total amount of Depreciation t< be written off during its useful life

For example, a machine was bought for Rs. 1,00,000 and a sum of Rs. 24,000
wasspent towardsits transportation and erection charges. It was estimated that
the machine has a useful life of 10 years and that the residua value expected to
redise at theend of its useful lifeis Rs. 14,000. The total amount of
depreciation to be written off during the economiclife of an,asset can be
calculated as shown below :

Rs.

Original cost of the asset . 1,00,000
Add Transportation and erection charges 24,000
1,24,000°

Less Estimated residual value 14,000

Total amount of depreciation to be written off during its useful life 1,10,000

After determining the total amount of depreciation to be written off during the life
time of an asset the next step isto decide the amount of depreciation to be charged
every year. In the abovesituation the annual amount of depreciation to be written
off may be considered as 1/10 of the total amount, of depreciation because its
estimated lifeis 10 years.

However, there are various methods of calculating the'amount of depreciation to be
charged from year to year. There are discussed in Section 20.8 o thisunit.

20.7 METHODS OF RECORDING
DEPRECIATION.

'Thereare essentially two methods of recording depreciation in the books of account:
(1) when Provision for Depreciation Account ismaintaincd. and (2) when

Provision for Depreciation Account is not maintained. Under the first method, the
amount of depreciation is credited to the 'Provision for Depreciation Account' every
year and the concerned asset account continuesto appear at itsoriginal cost. Of
course, while preparing the Balance Sheet, the accumulated balance df the Provision
for Depreciation Account isshown by way of deduction from the cost of the asset.
Under the second method, no Provision for Depreciation Account isopened. The
amount of depreciation isdirectly credited to the concerned asset account every
Year. The asset account would thus appear in books at the depreciated value
(written down value). Of course, it will beshown in the Balance Sheet giving the
details of the opening balance, purchase and sale of the asset, and the depreciation
provided during the year.

The following are the journal entries passed for the related transactions under the

* two methods.

"1 When Provision for Depreciation Account is maintained

..a) For charging depreciation :

Depreciation -1
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Accountsof Nom-trading Depreciation Account
Concerns, Depreciation, To Provisionfor Depreciation Account
Provisionsand Reserves (Being depreciation provided)

b) For transferring depreciation to Profit and Loss Account :

Profit and Loss Account
To Depreciation Account
(Being transfer  depreciation)

¢) When theassetissold :

i) Bank Account
T o Asset Account
(Being the sale proceeds)

if) Provisionfor Depreciation Account
T 0 Asset Account
(Being transfer of provisidn for depreciationon the asset sold)

iil) Asset Account
To Profit and Loss Account
(Being transfer of profit on sale of the asset)
or
Profit and Loss Account
T o Asset Account
(Being transfer of losson saledf the asset)

- ™

2 'When Provisionfor Depreciation Account isnot maintained

a) For charging depreciation:
Depreciation Account

To Asset Account
(Being depreciation provided)

b) For transferring depreciation to Profitand Loss Account

Profit and Loss Account
To Depreciation Account
(Being transfer of depreciation)

¢) When theassetissold :

i} Bank Account
ToAsset Account
(Being sale proceeds)
ii) Asset Account
ToProfit and LossAccount .
(Being transfer o profit onsale of asset)

or
Profit and L.oss Account
T oAsset Account
(Being transfer d losson saleof the asset)

A firmcan adopt any method for recording depreciation, But in practice, most of

Dr.
Dr.

Dr.

Dr.

Dr.
Dr.

Dr.

the firmsfollow the second method under,which provisionfor Depreciation Account

isnot opened and al entries are made directly in the concerned asset account.
Hence, we shall followthis method for the treatment of depreciation.

2.8 NMETHODSFORPROV D NGDEPREQ ATl ON

Asstated earlier there are variousmethods-of cal culating the amount of depreciation

to be charged from year to year. Different methodsare adopted to suit the nature
each asset. |t isalso possiblethat different concernsmay follow different methods
for depreciating the same asset, The followingare the principal methods for

50 ‘ providing depreciation.
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i Depreciation= |
Fixed Instalment Method
Diminishing Balance M ethod
Annuity Method .
Depreciation Fund Method
Insurance Policy Method
Revaluation Method
Depletion Method
Machine Hour Rate Method

Of the above eight methods used for providing depreciation, thefirst two viz., Fixed
Instalment Method and Diminishing Balance Method are the most commonly used
methods. These are taken up in thisunit and the remaining method shall be
discusséd in Unit 21.

. 20.8.1 Fixed Instalment Method

Thismethod isalso called 'equal instalment method' or 'straight line method'.
Under this method, a fixed and equal amount ischarged asdepreciation every year
during the life time of an asset. When thisamount of depreciation is presented on a
graph paper it would show astraight line paralel to the X-axis, and hence the
alternative name 'straight line method'. Thismethod writesoff afixed percentage of
theoriginal cost of the asset every year so that the asset isreduced to zero or its:
salvagevaue at the end of itsworking life. The annua amount of depreciation to be
charged undér this method can be calculated with the help of thefollowingformula:
Original Cost = Scrap Value

Lifedf the Asset in number of years
C-S
" N
Look at Illustration 1 and see how the amount of annual depreciation has been
calculated and the concerned asset account prepared from year to year.

Annual Depreciation =

orD —

[llustration1

Ravikiran & Sons purchased machinery on January 1,1983for Rs. 22,000 and spent
Rs. 3,000 on its erection. The asset is expected to last for four years after which its
break up valueis estimated to Rs. 5,000, Find out the amount of depreciation to be
charged every year and show how the Machinery Account would appear for four
years assuming that the machineis sold for Rs. 1,000 at theend. Also show how the
balance of Machinery Account would appear in the Balance Sheet.

Solution:
The annual depreciation is calculated asfollows:
cC-S
D =_~>_°2>
N
(22,000 + 3,000) — 5,000
4
_ 20, 000
4
= Rs. 5,000
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Accountsof Non-trading Machinery' Account

Concerns, Depreciation, Dr. . . Cr

Provisions and Reserves
1983 Rs, 1983 Rs.
Jan. 1 To Bank Alc 22,000 | Dec.31| By Depreciation Afe 5,000
Jan. 1 To Cash Alc
[(erection charges) 3,000 " 31| ByBaances/d 20,000
. ‘ -
25,000 25,000
1984 1984 .
Jan. 1 To Balance bid Dec. 31 By Depreciation Alc 5,000
' 20,000 " 31| ByBaancec/d 15,000
20,000 20,000
1985 1985
Jan. 1 To'Balance bid 15,000 | Dec.31 By Depreciation Alc 5000
" 31| ByBaancecld 10,000
15,000 : 15,000
1986 1986 o
Jan.1 | ToBaanceb/d 10000 | Dec.31| BYDepreciation Ale 5.000
! "3] By Bank Alc 1,000
Y By Profit and Loss A/c
(Loss onsale) 4,000
+ | 10,000 10,000

BnlanceSheet as on December 31, 1983

Rs.
Machinery 22,000
Add : Erection
charges 3,000
' 25,000
o Less : Depreciation 5,000
. _ 20,000
Bnlance Sheet as on December 31,1984
: Machinery 20,000
Less: Depreciation 5,000
15,000
Bnlance Sheet ason December 31, 1985
Rs,
Machinery o 15,000
Less: Depreciation 5,000 10,000
: E BalanceSheet as on December 31, 1986
‘ Rs.
Machinery 10,000
Less : Depreciation 3,000
57000
Less: Sale proceeds 1,000
4,000
Less: Loss

written of 4,000




In practice, the purchase and sale of an asset, is acontinuous exercise. Hence, you .
should know how the calculation of depreciation will be made in such situations and
the transacsions recorded in the concerned asset:account. Look at Illustration 2 and
study how the asset account appearsin such situations.

ustration 2

Arivind & Co. purchased a plant worth Rs, 2,060,000 on January 1, 1987, On June
30, 6987 an additional plant was bought for Rs. 50,000. On December 31,1988 a
part of the plant bought on January 6, 1987 costing Rs. 4,000 was sold for Rs. 3,000,

Prepare Plant and Machinery Account for years 1987 and 1988 providing

-depreciations at 10% per annum on fixed instalment method. The accounts are
closed on December 31, every year.

Solution:
Plant and Machinery Account
br. Cr.
1987 R. | tow7 | Rs
Jan. 1 ToBank Asc 2000 | Dee; 31 By Depreciation Alc 22,500
June30| ToBank A% 1000 "3l By Balance c/d 2,27,560
0.000 2,5(?0(70
1988 1088
Jan. 1 To Bulance b/d 227,500 | Dee, 311 By Bank Afc 3,000
"3l By Depreciation AJc 25,000
"3l ByP&L Ak ‘ 200
(Loss on sale)
T3l By Dalance c/d 1,589,304}
| 2.27.500 2,27,500
Working Notes :
1 Depreciationfor 1987
Rs.
On Rs. 2,00,000 for one year 20,000
(101100 of 2,00,000)
On Rs. 50,000 for six months 2,500
(101200 x 50,000 x 6/12)
W e ' 22,500
2 Depreciationfor 1988
On Rs. 2,50,000 for one year
(1011000f 2,50,000) 25,000
3. Losson Sdeof Plant
Depreciated value of plant sold .
asan December 31, 1988 - 3,200
(RS. 4,009_—__17\5. 800) 3,000
Less: Sale Proceeds -
Losson Sale 200
Advantages

1 Itiseasly understandable and is simple to apply.

2 Amount of depreciation does not vary from year to year, .

3 Under thismethod the book value of asset is reduced either to zero OF scrap
value as the case may be,

Diapnjeciatidn ~1
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4 In this method depreciation charge spreads equally over 'the entire period of its
anticipated working life. Therefore, it iscousidered particularly suitablefor those~
assetswhich get depreciated more on account o lapse of time such as
lease-holds, patentsetc.,

Disadvantages

1 ¥t does not reflect the correct charge on account of depreciation when the
effectivé utilisation of the asset variesfrom year to year.

2 -1t does not recognisethe reality that as an asset becomes older, the amount spent
for repairs and renewals goeson increasing. It iscommon knowledge that when
theasset is brand new, repair bill would be either nil or very small. But, as the
machineis progressively subjected to wear and tear, the repairs bill would
increase considerably. Thus the combined charge on account of depreciation and
repairs will not be uniform throughout the life of the asset. Theincreasing repairs
bill unjustifiably burden the later yearsdf asset lifewith heavier combined
charges.

3 It does not take into account the loss of interest on the money invested in the
asset. Certain other methods (annuity method) while calculating depreciation
alsotake interest aspect into account.

20.8.2 Diminishing BalanceMethod'

Under this method, though the rate of depreciation isfixed, it is calculated on'the
writtendown value of the asset. Consequently the amount of depreciation to be
charged goes on reducing from year to year. For example, a machine was purchased
onJanuary 1,1986 for Rs. 10,000. Itisto be depreciated at 15% per annum under
the diminishingbalance-method. In thiscase, the depreciationfor 1986 would be

Rs. 1,500 (15% of 10,000), for 1987 it would be Rs. 1,275 (15% of 8,500), and for 1988
it would work out asRs. 1,084 (15% o 7,225). Thus you will notice t{nat the annual '
depreciation goes on reducing. Hence, it isalso known as 'reducing instalment
method'. This method isconsidered better than thefixed instalment method because
with reducing instalrnents of depreciation the combined effect of repairsand
depreciation will be more or less uniform throughout thelife of the asset.

Look at Illustration 3 and see’how the amount of depreciationiscomputed every
year and recorded in the concerned asset account.

KishoreLtd. purchased a tractor costing Rs. 1,00,000 on January 1, 1982.
The rateof depreciation to be charged wasfixed at 20% per annum. Write up

?
[llustration 3 }
\
| . . Write I
Tractor Account for five years ending December 31, 1986, under diminishing l

- balance method.
Tractor Account
Dr. ) _ Cr.
1982 | Rs. 1982 Rs.
Jan. 1 To Ban)f Alc 1,00,000 | Dec. 31 By Depreciation Alc 20,000
I .31 | By Balancedd 80,000,
1,00,000 - 1,00,000
1983. 1983
Jan. 1 To Balarice b/d 80,000 | Dec. 31 By Depreciation Afe 16,000
" -7 31| ByBaanceerd 64,000
80,000 80,000 ]
|
1
1984 1984 : ¥
Jan. 1 To Balance bld 64,000 Dec. 3 By Depreciation A/c 12,800
" 3 By Balancec/d 51,200
64,000 1o 64,000




Er

1985 1985
Jan. 1 ~To Balance bld 51,200 | Dec. 31| By Depreciation A/c 10,240
” 31 By Balancedd 40,960
51,200 51,200

1986 1986
Jan. 1 ToBaancebld 40960 | Dec.3L| By DepreciationAfc 8,192
" 31| By Baancee/d 32,768
40,960 : 40,960

Now look at Illustration 4. It deal with the situation when additions and disposalsare
made during the course of the year and a part of the asset is replaced.

[llustration4
Harinath purchased on January 1, 1984, a plant for Rs. 50,000. On July 1, 1984 an
additional plant worth Rs. 20,000 was purchasedand on July 1, 1985, the plant

purchased on January 1, 1984 having become obsolete issold off for.
Rs. 20,000. OnJuly 1,1986, a new plant was purchased for Rs. 60,000 and the plant

purchased on July 1, 1984 was sold for Rs. 15,000. Depreciation isto be provided at
10% p.a. on the written down valueevery year. Show the Plant Account.

Plant Account
Dr. 'i Cr.
194 , "9 Ras,
Jan. 1 ToBank Ale 50,000 | Dec,3L| By Depreciation Ale 6,000
July 1 ToBank Ale 20,000 31| ByBalancedd 64,000
70,000 70,000
1985 1985
Jan, 1 ToBalancebld 64,000 Julyl| ByBankAfk 20,000
Dec.31 ByP& LA/
(lossonsale) 22,750
» 31 By Depreciation Alc 4,150
. 31| ByBaancedd 17,100
64,000 64,000
1986 1986
Jan. 1 To Balanceb/d 17,100 Julyt| ByBank Ac 15,000
Jduly 1 ToBank A/e 60,000 Dec.31 ByP&L Al
(losson sdle) 1,245
» 31| By Depreciation A/c 3,855
»*3l| ByBaancee/d 57,000
77,100 77,100
Working NoteB:
1 Depreclation tor 1984
Rs.
10% on Rs. 50,000for one year 5,000
10% on Rs. 20,000far Six nenths 1,000
. 6,000

2 Depreciationfor 1985

10% on Rs. 45,000for SiX months . 2,250
{upto June 30, 1985)

Depreciation ~ I
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10%on Rs. 19,000 for one year 1,900

4,150
3. Losson plant sold on July 1, 1985
Depreciated value as on 1985
50,000—5,000~-2,250 42,750
Less: Saleproceeds 20,000
Losson sde 22,750
4 Depreciationfor 1986
10% on Rs. 37,100 for six months 855
10% on Rs. 60,000for sx months 3,000
3,855
5 Losson plant sold on July 1,1986
Depreciated valueason 1.7.1986
20,000-1,000- 1,900 ~ 855 16,245
Less: Sale proceeds 15,000
Losson sde 1,245

Advantages

Thismethod isalso simpleto understand and easy to follow, though cal culation of
depreciation isdightly complicated. It ensuresafairly even charge to Profit and Loss
Account on account of both depreciation and repairs. Thisis possible because the
amount d depreciation decreases year after year while thecharge for repairs goes

. onincreasing year after year.

Disadvantages

Oneodf theimportant limitationsdf this method isthat the value of an asset cannot
be brought down to zero. Hence, even after the asset isput out of useit may have,
certain book vajue; This method also does not take into account the loss of interest
on the money invested in the asset. The determination of asuitable rate of
depreciation is also difficult under this method. Theformulagenerally used for this
purpose isasfollow :

.+ [ScrapValue
Rate of Depreciation = 1 nm

Thislooksquite complicated as compared to the fixed instalment method. o
Thismethod is considered suitablefor assetslike plant and machinery where the 0
repairs areingignificant in earlier years but increase considerablyin later years. Itis
popultrly known as ‘written down valuemethod' because the depreciationis
computed on thewritten down vaue every year. There are however, other methods
of computing depreciation under the diminishing balance method such as'sum of
year digitsmethod” and ‘double declining balance method'. These are aso called
accelerated depreciation method, becauseunder al these methods the amount of
depreciation charged in earlier yearsis more compared to that of the later years.

20.8.3 Differencebetween Fixed Instalment M ethod and Diminishing
Balance Method

The difference between the fixed instalment method and the diminishing balance
method can be summarised asfollows: .-




Fixed Instalment Method

Diminishing Balance Method

1

4

Depreciation iscalculated on the original cost.

Depreciation instalment is the same every year.

The balance in the asset account will reduce to
zero at the expiry of the working lifeof the
asset.

The combined cost on account of depreciation
and repairs islow during theinitial years and
high during later years.

Calculation of the rate of depreciation iseasy.

It is suitable for assets which get depreciated

Depreciation is calenlated on the written down
value.

Depreciation instalment goeson reducing
cvery year.

The balancein theasset account will never
reducc to zero.

The combined cost on account of depreciation
and repairs is more or lessequal throughout.

Calculation of the rate of depreciation is
difficult.

It issuitablefor assets which require heavy

Depreciation — I

more on account of the expiry of time.

repairs in later years of their working life.

Check Your ProgressB

1 Lig thefactorsinfluencing the amount of depreciation.

.....

3 State whether the following statements are True or False,

-vi)

20.8.4

Depreciation is atemporary change in the value of
an asset.

While calculating depreciation, the scrap value (salvage va[ue) must be
taken into account.
'Under fixed instalment method of providing depreciation the combmed
effect of repairsand depreciation is uniform over theyear. .....................
Under the diminishing balance method it would be possible to reduce the
valueof an asset tozero.
The interest involved in the investment on assets purchased isignored
under both the fixed instalment and the diminishing balance

methods.
When a Provision for Depreciation Account iSmaintained, the asset is
shown at the original cost in the Balance Sheet.

.......... IR RN

.................

....................

.....................

Change of M ethod

Sometimesa firm may decide to change the method of depreciation it had adopted
i.e., it may change the method o depreciation from fixed instalment method to
reducing instalment method or vice versa. If it decides to implement the change with
prospectiveeffect, there is no problem because no adjustment is necessary in respect
o depreciation charged in earlier years. All that is necessary is to charge
depreciation from that year onwards according to the new method decided,

* However, when it is decided to change the method with retrospectlve effect i.e.,
with effect from a prior date (usually from the date of acquisition ©! an asset) it
would be necessary to adjust the depreciation charged till date. Suppase afirm was
depreciatingits machinery under thefixed instalment method during the past three
years. It has now decided to change the method to written down value method with
retrospective effect. In such a caseit would be necessary to take thefollowing steps :

1 Calculate theamount of depreciation already charged till the date of change
according to old method.

S?
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Accounts of Non-trading 2 Calculate the amount d depreciation that would have been charged under the

Conceras, Depreciation, new method now proposed to be adopted.

Provisionsand Reserves 3 If theamount of depreciation under the new method is more than what was
charged under the old method, such differenceshould be credited to the asset
account in current year and debited to the Profit and Loss Account.

4 1f, on the other hand, the amount of depreciation under the new method is less
than what was charged under the old method such a difference should be debited
to the asset account in current year and credited to the Profit and Loss Account.

5 Asthedifferencein depreciation amount is adjusted to the current value of asset
in the asset account, the asset account will appear at its new value, from the date
of change and depreciation will be charged according to the new method in
subsequent years.

Look at Illustration 6. It will help you to clearly understand the procedure to be
followed when a change of method isdesired with retrospectiveeffect..

[llustration 5

Sharat & Sons purchased a car for Rs. 1,00,000 on January 1,1983. The car was
depreciated at 10% under thewritten down vaue method. On January 1, 1986 they
wanted to change the method of depreciationfrom reducing instalment method to
straight line method without changing the rate. Show the asset account from 1983 to

1.986.
Solution:
Car Account
Dr. Cr.
1983 Rs. 1983 g
Jan. 1 ToBank Alc 1,00,000 | Dec.31| By Depreciation Alc 10,000
» 31| ByBalancec/d 90,000
1,00,000 | 1,00,000
1984 1984
Jan. 1 To Balance b/d 90,000 | Dec.31| By Depreciation Afc 9,000
“ 31 By Baancecld 81,000
90,000 : 90,000
1985 . 1985
Jan. 1 To Balance b/d 81,000 | Dec.31| By Deprecintion Afc 8,100
" 31| ByBaancecud 72,900
81,000 . ‘ 81,000
1986 1986
Jan. 1 ToBalance b/d 72900 | Dec.31| ByP&L Ale(dif.) 2,900
" 31| By Depreciation Ak 10,000
" 31| By Balance c/d 60,000
72,900 72,900
1987
Jan. 1 To Balance bld 60,000

]
v

Notes: 1 If thefirm had followed the fixedinstalment method right from the
beginning (1.1.1983), the vaue of car ason 1.1.1986 would be Rs. 70,000
worked out asfollows:

Origina cost 1,00,000
Less: Depreciation for years 30,000
at Rs. 10,000 p.a. (10% of 1,00,000)
Védue of Car ason 1.1.86 70,000




[y

But from the Car Account you find that the opening balanceon 1.1.1986 . Depreciation-~1I
is’Rs. 72,900.. Thismeansthat under the written down value method the

amount o depreciation charged during the three years was Rs. 27,100

(1,00,000 — 72,900) as against Rs. 30,060 required under the fixed

instalment method. Hence, the difference between the two amountsi.e.,

Rs, 2,900 (30,000- 27,100) must be charged as additional depreciation so

asto adjust the asset account.

2 The depreciation to be charged for the year 1986 would be Rs. 10,000
i.e., 10% on Rs. 1,00,000 as required under the fixed instal ment method.
From this year onwards Rs. 10,000 will be charged asdepreciatian every
year.

20.9 LET USSUM UP

Depreciationis a permanent and gradual diminution in the value of an asset caused
by' usage and effluxion o time.

It representsthe expired cost of afixed asset which must be charged to the Profit
and Loss Account and deducted from the valued the asset concerned. Unlessit is
so treated, the Profit and Loss Account will not show true profit or lossfor the year
and the Balance Sheet will not reflect the correct financial position.

The amount of depréciation to be charged is determined by taking into account ;
(i) thecost d asset, (ii) the estimated useful life, and (iii) the estimated salvage
value.

There are essentially two methods of recording the depreciation in books of a
account (i) By maintaining a Provision for Depreciation Account, and (ii) Without
maintaininga Provisionfor Depreciation Account.

When a provision for Depreciation Account is maintained the depreciation is
credited to this account from year to year. Its accumulated balance is transferred to
the assat account only at the end of the life of the asset or when the sameissold. But
when provition for Depreciation Account-is not maintained, the depreciation is
directly credited to the asset account every year. Of course, in the Balance Sheet
the assat will aways be.shown at the depreciated value.

There are varions methods of calculating the amount of depreciation. Of these, the
two mogt common method?are : (i) fixed instalment method, and (ii) diminishing
balance method. Under thé fixed instalment method an equal amount is charged as
depreciation year after yearwhile under the diminishing balance method the amount
of depreciation goeson reducing year after year. Both have their merits and
demerits, But, the diminishing balance method is considered better because the
combined cost on account of depreciation and repairsis uniformly distributed over
theworking lifed an asset. Although the amount of depreciation under these two
methodsdiffer, the method o recordingit in the books d account is the same.

-Sometimes, a concern may decideto change the method d depreciation. If the

changeisto take effect from current years, it does not involve much problem. But if
it iswith retrospective effect, it would require the calculation of depreciation
accordingto both the methods and the differencewill have to.be adjusted before the
depreciationcan be charged accarding to changed method.

%
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20.10 KEY WORDS

Amortisation : Writing off the expired cost of an intangible asset.

Depreciation : Permanent and gradual diminutionin value of afixed asset.
Obsolescence - Becoming out of date, a causefor depreciation in value of asset.
Residual Value: Expected realisable amount, when the asset issold out at the end of
its useful life,

SdvageValue : Same asresidual or scrap value.

Written Down Value : Book value of an asset after deducting depreciation from the

.original cost. It isalso called depreciated value. 59
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20.12 ANSWERSTO CHECK YOUR PROGRESS

A 3 i) Fdse ii) True iii) Tree iv) False
V) False vi) False vii) False viii) True

B 3 i)} False ii) True iii) False iv) False
v) True vi) False.

20.13 TERMINAL QUESTEGNS/EXERCISES

Questions

1 Define depreciation. Distinguish it from depletion, amortisation and
obsolescence.

2 Explain the need and significance of depreciation, What factors should he
considered for determining the amount of depreciation?

3 Enumerate the methods of caleulating depreciation, Discuss the advantages and
disadvantages d fixed instalment method.

4 ‘What are the merits and demerits of written down value method? Distinguish it
from the straight linc method,

5 Describe the methods of recording depreciation in books of account:. How is the
balance of the Provisions for Depreciation Account shown in the Balance Sheet?

Exercises

1 A cold storage plant waspurchased on July 1, 1980 for Rs. 1,00,000. Show the
plant Account under (a) the Straight Line Method and (b) the Written Down
ValueMethod. Rate d depreciation charged is 20%. What is the balance of
plant a the end of the third year?

(Answer : Balance'at the end of the third year (a) vinider Straight Line Method ;
Rs. 40,000; and (b) under Written Down Value Method : Rs, 51,200)

2 Suresh purchased plant and machinery far Rs. 50,0000n July 1, 1983. The asset
was to be depreciated at the rate of 10 per cent per annum on written down value
basis. The machinery wassold on January 1, 1987for Rs. 32,000. Write up
Machinery Account assuming accounting year to end on December 31 every year.

(Answer : Losson sale Rs. 2,627)

3 On 1-8-1983, amachine was purchased by a manufacturing concern for
Rs, 60,000 and it spent for its overhaul and installation Ks. 10,000. Itseffectivelife
- was estimated to beten years and residual value at theend d its life time was
estimated to be Rs. 10,000.
Show Machine Account for thefirst three years assuming that the concern ,
decided to depreciate it under thefixed instalment method. The accounting year
ends on December 31.

(Answer -Balance of Machi neAccounts;és; on January 1, 1986: Rs. 55,000)



4 Ashok Lid. has bought machinery for Rs. 1,00,000 including a botler worth ] Depreciation -
Rs. 10,000. The Machinery Account hut! been credited {or depreciation on the
-written down value method for the past {our years at the rate of 10%. During the
tifth year the builer became useless on account of darage t0 some of jtg vital
parts; the damaged boiler issold for Rs. 5.000. Write up the Machinery Account.

(Amswer : Losson sale of machinery Rs. 1,561; Balance of' Machinery Account as &
the cnd o fifth year Rs, 59,049.)

5 Navrang & Co., whose accounting year is the calendas year. purchased
machinery costing Rs. 60,000 on July 1, 1984. It purchased further machinery on
September 1, 1984 costing Rs. 30,000.

On January 1, 1986 one-third of the Machinery instaticd on June 1, 1984 becarne
obsolete and was sold for Rs. 5,000,

Deepreciation iS being written off on fixed instalment system at 10% per annum.
Prepare the machinery actount aswould appear in the ledger of the company for
the years 1984, 1985 and 1486.

(Amswer ; Balance of Machinery Account ason January 1, 1987 : Rs. 53,000).

6 On October 1, 1983 Raghavan & Sons purchased machinery for Re. 30,000 and
spent Rs, 3.000 ou installing it. On January 1, 1984, the firm puschased another
machinery fur Rs. 20,000, On June 30, 1985 the machinery purchased on January
1, 1984 was sold {ur Rs, 16,000 and on the sarne date afresh plant was installed at
acost of Rs. 25,004,

The company writes off 10% depreciation on the diminishing balance method.
Theaccounts are closed every year on December 31, Show the Machinery
account for the years 1983, 1984 and 1985,

(Answer :Balince of Machinery Aceount as on January 1, 1987 : Rs. 39,950)

7 ©OnJduly 1, 1980, acompany purchased a plant for Rs. 2,00,000. Depreciation was
provided at 10% per annum on straight line method on Dedember 31, every
year. With effect from January 1, 1982 the company decided to change the
method of depreciation to diminishing balance method @ 15% per annum With
retrospective effect. On July 1, 1983, the plant was sold for Rs. 1,20,000. Prepare
Plant Account from 1980 to 1983).

(Answer :Loss on sale of plant : Rs, 3,637.

8 Work out problem NO. '7 assuminy that (&) the asset was originally depreciated
on written down value method at 20% and that (b) now it iSdesired w change
the method to fixed instalment method with retrospective effect, rate of
depreciation remaining same.

(Answer :Profit on sale of plant Rs. 40,000).

Note These questions will help you tounderstand the unit better. Try o write
answers for them. But do nr submit your answers to the University. These are
for your practice only.




