An overview of depreciation


Two topics that can be considered as having links with accounting and economics are depreciation and break-even analysis. These connections are derived from considering management accounting and economics as both forward-looking in perspective, whereas financial accounting is largely concerned with reporting on past, or historical, events.

Some definitions.

Depreciation is the measure of the wearing out, consumption, or other reduction in the economic useful life of a fixed asset, whether arising from usage, passage of time or obsolescence through technological or market changes.

The useful economic life of an asset is the period over which the present owner will derive economic benefit from its use.

The residual value of an asset is the realisable value of the asset at the end of its useful economic life, based on prices prevailing at the date of acquisition or revaluation, if this has taken place, and after taking account of realisation costs.   


[bookmark: _GoBack] In practice, depreciation is a charge (shown as an expense) that is made against the profit of an organisation in its profit and loss account (or income and expenditure account if it is a non profit-making organisation). The charge made reflects the wearing out, obsolescence or replacement value of a tangible fixed asset. If the asset is an intangible fixed asset such as a brand name, patent, or copyright, the charge is referred to as amortisation.

There are three important practical things to remember:

1 The charge (expense) in the profit and loss account is for that current year only, whereas the values shown in the balance sheet are accumulated (running totals of charges)

2 The Net Book Value (NBV) of the fixed assets in the balance sheet does not represent the market resale value of the asset, only its internal book value.


3 There are a number of methods for calculating the depreciation charge. However, you only need to be mindful of the THE STRAIGHT LINE METHOD












Calculations.

The Straight Line Method.

Take the cost price of the asset and subtract any (if applicable) residual (scrap) value and divide the result by the number of years the asset is expected to last (its useful economic life). Sometimes the amount will be expressed as a percentage.


Example.

A motor vehicle costs £10,000 when bought by its present owner. It has an expected useful economic life of 4 years and a residual (scrap) value of £2,000.

£10,000 less £2,000 = £ 8,000. £8,000 divided by 4 = £2,000 per year.

The charge to the profit and loss account is therefore £2,000 each year.

The entries in the Statement of Financial Position (Formerly the Balance Sheet) for the four years are as follows:

	Year
	At cost
£
	Accumulated depreciation
£
	Net book value
(NBV)
£

	1
	10,000
	2,000
	8,000

	2
	10,000
	4,000
	6,000

	3
	10,000
	6,000
	4,000

	4
	10,000
	8,000
	2,000



Some theoretical considerations.

Assets must be depreciated, as in accounting theory they have a finite life. However, there are a few exceptions, the most notable being land.

The charge made for depreciation in the profit and loss account effectively reduces the amount of profit available for distribution. The idea being that funds will be available for the future replacement of the asset.

In the UK and United States, the method and measurement of depreciation are decided upon by the organisation itself. However, there are set guidelines and standards regarding application and consistency. In other countries, such as Germany, the tax authorities decide categories of assets, their approximate values, and statutory methods of depreciation.
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