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Concept of Depreciation: Fixed assets are held on a long-term basis and used to generate periodic 

revenue. That portion of assets, which is believed to have been consumed or expired to earn the revenue, 
needs to be charged as cost. Such an appropriate proportion of the cost of fixed assets is called Depreciation. 
 
Business enterprises require fixed assets for their business operations such as furniture and fixtures, office 
equipment’s plant and machinery, motor vehicles, land and building etc. In the process of converting Raw 
material into finished products, the fixed assets depreciate in value over a period of time, i.e. its useful life. 

  
In other words, the process of allocation of the cost of a fixed asset over its useful life is known as 
depreciation. 

 

Need or objectives of providing Depreciation 
1. Ascertaining true profit or loss: 

a. The true profit of an enterprise can be ascertained when all costs incurred for the purpose of 
earning revenues have been debited to the profit and loss account. 

b. Fall in the value of assets used in business operations is a part of the cost and should be shown 
in the profit and loss account of concerned accounting period. 

c. Keeping this in view, depreciation must be debited to profit & loss account, since loss in value 
of fixed assets is also an expense like other expenses. 

 
2. Presentation of True and Fair value of assets: If depreciation is not provided, the value of assets 

shown in Balance sheet will not present the true and fair value of assets because assets are shown at 
the cost price but actual value is less than cost price of the assets. 

 
3. To ascertain the accurate cost of the Production: Depreciation is an item of expense; the correct 

cost of production cannot be calculated unless it is also taken consideration. Hence, depreciation 
must be provided to ascertain the corn- recto cost of production. 

 
4. Computation of correct income tax: 

a. Income tax of an enterprise is determined after charging all the costs of production. 
b. If depreciation is not charged, the profits will be higher and the income tax will also be higher. 
c. If depreciation is charged, Tax liability is reduced. 

 
5. Provision of funds and replacement of assets: Depreciation is a non-cash expense. So that amount 

of depreciation charged to profit and loss accounts is retained in business every year. These funds 
are available for replacement of the assets when its useful life is over. 

 
 
 
 
 
 



Different Methods of Charging Depreciation 
Straight Line Method (SLM): According to the Straight-line method, the cost of the asset is written off equally 
during its useful life. Therefore, an equal amount of depreciation is charged every year throughout the useful 
life of an asset. After the useful life of the asset, its value becomes nil or equal to its residual value. Thus, this 
method is also called Fixed Instalment Method or Fixed percentage on Original Cost method. 
When the amount of depreciation and the corresponding period are plotted on a graph it results in a straight 
line. Hence, it is known as the Straight-line method (SLM). 
 
This method is more suitable in case of leases and where the useful life and the residual value of the asset 
can be calculated accurately. However, where the repairs are low in the initial years and increase in 
subsequent years, this method will increase the charge on profit. 
 
Also, while applying this method, the period of use of the asset should be considered. If an asset is used only 
for 3 months in a year then depreciation will be charged only for 3 months. However, for the Income Tax 
purposes, if an asset is used for more than 180 days full years’ depreciation will be charged. 
 
Formulae: 

 Amount of Depreciation = (Cost of Asset – Net Residual Value) / Useful Life 

 The rate of Depreciation = (Annual Depreciation x 100) / Cost of Asset 
 
 
Advantages and Disadvantages of Straight-Line Method: 
Accountants like the straight-line method because it is easy to use, renders fewer errors over the life of the 
asset, and expenses the same amount every accounting period. Unlike more complex methodologies, such 
as double declining balance, straight line is simple and uses just three different variables to calculate the 
amount of depreciation each accounting period. 
 
However, the simplicity of straight-line method is also one of its biggest drawbacks. One of the most obvious 
pitfalls of using this method is that the useful life calculation is based on guesswork. For example, there is 
always a risk that technological advancements could potentially render the asset obsolete earlier than 
expected. Moreover, the straight-line basis does not factor in the accelerated loss of an asset’s value in the 
short-term, nor the likelihood that it will cost more to maintain as it gets older. 
 
Written Down Value Method: In this method, a fixed percentage of the reducing balance is written off every 
year as depreciation. This reduces the fixed asset to its residual value at the end of its working life. This 
method is also known as reducing balance or diminishing balance method where the annual charge of 
depreciation keeps on decreasing every year. 
 
The depreciation charged in the initial years is higher as compared to the subsequent years. According to 
this method, the value of the asset is not fully extinguished. Let’s understand the formula for calculating the 
rate of depreciation: 

 
 
Advantages of Written Down Value Method: 

 Since under this method higher depreciation is charged in early years it takes into account that asset 

is more efficient in early years and therefore it is more realistic way of depreciation. 

 Since in early years machines requires less repairs and as the year passes by repair cost began to rise, 

therefore this method by charging more depreciation in early years and less in later years make sure 

that total cost of repairs and depreciation is same every year. 



Disadvantages of Written Down Value Method: 

 Since the rate of depreciation is fixed by not following formula chances of subjectivity in fixing rate 

of depreciation becomes high. 

 The value of asset will never be zero in books of account under this even if asset is of no use to 

company. 

 

Differences Between Straight Line Method and Reducing Balance Method: Key differences 

between straight line method and reducing balance method are enumerated as following: 

Straight Line Method 

 The rate of depreciation and the amount remain constant 

 Cost of assets each year forms the basis of determining depreciation percentage 

 The value of an asset at the end of its life is zero. 

 As the asset ages, the cost of its repair goes up. But as mentioned in point number one, the 

depreciation amount remains unchanged. This diminishes annual profit. 

 Computation of depreciation under straight line method is relatively easy and straightforward 

 

Reducing Balance Method 

 The rate of depreciation remains unchanged but the amount gradually decreases 

 Book value of assets forms the basis of determining depreciation percentage 

 The value of an asset at the end of its life is never zero 

 As the asset ages, the cost of its repair goes up, but so does the depreciation amount. These two 

balances each other and hence there is little or no effect on annual profit/loss 

 Computation of depreciation under reducing balancing method is always possible, but it comes with 

its own share of complexities. 

  


