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An accounting method

used to allocate the cost
of a tangible or physical
asset over its useful life.
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Depreciation

Depreciation : is the process of allocating the cost of a plant asset over its useful
(service) life in a rational and systematic manner . Cost allocation enables companies
to properly match expenses with revenues in accordance with the expense

recognition principle.
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Measuring Depreciation _Eaiy) (uld

1- Cost : Earlier , we explained the issues affecting the cost of a depreciable asset.

Recall that companies record plant assets at historical cost, in accordance with the

measurement principle .
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2- Useful life : Is an estimate of the expected productive life, also called service life,
of the asset for its owner. Useful life may be expressed in terms of time, units of

activity (such as machine hours) , or units of output .
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3- Salvage value : Is an estimate of the asset’s value at the end of its useful life This

value may be based on the asset’s worth as scrap or on its expected trade-in value .
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Depreciation Methods:

Depreciation is generally computed using one of the following methods :
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2- Straight-line ol Lol

3- Decreasing charge methods : (=ilitall Juweadll (3 5k
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1- Units-of-production

useful life is expressed in terms of the total units of production or use expected

from the asset, rather than as a time period . The Units-of-production method is

ideally suited to factory machinery .

Under Units-of-production method we use the following formula :
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Units-of-Production depreciation = (Cost — Salvage (Residual) value) + Estimated Units of Useful

Example 1 : A company purchased a car at 12,000 ID its salvage value is 2000 ID,
the number of kilometers estimated during the useful life is 100,000 km.
Required : Compute depreciation amount .
Solution :
Units-of-Production depreciation = (Cost — Salvage value) + Estimated Units of Useful
= (12,000 - 2000) + 100,000
=0.10 Per km.
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Example 2 : Baghdad Company purchased a truck cost 41,000 $ . The company
expects the service estimated useful life 5 Years . During that time, Estimated useful
life—Units 100,000 mi . The residual or salvage value is 1000 $ . The depreciation
for each period varies with the number of units the asset produces, as the table below

shows for Baghdad Company .

Years Number of Units
1 20,000
2 30,000
3 25,000
4 15,000
5 10,000
Total 100,000

Required : calculate annual depreciation for the five — year wusing units-of-
production method .

Solution :

Units-of-Production depreciation = (Cost — Salvage value) + Estimated Units of Useful
= (41,000 - 1000 ) + 100,000

=0.40$ Per mile .
Computation End of Year
Year Depreciation Number of Deg:;lq:::‘ast;nn Accumulated Book Value
Per Unit Units Depreciation
1/1/2011 $41,000
31/12/2011 $0.40 20,000 $ 8,000 $ 8,000 33,000
31/12/2012 0.40 30,000 12,000 20,000 21,000
31/12/2013 0.40 25,000 10,000 30,000 11,000
31/12/2014 0.40 15,000 6,000 36,000 5,000
31/12/2015 0.40 10,000 4,000 40,000 1,000
$ 40,000

The entry to record first year’s depreciation is as follows:
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Depreciation Expense—truck 8000
Accumulated Depreciation—truck 8000

(To record depreciation for the period)

2- Straight-Line (SL) Method
An equal amount of depreciable cost is allocated to each period, by means of this

formula;

Straight-line depreciation = (Cost — Residual value) + Estimated Useful Life

[ Straight- line rate = (100% =+ useful life) ]

Example 3 : By using above information in example (2) calculate the depreciation
by using Straight-Line Method .

Required : Compute depreciation amount for five years .

Solution :

Straight-line depreciation = (Cost — Residual value) + Estimated Useful Life
=(41,000-1000) +5
= 8000 Per year .

Depreciation Expense—truck 8,000
Accumulated Depreciation—truck 8,000

(To record depreciation for the period)

Straight- line rate = (100% =+ useful life)
=(100% +5)
=20%.
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The below shows a depreciation calculation for five years :

Straight-Line Depreciation for a Truck

Computation Annual End of Year

| DT | PRt | "Bipense. | Demeciaton | Book Vaiue
1/1/2011 $41.,000
31/12/2011 $40,000 20% $ 8,000 $ 8,000 33,000
31/12/2012 40,000 20% 8,000 16,000 25,000
31/12/2013 40,000 20% 8,000 24,000 17,000
31/12/2014 40,000 20% 8,000 32,000 9,000
3112/2015 40,000 20% 8,000 40,000 1,000

$ 40,000

3- Decreasing charge methods :
a) Sum-of-the-years’-digits :
In this method the annual depreciation compute according to the following formula:

Sum of the years digits = n(n+1)

-

Example 3 : By using above information in example (2) calculate the depreciation
by using Sum-of-the-years’-digits .

Required : Compute depreciation amount for five years .

Solution :
.. nn+1)
Sum of the years — digits = —
_ 5(5+1)

2
=15 years .
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Computation Annual End of Year
Year Depreciable Fer‘naining Depret:i.aiiun Depreciation hccumlfla?ed Book Value
Cost life in Years Fraction Expense Depreciation
1/1/2011 $41,000
31/M12/2011 $40,000 5 5M15 $13,333 $13,333 28,667
31/M12/2012 40,000 4 415 10,667 24,000 17,000
31/M12/2013 40,000 3 35 8,000 32,000 9,000
3112/2014 40,000 2 215 5,333 37,333 3,667
31/12/2015 40,000 1 115 2,667 40,000 1,000
$ 40,000

b) Double Declining-Balance :
This method multiplies the declining book value by a fixed percentage , Unlike

other methods, the declining-balance method does not deduct the salvage value in

computing the depreciation base .

Double-declining balance depreciation = (Cost — Accumulated depreciation) * 2/life

Example 3 : By using above information in example (2) calculate the depreciation
by using Straight-Line Method .

Required : Compute depreciation amount for five years .
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DDB depreciation, year 1 = (41,000 - 0) * 2/5
= 41,000 * 0.40
= 16,400 .
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DDB depreciation, year 1 = (41,000 — 16,400) * 2/5
= 24,600 * 0.40

=9,840 .
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Double-Declining-Balance Depreciation for a Truck

Computation Annual End of Year
Year Depreciable Cost DDB Rate DE’;:E:;“" ﬁ:‘r':'c‘l';;‘:: Book Value
1/1/2011 $41,000
31M12/2011 $41,000 40% $16,400 $16,400 24,600
31M12/2012 24,600 40% 9,840 26,240 14,760
31/12/2013 14,760 40% 5,904 32,144 8,856
31/12/2014 8,856 40% 3,542 35,686 5,314
31/12/2015 4,314 40,000 1,000
% 40,000




