Expenges
|

[ I
Revenue expenses. Capital expenditure

No Physical agsets came in exigtance

Against this expenses some

We will get services against this expenses
asgets came in existence.

Benefit > [ Financial year

J | '
Revenue exp. Deferred Revenue eg: - Building, Machine, Car
| expenditure software, Flj’rnifure, Patent
I :
Benefit of such Life
gervice received in Benefit of such expenses |
same year of expenses is received in > [ year I |
[ Limited: Unlimited:
eg:- Rent, Ingurance,electricity, Zg:_ :_/w conl:s'on’ H:a\{y T +Building - Land
salary, telephone charges ete il il S Ul T +4Machine, .
Product / Business launch, . trademark
[ : i T 4 Furniture
Floatation Cost on issue 7 { Vehiel
Charged against of Shares & Debentures . ehie e. |
Revenue of the | I““‘z Gooduwill Non-depreciable
ti ) : t
S we will deferred and amortised / g
carry Forward to balance sheet e 1
& charge to P&L in Installment. | | Tangible | | Intengible
Ascets Asgete
AS: \e |- Propertyplant and equipment £ Aenet
 ——
Depreciable Amortigation
[.  Assets of Buginess asgets

2. Primarily held to be used in Buginess:

in the process of Production, administration,
gelling & Digtribution or using ForRendering

of services
3. Useful economic life is > [ year. Costof Coyv 27 Lakks

Depreciation / Amortigation will be charged
on such assete during its useful economic life.

Realigable Valye: \2 Laknus
Vq lye G{Q/Jch;‘i"‘f-d = | Lakhs
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Systematic Measurement of decreage in value of
assets during the useful economic life of a depreciable
agsetg ig called as

Depreciation

!

Factors affecting Depreciation

Paseage Technological Usage of
of time obsolescence assets

CAUSES OF DEPRECIATION

The main causes of depreciation include the following:

1. Physical wear and tear — When the fixed assets are put to use, the value of such assets may decrease.
Such decrease in the value of assets is said to be due to physical wear and tear.

2. With the passage of time — When the assets are exposed to the forces of nature like weather, winds,
rains, etc. the value of such assets may decrease even if they are not put to any use.

3. Changes in economic environment — The value of an asset may decrease due to decrease in the
demand of the asset. The demand of the asset may decrease due to technological changes, changes in
the habits of consumers etc.

4. Expiration of legal rights — When the use of an asset (e g., Patents, Leases) is governed by the time

bound arrangement, the value of such assets may decrease with the passage of time.



NEED FOR CHARGING DEPRECIATION

The need for charging depreciation in accounting records arises due to any one or more of the following

objectives to be achieved: ‘g
pL£c

1.

To ascertain True Financial Performance — For proper matching of costs with revenues, it is necessary
to charge the depreciation (cost) against income (revenue) in each accounting period. Unless the

depreciation is charged against income, the financial performance would be overstated. As a result the

Income Statement would not present a true and fair view of the financial performance of an accounting
entity.

To present True and Fair view of the Financial Position — For presenting, a true and fair view of the
financial position, it is necessary to charge thmmion If the depreciation is not charged, the
unexpired cost of the asset concerned would be overstated. As a result, the Position Statement (i.e., the
Balance Sheet) would not present a true and fair view of the financial position of an accounting entity.
To ascertain the True Cost of Production — For ascertaining the cost of production, it is necessary to
charge depreciation as armf production. If the depreciation on fixed assets is not charged,

the cost records, would not present a true and fair view of the cost of production.

To comply with Legal Requirements — In case of companies, it is compulsory to charge depreciation on
fixed assets before it declares dividend [Sec. 205(1) of The Companies Act, 2013],
=

To accumulate Funds for Replacement of Assets — A portion of profits is set aside in the form of

depreciation and accumulated each year to provide a definite amount at a certain future date for the

specific purpose of replacement of the asset at the end of its useful life.

Further depreciation is a non-cash expense and unlike other normal expenditure (e.g. wages, rent, etc.) does
not result in any cash outflow. Further depreciation by itself does not create funds it merely draws attention
to the fact that out of gross revenue receipts, a certain amount should be retained for replacement of assets
used for carrying on operation which is achieved by charging depreciation that reduces the distributable
profits.

-l—Q Ca\Cu\ g teo d™aun+ oF d@,)’YLC—/‘q‘Hor\

Factors in measurement of depreciation

Cost of Est-imated Estimated serap

depreciable useful (Regidual)

asgets economic life value




Cost of Depreciable Assets:-| (AS - 1o

Cost of an Item of

PPE
Includes
Any Directly Decommissioning,
PuFl"cr:itzse Attributable Restoration and
Costs similar Liabilities

Truee Price % l
gt e 3
4+ N Ythunds ble

toxes.

~ Gouk: Grents [subsid.

XXxx

Money outlay or it’s equivalent for acquiring assets:
(Invoice value of assets acquired)

Legs: trade discount/ rebates

Add: Non refundable taxes on purchages
Add: Directly attributable costs

PPED

Excludes

Costs of opening a new
facility or business (Such as,
Inauguration costs)

Costs of introducing a new
product or service (including
costs of advertising and
promotional activities)

Costs of conducting business
in a new location or with a
new class of customer
(including costs of staff
training)

Administration and other
general overhead costs

i.) Expenses to bring the assets eg. freight, transit
insurance, toll tax, loading & unloading exp. ete

ii.) [nstallation of PPE

site preparation, material used, wages paid, architect fee
iii.) cost of testing, whether the assets is functioning properly,
after deducting the net proceeds from selling any item
produced while bringing the assets to that location and
condition such as sample production while testing equipment.
iv)_professional fee - direct a well ag apportioned.

Add: Decommissioning, restoration and similar liabilities

(XX)

KX or



Thus all the expenses which are necessary for asset to bring it in condition and location of desired used will
become part of cost of the asset. However, following expenses should not become part of cost of asset:

(@) costs of opening new facility or business, such as inauguration costs;

(b) cost of introducing new product or service (for example cost of advertisement or promotional
activities).

(c) cost of conducting business in a new location or with a new class of customer (including cost of
staff training); and

(d) administration and other general overhead costs.

Once an asset has been brought to its intended condition and location of use, no cost should recognized as

part of cost of the asset unless there is major repair or addition which increases the useful life of the asset

.or improves the production capacity of the asset. Accordingly, cost incurred while and item is capable of

. operating in intended manner but it is not yet put to use or is used at less than full capacity should not be
capitalized as part of cost of the asset. Similarly, cost of relocation of an asset should not be capitalized.

Any additions made to a particular item of property, plant and equipment after it is initially put to use are
depreciated over the remaining usefullife of the asset. Any addition or extension which has a separate identity
and is capable of being used after the existing asset is disposed of, is accounted for separately. Therefore,
it is important to maintain an asset register capturing asset wise details of cost, rate of depreciation, date
of capitalization etc. All these details need to be captured for any additions to existing assets as well. In the
absence of the adequate information, it will be very difficult to compute depreciation expense year on year.
Also, at the time of disposal or discard of a particular asset, it will not be possible to compute gain or loss on
such disposal/discard.

Useful life of depreciable agsets:

‘Useful Life" is either (i) the period over which a depreciable
asset is expected to be used by the enterprise or (ii) the number
of production or similar units expected to be obtained from the
use of the asset by the enterprise. Determination of the useful
life is a matter of estimation and is normally based on various
factors including experience with similar type of assets. Several
other factors like estimated working hours, production capacity,
repairs and renewals, etc. are also taken into consideration on
demanding situation.



Now useful life is not only based on time, rather it will be baged on
usage , Hours or output, depends on how life of an asset will be
measured.

Residual value or serap value of depreciable assets:

Determination of the residual value is normally a difficult
matter. If such value is considered as insignificant, it is normally
regarded as nil. On the other hand, if the residual value is likely
to be significant, it is estimated at the time of acquisition/
installation, or at the time of subsequent revaluation of asset.

Cost of assets ig historical (actual) whereas useful life and regidual
value ig estimated one.

All the components can change during its useful life, as per AS-10
PPE, all the enterprises are required to review all the above factors

at each year end.

METHODS OF RECORDING DEPRECIATION

There are two methods of recording Depreciation as follows:

1. By Charging to Asset Account. £ moamram Fa <5 Wov.
2. By Creating Provision for Depreciation/Accumulated Depreciation Account. f asseds q@- .
15 ARLL Y mdmned

Let us discuss these methods one by one. Qi casy

RECORDING OF DEPRECIATION BY CHARGING TO ASSET ACCOUNT METHOD

1. Under this method of recording depreciation, depreciation is directly credited to the ‘Respective Asset
Account'.
2. Respective Asset Account appears at its Book Value (i.e., Original Cost less depreciation till date).

3. The various journal entries which are passed under this method are summarised as follows:

C:lo ERv: 2 BEL: $ Du.pa 1-¢



Recording of depreciation by charging depreciation in provision for

depreciation account:

we will not eredit fixed assets a/c with the amount of depreciation, rather we
credit the same in Provision for Depreciation a/c or accumulated depreciation
a/e

entry: - Depreciation a/c : dr. X
To Prov. For dep. a/c Cr X
or
To accumulate depreciation a/c.  Cr. X

when the aggets ig sold / disposed off, we will Close fixed assets account

& transfer the historical cost to Disposal of FA a/¢, Accumulate
depreciation charged on respective fiked segetSwittbedrditsfefréd From™ -
Provision For depreciation a/c & trafftfefrRd to Disposal of BA a/c > -

Entry:- Provigion For dep. a/c Dr. xx
to Disposal of FA a/c. Cr.  xx

Credit Disposal of FA a/c with the amount realised From sales of assets or
by Realising Residual Value / gerap. value:

o FA
entry:-

Cash / Bank a/c Dr. X
To Disposal of FA a/c Cr. X



Now balance disposal of fixed assets accounts and recognise profit or loss
on disposal of fixed assets.
i.) If thereig alose (dr>ecr) ii.) If there i¢ a profit ( er > dr)
loss on sale of FA a/c dr X Disposal of fixed assets a/cdr X
To Disposal of fixed assets a/c To profit on sale of FA a/c.Cr X

Disposal of fixed assets account

To fixed assets a/c X By Accumulate dep.a/e |
(Historical cost)
Bycasha/c X

Toprofiton sales of FAa/e | X
By loss on sales of fixed

X
assets a/e
Cosy Cﬁ- Fa . \QQ'}q kWS Prav. Fov Det- «/c
Doty pleg lo Hlkchs by defrec. 2
Ecew. USth( life: SYeavs o Bal ¢l Ao ! °
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Method of charging depreciation

Based on Based on
time usage
No substantial Qubetantial Revenue in initial
maintenance ot year are more
cost & revenue oAl than the revenue
are uniform later year. of later years.
Straight Line Written down Sum of year of
method of value method of digit method of
depreciation depreciation depreciation
Machine hour Production unit Depletion
method method method
AR

Projectors Special Dyes Mines




G 7. REVALUATION OF PROPERTY, PLANT AND EQUIPMENT

After recognizing an asset initially, the asset whose fair value could be reliably measured should be carried
at the revalued amount, being the fair value at revaluation date and reduced by successively accumulated
depreciation and successive accumulated impairment losses (permanent decline in value) (if any).

(a)

(b)

Revaluations must be made at adequate intervals (say yearly) for ensuring that carrying amount doesn’t
differ substantially from that which would be determined if fair value at end of the reporting period is
used

In case an item of PPE is revalued, whole class of such PPE to which such asset belongs should be
revalued

In case the carrying amount of an asset increases due to revaluation, such increase should be credited to
Revaluation Reserve / Surplus (In other comprehensive income) and should be accumulated in equity.
However, such increase should be recognized in P/L statement to the extent of reversal of a previous
decrease of that asset that was recognized in the P/L account.

In case the carrying amount of an asset is decreased due to revaluation, such decrease should be
recognized in the P/L account. However, such decrease should be debited to the Revaluation Reserve
to the extent of reversal of a previous increase that was recognized in Revaluation Reserve for that asset.

Revaluation of fixed assets

First time revaluation

Subsequent revaluation

L Previously loss Previously profit
oss rofit |
| T | |
Debit P&L Credit revaluation Profit on subsequent Loss on subsequent
accounts reserve accounts revaluation revaluation
Lue
| l Credit |
€ Cvedit > (Credit
Loss on subsequent Profit on subsequent | | revaluation || por 4 |[pror
revaluation revaluation regerve again | | Revelistion Revelds fiam
Res. 4. tes- 4
l Reszecsive| [R7 :‘;:"'
Debit P&L again assets Ass
|
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