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CHAPTER I

FUNDAMENTALS OF DEPRECIATION

DEFINITION OF DEPRECIATION
Perhaps the best known and most widely accepted definition of
depreciation is the one formulated by the Committee on Terminology
of the American Institute of Accountants., This acceptance is
most likely due to the increasing importance of the AIA in the
accounting field, The definition ig & relatively new outlook on the
subject but appears to be the most adequate yet formulated. The
definition is as follows:
Depreciation accounting is a system of accounting
which aims to distribute the cost or other basic
value of tangible captital assets, less salvage,
over the estimated useful life of the unit in 2
systematic and rational manner,
Depreciation for the year is the portion of thc
total chnrge under such a gystem that i{s allocated
to the year.
From the definition it is implied that depreciation may be
related to all forces, economic asg well as physical, which terminate
the life of the asset., It is also evident that depreciation is

applied to the investment in the asset rather than to the asset itself.

1. HA. Finney and H. E, Miller, Principles of Accounting, Intermediate
‘(Englewood Cliffs, N. J.: Prentlce Rgﬂ Tne., 1951) g. LIL0



FACTORS OF DEPRECIATION

In order to understand fully the meaning of this definition
it Is necessary to review the factors that make up depreciation.
For purposes of discussion they will be divided into physical
factors, functional factors, and contingent fact.ors.l
PHYSICAL FACTORS

Included in the division of physical factors of depreciation

are wear, tear, action of the elements, and passage of tiac.z

These include only those actions which terminate the life of the asset
because of its being worn out,
FUNCTIONAL FACTORS

The functional factors are obsolescence, inadequacy and
tupoﬂessien.3 They are the economic factors in the determination
of depreciation,

Obsolescence is the loss of usefulness because of progress
of the arts or other external causes such as changes in consumer
demand, legislation, or regulation leading to reduction of further
production of the product.’

Inadequacy is the loss of usefulness brought about by a

buginess ehmgc.s This is demonstrated in a situation where the

1. A. W, Holmes and Robert A, Meier, Intermediate Accounting:
(Hammond, Illinois: Richard D. Irwin, Inc. 1954) P. 503
2' Im.
I8

L. Erlc L. Kohler, Dicti 7 for Accountants.
‘ (Englewood Cliffs, Wew Seracyr Prentice Hall, Inc., 1952) P. 1Lé,
« IBID.

o



executives of a business would decide that it would no longer

be profitable to manufacture a product. The asset which aided

in the manufacture would be discontinued from further use,
Supersession occurs when one asset is replaced by another

asset which operates so much more efficiently or less expensively

than the old one, it is profitable to discard the old asset and

install the new one.t

CONTINGENT FACTORS

Included in the factor of contingent depreciation are such
things as casualty losses and accidents.2 This would include
fire, theft, or less radical things such as breakage of parts
of the asset,
FACTORS INCLUDED IN THE ALLOWANCE FOR DEPRECIATIOH

Of the above noted factors, only those which are determinable
may be included in the allowance for depmintlbn. These would
include the physical factors and the functional factors, with the
following exception. There may be either ordinary or extra=-
ordinary obsolescence. Ordinary obsolescence comes about because
of the ordinary workings of a business. When a change of obsolescence
comes about suddenly and cannot reasonably be anticipated, it is
called extraordinary, Because of the difficulty in determining this,
only ordinary obsolescence may properly be included in the allowance

for depreciation.” If the elements which make up the contingent

1. Finney, OP, CIT. P. L38
2. Homs’ m. P. 503
3 Fimey, mo P. hje
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factor could be determined with any degree of certainty, they
would be included in the allowance for depreciation. In view of
the fact that this is almost impossible, they are not included.
SUMMARY OF DEPRECIATION

From what has been said it is evident that depreciation is a
‘ mdndm wherein an asset can be consumed as originally planned,
émmcd at a greater or lesser rate from normal causes, consumed
by accident or other unanticipated causes, uneconomical to operate
when compared to other assets, or unsuited to the future needs of

1

the producer.” The factors which must be considered when setting

the depreciation rate are use, disuse (for an idle machine usually
will decrease in value), change in production (where there would be
no use for the machine in the new product), restriction on pro-
duction, (where there is a loss of material from natural causes or
from government interference), decrease in demand and progress of
the arts.2 ‘
VARIOUS FORMULATED IDEAS CONCERNING DEPRECIATION

Although, to the accounting profession, the definition of
the AIA is well understood, depreciation to most persons seems to
be a controversial subject. More than likely this is due to a
misunderstanding of what depreciation is, and what it actually
consists of, Like most of the terms used in business language,

there are many definitions and ideas about depreciation. Some of

: O Kohler, W.CI‘P. P, 11].50
20 mmo P._ IEE.



these concepts will nov be discussed,
ACCOUNTING CONCEPT

The accounting concept, seems to cover the subject most
adequately but is far from being accepted by everyone. This
‘concept distributes the cost or other basic value of the asset
over its useful 1ife.l The cost or other value consists of the
cost of putting the asset into use and getting it ready for pro=-
duction. The useful life of the asset takes into consideration such
things as physical factors and economic factors, It may be pro-
claimed that it would be impossible to discover a rate which would
produce the desired result, and, to a certain extent this is true,
but unless the product to be manufactured is an entirely new idea
and the asset used in the manufacture of the product is new, it is
relatively easy by means of the historical approach of using past
experience, to determine a rate which will fairly well fit the
needs of the producer,
POPULAR CONCEPT

The popular concept sanctions showing the value of an asset
between two dates. . The advocates of thig idea say that it seems
reasonable that the value to the owner should be shown in some
manner. They believe that normally an asset is used up more
rapidly in the early years of its life than in the later years and
that the depreciation policy of the owner should reflect this.

1. J. K. Lasser, Standard Handbook for Accountants
. (New Yorks McGraw HILl Dook Company, IncC. 1956) P. 9=222,
2, IBID,



















































