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The	Depreciation	Formula:	A	Balanced	Approach	to	Asset	Value	Calculation	The	declining	balance	method,	also	known	as	the	reducing	balance	or	diminishing	balance	method,	calculates	an	asset's	annual	depreciation	expense	based	on	its	net	book	value.	The	formula	is	relatively	simple:	Declining	Balance	Depreciation	=	Rate	x	Net	Book	Value	of
Fixed	Asset	Key	variables	include	the	rate	(a	fixed	percentage)	and	net	book	value	(original	cost	minus	accumulated	depreciation).	As	the	net	book	value	decreases	each	year,	so	does	the	depreciation	charge.	This	method	ensures	that	an	asset's	total	cost	remains	relatively	stable	over	its	lifespan.	While	depreciation	decreases,	maintenance	costs
increase,	keeping	overall	expenses	constant.	The	calculation	of	the	declining	balance	rate	is	crucial,	using	a	formula	that	considers	the	asset's	expected	useful	life	and	salvage	value.	For	instance,	if	a	business	purchases	equipment	worth	$10,000	with	a	4-year	lifespan	and	an	estimated	salvage	value	of	$1,296,	the	declining	balance	depreciation	rate
would	be	approximately	40%.	This	rate	is	typically	between	two	to	three	times	higher	than	the	straight-line	depreciation	rate.	The	example	shows	how	the	declining	balance	method	applies	this	rate	over	four	years:	|	Year	|	Opening	Depreciation	|	Closing	Net	Book	Value	|	|	---	|	---	|	---	|	|	1	|	$4,000	|	$6,000	|	|	2	|	$2,400	|	$3,600	|	|	3	|	$1,440	|	$2,160	|	|
4	|	$864	|	$1,296	|	Using	this	method	ensures	that	the	net	book	value	never	falls	to	zero.	At	the	end	of	four	years,	the	accumulated	depreciation	is	$8,704,	and	the	equipment's	book	value	equals	its	salvage	value.	Ultimately,	calculating	a	depreciation	expense	allows	businesses	to	set	aside	profits	for	replacing	fixed	assets	at	the	end	of	their	useful
lives.	The	example	demonstrates	how	this	method	distributes	an	asset's	total	cost	over	its	lifespan,	ensuring	that	both	depreciation	and	maintenance	costs	are	accounted	for	accurately.	The	company	should	invest	its	profits	in	a	new	asset,	considering	that	depreciation	expenses	do	not	directly	affect	cash	flow.	The	accumulated	depreciation	account
indicates	future	expenditure	to	replace	assets,	which	lose	value	due	to	wear	and	tear.	Given	article	text	here	The	depreciation	of	an	asset	should	be	calculated	over	its	useful	life	and	should	approximate	the	salvage	value	at	the	end	of	its	lifespan.	The	two	main	components	in	this	calculation	are	the	depreciation	rate	and	the	salvage	value.	A
depreciation	rate	is	a	percentage	by	which	the	asset's	value	decreases	each	year,	while	the	salvage	value	represents	the	asset's	estimated	worth	at	the	end	of	its	life.	To	calculate	the	depreciation	expense,	there	are	two	steps:	1.	Calculate	the	depreciation	value	using	the	formula:	Depreciation	Value	=	(Net	Book	Value	-	Scrap	Value)	/	Depreciation
Rate	2.	Subtract	the	depreciation	cost	from	the	current	book	value	to	determine	the	remaining	book	value	of	an	asset.	This	method	is	used	for	valuable	assets	with	a	long	lifespan,	such	as	buildings	and	machinery.	It	allows	for	a	higher	depreciation	amount	in	initial	years,	reducing	the	impact	of	obsolescence.	This	method	also	provides	tax	benefits	and
balances	yearly	expenses	on	repairs	and	depreciation.	However,	this	method	has	some	drawbacks.	Estimating	the	appropriate	depreciation	rate	can	be	tedious,	and	the	asset's	value	cannot	be	brought	down	to	zero.	The	high	initial	depreciation	results	in	lower	net	income	during	the	early	years.	Additionally,	depreciation	is	not	evenly	distributed
throughout	an	asset's	useful	life	and	does	not	account	for	the	asset's	residual	value.	Example:	A	company	purchases	a	car	worth	INR	500,000	with	an	expected	lifespan	of	ten	years	and	a	residual	value	of	INR	24,000.	Using	the	diminishing	balance	method,	calculate	the	depreciation	expenses	with	a	depreciation	rate	of	60%.	Depreciation	Expense	=
(500,000	-	24,000)	*	60%	=	INR	2,85,600	Another	example	is	not	given	in	the	text	The	truck	will	depreciate	by	40%	each	year,	with	a	scrap	value	of	₹1,000.	Here's	the	depreciation	expense	for	the	first	five	years	using	the	reducing	balance	method:	Year	1:	₹4,000	(₹5,000	-	₹1,000)	Year	2:	₹2,400	(₹4,000	-	₹1,600)	Year	3:	₹1,344	(₹2,400	-	₹960)	Year	4:
₹828	(₹1,344	-	₹576)	Year	5:	₹403.20	(₹828	-	₹345.60)	This	method	is	useful	for	deferring	tax	payments	and	maintaining	low	profitability	in	the	initial	years	of	a	business.
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