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Determining whether depreciation should be recorded on a building during a
year when its market value has significantly increased is a nuanced issue
that intersects accounting standards, tax regulations, and financial
reporting principles. This question arises frequently among property owners,
accountants, and auditors, especially in periods of rapid real estate
appreciation. Understanding the core principles underpinning depreciation and
how they relate to market value fluctuations is essential for making informed
accounting decisions. In this comprehensive guide, we will explore the
rationale for and against recording depreciation in such scenarios, examine
relevant accounting standards, and provide practical guidance for businesses
and individuals alike.

Understanding Depreciation and Its Purpose

What Is Depreciation?

Depreciation is an accounting method used to allocate the cost of a tangible
fixed asset over its useful life. Instead of expensing the entire cost of the
asset in the year of purchase, depreciation spreads this expense over
multiple periods, matching the asset’s usage with the revenue it generates.

Why Do We Record Depreciation?

The primary reasons for recording depreciation include:

- Reflecting the consumption of the asset's economic benefits over time.

- Providing a more accurate picture of a company's financial position.

- Complying with accounting standards and tax laws that require systematic
allocation of asset costs.

- Ensuring that profit calculations are not inflated by ignoring asset wear
and tear.



Market Value vs. Book Value: Key Differences

Understanding the distinction between market value and book value is crucial
when considering depreciation:

Market Value

- The current price at which an asset can be bought or sold in the open
market.

- Influenced by external factors such as economic conditions, location, and
market demand.

- Can fluctuate significantly over short periods.

Book Value

- The value of an asset recorded in the company's books, typically its
original cost minus accumulated depreciation.

- Reflects the asset's accounting value based on depreciation schedules.
- Generally does not directly change with market fluctuations unless
impairments or revaluations are recognized under specific standards.

Accounting Standards and Regulations Governing
Depreciation

International Financial Reporting Standards (IFRS)

- Under IFRS (IAS 16), assets are initially recorded at cost.

- Depreciation is systematically allocated over the asset’s useful life.
- Revaluation models permit adjusting asset values to fair value, but
depreciation continues based on the revalued amount.

Generally Accepted Accounting Principles (GAAP) in
the United States

- Assets are recorded at historical cost.

- Depreciation is based on this cost, regardless of subsequent changes in
market value.

- Revaluation is generally not permitted; impairment testing is used to
adjust asset values if necessary.



Tax Regulations

- Many jurisdictions require depreciation based on the asset’s cost and
useful life, not market value.

- Recording depreciation on assets with increasing market value is typically
not permissible for tax purposes.

Should Depreciation Be Recorded When Market
Value Increases?

Primary Consideration: Accounting Principles

- Historical Cost Basis: Most accounting standards (IFRS, GAAP) mandate
recording assets at historical cost, not market value.

- Depreciation Based on Cost: Since depreciation is meant to allocate the
asset's original cost over its useful life, it does not usually fluctuate
with changes in market value.

- Revaluation and Impairment: Revaluation models (per IFRS) allow asset
values to be periodically adjusted to fair value, but depreciation is then
calculated based on revalued amounts. If the market value rises, this might
lead to revaluation increases, not depreciation.

Implications of Recording Depreciation on
Appreciating Assets

- Increased Market Value: When market value increases, it does not impact the
recorded depreciation unless a revaluation model is adopted.

- No Depreciation Adjustment: Under standard practices, depreciation remains
based on original cost, regardless of market value changes.

- Implication for Financial Statements: Depreciation expenses are unaffected
by market value increases, which can mean the book value understates current
market worth.

Should Depreciation Be Reversed or Adjusted?

- Generally, reversing depreciation or adjusting for increases in market
value is not permitted under standard accounting principles.

- Revaluation models under IFRS allow for upward adjustments, but these are
not considered depreciation. Instead, they are revaluations that increase the
asset's carrying amount.



Practical Scenarios and Considerations

Scenario 1: Asset Under the Cost Model (GAAP, most
IFRS applications)

- Depreciation continues based on the original purchase cost.

- Market value increases do not lead to depreciation adjustments.

- If the market value drops below book value, impairment tests are conducted,
potentially leading to impairment losses.

Scenario 2: Asset Revalued to Fair Market Value
(IFRS Revaluation Model)

- Periodic revaluations reflect the current market value.

- Depreciation is then calculated based on the revalued amount.

- If the market value increases, the asset's carrying amount is adjusted
upward, but depreciation continues based on revalued amount, not on the
increase.

Scenario 3: Tax Perspective

- Tax laws typically do not recognize depreciation based on market value
increases.

- Recording depreciation on a building with rising market value might not
provide tax benefits and could be non-compliant with tax regulations.

Impacts of Not Recording Depreciation During a
Year of Market Appreciation

Financial Statement Accuracy

- Not recording depreciation maintains the asset’s book value at historical
cost, which may understate the true economic value.

- However, this aligns with standard accounting practices unless revaluation
is adopted.

Tax Implications

- Tax authorities generally require depreciation based on original cost.
- Ignoring depreciation in a year of market appreciation does not typically



have tax consequences if the tax law mandates cost basis depreciation.

Asset Management and Decision-Making

- Accurate depreciation records help in asset replacement planning.
- Ignoring depreciation during a year of market appreciation might lead to
overestimating taxable income if depreciation is not properly accounted for.

Conclusion: To Depreciate or Not During Market
Appreciation?

In most standard accounting frameworks, depreciation should not be recorded
on a building for a year in which its market value has significantly
increased. This is because depreciation is based on the asset’s original cost
and its useful life, not its current market value. Unless a company adopts a
revaluation model (per IFRS) that permits upward adjustments of asset values,
depreciation calculations remain unaffected by market fluctuations.

Key points to consider include:

- Adherence to Accounting Standards: Most standards specify depreciation
based on historical cost, not market value.

- Revaluation Procedures: If a revaluation model is used, then adjustments to
asset values and subsequent depreciation are based on fair value.

- Tax Regulations: Tax laws typically do not recognize depreciation based on
rising market value, favoring cost-based depreciation.

Practical advice for businesses and individuals:

- Continue recording depreciation based on original cost unless revaluation
is explicitly adopted.

- Use revaluation models if aligning asset values with current market
conditions is desired and permitted.

- Consult with accounting professionals to ensure compliance with relevant
standards and regulations.

In summary, while market value increases can influence how an asset is
reported on financial statements, they do not generally affect depreciation
calculations unless specific revaluation procedures are followed. Proper
understanding and application of these principles ensure accurate financial
reporting and compliance with applicable standards.

Frequently Asked Questions



Is depreciation on a building recorded if the market
value remains unchanged during the year?

Depreciation is based on the asset's useful life and cost, not directly on
market value. Even if market value remains stable, depreciation is typically
recorded according to accounting standards for the building's useful life.

Should depreciation be recorded if the market value
of the building has increased during the year?

No, depreciation is generally based on the original cost and useful life of
the asset, not market value increases. An increase in market value does not
impact depreciation calculations.

Can depreciation be recorded on a building in a year
when the market value declines significantly?

Yes, depreciation is recorded based on the asset's cost and useful life,
regardless of changes in market value. However, if the decline indicates
impairment, an impairment loss may need to be recognized separately.

Does recording depreciation on a building in a year
with stable market value affect financial
statements?

Yes, recording depreciation reduces the book value of the asset and affects
net income, providing a more accurate reflection of asset wear and tear over
time.

Is depreciation on a building mandatory in the year
its market value remains unchanged?

Generally, yes. Depreciation is a systematic allocation of the asset's cost
over its useful life, regardless of market value fluctuations, unless the
asset is impaired.

How does the market value of a building influence
depreciation recording?

Market value does not directly influence depreciation calculations;
depreciation is based on the asset's historical cost and estimated useful
life. However, significant market value changes may trigger impairment
assessments.



Additional Resources

Depreciation on a Building in a Year When Market Value Changes is a nuanced
topic that often sparks debate among accountants, auditors, real estate
investors, and tax professionals. At its core, the question revolves around
whether depreciation—a systematic allocation of the cost of a building over
its useful life-should be recorded in a year when the market value of the
building fluctuates significantly. This issue touches on accounting
principles, tax regulations, financial reporting accuracy, and the economic
reality of asset valuation. Understanding the implications, advantages, and
disadvantages of recording depreciation in such circumstances requires a
detailed exploration of accounting standards, valuation methodologies, and
practical considerations.

Understanding Depreciation and Market Value

What Is Depreciation?

Depreciation is an accounting method that allocates the cost of a tangible
asset over its estimated useful life. For buildings, depreciation accounts
for wear and tear, aging, and obsolescence. Its primary purpose is to match
expenses with revenue generated by the asset, ensuring accurate financial
reporting.

Key features of depreciation:

- Recognizes the declining utility or value of an asset over time.

- Is a non-cash expense that reduces taxable income.

- Calculated using various methods such as straight-line, declining balance,
or units of production.

Market Value vs. Book Value

- Market Value: The current price at which a building can be bought or sold
in the open market.

- Book Value: The value of the asset recorded in the company's financial
statements, usually initial cost minus accumulated depreciation.

While depreciation is based on the historical cost of the asset, market value
reflects what the asset could be worth today. Fluctuations in market value
are common due to economic factors, location, demand, and condition of the
property.



Accounting Standards and Principles

Relevant Frameworks

- Generally Accepted Accounting Principles (GAAP): In the United States, GAAP
emphasizes historical cost for asset valuation and depreciation. Generally,
depreciation is not adjusted for market value changes unless impairment
occurs.

- International Financial Reporting Standards (IFRS): Similar to GAAP, IFRS
prefers historical cost but permits revaluation of certain assets like
property, plant, and equipment, provided revaluation is done regularly.

Impairment and Revaluation

When the market value of a building drops significantly below its book value,
accounting standards generally require recognizing an impairment loss.
However, revaluation—adjusting the asset’s book value to its current market
value—is an optional approach under IFRS but not permitted under GAAP for
most fixed assets.

Implications:

- Recording depreciation typically continues based on initial cost.
- Revaluation increases or decreases are recorded separately from
depreciation.

Should Depreciation Be Recorded in a Year of
Market Value Fluctuation?

Arguments Supporting Recording Depreciation

- Consistency with Accounting Principles: Under the historical cost model,
depreciation is based on the purchase price, not current market value.
Recording depreciation aligns with this principle, regardless of market
fluctuations.

- Matching Expenses with Revenue: Depreciation expense helps match the cost
of the asset with the income it generates, regardless of market value
changes.

- Tax Purposes: Depreciation reduces taxable income, which is advantageous
for tax planning, and is generally calculated on the original cost.



Arguments Against Recording Depreciation Based on
Market Value Changes

- Market Value Fluctuations Do Not Affect Book Cost: Since depreciation is
based on original cost, adjusting it for market value may distort financial
statements.

- Potential for Misleading Financial Statements: Recording depreciation based
on market value can create volatility and misrepresent the true economic
condition of the asset.

- Accounting Standards Limitations: Both GAAP and IFRS restrict depreciation
adjustments to historical cost and impairment, not routine market value
changes.

Implications of Recording or Not Recording
Depreciation During Market Value Changes

Pros of Recording Depreciation in Such Years

- Reflects Economic Reality: If depreciation is based on market value, it can
provide a more accurate reflection of the asset’s current worth.

- Enhanced Decision-Making: Investors and management get a clearer picture of
the asset's current value and condition.

- Alignment with Revaluation Approach: For assets revalued regularly under
IFRS, depreciation reflects updated values.

Cons of Recording Depreciation Based on Market Value
Fluctuations

- Violation of Standards: It may violate GAAP or IFRS principles unless
revaluation is explicitly permitted.

- Complexity and Subjectivity: Accurate valuation of market value involves
appraisals, which can be subjective and costly.

- Potential for Manipulation: Inflated or deflated market values could be
manipulated to influence reported earnings and asset values.

If Depreciation Is Not Recorded

- Financial statements continue to reflect historical cost depreciation.
- Market value fluctuations are acknowledged only through impairment
adjustments or revaluation, not through ongoing depreciation.



Practical Considerations and Best Practices

For Companies Following GAAP

- Depreciation should be based on the original purchase price.

- Market value changes are addressed through impairment testing, not
depreciation.

- Revaluation is generally not permitted, unless under specific
circumstances.

For Companies Following IFRS

- Revaluation model allows for periodic adjustments to market value.
- If revaluation is adopted, depreciation can be based on revalued amount.
- Regular revaluations are necessary to ensure accuracy.

Implications for Taxation

- Tax laws often require depreciation to be calculated based on original
cost.

- Market value changes typically do not influence depreciation calculations
for tax purposes unless revaluation is recognized.

Economic and Financial Reporting Balance

- Companies must balance the need for accurate, fair representation of assets
with adherence to recognized standards.

- Transparent disclosures are essential when market values significantly
differ from book values or when impairment losses are recognized.

Conclusion: To Record or Not to Record
Depreciation Based on Market Value?

The question of whether depreciation should be recorded on a building during
a year in which its market value changes hinges on the underlying accounting
framework, the purpose of reporting, and regulatory restrictions. Under most
standards, depreciation is based on historical cost, and market value
fluctuations are addressed through revaluation or impairment, not through
ongoing depreciation calculations.

In summary:
- Pros of NOT adjusting depreciation for market value changes: Maintains



consistency with accounting standards, simplifies bookkeeping, and avoids
potential manipulation.

- Pros of adjusting depreciation based on market value: Provides a more
current reflection of asset worth, especially under IFRS revaluation models,
aiding stakeholders’ decision-making.

- Cons of such adjustments: Can lead to subjective valuations, non-compliance
risks, and may distort financial results if not carefully managed.

Ultimately, the decision depends on the accounting standards adopted, the
company's policies, and the purpose of financial statements. For most
entities, adhering to the principles of historical cost depreciation and
recognizing impairments when necessary provides a reliable and standardized
approach. However, in specific scenarios—particularly under IFRS—revaluation
and depreciation based on current values can offer more relevant information,
provided the process follows regulatory and best practice guidelines.

In conclusion, whether depreciation should be recorded on a building during a
year when its market value fluctuates is best answered by understanding the
applicable standards and the purpose of the financial reporting.
Transparency, consistency, and compliance should guide the approach, ensuring
that financial statements accurately and fairly represent the economic
reality of the assets involved.
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