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Chapter 5

Character of the Business Accounts

THE various figures collected in Chapter 4 may be used to
measure capital consumption. But what assumptions would
we implicitly make if we accepted those figures? How closely
do they satisfy the definition of capital consumption in Chap-
ter2?

To answer these questions it is necessary to examine the
character of the business accounts from which the available
data are derived. The depreciation formulas in use, the in-
fluence of tax regulations on depletion charges, the account-
ing definition of maintenance and repairs—these and other
details must be considered.

DEPRECIA TION CHA RGES

Present day depreciation practices cannot be determined by a
perusal of accounting text-books. Volumes on principles of
accounting treat most methods of recording depreciation, some
of which may be extremely unusual. The best rather than the
most common practice is emphasized. In terms of space the
more abstruse (and less frequently applied) methods are pre-
dominant. For example, the annuity method of computing
depreciatiOn charges is usually discussed at greatest length,
not because of its importance in practice, but because of its
complexity. In fact, however, the method was not found in
actual use by any company (see Table 13).

For prevailing methods of computing depreciation charges
63



64 CAPITAL CONSUMPTION
we must turn to statements by business enterprises themselves.
Few voluntary statements are made, and few of these are ade-
quate in detail. However, information concerning deprecia-
tion policies has been requested by the New York Stock Ex-
change of corporations applying for security listing since
about 1921. Similar information from corporations with se-
curities registered on all stock exchanges is now required by
the Securities and Exchange Commission. The latter body of
information covers contemporary practices alone, beginning
with 1934.

For practices of public utilities, most of which must follow
prescribed uniform systems of accounts, we turn to the regula-
tions of the various public service commissions. We consider
first the depreciation practices of industrial companies.

DEPRECIATION ACCOUNTS OF INDUSTRIAL COMPANIES

Depreciation practices
Since our information is derived from corporations with listed
securities, our sample may be biased to the extent that smaller
corporations and unincorporated business enterprises tend to
follow other practices. Because of the influence of the regula-
tions governing income tax reports, however, it is fair to say
that this divergence is probably not important.

Four aspects of the depreciation practices of industrial con-
cerns demand investigation:

i) Method of proration over time
2) Estimation of the life of durable property

Prices involved
Relation of depreciation charges to other entries

1) Method of proration over time
We are concerned here with the various methods of distribut-
ing expenditures on durable instruments of production over
the fiscal periods of their use and with the diverse effects of
these methods. We wish to determine the kinds of secular and
cyclical movement in depreciation charges that may result
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from the application of these various methods. Will these
allocations differ from those suitable for economic measures
of capital consumption?

The methods of distributing costs of durable equipment
and buildings, reported by 460 large industrial corporations,
are tabulated in Table 13. The information was obtained from
individual reports to the Securities and Exchange Commis-
sion made by industrial corporations on Form i o. Use was also
made of a few published reports compiled by the Standard
Statistics Corporation. Since most of the statements used origi-
nated in a sworn report made to a government regulatory body
they may be considered reliable.

There is some diversity of accounting practice even within
companies. Many companies classify their fixed assets and ap-
ply a different depreciation method to each group. Of the 460
concerns over 100 reported more than one method of handling
expenditures on durable equipment.

The wide-spread prevalence of the straight line method of
depreciating property, plant, and equipment, in which the
cost of the property is distributed equally over its useful life,'
is clearly shown by Table 13. Of 460 corporations 206 stated
explicitly that they used the straight line formula (numbered
among the 206 companies are those reporting the use of com-
posite depreciation rates). Another 226 companies implied its
use in their statements, which were to the effect that, for ex-
ample, a 2 per cent depreciation rate was used on buildings
and io per cent on machinery. It is the extensive and consistent
use of the straight line method that explains the great stability
of the depreciation charges in Table i.

Other methods reported are similar to the straight line
method in its lack of response to fluctuations in volume of

'This is the useful life to the holder. When the useful life depends on the
duration of a lease, for example, a certain amount of realty improvements
will pass to the landlord. These may have an economic value even though
their value on the books of the lessee is reduced to zero. Theoretically this
economic value should appear on the books of the landlord.
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68 CAPITAL CONSUMPTION
activity. These include the diminishing balance method2 (re-
ported by 9 concerns), and a method combining the straight
line formula with the diminishing balance method (method
'm' among the miscellaneous methods in Table 13).3 These
methods tend to result in a downward secular trend in the
depreciation charge on a capital good rather than the horizon-
tal trend that results from the straight line method.

Only 58 corporations reported the use of the service-output
method. This method leads to fluctuations in depreciation
charges that are correlated with the movements in production
or working hours. In so far as short term fluctuations are con-
cerned it satisfies our definition of capital consumption as the
value of durable goods used up in current production. An-
other 6 companies reported the service-output method in con-
j°unction with a constant sum or a percentage of book value.
The constant quantity is usually assumed to represent obso-
lescence going on with the passage of time regardless of wear
and tear. Seven companies mentioned a similar method, a
modified straight line method with some allowance for the
percentage of actual activity to normal or average activity.
Nineteen companies reported that depreciation was not
charged on certain types of property, especially idle and out-
side property, and property held for disposal. This results in
cyclical movements in depreciation charges similar to those
resulting from the use of the service output method.

A flat sum for depreciation was reported by 6 enterprises.
It may be assumed that depreciation charges determined in
this manner will change from time to time; for a flat sum is
inevitably arbitrary and dependent upon the changing pur-
poses of the management.

The maintenance and inventory methods, as well as the

2 This method, also called the fixed-percentage-of-declining.balance plan,
involves the use of a uniform percentage of the declining net book value. The
method is quite common in England.
a The lapsing method reported by one company is, to judge from other re-
ports made by it elsewhere, simply the straight line method.
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method of charging capital expenditures to current expenses
seem to be confined chiefly to expenditures on certain types
of durable capital goods, including research and develop-
ment; drilling costs (in mining); tools, dies, and forms; furni-
ture and fixtures. These methods will be discussed in later
sections.

If we can judge from our sample, most industries use the
various methods to approximately the same relative extent,
with a few interesting exceptions. The more extensive use of
the service-output method in the petroleum, iron and steel,
paper and pulp, automobile, and mining groups is perhaps a
result of the relative importance in these industries of mining
operations in which depletion is charged on an output basis.
In both the leather products and automobile groups the im-
portance of dies and forms accounts for the prevalence of
charging capital expenditures to current expenses. The cost
of film negatives are depreciated very rapidly by motion pic-
ture companies. In one case noted 53 cent of the cost was
written off within 13 weeks of the date of release, 75 per cent
within 26 weeks, 94 per cent within 52 weeks, and ioo per
cent in 65 weeks.

Not one of the depreciation methods reported made any
provision for the interest factor theoretically involved in the
time distribution of costs of durable equipment.

2) Estimation of the life of durable property
When the straight line depreciation method or the service-
output method or some variant of these is used, it is necessary
to forecast the life of the property to be depreciated. Its life in
years, in hours of working service, or in number of units of
output must be estimated. The way in which these estimates
are made will determine the extent to which business charges
for depreciation represent obsolescence as well as expired
physical life and wear and tear. Our concept of capital con-
sumption allows for the using up of durable goods by obsoles-
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cence. If we are to use business depreciation charges in measur-
ing capital consumption we must determine whether they also
include obsolescence.

Enterprises seldom allow a specific sum for obsolescence.4
If no specific allowance of obsolescence is made, where do we
find it in our records? A portion of obsolescence (that amount
which is unanticipated) is represented by write-downs and
losses on sales and retirements.. 'Normal' obsolescence, how-
ever, is covered by the usual depreciation computations. Thus,
some types of machine will last indefinitely if adequately main-
tained. Yet a limited life is ascribed to them—'normal' obso-
lescence is anticipated—and depreciation is charged to ex-
pense.

That obsolescence is taken into account is evident when we
consider the different estimates of the life of capital goods, of
which there are three: the economic life used in business cal-
culations before investment is decided upon; the economic
life used in the computation of depreciatio.n charges; the so-
called technical life.

The economic life assumed when deciding to buy machin-
ery may often differ from that actually used later in depreci-
ating it, as is suggested by answers to a question sent in 1928
to manufacturing concerns.5 The question read:

"Has your company a policy against the purchase of new equip-
ment unless the production savings will return the initial invest
ment within a definite period? If so, what is the period?"

The periods reported by some 200 corporations are given
herewith.

4 An exception cited earlier is the service-output depreciation formula with
allowance of a constant rate for obsolescence.

L. P. Afford, Technical Changes in Manufacturing Industries, Recent
Economic Changes in the United States (National Bureau of Economic Re-
search, 1929), p.
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NUMBER OF
YEARS DURING WHICH INITIAL NUMBER OF FIRMS REPORTING

INVESTMENT SHOULD BE RETURNED (PERCENTAGE OF TOTAL NUMBER)
Under i.o 5.1

1.0—1.5 7.7
1.5—2.0 30.8
2.0—2.5 5.1

2.5—3.0 15.4

3.0—8.5 5.1

3.5—4.0 7.7
4.0—5.0 20.5
5.0—8.0 2.6

Total 100.0

The question and the answers are not unambiguous for our
present purpose. The policies expressed relate to the minimum
economic life anticipated rather than to the average life. Over
64 per cent of the companies anticipated a possible rate of
obsolescence great enough to reduce the profitable life of their
equipment to three years or less, 97 per cent to five years or
less. This is considerably shorter than any reasonable tech-
nical life, and shorter than the average lives implied by the
available depreciation rates.

Perhaps the major reason why the conservatively antici-
pated life is not generally used in computing depreciation
charges is that this life is a minimum. It implicitly involves a
kind of risk factor not closely related to the time during which
the equipment will actually be used. That is, it is not really
a forecast of the economic life of the machine so much as it is
a forecast of the most profitable portion of its economic life.6
Another reason is the restrictions, considered below, imposed
by the Federal income and state tax regulations.7

6 If this is a correct interpretation of the discrepancy between the life re-
ported above and the life implied by the depreciation rate, then the straight
line depreciation formula understates depreciation (including obsolescence)
during the early life of a machine. Even the service-output formula does not
correctly allocate expenditures on durable capital goods in this case.
7 E. S. Freeman points out that the answers may be interpreted as referring
to that portion of the profitable life in which the aggregate net receipts from
the use of the machine (profit plus depreciation) are equal to its total original
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The difference between economic and technical life is more

closely relevant to the present discussion. Technical life is
most conveniently defined as the life of a machine under stable
conditions—that is, on the assumption that such factors as
prices, demand, and invention remain constant. Economic
life is the life of a machine under actual conditions. Technical
life is then a special case of economic life. Figures collected by
Ir. H. Vos are presented herewith. They indicate the range

AVERAGE LIFE IN YEARS 8

TYPE OF EQUIPMENT Technical Economic
Steam boilers, etc. i8 8—15

Steam engines 22 10—12

Steam turbines 17 10—12

Water turbines 20

Internal combustion motors 15 8—12

Transformers 25 10—15

Electric motors 25 8—12

of discrepancy between the two. The economic life of the
equipment listed ranged from less than one-half to about two-
thirds of the technical life, the most common ratio being
about two-thirds.°

It is clear, then, that depreciation charges include some al-

cost. A machine that is expected to return its cost in five years may be
actually expected to last 8 years (assuming an expected rate of 15 per cent
profit on the average investment and constant net receipts). However, on any
reasonable assumption as to the expected rate of profit the statement in the
text, to the effect that the period reported is shorter than any reasonable
technical life, still holds.
8 See Ir. H. Vos, Conjunctuurcyclus en Techniek, De Socialistische Gids
(1932); pp. 856—64. The original sources are Reuter's Hand buch der Rational-
isierung (1930), p. 904, and Abschreibungssatze für Anlagen in Maschinen-
fabriken (Verein Deutscher Maschinenbau.Anstalten, 1930). Mr. Vos's article
is discussed by J. Tinbergen, Suggestions on Quantitive Business Cycle Theory,
Econometrica, July 1935.
9 The technical life as measured in the table is probably less than the technical
life as defined in the text. Even engineers, in estimating 'technical life', make
some allowance for inventions, changing cost of fuel, etc. This means that the
technical life they compute is the life not under entirely stable conditions but
under conditions where demand for the product of the equipment is stable.
This may explain the rather low technical life ascribed to some of the equip-

listed.
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lowance for obsolescence. But it may be doubted that they
include full allowance. Since obsolescence cannot be forecast
with any large degree of accuracy, the Treasury Department
allows deductions for normal obsolescence alone. These are,
in effect, partial allowanées for obsolescence in general.

The difficulties inherent in forecasting obsolescence are but
part of the difficulties of estimating economic life. Even in the
absence of obsolescence technical life is not easily estimated.

3) Prices underlying depreciation charges
The determination of the dates to which the prices underly-
ing depreciation charges relate is important in getting at the
meaning of business depreciation charges. Is there any dis-
crepancy between the prices prevailing at the time deprecia-
tion is charged to cost and the prices implicitly used in com-
puting the depreciation charge? Do they refer to different time
periods? Is it the current value of durable goods used up that is
charged to depreciation?

Information on this point is available in the records already
cited. Of 125 corporations reporting the base used in comput-
ing depreciation charges (the figure to which depreciation
rates are applied) 59 reported 'COSt' 40 reported 'book value',
and 26 reported appraised values or revalued bases. It may be
assumed that 'book value' also means 'cost'. This would indi-
cate that of 125 concerns 99 (8o per cent of those reporting)
used cost. Even this large figure is probably an understatement
since it is to be expected that a larger proportion of those not
reporting the base used cost. There is probably a tendency to
report the base more often if it differs from the usual cost base.1°
10 The evidence bearing on this point seems to contradict the data on re-
valuations of fixed assets, analyzed in Chapter 12. There it will be shown
that revaluations of property, plant, and equipment were made by 157 out
of 272 corporations during the decade 1925—34. The discrepancy may be ex-
plained chiefly by the limitation in scope and in amount of most of the
revaluations. Often only certain portions of the plant and equipment were
revalued (such as idle plant), and even when the entire account was changed,
the extent of change was usually relatively small. For these reasons cor-
porations reporting depreciation bases probably did so for those underlying
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More important than the question of cost versus revaluation

is the extent to which 'cost' is 'original cost'.1' Is the 'cost' re-
ported the cost to the company reporting, or the cost to its pre-
decessor if the reporting company is a consolidation, reorgani-
zation, subsidiary, or other user of 'second-hand' goods? Little
evidence on this point is available. Most of the costs reported
are probably the original costs. But other possibilities must be
kept in mind in interpreting the depreciation charges reported
in business profit and loss statements.

4) Relation of depreciation charges to other entries
Depreciation is only one of the costs arising from the use of
durable equipment. In considering depreciation practices and
the figures derived from them, we must remember that the
treatment accorded other costs is relevant to the interpretation
of depreciation charges. Maintenance costs, for example, com-
plement depreciation charges. The rate of maintenance deter-
mines to some extent the rate of physical depreciation. This
was pointed out in commenting on the low rate of depreciation
reported by public utilities (Ch. 4).

Also complementary to depreciation charges are certain
capital adjustments. If all obsolescence is anticipated and if
wear and tear are accurately forecast, charges for depreciation
will tend to cover total capital change more fully than other-
wise. In other words, certain types of capital change are ac-
counted for either by capital consumption or by capital ad-
justment, depending upon the accuracy of forecast.

Depreciation charges will be affected, also, by capital adjust-

most of their fixed assets. This, of course, is what we would wish them to
do, for the present purpose.
11 More important because, as we shall see later, the Treasury Department
does not permit write-ups or write-downs to affect depreciation charges, while
revaluations arising out of sales may affect them. This applies chiefly to the
depreciation reported for income tax purposes, which constitutes the bulk of
our present data. The distinction does not hold to the same extent for de-
preciation reported in published reports of individual corporations. However,
even in these reports, revaluations need not affect the depreciation charges
made public. See the discussion in National Bureau Bulletin 62, p. jo.
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ments made before the final retirement of capital goods. If
capital assets are revalued upward or downward, depreciation
charges may be raised or lowered correspondingly. This will
occur most often when the revaluation is the result of a sale.

More will be said later concerning entries for maintenance,
and capital charges or credits. Depreciation charges by them-
selves do not tell the whole story.

Accounting usage. recent changes
Minor changes in the accounting treatment of specific assets or
groups of assets are being made continually. Since expendi-
tures on durable equipment and structures may be handled in
various ways, the choice among which is not always easy, these
changes are to be expected. Thus, a drug company reported in
its i statement to the Securities and Exchange Commission
that improvements and betterments of leased properties were
transferred from the fixed asset accounts to deferred charges.
In 1934 another concern (iron and steel) stopped capitalizing
expenditures on development. Cost of furniture and fixtures,
Formerly charged to profit and loss and carried at a nominal
value, was placed on a depreciation basis in 1935 by a third
company (drugs).

Even when a depreciation practice is consistently main-
tained, its details may be changed. In 1925 composite rates of
depreciation were substituted for specific rates by a steel cor-
poration. Tool charges, depreciated on a straight line basis
prior to 19.30, are now amortized by a motor concern on the
basis of production.

These minor changes are more or less erratic and, for all
business as a whole, may be expected to offset one another.
Any net drift in the direction of greater detail in the records
may be assumed to be slow.

Uniform changes in accounting usage are also to be found,
uniform because of the identity of the forces operating on in-
dividual enterprises and making for change in the accounting
records. Some of these forces will be discussed in subsequent
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sections of this chapter. Here we may mention briefly the post-
War change in the attitude toward revaluation of fixed assets,
and the change in the method of handling so-called intangible
drilling costs in oil and other mining industries. On the whole,
however, during the period under consideration accounting
usage has remained fairly constant.12 The major changes, in-
volved in instituting depreciation accounting on a large scale,
occurred before 1919.18

External influences upon the accounting records
Demands upon industrial accounting by stockholders, bankers,
credit men's associations, stock exchanges, tax collectors, and
security regulatory commissions have influenced the records
greatly. For our present purpose, we may consider most o!f
these effects to be part of the general body of accounting usage,
already To tax regulations, however, some detailed
attention must be devoted. (It must be remembered that the
bulk of our data on depreciation charges comes from tax re-
12 In securing consistency of accounting practices from one year to another
an important part has been played by the accounting profession. See, for
example, the correspondence between the Special Committee on Cooperation
with Stock Exchanges, of the American Institute of Accountants, and the
Committee on Stock List of the New York Stock Exchange, 1932—34 (partly
reproduced in George 0. May, op. cit., I, 112—44).
13 The period with which we are concerned covers only the last sixteen years.
The earlier development of depreciation accounting is therefore not entirely
essential to an understanding of the available figures and is not undertaken
here. A history of this development would be useful, however, in explaining
why so few figures are available for earlier years, and in throwing light on
the present day practices of small entrepreneurs and farmers. Much material
for such a history may be found in the Census of Manufactures for 189o;
in the reports of the U. S. Bureau of Corporations and of the Federal Trade
Commission; and in various papers contributed to the Accounting Review and
other periodicals. See also A. C. Littleton, Accounting Evolution to 1900.
Some interesting notes on the development of depreciation accounting appear
in George 0. May, op. cit.

Prior to the Knoxville decision of the Supreme Court ifl 1909 there were
several court decisions that denied the right to depreciation allowances in
excess of current repairs.
14 The possible future effects of the demands of the Securities and Exchange
Commission for information on maintenance and repairs may be noted.
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ports.) Two chief questions concern us here: (1) Are the de-
preciation charges reported for tax purposes different in any
respect from those recorded on the books or published in the
financial statements? (2) What limitations are imposed upon
depreciation practice by the tax regulations?

i) Differences between 'tax' and 'book' depreciation
Examination of corporate reports and of statements made to
the Securities and Exchange Commission suggest the range
of the differences. Of 460 reports by industrial corporations,
76 explicitly mentioned the relation between book and tax
depreciation. Forty-five companies stated that they were iden-
tical, i6 that book depreciation was less than depreciation
deductible for tax purposes, and g that it was greater.'5 Six
companies were less explicit, usually stating merely that the
two items were 'different'. There is, therefore, some evidence
that depreciation in the financial reports ('book depreciation')
is ordinarily identical with that reported for tax purposes and
that the exceptions counterbalance one another to some ex-
tent. Whether the counterbalancing is complete is, of course,
in doubt since so few companies make any statement.'6

There is some indirect evidence that depreciation reported
in current financial statements declined more than did de-
preciation reported for tax purposes since But the evi-

15 The quantitative relations, for the few companies reporting them, are inter-
esting. The ratios of book depreciation to tax depreciation reported were:
0.54, 0.59, o.68, 0.69, 0.73, 0.75, 1.77.
16 Large individual differences between 'book' and 'tax' depreciation were
noted by the Fderal Trade Commission in its investigation of electric power
and light utilities. But only 'instances' are given by the Commission. The
difference between these two computations for all companies in the electric
industry is not available. (Utility Corporations, 7oth Cong., ist Sess., Senate
Doc. 92, Part 7a-A, Ch. VII, sec. ii.)
11 According to a compilation by W. J. Vatter (Depreciation Methods of
American Industrial Corporations, 1927—35, Journal of Business, April 1937),
depreciation reported by 272 companies fell about 12 per cent between 1930
and 1932. The comparable figure for all industrial concerns (Table i) is
13 per cent. When account is taken of the changing value of underlying assets
(those of the 272 companies appear to have fallen 6 per cent and those of all
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dence is not unambiguous, and in any case does not indicate a
large divergence.

Other evidence that 'tax depreciation' tends to equal 'book
depreciation' is derived from various scattered statements to
the effect that depreciation rates were lowered in accordance
with Treasury decisions, etc.

As a result of Treasury Department audits of tax returns,
the figures published in annual reports (and those in the
Treasury Department's compilation of Statistics of Income)
are greater than the depreciation charges finally allowed by
the Treasury Department, for the audits are usually made
several years after publication. The discrepancies, however,
are probably

On the whole we may conclude that business men tend to
accept, in their published reports, the limitations imposed
upon depreciation computations by the income tax regula-
tions. What are the most important of these restrictions?

2) The influence of tax regulations on depreciation charges
The points of greatest interest concern on the
corporations 12 per cent), a real discrepancy is suggested, although a small
one. However, it is difficult to determine how comparable the two sets of
figures are. Some depletion is included in Mr. Vatter's sample, which would
slightly exaggerate the difference. Another sample of Mr. Vatter's, in which
gross rather than net book value is used, indicates a larger discrepancy be-
tween the change in book value and in depreciation. But it is impossible to
compare this sample with Statistics of Income, since there net book values
alone appear.
18 These discrepancies are usually taken care of in the accounts by surplus
adjustments.
19 It is worth repeating that in an important sense the Treasury Department
regulations are not merely modifications of the procedure of business men in
estimating depreciation quotas. This procedure has come into existence partly
because of the tax law requirements. The Federal Trade Commission in its
early investigations discovered that a large proportion of the concerns whose
records were examined (including even the largest) made no estimates of
depreciation. This does not mean that Treasury regulations have not incor-
porated recognized accounting practices. However, to the extent that •the
practices accepted by the Treasury have differed from those previously fol-
lowed by the bulk of business concerns the Treasury regulations have been a
positive force in modifying the general run of accounting usage.
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depreciation formula, the treatment of obsolescence, and re-
strictions on the depreciation base and on the rates of depre-
ciation. We confine our attention to the Federal regulations;
these are followed closely by the various states.
Depreciation formula. According to the regulations of the
Bureau of Internal Revenue, "the capital sum to be replaced
should be charged off over the useful life of the property, either
in equal annual installments or in accordance with any other
recognized trade practice, such as an apportionment of the
capital sum over units of production. Whatever plan or
method of apportionment is adopted must be reasonable and
must have due regard to operating conditions during the tax-
able period." 20 The requirement is that depreciation should
be charged "in accordance with a reasonably consistent plan
(not necessarily at a uniform rate)".21

"The so-called 'reducing balance method', 'revaluation
method', 'sinking fund method', and cther similar methods
have not been approved by the Bureau their entirety for in-
come tax purposes. The simplicity of the straight line method
of determining depreciation makes it administratively de-
sirable, and, generally, it appears that the straight line method
approximates the actual depreciation as nearly as any of the
other so-called scientific methods. However, in the case of as-
sets used in the extraction of natural resource deposits and in
certain other cases, the unit of production method [the service-
output method] would appear to reflect more accurately the
depreciation sustained. The Bureau, however, will neither ap-
prove nor disapprove the use of a particular method in ad-
vance of the audit of returns, but whatever plan or method is
adopted by the taxpayer, if reasonable, will be accepted." 22
Here is one of the important reasons why the different depre-

20 Regulations 77, Income Tax, Revenue Act of 1932, Art. 205.
21 Bureau of Internal Revenue, Bulletin 'F', Income Tax, Depreciation and
Obsolescence, Revenue Act of 1928, revised January (Washington, 1931),
p. '0.
22 Ibid., p.
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ciation practices shown in Table 13 are used with the relative
frequency indicated.
Treatment of obsolescence. The Bureau of Internal Revenue
distinguishes between two principal forms of obsolescence:
"the first, a sudden loss of useful value brought about by some
radical change, and the second, a more gradual reduction of
usefulness due to the accumulated effect of small improvements
or changes introduced from time to time in the art or industry
generally, no one of which improvements or changes in itself
is sufficient to result in complete loss of usefulness of the par-
ticular property".23 The second form, called 'normal obsoles-
cence', is deductible for tax purposes as part of depreciation.
The mere acceptance of depreciation rates that differ from
those implied in the estimates of 'technical life' indicates the
general recognition of this type of obsolescence, and the dif-
ference measures its importance.

The first type of obsolescence is not deductible until after
it has become definitely evident. "No amount may be charged
off in any year merely because, in the opinion of the taxpayer,
property may become obsolete a number of years later." "Ob-
solescence of the first type rarely can be predicted prior to its
occurrence." 24 A sudden loss of useful value brought about
by some radical change cannot be deducted at the time it be-
comes evident. It must be distributed equally over the period
between the time it becomes apparent and the time the prop-
erty becomes obsolete, that is, is scrapped or otherwise dis-
posed of. Obsolescence of this type cannot be allowed "retro-
spectively in the light of subsequent events or happenings not
anticipated during the period for which the obsolescence is
claimed" 25

An interesting case of obsolescence that has influenced the
figures under review is that which occurred at the close of the
World War. Special provision was made in the Revenue Acts

23 Ibid., p. '0.
24 Ibid., pp. 10—LI.

25 ibid., p. ii.
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of 1918 and 1921 for "amortization of war-time facilities" (in-
cluding the writing down of these facilities tO post-War price
levels). Some part of the relatively high levels in the deprecia-
tion charges of the early post-War years may be ascribed to this
provision 26

"All depreciable assets purchased or constructed after April 6,
1917, for use in 'production of articles contributing to the prose-
cution of the war' were subject to amortization. The period of
amortization was from January 1, 1918, to date of actual or prob-
able cessation of use as a war facility—in no case after March
1924. The total deduction under the amortization allowance was
the amount by which cost less depreciation to January 1, igi8,
and less any cash allowance for amortization under any contract,
exceeded either sale price or abandonment value (in the case of
assets sold or abandoned) or value to the going business on a
post-War basis (where property was continued in use for peace-
time purposes), whichever was the greater. Value to the going
concern was defined as being no less than scrap value and no
higher than the estimated post-War cost of replacement less de-
preciation. Previous to January 1, 1918, flO deduction in excess of
ordinary depreciation on such war facilities was allowable.

"The essential design was to permit the taxpayer to write down
fixed assets from the high levels of war-time costs to reduced and
more stable post-War cost levels. In other words, in this special
connection the legitimacy of taking into account in depreciation
(or amortization) allowances for sweeping changes in price levels

was recognized, at least indirectly."

Depreciation base. "Replacement value of property cannot be
substituted for the cost or other allowable basis of the property

26 A minimum estimate of these amortization charges is provided in a report
of the Treasury Department. Up to April 30, 1925 aggregate amortization
allowances of $500,000 and over that were allowed by the appraisal section
of the Bureau of Internal Revenue amounted to 426 million dollars (74th
Cong., 1st Sess., Senate Report No. Part 2, pp. 159—63, 1935).

This is small in comparison with total depreciation charges allowed during the
same six years. Ilowever, this sum was probably concentrated in the reports for
i918—ig.
27 Accountants' Handbook, 2nd ed., p. 642 (ed. by W. A. Paton; Ronald
Press,
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• . . . . In no case may the deduction for obsolescence be ex-
tended to include shrinkage in value due to other causes, as,
for instance, a general drop in the price of commodities." 28
The basis of the allowable depreciation (and 'normal obso-
lescence') charge is adjusted cost, with the exceptions listed
below.29 Adjustment is made for expenditures, receipts, losses,
or other items properly chargeable to capital account, includ-
ing taxes and other carrying charges on unimproved and un-
productive real property (unless already deducted as expenses
in computing net income).

The chief exceptions to adjusted cost are as follows:

(a) Fair market value as of March 1, 1913, if more than ad-
justed cost or other basis.

(b) Same as in hands of transferor, grantor, donor, or affiliated
corporation, adjusted for gain or loss recognized upon such trans-
fer.

The essential result of these regulations is that the deprecia-
tion charges in Table i are based on cost or value on March i,
1913. There is only one exception, previously noted, that aris-
ing from the writing down of war-time facilities.

Rate of depreciation. "Past experience . . . . coupled with
informed opinion as to the present condition of the property,
and current developments within the industry and the par-
ticular business, furnish a reliable guide for the determination
of the useful life of the property. Such a determination would
reflect all the peculiar circumstances of the operation of the
property, such as the purpose for which it is used, the condi-
tions under which it is used, the policy as to repairs, renewals,
and improvements, and the climatic and other local condi-
tions." 30

"The reasonableness of any claim for depreciation shall be de-
termined upon the conditions known to exist at the end of the
period for which the return is made. If it develops that the useful
28 Bulletin 'F', pp. 4, ii.
29 Sections and 114 of the Revenue Act.
80 Bulletin 'F', p. ii.
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life of the property will be longer or shorter than the useful life
as originally estimated under all the then known facts, the
portion of the cost or other basis of the property not already pro-
vided for through depreciation allowable determined in accord-
ance with the useful life of the property as originally estimated,
should be spread over the remaining useful life of the property as
reestimated in the light of the subsequent facts, and depreciation
deductions taken accordingly. Where the cost or other basis of the
property has been recovered through depreciation allowances, no
further deduction for depreciation shall be allowed."

To simplify the administration of the income tax laws the
Bureau of Internal Revenue issued a report, in 1931,32 giving
average or representative rates of depreciation for various
classes of property in different industrial fields. This is sum-
marized in the Accountants' Handbook,33 as follows:

"The purpose is to determine flexible standards of depreciation,
not to establish rates from which no deviation will be permitted.
It is planned to set up average rates which will be accepted by the
Commissioner without substantiation or adjustment, and to re-
quire substantiation in proportion to the departure of the rates
used from such average rates. No reasonable rate will be pro-
hibited and within a certain range of the average little by way of
supporting evidence will be called for. Results available from
studies being made indicate that a variation of one-fifth in either
direction from the average will usually cover normal variation
both in opinion and as to conditions of use. Thus, with a five-year
average life variations of from four to six years would be per-
missible; for a ten-year average useful life the variation would
range from eight to twelve years; and so on. Within such a range
the only substantiation required for the consistent use of any rate
selected will be a statement of the general conditions which, in
the taxpayer's opinion, result in a deterioration of his assets at a
rate greater or smaller than the average in his industry. On the
other hand, when rates outside the normal range are used it will
31. Regulations 77, Art. 205.
32 Depreciation Stud Report of the Bureau of Internal
Revenue.

2d ed., p. 641.
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be necessary to furnish a specific and convincing statement of the
abnormal conditions which make such rates reasonable"

"The allowances should be computed and recorded with
express reference to specific items, units, or groups of property,
each item or unit being considered separately or specifically
included in a group with others to which the same factors
apply." Composite rates of depreciation applied to an entire
property as a whole are not ordinarily approved by the Bureau,
chiefly because of administrative difficulties.35 However, aver-
age rates applied to groups of assets of similar expected life or
groups of assets reasonably classified are accepted when sup-
ported by evidence. In practice it would be impossible for the
Bureau to examine the thousands of rates that would be sub-
mitted if no grouping were permitted.

One reason why depreciation as computed for tax purposes
may tend to be high is that "a taxpayer is not permitted under
the law to take advantage in later years of his prior failure to
take any depreciation allowance or of his action in taking an
allowance plainly inadequate under the known facts in prior
years." 36 While this provision is intended to apply to attempts
at tax evasion, it may induce high rates of depreciation to avoid
the possibility that taxpayers may not later be compensated for
undercharging.

In 1934 the Treasury instituted an important change in
policy that may affect the available figures on depreciation
charges for the years following.

"In a report dated September 3, 1933, the Subcommittee of the
House of Representatives Ways and Means Committee stated that
deductions for depreciation claimed in income-tax returns were
in many instances excessive. The Subcommittee recommended an
arbitrary reduction of 25 per cent in the depreciation deductions
allowable under the Revenue Act of 1932 and to be claimed by
taxpayers for the years 1934, and 1936. Upon information

84 Regulations 77, Income Tax, Revenue Act of 1932, Art. 209.
35 Bulletin 'F, pp. 14—15.
36 Ibid., p.
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by the Treasury that the problem of depreciation could be
handled more equitably by administrative action, the recom-
mendation was withdrawn.

"On February 28, 1934, Treasury Decision 4422 was promul-
gated, amending article 205 of Regulations 77 and and article
165 of Regulations 69, 65, and 62. The amended articles require
that 'The deduction for depreciation in respect of any depreciable
property for any taxable year shall be limited to such ratable
amount as may reasonably be considered necessary to recover dur
ing the remaining useful life of the property the unrecovered cost
or other basis. The burden of proof will rest upon the taxpayer
to sustain the deduction claimed.' Subsequent to promulgation of
this decision the Bureau issued to its employees in Washington
and the field mimeographed instructions.

"Insufficient time has elapsed to measure the effect of admin-
istering provisions of Treasury Decision 4422. From March 15 to
July 15, 1934, a total of $248,831,643.59 of claimed depreciation
had been disallowed, resulting in increased taxable income of
$242,424,222.77, and recommended deficiency assessments of $29,-
689,304.47. Agreements to the recommended taxes so developed
have been and are being secured in many cases, but final settle-
ment of the depreciation issue in other cases may depend upon
litigation."

According to a strict interpretation of the law, there has
been no change in policy. Nevertheless, in view of the motive
underlying the Treasury decision, the change is real, especially
since the Department had aimed at liberality in passing de-
preciation charges. The amount involved, about a quarter of
37 Commissioner of Internal Revenue, Annual Report, Fiscal Year Ended
June 30, 1934 pp. 9—10. In the annual report for the fiscal year ended June
30, 1935 (p. 9), there appears the following statement:

"Depreciation deductions claimed by taxpayers were closely exaniined during
the year. As a result of this attention there was disallowed during the
6-month peiiod from jan. i to June 30, 193r5, inclusive, $144,040,964 in
depreciation deductions taken hy taxpayers. For the full fiscal year the total
amount disallowed is estimated to be $288,081,928."

And in the report for the fiscal year ended June 30, 1936 (p. 16):
"Depreciation deductions claimed by taxpayers on returns filed were closely
examined during the fiscal year. As a result of this attention there were
disallowed during the fiscal year ended June 30, in de-
preciation deductions taken by taxpayers."
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a billion dollars in each of the last three fiscal years, is large.
A substantial drop in depreciation charges in future years may
result (although reported charges may rise because of other
factors). It may take some time, however, before published
figures are affected, since they are compiled from unaudited
reports.

internal influences upon accounting records
When the interests of those in control of the records differ
from the interests of those using the records, some reaction
upon the accounts is to be expected. Difference in interests of
management, stockholders, bankers, and competitors may im-
press its mark upon the data at our disposal. This division of
interests is not, of course, new. Its effects on the records have
been noted by early economists, and the profession of public
accountancy has been influenced considerably by

Little that is definite can be said about the influence of in-
ternal factors. On the whole, depreciation charges tend to be
modified, if at all, in such a manner as to make more steady the
computed annual net profits. Thereby cyclical fluctuations
tend to be introduced into depreciation computations. We
have already noted some of the ways in which this occurs.39
The possibility of internal influences must be remembered in
considering the depreciation charges derived from the public
statements published by individual companies. Owing to the
supervision of the tax authorities, the data derived from tax
reports are less subject to these

DEPRECIATION ACCOUNTS OF PUBLIC UTILITIES

Much of what was said above concerning depreciation practices
of industrial business enterprises applies also to the accounts

88 See the notes on the development of the accounting profession in relation
to the growth of the corporate form of organization in Bishop C. Hunt's
The Development of the Business Corporation in England, 1800—1867 (Harvard
University Press, 1936) pp. 97, 140—3.
89 See Table and the accompanying discussion.
40 See the discussion, above, of the data compiled by W. J. Vatter.
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of public utilities. Differences in emphasis, however, require
attention. In order to interpret properly the available figures
on depreciation charged by public utilities it is necessary to
keep in mind the following points:
i) State regulation of public utility rates has affected the
treatment of depreciation through prescription of records by
regulatory bodies, through court decisions, and through com-
panies' efforts to minimize book profits.
2) Estimates of depreciation computed as flat percentages of
gross revenues are common in certain public utility fields.
3) Certain public utility properties are not depreciated but
are handled entirely on a maintenance accounting basis.

influence of regulation
It is difficult to think of public utility accounting usage apart
from the most prominent force that has molded it, rate regu-
lation. For example, among utilities engaged in interstate
commerce, depreciation accounting is essentially the result
of the mandatory requirements of the Interstate Commerce
Commission. The beginning dates off depreciation accounting
prescribed by the Commission are given herewith.4'

41. While provision for depreciation of certain property groups is mandatory
the depreciation rates themselves are not prescribed. The rates actually in
use show great variation from one railroad to another, not easily explainable
entirely by differences in operating conditions. This is illustrated by the
accompanying figures.

Rates of Depreciation on Equipment, Steam Railways, 1935
Number of companies classified according to depreciation rate

DEPRECIATION STEAM FREIGHT PASSENGER

RATE LOCOMOTIVES TRAIN CARS TRAIN CARS

Under 2 1 .. 1

2.00— 2.49 1 2 13
2.50— 2.99 46 22 49
3.00— 3.49 47 41 26
3.50— 3.99 19 39 10
4.00— 4.49 7 i6 9
4.50— 4.99 2 8 1

5.00—5.49 4 2 5
5.50— 5.99 5 3 2

6.oo— 6.49 1 1
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Depreciation accounting required by the
Interstate Commerce Commission 42

BEGINNING

Steam railways—equipment July 1, 1907
Electric railways—equipment July 1, 191448
Sleeping-car companies—equipment July i, 1910
Sleeping-car companies—buildings, appurte-
tiances and ground July 1, 1912
Express companies—cars July 1, go8
Express companies—depreciable fixed property July 1, 1914
Carriers by water—vessels and other
floating equipment July 1, i9i2
Telephone companies—all depreciable property January 1, 1913
Telegraph and cable companies—all depreciable
property january i, 1914
Pipe-line companies—all depreciable property January 1, 1911

The accounts of intrastate public utilities, particularly pri-
vately owned electric light, heat and power, and gas compa-

are regulated or authorized to be regulated by commis-
sions in 36 of the 48 states as well as in the District of Columbia.
The exceptions are the less important states. The depreciation
accounts specifically are regulated by commissions in 22 of
the 37 governmental units. These include the most important
(footnote 41 concluded)

DEPRECIATION STEAM FREIGHT PASSENGER

RATE LOCOMOTIVES TRAIN CARS TRAIN CARS

6.50— 6.99 4 1

7.00— 7.99 1 2
8.oo— 8.99 1 1 2

9,00-' 999 1

10.00—10.99 1

11.00—11.99
12.00—12.99 1

13.00—13.99 1

Weighted average 3.25 3.40 2.84

SOURCE: Statistics of Railways, 1935, p. S-8o.
Data for earlier years and other property items are available in a Digest

of Depreciation Charges compiled, by the Bureau of Railway Economics, from
railway reports to the Interstate Commerce Commission, for 1928 (1929) and
1932 (June 1933).
42 SOURCE: 177 I.C.C. 360—I.
48 Prior thereto, only if required by the state.
44 Municipally owned utilities are considered with othem- government capital
in Ch. 7.
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states.45 The emphasis of state regulation has been on the re-
tirement and maintenance method of recording capital con-
sumption, in contrast to the I.C.C. emphasis on straight line
depreciation charges. The uniform system of accounts de-
veloped by the National Association of Railroad and Utilities
Commissioners and adopted by many states provides for flexi-
bility in the charge for retirements, the burden of retirement
losses to be distributed "with due regard for amount of earn-
ings available for this purpose in each

The influence of the profits position of an industry upon its
treatment of capital consumption is suggested by the different
attitudes of steam railways and of telephone companies toward
the use of depreciation accounts. The reluctance of the rail-
ways to accept depreciation accounting is in decided contrast
to the attitude of the telephone companies.47

Depreciation computed as a percentage of gross revenue
In certain of the public utility fields depreciation charges are
not computed on the basis of a detailed analysis of the property
account. Instead they are taken as equal to a more or less ar-
bitrary or empirically determined percentage of gross revenue.
This is the case, notably, in the gas industries and to some ex-
tent among street railways.48 Since gross earnings fluctuate
closely with the physical volume of output (rates are fairly
constant) this procedure corresponds to a service-output
method. We may therefore expect to find depreciation charges
in these groups fluctuating with output. Sometimes the service-
output method is used explicitly, although the per unit de-
45 SOURCE: Bonbright Utility Regulation Chart, Bonbright & Co., Revision of
1930, corrected by Moody's (see Public Utilities 1934, pp.

In 1937 accounts were regulated in states and the District of Columbia,
and depreciation accounts in states and the District of Columbia (Moody's
Public Utilities 1937, p. a92).
4° See L. R. Nash, Depreciation Accounting Methods for Public Utilities,
Proceedings of the International Congress on Accounting, 1929.
47 Cf. 177 I.C.C. 383 (1931); see also Robert Schultz, Depreciation and the
American Railroads
48 Accountants Handbook, 2d ed., pp. 710—11, 713.
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preciation charge selected may still be roughly approximative.

Often the entire amount of maintenance, which among
public utilities includes depreciation as a subgroup, is roughly
computed as a percentage of gross revenue. The American Gas
Association states: "between 5 and 6 per cent of revenpe from
gross sales is used arbitrarily by gas companies, for mainte-
nance, in their bookkeeping and it would be impossible to ob-
tain more accurate figures for maintenance expenditures be-
cause of the peculiar accounting practice of the industry".49

Prevalence of maintenance accounting
The dates marking the requirement of depreciation account-
ing by the Interstate Commerce Commission do not neces-
sarily indicate the beginning of depreciation accounts in the
records of the several utilities. But in fact prior to these dates
depreciation was seldom computed, as is indicated by the
growth of the depreciation reserve of steam railways. While
the aggregate property account of railways doubled between
1910 and 1927, the depreciation reserve increased more than
ten-fold.

When depreciation accounts are not required, utility com-
panies seldom compute depreciation. This explains why ac-
crued depreciation on ways and structures of steam railways is
only a small percentage of gross investment in ways and struc-
tures. On December 1934 this percentage was o.68, less than
1 per cent. For equipment the corresponding percentage was

When depreciation accounts are not kept, capital consump-
tion is reflected by other accounts—the maintenance accounts
other than depreciation. The complementary character of
these two sets of accounts is revealed by the records. Thus,
there is a negative correlation between the ratio of deprecia-
tion to gross revenue and the ratio of maintenance to gross

49 Letter to the Federal Employment Stabilization Board.
50 I.C.C., Statistics of Railways in the United States, year ended December
1934, pp. S—88—89.

0
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revenue among electric light and power companies (see Table
i6).

DEPLETION CHARGES

Before the passing of the income tax law the practice, so wide-
spread as to be almost general, was to make no allowance for
depletion. Net income of mining companies was computed
without any deductions for exhaustion, and dividends always
included some return of capital. In Great Britain, where a
deduction for depletion is not permitted in determining tax-
able income, this practice is still followed. Even more than is
true of depreciation estimates, the method of accounting for
depletion is a product of the income tax laws. In this section,
therefore, it is unnecessary to treat tax regulations as a modify-
ing factor. We shall consider the usage as described in corporate
statements; the contemporary status of the tax regulations as
exemplified in the '934 income tax law; and finally, changes
in usage and in the several tax laws during the last few years.

CORPORATE DEPLETION PRACTICES

Of 460 corporation reports 51. examined, 75 mention the treat-
ment accorded depletion of exhaustible resources. These are
summarized in Table 14.

Four out of nine of the metal mining companies reported
that they made no charge for depletion, "in accordance with
common accounting practice in the industry".52 In most of
the mining companies, however, some sort of charge is made.

The depletion base is cost, 1913 value, or 'discovery'
Table 15 reveals the relative importance of the various bases
in certain subgroups of the mining industry. Cost and 1913

51. Chiefly reports to the Securities and Exchange Commission (Forms to and
to-K), and 1935. Some companies reported more than one method of
handling depletion.
52 This or a similar phrase appears in the accountants' certificate of some of
the companies.
53 Discovery value is fair market value at discovery, or within days there-
after; see below.
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Table 15

Basis for Determining Depletion

(percentage of total depletion allowed, by basis of
determination) 1

BASIS
March i, Dis-

PERIOD 1913 covery
GROUP COVERED Cost value value Total

Gold-silver 1928 64.4 27.1 100.0

Copper 1928 18.3 76.6 5.1 100.0

Lead-zinc 1928 i8.o 46.0 36.0 ]oo.o
Iron 1928 0.5 98.5 1.0 100.0

Coal 1926 28.2 71.0 o.8

Sulphur 1922—28 0.0 25.7 74.3 100.0

'Weighted total 12.7 78.6 8.7 100.0

1 Compiled from data published in Depletion of Mines, Hearings before the
Joint Committee on Internal Revenue Taxation, 71st Cong., 3rd Sess., De-
cember 9—12, 1930, Appendix.

value together account for over 90 per cent of the depletion
charges reported by these groups. As we shall see, a depletion
base is not used in the method of calculat-
ing depletion.

According to Table 14 the per unit of output method of
calculating depletion is used by 85 per cent of the companies
reporting. The depletion base (cost, 1913 value, or discovery
value) is divided by the number of units of mineral estimated
to be in the mine or well, and this per unit value is then mul-
tiplied by the number of units extracted during the fiscal
period, to yield the depletion charge. No allowance is made
for price changes,54 for interest charges, or for changing diffi-
culties of extraction.

The depletion charge so measured may be expected to vary
almost entirely with the volume of output. Exceptions may
arise, however, owing to changes in the estimate of recoverable
54 Price changes are allowed to influence, the reported depletion charges of
one company. The depletion charge is computed on the basis of a value that
is derived from the average price of the appropriate metals during the pre.
ceding ten years.
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or to changes in the value base following sale or

revaluation.
Publicly reported depletion charges are not necessarily

identical with those reported for tax purposes. Several com-
panies stated that while depletion was not charged against
their income in the published statements, it was deducted for
tax purposes. Of the 14 reporting on this point, however, 8
mentioned that no difference existed. Examination of the tax
regulations will therefore throw additional light on the com-
putations underlying the figures at our disposal.

A change in the treatment of intangible drilling costs, noted
below, occurred during the period under review. Instead of
being charged to current expense, these costs were capitalized
and then depleted over a period of years. It is difficult, how-
ever, to assess the importance of this change.

TAX REGULATIONS CONCERNING DEPLETION CHARGES: THE 1934

LAW

The peculiarities of the depletion data based on the regula.
tions according to the 1934 law may be outlined as follows:56

i) There are three methods of computing depletion:
a) Without reference to discovery value or percentage deple-

tion. The basis is the adjusted basis provided in Sec. 113, (b) (see
in Ira). Excluded from the basis are the cost or value of the land
for purposes other than mineral production; the amount re-
coverable through depreciation; and the residual value at the
end of operations. Method of computing depletion: basis as
above, dividing by number of units of mineral remaining, and
multiplying the depletion unit so determined by the number of
units of mineral sold within the year.
55 According to a Treasury Department tabulation, such changes (called
'dilution' or 'concentration', depending on the direction taken by the re-
vision) have been applied, in accordance with the regulations, in about 125
cases in the lead-zinc group. No dilution was applied in the copper, iron, or
sulphur groups, and in only one case in the silver-gold. In the coal group,
'concentration' was applied in "approximately one per cent of coal cases".
See Depletion of Mines, op. cit.
56 Regulations 86, Art. 23 (m).
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b) On the basis of discovery value. Covers only mines, other

than metal, coal, or sulphur, discovered after February 28, 1913.
Oil and gas wells are not 'mines'. Basis is the fair market value at
date of discovery or within 30 days thereafter, if not acquired as
the result of purchase of a proven tract or lease, and if the fair
market value is materially disproportionate to cost. Method of
computation: discovery value, plus capital additions, minus ag-
gregate of depletion deductions that would have previously been
allowable without the application of any net income limitation;
dividing remainder by number of units of mineral remaining; and
multiplying the depletion unit so determined by the number of
units of mineral sold within the year.

Discoveries exclude merely the interrupted extension of a con-
tinuing commercial vein or deposit already known to exist. The
discovered minerals must be of sufficient value and quantity so
that they can be separately mined and marketed at a profit. The
fair market value must be determined regardless of later dis-
coveries or developments or subsequent inprovements in methods
of extraction and treatment of the mineral product.

The estimate of the number of recoverable units may be re-
vised; but this will not affect the basis for depletion.

c) On the basis of a percentage of gross income. Methods of
computation include: (i) Oil and gas wells: 27½ per cent of gross
income during the year, but not to exceed 50 per cent of the net
income computed without allowance for depletion; except that
the allowance is not to be less than it would be if computed with-
out reference to this method. (2) Coal, metal, and sulphur mines:
5 per cent for coal, per cent for metal, 23 per cent for sulphur,
of gross income; not to exceed 50 per cent of net income.

Gross income from the property is the amount received from
the sale of the crude mineral product, before transportation, at
a price not to exceed the representative market or field price, or
from the sale of the derived product, transportation, at a
price not to exceed the representative price of the mineral from
which the product was derived (except such slight processes as
cleaning and crushing).
2) Capital additions. All expenditures in excess of net receipts
from minerals sold shall be charged to capital account recover-
able through depletion while the mine is in the development
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stage. But general overhead expense, taxes, and depreciation of
drilling equipment axe not capital items even during develop-
men t.

In the case of oil and gas wells, the taxpayer has the option of
charging to capital or to expense: (a) Intangible drilling and
velopment costs—including drilling, clearing of ground, con-
struction of derricks, tanks, pipe lines. In general, this option ap-
plies only to expenditures for those items which in themselves do
not have a salvage value; labor, fuel, repairs, supplies, etc., are
not considered to have a salvage value even though they are used
in connection with the installation of physical property that has
a salvage (b) Non-productive wells, when completed.

Recovery of optional items, if capitalized: (a) Returnable
through depletion—amounts capitalized so far as they do not
represent physical property. The expenditures for clearing ground,
draining, road making, surveying, geological work, excavation,
grading, and the drilling, shooting and cleaning of wells, are con-
sidered not to be represented by physical property. (b) Return-
able through depreciation—amounts representing physical prop-
erty, such as expenditures on wages and fuel, used in the in-
stallation of casing and equipment and in the construction of
derricks and other physical structures.

Options made in initial report are binding for all subsequent
years. Initial report is that of 1924, or amended report filed in
1927.

On the basis of the above regulations, it is to be expected
that depletion charges will sometimes fluctuate more than
physical output. This is a consequence of the percentage-of-
gross method, and of the limitations imposed by the net in-
come provision.58 It, is also to be expected that aggregate de-
pletion charges will sometimes exceed original cost of acquisi-
tion to those deducting the allowance.59 Further, the shift to

57 See the discussion below.
58 Depletion charges in 1934 and 1935 must have been affected somewhat by
the elimination of consolidated reports, owing to the net income provision
in the law.

This reflects the desire, on the part of the legislators, to "consider the min-
ing industry as an industry rather than as a collection of discrete entre-
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capitalization of drilling costs may be expected to affect the
trend of total depletion charges.

DEVELOPMENT OF THE TAX REGULATIONS CONCERNING DEPLE-

TION CHARGES

The 1934 Act represents the recent regulations governing the
depletion allowance. But there has been almost continuous
change in the law during the last two decades. While our
present figures begin in 1925, depletion charges are available
(in combination with depreciation charges) since 1919,60 and
developments during the entire period should therefore be
reviewed.

In the Corporation Excise Tax Act of 1909 no reference was
made to depletion. The Supreme Court held that the deprecia-
tion charges allowed in the Act did not include depletion.°'
The 1913 Act permitted deduction of depletion of natural de-
posits not to exceed "5% of the gross value at the mine of the
output for the year". In the 1916 Act, specific reference was
made to oil and gas wells. For the 5 per cent deduction an al-
lowance measured by the market value at the mine of the
product mined and sold during the year was substituted. The

preneurs" (Carl Shoup, The Distinction between 'Net' and 'Gross' in Income
Taxation, Studies in Income and Wealth, Vol. I).

The extent to which the percentage depletion provision has caused aggre-
gate depletion charges to exceed cost is suggested by certain figures quoted by
the Secretary of the Treasury (letter to the President, May 29, 1937, reported
in the New York Times, June 2, 1937). "In 1936, one mining company de-
ducted nearly $3,000,000 under this provision, although it had already com-
pletely recovered the cost of its property. . . . The revenue that we lost
thereby was $8i8,ooo. Similar annual losses of revenue in the case of a few
other typical companies are: $584,000; $557,000; $512,000; $272,000; $267,000;
$202,000; and $152,000. The estimated annual loss of revenue due to this
source alone is about $75,000,000." The estimated tax loss is presumably com-
puted on the basis of an excess profits tax. But even if allowance is made for
the profits tax, the amount of excess depletion implied by the above figures
may run into several hundred million dollars, a large fraction of reported
depletion.
60 Table III, Appendix B.
61 Klein, Federal Income Ta,ation (1929), p. 686.
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aggregate allowance was limited to original cost or the value
on March i, 1913.

The discovery provision, applicable to mines, and oil and
gas wells, was first introduced in the 1918 Act. For mines and
oil and gas wells acquired prior to March i, 1913, the basis was
value on that date. If purchased as proven tracts or leases after
March 1, 1913, the basis was cost (including cost of develop-
ment). If discovered after March i, 1913, the basis was discov-
cry value. The discovery provision did not apply to timber
tracts.°2 Limitations on the depletion allowance were intro-
duced in the 1921 Act. Depletion computed on a discovery
basis could not exceed net income computed before a deduc-
tion for depletion. If it did, the cost or March i, value was
to be used as the A further limitation, to 50 per cent
of net income before depletion, was imposed by the 1924 Act.
The provision concerning the use of cost or March 1, 1913
value, when depletion exceeded net income before depletion,
remained. The total amount recoverable was now limited in
amount: it could not exceed cost, 1913 value, or discovery
value.64

The 1926 Act replaced the discovery provision, for oil and
gas wells, by an allowance equal to 271/2 per cent of gross in-
come, limited to 50 per cent of net income before deducting
depletion.°5 This change was made also for coal, metal, and
sulphur mines in the i 932 Act, the respective percentages be-
ing 5, and 23. (If the method was to be used the decision
had to be made in 1933, to be followed without change in 1934
and later years.) The total amount recoverable by the percent-
age-of-gross method was not limited in any way.66

The effects of these changes upon the data at our command
may be summarized briefly: (i) as the depletion provisions
increased in liberality, an upward trend in depletion charges
62 Regulations (1920 ed.), Art. 201—37.
63 Regulations 62 (1922 ed.) Art. 201—37.
64 Regulations 65, Art. 201—39.
65 Regulations 69.
60 Regulations 77.
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may be expected for this reason alone; 6? (2) irregular changes
may also be expected whenever the law was modified.

PROVISION FOR ACCIDENTAL LOSS

LOSS AND PROVISION FOR LOSS

The value of property accidentally destroyed need not equal
the deduction made for the loss if there is an insurance reserve
on the books of either the enterprise concerned or its insur-
ance company. We may look upon such destruction as equiva-
lent to the retirement of fully or partly depreciated equipment,
the amount of 'depreciation' being equal to that portion of the
loss incurred that has been covered by the accumulated insur-
ance premiums or their equivalent. In other words,- the cur-
rent charge for loss from accidents is related to the amount paid
as insurance premiums, rather than to the amount received as
benefits. Any large discrepancy between reserves and losses
are, on this basis of accounting, items of capital adjustment.
This procedure is equivalent to a form of 'depreciation' ac-
counting.

Losses arising from accident may also be recorded on a 're-
tirement' basis, just as are wear and tear of capital goods in cer-
tain industries. Insurance reserves may not be set up at all, on
the assumption that there is a tendency for losses to be fairly
evenly distributed in time. But the factors making for accident
are not entirely independent of one another, or if they are they
may by chance be bunched together at a single moment. When
there is a conflagration insurance reserves must be tapped.
They may even be exhausted, as from the San Francisco fire,
necessitating charges to capital. For this reason we have se-
6? The percentages-of-gross used in the law are derived from empirical
averages and are supposed to yield allowances equal to those that would be
permitted had percentages of capital values been used; see Carl Shoup, op. cit.,
footnote 56. But it is clear that the changes in the law resulted in greater deple-
tion than would be estimated by the continuous use of the older
methods because the amounts based on these older methods constitute lower
limits ("the allowance is not to be less than it would be if computed without
reference to this method"—Sec. 1 (s), 1934 law).
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lected provision for loss, rather than amount of loss, as our
measure of capital consumed by accident.

Provision for loss is not measured by insurance premiums.
The difference between the two represents the cost, to insur-
ance companies, of doing business. This is somewhat analogous
to the cost of bookkeeping involved in depreciation account-
ing. The latter is treated as a current cost apart from the cap-
ital account; we treat expenses of insurance companies simi-
larly. It is therefore necessary to exclude the latter.

The figure we desire would seem to be approximated by the
sum of the net change in insurance reserves during the year
plus losses paid. But the only available figures on reserves are
'surplus to policy-holders' reported in insurance company
statements.68 Changes in this surplus arise from:

i) Smoothing of losses from year to year
2) Building up of reserves by individual insurance companies,

reserves that would be unnecessary if all reserves were pooled
3) or gain on investments
4) Corporate savings (excess or deficit of earnings over dividends)
5) Change in the basis of valuation of investments

Only the first item (plus losses paid) may really be taken to
represent the amount set aside. These, however, are over-
shadowed by the others, especially the last item.69 It was there-
fore necessary for us to assume, in the preceding chapter, that
provision for losses is equal to premiums less current expenses
of insurance companies.

PRICES UNDERLYING MEASURES OF LOSS BY ACCIDENT

It has been fairly well established in the courts that the values
covered by insurance contracts are current values, not original

68 See the Spectator Company's Insurance Yearbook, Fire and Marine
issue), p. xxxiv.
69 Changes in the basis of valuation have been spectacular. Book values as of
December 1932 and 1933 were on a 'convention' basis; values for other
years were on a market basis. Cf. the summary in the Insurance Yearbook,
Fire and Marine (1936 issue), pp. xlii—xlv.
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cost values.70 Not only is depreciation deducted, but obsoles-
cence as well as changes in price levels are considered relevant.
Provision for loss, therefore, covers current values, except for
any discrepancies introduced by the tendency of insurance
coverage to lag behind changes in price levels, original cost
rather than current value being insured.

If current values are used in providing for loss by accident,
there will be a discrepancy between benefit receipts and ordi-
nary book values of property destroyed. This discrepancy will
represent undeducted obsOlescence and, perhaps to a greater
degree, changes in price levels. But we have defined capital
consumption as the current value of durable goods used up.
The values in Table 4 are therefore suited to our purpose.

MAINTENANCE AND REPAIRS

DEFINITION OF MAINTENANCE AND REPAIRS

The definition of maintenance is highly variable. It may in-
clude all or only a fraction of indirect labor, material, and
other factory costs. Only regularly recurring Costs such as arise
from cleaning, adjusting, and oiling may be included. Or
maintenance may be defined more broadly to include also
costs of replacing parts of units. Finally, even major overhaul-
ing costs may be covered by maintenance charges. On the other
hand, recurring costs such as those of sweeping the floor of a
plant may be excluded. Or maintenance may not be preserved
as a separate category, being combined with other indirect
costs. Of some 350 large industrial corporations reporting to
the Securities and Exchange Commission about 40 stated either
that they could not determine their maintenance costs as a
separate quantity without an unreasonable expenditure of
time and effort, or reported only part of their maintenance
70 J. C. Bonbright and David Katz, Valuation of Property to Measure Fire-
Insurance Losses, 29 Columbia Law Review, 857—900 (1929). Reprinted in
J. C. Bonbright, The Valuation of Property Ch. XV.

In marine insurance, however, use is made of 'valued' policies, in which the
property insured is explicitly valued.
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costs.71 Of those.reporting the costs many probably did so on
a post-mortem basis, only in response to the Commission's de-
mand. If this is the status of the records of large listed corpora-
tions, it may be assumed that fewer small concerns are able to
state their maintenance costs.

While the accountant wishes to avoid unnecessary refine-
ment of his records, two of his important objectives are to
avoid excessive irregularity (in time) of charges for mainte-
nance, and to make the accounts show the cost of the existing
property units, not of units that have been replaced. But actual
usage may not attain these objectives. Thus, when maintenance
charges are not segregated they are charged immediately to
current expense: expenditures on maintenance that happen
to accumulate in one fiscal period are not spread over several
fiscal periods.

When separate accounts are kept for maintenance costs,
their inclusiveness and treatment will depend on the general
system used in accounting for fixed assets. If depreciation is
ignored, as on ways and structures of steam railways, main-
tenance charges will be practically all-inclusive. In industries
in which portions of equipment usually beconie obsolete
quickly, this equipment may be written off rapidly, being kept
on the books as deferred charges for short periods only. For
example, the rapid writing off of forms, patterns, and dies in
the automobile industry helps to explain the large ratio of
maintenance and repairs (including credits to deferred
charges) to depreciation charges characteristic of this industry
(Table 8).

Regulation by outside forces also affects the nature of the
maintenance accounts. The accounting system required by
the Interstate Commerce Commission, for example, imposes
uniformity of scope and of practice. And the regulations of the
Treasury Department define maintenance explicitly, as fol-
lows:

These 40 corporations were not, of course, included in the sample from
which maintenance charges by industrial concerns were estimated (Table 7).
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"The cost of incidental repairs which neither materially add to
the value of the property nor appreciably prolong its life, but
keep it in an ordinarily efficient operating condition, may be de-
ducted as expense, provided the plant or property account is not
increased by the amount of such expenditures. Repairs in the
nature of replacements, to the extent that they arrest deterio-
ration and appreciably prolong the life of the property, should
be charged against the depreciation reserve if such account is
kept." 72

The Securities and Exchange Commission's requirement that
maintenance charges be reported may also be expected to in-
fluence our future records. However, the Commission has not
yet defined maintenance charges.

RELATION OF MAINTENANCE CHARGES TO OTHER CHARGES FOR

CAPITAL CONSUMPTION

Maintenance and depreciation charges are complementary as
well as supplementary. Fixed capital may be accounted for by
either maintenance or depreciation as well as by both. This
relation between maintenance and depreciation charges may
be illustrated by the figures for individual corporations within
the electric light and power field. (Restriction to one industry
makes for homogeneity with respect to other elements.) The
records of 29 corporations were examined (Table i6). The
correlation coefficient for 1929, —0.413, while not very high,
is greater than could be expected from chance alone.73 The
probability of a correlation coefficient greater than this arising
from chance alone is approximately .02.

The Treasury Department has tended to follow railway ac-
counting practice with respect to maintenance. Thus, "where
the way and structures, i.e., roadway property, or any other
72 Regulations 77, Art. 124.
73 Both maintenance and depreciation are expressed as percentages of the
same item—operating revenue. Any purely chance elements—hetetogeneity
despite restriction to one industry—therefore make for a spurious correlation
between the two ratios. But this is a positive correlation, not the negative
correlation we find.
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Table i6

CAPITAL CONSUMPTION

Relation between Maintenance Charges and Depreci4tion
Charges

Electric Light and Power Industry, 1929

(double-frequency distribution; each corporation
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tenance charges. As pointed out earlier in this chapter, alloca-
tions of depreciation charges, unsatisfactory by themselves,
may be rendered satisfactory by the prevailing method of han-
dung repairs and maintenance. Capital consumption is not
measured by one item alone. Even maintenance in its most
inclusive sense, as used in accounting for steam railroad ways
and structures, is not a complete measure of consumption of
the capital resident in these fixed assets. Retirements as well
as the charge for maintenance must be considered.

Still another relation is found, that between maintenance
charges and charges to reserves for depreciation. In a period of
depression the difficult choice between these two entries may
be resolved in favor of the latter. Expenditures that, in a pe-
riod of prosperity, would be charged to maintenance (and
thereby to expense), may, under less favorable circumstances,
be charged to depreciation reserves (that is, capitalized). This
bias may help to explain any tendency of reported maintenance
charges to fluctuate.

PRICES IMPLICIT IN MAINTENANCE CHARGES

When expenditures upon maintenance are charged immedi-
ately to current expenses they are expressed in current prices,
the prices that satisfy our concept of capital consumption. No
question of a difference between original cOst and reproduc-
tion cost

When expenditures on 'maintenance are budgeted and
charged (through a deferred charge account) to periods other
than those in which they are made, discrepancies between
original and current prices may appear. However, most main-
tenañce charges are not run through deferred charge accounts.

TIME ALLOCATION OF MAINTENANCE AND REPAIRS

If actual expenditures on maintenance equaled theoretically
correct maintenance charges one would cancel the other in the
75 The fixed property account will be influenced, however. The boàk values
will represent costs of the original equipment or structures, not actual cost
of the physical elements of the existing property.
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measurement of net capital change: additions to durable goods
(expenditures on maintenance) would equal the amount of
durable goods used up (charges for maintenance). Current
measures of net income, savings, and capital would be un-
affected. If the theoretically correct charge for maintenance
differs from actual expenditures on maintenance, inclusion in
gross capital formation and in capital consumption is neces-
sary. Owing to lack of better information, however, the figures
accepted as measuring additions to durable goods, in the form
of maintenance, and those accepted as measuring durable
goods used up, in the form of required maintenance, are taken
to be identical. Inclusion of maintenance in capital forma-
tion and consumption is still advisable when maintenance
bulks large: the possibility of a discrepancy is emphasized and
caution in interpretation is suggested.

Suspicion of a discrepancy between this charge and the
actual expenditure upon maintenance arises even before we
explicitly define what we mean by the theoretically correct
maintenance charge (this is undertaken in Ch. 1 i). By any
definition, so long as it does not identify the amount of the
correct charge with the amount of the actual expenditure,
such a discrepancy will exist. The factors affecting actual ex-
penditures on maintenance are such that the identification of
these two quantities is doubtful. The need for meeting non-
postponable charges in depression and the usual failure of the
financial statement to reveal undermaintenance are two fac-
tors that make for this discrepancy.

The discrepancies in time allocation may be not only cycli-
cal in character; they may be related also to secular movements.
Actual expenditures on maintenance may lag behind the
growth in fixed assets, as has been true for the steam railways.

CAPITAL EXPENDITURES CHARGED TO
INCOME

As we have seen, the income tax law specifically permits the
option of capitalizing or of charging to current operations
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expenditures upon 'intangible' drilling costs of oil and gas
wells. It is less definite with respect to other mines. However,
development expenditures of oil and gas wells constituted
almost three-quarters of total mining development costs in

The proportion of the development costs that are capitalized
to those that are written off immediately has changed. Thus,
in determining the total cost of producing crude petroleum
for 1927—30, the United States Tariff Commission included as
a cost either intangible development charges or amortization
of capitalized development, depending on the practices of the
companies." In continuing the series for 1931—33 the Petro-
leum Administrative Board of the Department of the Interior
consistently used amortization of intangible developments for
fields west of the Mississippi, regardless of actual accounting
practices.78 Individual company reports mention the substi-
tution of the policy of capitalizing development costs (and
writing them off as depletion or depreciation) for the former
policy of charging development costs directly to current ex-
pense. The reason given by most companies, as well as by the
Petroleum Board, is the same, namely, the proration of flush
fields. The more direct effects of the depression upon profits
must also be accorded some weight. In the earlier years of the
period under consideration, the movement was in the reverse
direction, though not as strongly. As a consequence of the
recent changes the practice of charging capital costs directly
to current expense declined in importance.

If capital expenditures that are charged to income moved
with output, the resulting figures would be suitable for use in
economic measures of capital consumption; for they would be

Census of Mines and Quarries. 1919, p. 47. Development costs of timber
properties may be either capitalized or charged to operations (Regulations 74,
Art. 251 and 257), but no figures bearing on this item are available.
77 Crude Petroleum and Its Liquid Refined Products, Report No. 30, Second
Series (1932), pp. 155, 157.

78 Preliminary Report on a Suruey of Crude Petroleum (1934), p. 2.
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expressed in current prices, and they would represent durable
goods used up in current production. To the extent that they
fluctuate differently than production, they are but approxima-
tions to economic measures of capital consumption.

ENTRIES ARISING FROM
RETIREMENT OF FIXED ASSETS

The importance off retirements and abandonments will vary
among industries, depending upon the accounting treatment
of durable capital goods. When the maintenance basis is used
chiefly, as in the case of steam railroad ways and structures, the
charge upon retirement may be equal to. the entire book value
or to a large fraction of it, and will usually be a current charge
on income account. From the economic point of view these
charges belong in a first approximation to current capital
consumption since they are taken, by business men, to repre-
sent durable goods used up in current production. Difficulties
of pricing and timing still remain, but these must be taken
care of, so far as possible, by modifications made to adapt the
first approximation to a final economic measure of capital
consumption.

When depreciation reserves are built up, the retirement
charge will be equal to the difference (if any) between book
value and accrued depreciation, and will sometimes be a
charge on capital account, a capital adjustment. More often.
in depreciation accounting the entire amount of the retire-
ment, regardless of the existence of any undepreciated por-
tion, will be charged to the depreciation reserves. The entry
will thus represent neither an income nor a capital charge
(that is, neither capital consumption nor capital adjustment)
but simply a cancellation of two balance sheet items of op
posite sign.

The charging of retirements to the depreciation reserves is
justified by the use of composite rates of depreciation in which
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errors of. estimate are presumed to balance A weighted
average rate is computed and applied to the total property
account, or several composite rates are used, one for each of
several groups of assets. Of 392 corporations reporting to the
S. E. C. 22 mentioned the use of composite rates of
depreciation. The undepreciated value of property retired is
charged to the depreciation reserve rather than to expense, on
the assumption that there exists an equivalent amount of other
property fully depreciated but still rendering service.

If we may judge from statements on depreciation practices,
79 Errors of estimate arise from variation in the lives of apparently homo-
geneous capital goods. That there is great variation in the lives of capital
goods is indicated by figures derived from data collected by Robley Winfrey
and Edwin B. Kurtz (Life Characteristics of Physical Property [Iowa Engi.
neering Station, Bulletin 103, 1931]; see also Edwin B. Kurtz,
Life Expectancy of Physical Property Based on Mortality Laws [Ronald,
1930]; and Robley Winfrey, Statistical Analyses of Industrial Property Retire-
ments [Iowa Engineering Experiment Station, Bulletin 125, 1935]). Measures
of variation based on these data are presented herewith. (The measure of

RELATIVE VARIATION CROUPS OF PROPERTY
(percentage) (number)

0—10.0
. 4

10.1—20.0 i8
20.1—30.0 21
30.1—40.0 14
40.1—50.0 4
50.1—60.0 2
60.1—70.0 2

Total number 65

variation, half the interquartile range as a percentage of the median, tells us
the range on each side of the median, as a percentage of the latter, within
which half the cases fall.) The relative variation is rather large for most
groups. Much of it is due to difference in environment and operating condi-
tions, as well as to differing rates of use. But the relation between these spe-
cific conditions and the life of a piece of equipment is often not clearly known;
one important reason is the changing character of capital goods arising from
technological progress. Even if known, the individual business enterprise would
find it difficult to forecast operating conditions accurately in every instance.
Often 'standard' rates of depreciation are used, without modification for
specific conditions. When standard rates are not available, the estimates of life
are made by business concerns independently of one another. Depreciation
charges will therefore vary from one concern to another not because of differ-
ences in the character of their assets, or even because of differences in the spe-
cific operating conditions of each company, but because of differences in the
estimate of life.
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retirements are usually charged to depreciation reserves even
when composite rates are not used. This is presumably on a
theory similar to the one underlying the use of composite rates,
namely, that there are some fully depreciated items that are
still rendering service. Of 14 companies reporting their prac-
tice as to retirements; 9 charged loss on retirements to depre-
ciation and 3 to current operating costs or profit and loss; i

charged major items to surplus and minor items to profit and
loss, and i charged retirement losses to a contingency reserve.
One of the 14 companies reported a change in its policy: prior
to 1934 it charged retirements to current costs; after January
1, 1934 it charged them to the depreciation reserve.

Regulations permit charging certain retirements to current
expenses for tax purposes, if so desired.

"When, through some change in business conditions, the use-
fulness in the business of some or all of the capital assets is sud-
denly terminated, so that the taxpayer discontinues the business
or discards such assets permanently from use in such business, he
may claim as a loss for the year in which he takes such action the
difference between the adjusted basis and the salvage value of the
property. This exception to the rule requiring a sale or other dis-
position of property in order to establish a loss requires proof of
some unforeseen cause by reason of which the property has been
prematurely discarded, as, for example, where an increase in the
cost or change in the manufacture of any product makes it neces-
sary to abandon such manufacture, to which special machinery is
exclusively devoted, or where new legislation directly or indirectly
makes the continued profitable use of the property impossible.
This exception does not extend to a case where the useful life of
property terminates solely as a result of those gradual processes
for which depreciation allowances are authorized . . . The ex-
ception applies to buildings only when they are permanently
abandoned or permanently devoted to a radically different use,
and to machinery only when its use as such is permanently
abandoned." 80
From an economic point of view this kind of charge is really
one on capital account. It represents unforeseen obsolescence
and is therefore a capital adjustment.
80 Regulations 77, Art. '73.


