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ECONOMIC ASPECTS OF "LIBERALIZED DEPRECIATION"

CHAPTER I 

INTRODUCTION

D e p r e c ia t io n  I s  a  s u b j e c t  t h a t  a t t r a c t s  c o n s i d e r a b le  

a t t e n t i o n  I n  o u r  con tem po ra ry  s o c i e t y .  Ever s in c e  1909 when 

th e  Supreme C ourt r e c o g n iz e d  d e p r e c i a t i o n » a s  an  ex p en se  o f  

en g ag ing  In  economic a c t i v i t y ,  I t  h a s  been a  t o p i c  o f  d i s ­

c u s s io n  In  th e  l i t e r a t u r e  o f  a c c o u n ta n t s ,  e c o n o m is ts ,  and 

v a r io u s  governm ent a g e n c ie s .

For many b u s in e s s  f i rm s  d e p r e c i a t i o n  I s  a  m a t e r i a l  

o p e r a t in g  e x p e n se .  The t y p i c a l  f i rm  h a s  most o f  I t s  I n v e s t ­

ment I n  p l a n t  and equ ipm en t a n d /o r  In v e n to ry .  I t  I s  n e c e s ­

sa ry  t o  r e c o r d  d e p r e c i a t i o n  to  a c c o u n t  f o r  t h e  u se  o f  p l a n t  

and equ ip m en t.  T h e r e f o r e ,  d e p r e c i a t i o n  a c c o u n tin g  I s  an  Im­

p o r t a n t  c o n ce rn  o f  management. Annual - d e p re c ia t io n  c h a rg e s  

In  th e  U nited  S t a t e s  p r e s e n t l y  exceed  $40 b i l l i o n . ^

The Am erican I n s t i t u t e  o f  C e r t i f i e d  P u b l ic  A ccount­

a n t s  d e f i n e s  d e p r e c i a t i o n  a c c o u n t in g  a s  "a system  o f  a c c o u n t ­

in g  which alm s t o  d i s t r i b u t e  th e  c o s t  ( I t a l i c s  m ine) o r  o t h e r  

b a s i c  v a lu e  o f  t a n g i b l e  c a p i t a l  a s s e t s ,  l e s s  s a lv a g e  ( I f  

a n y ) ,  ov e r  t h e  e s t im a te d  u s e f u l  l i f e  o f  the u n i t  (which may

1
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be a group o f  a s s e t s )  i n  a  s y s te m a t i c  and r a t i o n a l  m anner.

I t  i s  a  p r o c e s s  o f  a l l o c a t i o n ,  n o t  o f  v a l u a t i o n . P r o f e s s o r  

J o e l  Dean h a s  w r i t t e n  t h a t  "nobody can  w r i t e  a n  a c c e p ta b l e  

d e f i n i t i o n  o f  d e p r e c i a t i o n . H o w e v e r ,  th e  above d e f i n i t i o n  

i s  a c c e p t a b l e  to  t h e  I n t e r n a l  Revenue S e rv ic e  and i s  u s e f u l ,  

t h e r e f o r e ,  f o r  income t a x  r e p o r t i n g  a s  w e l l  a s  f o r  f i n a n c i a l  

r e p o r t i n g ,  and w i l l  be u sed  th ro u g h o u t  t h i s  s tu d y .  The 

s tu d y  does n o t  d e a l  d i r e c t l y  w i th  t h e  p r i c e  l e v e l  d e p r e c i a ­

t i o n  c o n t r o v e r s y .

Much o f  t h e  d i s c u s s i o n  c o n c e rn in g  d e p r e c i a t i o n  h a s  

c e n te r e d  a ro u n d  t h e  m ethodology  o f  r e c o r d i n g  d e p r e c i a t i o n .

W ith t h e  e x c e p t io n  o f  " c e r t i f i c a t e s  o f  n e c e s s i t y "  t h e  s t r a i g h t  

l i n e  method o f  r e c o r d in g  d e p r e c i a t i o n  was employed a lm o s t  ex ­

c l u s i v e l y  by b u s in e s s  f i rm s  i n  t h e  U n ited  S t a t e s  from 1909 

t o  195 4 . I n  1954  t h e r e  was a  m a jo r  change i n  t h e  d e p r e c i ­

a t i o n  m ethods b e in g  a u th o r i z e d  by t h e  I n t e r n a l  Revenue Code 

o f  19 5 4 . T hese  m ethods were t h e  " d e c l in i n g  b a la n c e "  method 

and th e  "sum o f  t h e  y e a r s  -  d i g i t s "  m e th o d .^  S in ce  1954 

changes  i n  d e p r e c i a t i o n  p o l i c y  have  been  moving i n  t h e  d i ­

r e c t i o n  o f  more l i b e r a l  a l lo w a n c e s .

The term  " l i b e r a l i z e d  d e p r e c i a t i o n "  i s  r e f e r r e d  to  

th ro u g h o u t  t h i s  s tu d y .  The w r i t e r  d e f i n e s  t h i s  te rm  as  em­

b r a c i n g  any method o f  a c c e l e r a t e d  d e p r e c i a t i o n  w h e th e r  i n  

t h e  form o f  " c e r t i f i c a t e s  o f  n e c e s s i t y "  o r  one o f  t h e  two 

a c c e l e r a t e d  m ethods c i t e d  above. T h e r e fo r e ,  when th e  term  

i s  u se d  i n  t h e  s tu d y  i t  c o n n o te s ,  i n  g e n e r a l ,  h i g h e r



3
d e p r e c i a t i o n  c h a r g e s  th a n  would be t h e  case  u n d e r  s t r a i g h t  

l i n e  d e p r e c i a t i o n .

" L i b e r a l i z e d  d e p r e c i a t i o n "  may have d i f f e r e n t  im p l i ­

c a t i o n s  f o r  t h e  f i rm  based  on t h e  s i z e  and o r g a n i z a t i o n  o f  

th e  f i r m .  Most o f  th e  a n a l y s i s  o f  t h i s  s tu d y  i s  r e l e v a n t  

f o r  b o th  l a r g e  f i r m s  and sm a ll  f i r m s ,  b u t  m a jo r  em phasis  i s  

d e v o te d  t o  t h e  r e l a t i o n s h i p  o f  " l i b e r a l i z e d  d e p r e c i a t i o n "  to  

f i rm s  w i th  s u b s t a n t i a l  in v e s tm e n t  i n  p l a n t  and equ ipm en t. 

T hroughout m ost o f  t h e  s tu d y  t h e  c o rp o r a te  form o f  b u s in e s s  

i s  assum ed.

S in c e  1954  t h e  l i t e r a t u r e  h a s  been  r e p l e t e  w i th  a r ­

t i c l e s  d i s c u s s i n g  " l i b e r a l i z e d  d e p r e c i a t i o n . "  T here  have 

a l s o  been s e v e r a l  lo n g e r  s t u d i e s  s in c e  1954. Some o f  them 

have  been  i n  t h e  form o f  t h e s e s  and d i s s e r t a t i o n s .  Most o f  

t h e s e  a r t i c l e s  and s t u d i e s  have d e a l t  w i th  t h e  t im e  d i s c o u n t  

g a in  t h a t  i s  p ro v id e d  to  th e  f i rm  by em ploying  " l i b e r a l i z e d  

d e p r e c i a t i o n "  i n  t h e  form o f  income t a x  s a v in g s .  I n  t h i s  

s tu d y  t h e  w r i t e r  exam ines t h i s  f e a t u r e  o f  " l i b e r a l i z e d  d e p re ­

c i a t i o n "  b u t  t h e  s tu d y  i s  n o t  r e s t r i c t e d  t o  t h i s  f e a t u r e .

The a v a i l a b i l i t y  o f  " l i b e r a l i z e d  d e p r e c i a t i o n "  may a f f e c t  

many m a n a g e r ia l  d e c i s i o n s  such a s  in v e s tm e n t ,  p ro d u c t  p r i c ­

i n g ,  and d iv id e n d  p o l i c y .  A lso ,  t h e r e  may b e  a r e l a t i o n s h i p  

be tw een  " l i b e r a l i z e d  d e p r e c i a t i o n "  and economic g row th .

These r e l a t i o n s h i p s ,  and o t h e r s ,  a re  exam ined i n  t h i s  s tu d y .

The s tu d y  b e g in s  by t r a c i n g  t h e  e v o l u t i o n  o f  d e p re ­

c i a t i o n  p r a c t i c e s  i n  th e  U nited  S t a t e s .  I n  o r d e r  to  p ro v id e
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a  f o u n d a t io n  f o r  d ev e lopm en ts  i n  th e  U n i te d  S t a t e s  some 

e a r l y  econom ic and a c c o u n t in g  w r i t i n g s  d e a l in g  w i th  d e p re ­

c i a t i o n  a r e  re v ie w ed  b r i e f l y .  Toward t h e  t u r n  o f  th e  t w e n t i ­

e t h  c e n tu ry  d e p r e c i a t i o n  began t o  have  s i g n i f i c a n c e  i n  th e  

U n ited  S t a t e s .  M ajor e v e n ts  i n  th e  f o r m u la t io n  o f  d e p r e c i a ­

t i o n  p o l i c y  from t h e  e a r l y  p a r t  o f  th e  c e n tu r y  t o  th e  p r e s e n t  

t im e  a r e  exam ined i n  some d e t a i l .  P a r t i c u l a r  em phasis  i s  

d e v o te d  to  t h e  developm ent o f  " l i b e r a l i z e d  d e p r e c i a t i o n "  

p r a c t i c e s .  T h is  s e c t i o n  o f  th e  s tu d y  c l o s e s  w i th  an exam­

i n a t i o n  o f  1962 amendments to  t h e  i n t e r n a l  rev en u e  code 

which may a f f e c t  d e p r e c i a t i o n  p r a c t i c e s  i n  th e  f u t u r e .

C h a p te r  I I I  o f  th e  s tu d y  i s  d e v o te d  to  an  a n a l y s i s  

o f  f i v e  e m p i r i c a l  s t u d i e s  c o n c e rn in g  t h e  u se  o f  " l i b e r a l i z e d  

d e p r e c i a t i o n "  by b u s in e s s  f i rm s  s in c e  1954. The s t u d i e s  

d e a l  w i th  d e p r e c i a t i o n  p r a c t i c e s  f o r  v a r i o u s  i n d u s t r i e s .  Of 

p a r t i c u l a r  s i g n i f i c a n c e  i s  t h e  T re a su ry  D epartm ent s tu d y  

w hich  was co n d u c ted  j o i n t l y  by th e  T re a s u ry  D epartm ent and 

th e  Sm all B u s in e s s  A d m in i s t r a t io n .  The r e s u l t s  o f  th e  

s t u d i e s  a r e  summarized a t  th e  end o f  t h e  c h a p t e r .

The s tu d y  n e x t  c o n ce rn s  i t s e l f  w i th  th e  r e l a t i o n s h i p  

o f  " l i b e r a l i z e d  d e p r e c i a t i o n "  to  in v e s tm e n t  d e c i s i o n s  o f  th e  

f i r m .  I n  t h i s  c h a p te r  th e  r e l a t i o n s h i p  o f  " l i b e r a l i z e d  de­

p r e c i a t i o n "  t o  con tem porary  q u a n t i t a t i v e  m ethods t h a t  a re  

a v a i l a b l e  t o  management t o  a s s i s t  i n  e v a l u a t i n g  a l t e r n a t i v e  

in v e s tm e n t  p r o p o s a l s  i s  exam ined. The c o n te n t io n  t h a t  th e  

b e n e f i t s  d e r iv e d  from em ploying " l i b e r a l i z e d  d e p r e c i a t i o n "
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a r e  l o s t  i n  th e  lo n g  run  i s  a l s o  examined i n  C h a p te r  IV. The 

t im e  d i s c o u n t  g a in  f e a t u r e  o f  " l i b e r a l i z e d  d e p r e c i a t i o n "  i s  

i l l u s t r a t e d  by com puting a l t e r n a t i v e  p r e s e n t  v a lu e s  f o r  d i f ­

f e r e n t  d e p r e c i a t i o n  m ethods. Payback p e r io d  a n a l y s i s  i s  a l s o  

p r e s e n te d  i n  C h a p te r  IV, a lo n g  w i th  d i f f e r e n t  m ethods o f  

com puting r a t e  o f  r e t u r n ,  w i th  p a r t i c u l a r  em ph as is  on th e  r e ­

l a t i o n s h i p  o f  " l i b e r a l i z e d  d e p r e c i a t i o n " .to  t h e s e  t r a d i t i o n a l  

in v e s tm e n t  e v a l u a t i o n  t o o l s .

In  e v a l u a t i n g  th e  im pact " l i b e r a l i z e d  d e p r e c i a t i o n "  

may have  on m a n a g e r ia l  d e c i s i o n s ,  such  a s  in v e s tm e n t  de­

c i s i o n s ,  th e  w r i t e r  assum es t h a t  q u a n t i t a t i v e  a n a l y s i s  i s  

employed by management t o  f a c i l i t a t e  t h e  d e c i s i o n  making 

p r o c e s s .  H is  a n a l y s i s  i s  b a sed  on q u a n t i t a t i v e  c o n s id e r a ­

t i o n s .  However, t h e  p o i n t  i s  made t h a t  l i t t l e  i s  known 

abo u t t h e  w e ig h t  management g iv e s  t o  n o n - q u a n t i t a t i v e  f a c t o r s  

such a s  i n t u i t i o n  when making m a n a g e r ia l  d e c i s i o n s .  In  

C h ap te r  IV th e  r e l a t i o n s h i p  betw een " l i b e r a l i z e d  d e p r e c i a ­

t i o n , "  c a p i t a l  f o r m a t io n ,  and economic grow th  i s  a l s o  ex­

am ined.

I n  t h e  l a s t  c h a p te r  th e  r e l a t i o n s h i p  o f  " l i b e r a l i z e d  

d e p r e c i a t i o n "  t o  m a n a g e r ia l  d e c i s i o n s  o t h e r  th a n  in v e s tm e n t  

d e c i s i o n s  i s  exam ined. S p e c i f i c  m a n a g e r ia l  d e c i s i o n s  ex­

amined i n  th e  c h a p t e r  a re  p ro d u c t  p r i c i n g ,  d iv id e n d  p o l i c y ,  

and wage n e g o t i a t i o n s .  I n  t h e  p ro d u c t  p r i c i n g  s e c t i o n  o f  t h e  

c h a p te r  th e  developm ent o f  m icro  economic p r i c e  t h e o r i e s  i s  

re v ie w e d .  U sing  th e  c o s t  p l u s  p r i c i n g  th e o r y  a s  a  p o i n t  o f



6
d e p a r t u r e ,  con tem pora ry  v a r i a t i o n s  o f  c o s t  p l u s  p r i c i n g  are 

exam ined t o  e s t a b l i s h  t h e  r e l a t i o n s h i p  o f  " l i b e r a l i z e d  de­

p r e c i a t i o n "  to  p r o d u c t  p r i c i n g .  E m p i r i c a l  s t u d i e s  d e a l i n g  

w i th  d iv id e n d  p o l i c y  a r e  c i t e d  i n  C h a p te r  V. The r e l a t i o n ­

sh ip  o f  d iv id e n d  p o l i c y  to  e a r n i n g s  i s  exam ined . S in c e  em­

p lo y in g  " l i b e r a l i z e d  d e p r e c i a t i o n "  a f f e c t s  e a r n in g s  t h e  r e ­

l a t i o n s h i p  be tw een  " l i b e r a l i z e d  d e p r e c i a t i o n "  and d iv id e n d  

p o l i c y  i s  exam ined . Employing " l i b e r a l i z e d  d e p r e c i a t i o n "  

m in im izes  incom e t a x  f low s and makes more fu n d s  a v a i l a b l e  

f o r  d i s t r i b u t i o n  i n  t h e  form o f  c a s h  d i v id e n d s .  An im p o r ta n t  

c o n s i d e r a t i o n  i n  wage n e g o t i a t i o n s  i s  t h e  f i r m ' s  " a b i l i t y  to  

p a y ."  L ab o r  c a s e s  d e a l i n g  w i th  " a b i l i t y  t o  pay" a r e  p r e ­

s e n te d  i n  C h a p te r  V. R e fe re n c e  i s  made to  t h e  r e l a t i o n s h i p  

o f  " l i b e r a l i z e d  d e p r e c i a t i o n "  to  p r o f i t s  which become th e  

b a s i s  f o r  t h e  f i r m ' s  " a b i l i t y  to  p a y ."

I n  a d d i t i o n  t o  exam in ing  t h e  r e l a t i o n s h i p  o f  " l i b e r ­

a l i z e d  d e p r e c i a t i o n "  to  th e  m a n a g e r ia l  d e c i s i o n s  l i s t e d  above, 

t h e  w r i t e r  a l s o  exam ines t h e  im p a c t  o f  " l i b e r a l i z e d  d e p r e c i ­

a t i o n "  on t h e  f i n a n c i a l  s t a te m e n t s  o f  t h e  f i rm  i n  C h a p te r  7 .

A c o n t r o v e r s i a l  p rob lem  t h a t  h a s  a r i s e n  a s  a  r e s u l t  o f  some 

f i r m s  em ploy ing  " l i b e r a l i z e d  d e p r e c i a t i o n "  f o r  income t a x  r e ­

p o r t i n g  and s t r a i g h t  l i n e  d e p r e c i a t i o n  f o r  f i n a n c i a l  r e p o r t ­

in g  (incom e t a x  a l l o c a t i o n )  i s  exam ined b r i e f l y .  A ls o ,  the 

r e l a t i o n s h i p  o f  " l i b e r a l i z e d  d e p r e c i a t i o n "  to  p r o v id in g  

fu n d s  f o r  r e p la c e m e n t  and e x p a n s io n  o f  p l a n t  and equipm ent 

i s  exam ined . The c o n te n t i o n  t h a t  r e c o r d i n g  d e p r e c i a t i o n  in
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I t s e l f  p r o v id e s  f o r  re p la c e m e n t  o f  p l a n t  and equ ipm ent i s  

a n a ly z e d  i n  t h e  c h a p t e r .  F i n a l l y  " l i b e r a l i z e d  d e p r e c i a t i o n "  

and  th e  " c o s t  p r i n c i p l e "  o f  a c c o u n t in g  a r e  d i s c u s s e d .
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t i o n :  New Y ork: Am erican I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  Ac­
c o u n t a n t s ,  1 9 6 1 ) ,  p .  21 .
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^C om parisons o f  t h e s e  two " l i b e r a l i z e d  d e p r e c i a t i o n "  
m ethods w i th  th e  s t r a i g h t  l i n e  method a re  p r e s e n te d  i n  s e v e r a l  
t a b l e s  i n  C h a p te r  IV.
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CHAPTER II

EVOLUTION OF DEPRECIATION PRACTICE 

IN THE UNITED STATES

Concept o f  D e p r e c ia t io n  I n  E a r ly  Economic 
and A ccoun ting  W r i t in g s

A lthough t h e r e  was p ro b a b ly  some aw areness  o f  th e  

phenomena o f  d e p r e c i a t i o n  d u r in g  t h e  M iddle  Ages, i t  was 

d u r in g  t h e  p e r io d  o f  e a r l y  modern t im e s  t h a t  d i r e c t  r e f e r ­

e n c e s  to  t h e  co n cep t  began  to  a p p e a r  i n  t h e  l i t e r a t u r e .

E co n o m is ts . — B efo re  1750 m ost p e o p le  were engaged i n  

a c t i v i t y  a s s o c i a t e d  w i th  th e  l a n d .  Land and l a b o r  w ere  con­

s i d e r e d  t o  be t h e  m ost im p o r ta n t  f a c t o r s  o f  p r o d u c t io n .  

Q uesnay, and o t h e r  p h y s i o c r a t s ,  " t r e a t e d  a g r i c u l t u r e  a s  th e  

o n ly  t r u l y  p ro d u c t iv e  o c c u p a t io n  by v i r t u e  o f  th e  f a c t  t h a t  

i t  was t h e  on ly  one r e t u r n i n g  more to  p ro d u c e r s  th a n  t h e i r  

in v e s tm e n t  o f  c a p i t a l  and l a b o r ,  a c t u a l l y  y i e l d i n g  them a  

n e t  income ( 'p r o d u i t  n e t ' )  t h a t  r e p r e s e n t e d  th e  f r e e  c o n t r i ­

b u t io n  o f  n a t u r e . "1 The n o n a g r i c u l t u r a l  o c c u p a t io n s  were 

s t e r i l e  becau se  th e y  d id  no more th a n  r e t u r n  t h e i r  c o s t s ,  a c ­

c o rd in g  t o  th e  p h y s i o c r a t s .  T h is  d o c t r i n e  was an  e x p r e s s io n  

o f  t h e  economic and s o c i a l  e n v iro n m en t  o f  t h e  e a r l y  e i g h t ­

e e n th  c e n tu r y .

9
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B eg inn ing  i n  th e  1 7 5 0 ' s  t h e r e  began to  be a  s i g n i f i ­

c a n t  i n c r e a s e  i n  a g r i c u l t u r a l  p r o d u c t io n  a s  a r e s u l t  o f  com­

b in in g  te c h n o lo g y  and c a p i t a l .  E n t r e p r e n e u r s h ip  and c a p i t a l  

began  t o  be c o n s id e r e d  e q u a l ly  im p o r t a n t  f a c t o r s  o f  p ro ­

d u c t i o n .  Large c a p i t a l  in v e s tm e n ts  i n  im provem ents o f  a g r i ­

c u l t u r a l  la n d  and im plem ents  c o n t r i b u t e d  to  r a i s i n g  th e  

p r o d u c t i v i t y  o f  a g r i c u l t u r e .  P h y s i o c r a t s  began  to  em phasize  

t h e  r o l e  o f  c a p i t a l  i n  t h e i r  d o c t r i n e s . ^

J .B .  Say, and o t h e r s ,  have  n o te d  t h a t  the  t r a n s i t i o n  

from l a b o r  to  power d r i v e n  m ach ine ry  was a  g ra d u a l  p r o c e s s . 3 

They em phasize  t h a t  i n e r t i a  on t h e  p a r t  o f  s o c i e t i e s  ten d e d  

t o  make t h e  i n t r o d u c t i o n  o f  m ach ine ry  p ro c e e d  a t  a  slow p a c e .  

R e fe re n c e  i s  made to  th e  c o n s i d e r a b le  l a g  between t h e  i n t r o ­

d u c t io n  o f  new m ach ines  and t h e i r  u se  i n  t h e  p ro d u c t io n  p r o c ­

e s s .  By th e  n i n e t e e n t h  c e n t u r y ,  how ever, m ain t r e n d s  o f  th e  

I n d u s t r i a l  R e v o lu t io n  became c l e a r l y  e s t a b l i s h e d .  As a  r e ­

s u l t  o f  t h e  t r a n s i t i o n  from l a b o r  to  p o w e r-d r iv e n  m ach ine ry  

c a p i t a l  was a  dom inan t f a c t o r  i n  i n d u s t r i a l  p r o d u c t io n .

From t h e  t im e  o f  Adam Sm ith t o  t h e  p r e s e n t  e co n o m is ts  

hav e  p la c e d  g r e a t  em phasis  on t h e  need  f o r  c a p i t a l  accum ula­

t i o n  a s  a  means o f  i n c r e a s i n g  o u tp u t  and im proving  l i v i n g  

c o n d i t i o n s .  The i n t e r e s t  i n  t h e  a c c u m u la t io n  and m ain ten a n ce  

o f  c a p i t a l  n e c e s s i t a t e d  a r e c o g n i t i o n  o f  t h e  l im i t e d  d u ra ­

b i l i t y  o f  c a p i t a l ,  which in v o lv e s  r e c o g n i t i o n  o f  t h e  c o n ce p t  

o f  d e p r e c i a t i o n .  Adam Sm ith  a l l u d e d  to  th e  co n cep t o f  

d e p r e c i a t i o n  i n  th e  "W ealth o f  N a t io n s "  when d i s c u s s in g  th e
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a c c u m u la t io n  and d im in u t io n  o f  c a p i t a l . ^  A g e n e r a t i o n  l a t e r

David R ica rd o  w ro te ;

I n  ev e ry  s o c i e t y  th e  c a p i t a l  which i s  employed i n  p ro ­
d u c t io n ,  i s  n e c e s s a r i l y  o f  l i m i t e d  d u r a b i l i t y .  The 
food  and c l o t h i n g  consumed by th e  l a b o u r e r ,  t h e  b u i l d ­
in g s  i n  w hich h e  w orks , t h e  im plem ents w i th  w hich  h i s  
l a b o r  i s  a s s i s t e d ,  a r e  a l l  o f  a p e r i s h a b l e  n a t u r e .
There i s  how ever a  v a s t  d i f f e r e n c e  i n  t h e  t im e  f o r  
which t h e s e  d i f f e r e n t  c a p i t a l s  w i l l  e n d u re ;  a  steam 
e n g in e  w i l l  l a s t  l o n g e r  t h a n  a  s h i p ,  a  s h ip  th a n  th e  
c l o t h i n g  o f  t h e  l a b o u r e r ,  and th e  c l o t h i n g  o f  th e  
l a b o u r e r  lo n g e r  th a n  th e  food  which he c o n s u m e s . 5

To f a c i l i t a t e  a  d i s t i n c t i o n  betw een u s e f u l  l i v e s  o f  

c a p i t a l  R ica rd o  fo rm u la te d  h i s  dichotom y o f  f i x e d  and c i r c u ­

l a t i n g  c a p i t a l .  R ica rd o  d e f in e d  c i r c u l a t i n g  c a p i t a l  a s  cap­

i t a l  t h a t  i s  r a p i d l y  p e r i s h a b l e  and r e q u i r e s  f r e q u e n t  r e ­

p l e n i s h i n g .  R ic a rd o  d e f in e d  c a p i t a l  t h a t  i s  d u r a b le  and does 

n o t  have t o  be r e p l e n i s h e d  f r e q u e n t ly  a s  f i x e d  c a p i t a l .  I n  

con tem porary  te rm in o lo g y  c i r c u l a t i n g  c a p i t a l  c o u ld  be d e s ­

ig n a te d  w ork ing  c a p i t a l ,  and f i x e d  c a p i t a l  c o u ld  be d e s i g ­

n a te d  p l a n t  and eq u ip m en t.

A no ther  e a r l y  e c o n o m is t ,  Nassau S e n io r ,  r e c o g n iz e d  

th e  c o n ce p t  o f  d e p r e c i a t i o n  when he c o n v e r te d  th e  l a b o r  

th e o ry  o f  v a lu e  i n t o  a  c o s t  o f  p r o d u c t io n  th e o ry  o f  v a lu e .

By making c a p i t a l  a  f a c t o r  o f  p ro d u c t io n  th e  c o n ce p t  o f  r e ­

p lacem en t o f  l o n g - l a s t i n g  equipm ent was s u g g e s te d .  There 

was a  need  to  m a in ta in  th e  p r o d u c t i v i t y  o f  c a p i t a l .  In  con­

tem porary  t e rm in o lo g y ,  t h e r e  was a  need f o r  r e c o r d in g  d e p re ­

c i a t i o n .

John S t u a r t  M i l l  d e v o te d  a c h a p te r  i n  h i s  P r i n c i p l e s  

o f  P o l i t i c a l  Economy t o  a  d i s c u s s i o n  o f  t h e  d i s t i n c t i o n
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betw een  f i x e d  «-nd c i r c u l a t i n g  c a p i t a l . ^  He re c o g n iz e d  th e  

need  f o r  m a in t a in in g  f i x e d  c a p i t a l  I n t a c t .  To u se  h i s  w ords, 

" th e y  ( im p lem en ts  and b u i l d i n g s )  r e q u i r e ,  a t  i n t e r v a l s ,  p a r ­

t i a l  ren ew a l by means o f  r e p a i r s ,  and a r e  a t  l a s t  e n t i r e l y  

worn o u t ,  and c a n n o t  be o f  any s e r v i c e  a s  b u i l d i n g s  and im­

p le m e n t s . " ?  M i l l  a l s o  re c o g n iz e d  t h a t  f i x e d  c a p i t a l  sh o u ld  

p r o v id e  a r a t e  o f  r e t u r n  to  i t s  owner when h e  o b se rv e d ,  "The 

m achine  answ ers  t h e  p u rp o se  o f  i t s  owner i f  i t  b r in g s  i n ,  

d u r in g  each  i n t e r v a l  o f  t im e ,  enough to  c o v e r  th e  expense  o f  

r e p a i r s ,  and th e  d e t e r i o r a t i o n  i n  v a lu e  w hich  th e  m achine 

h a s  s u s t a i n e d  d u r i n g  t h e  same t im e ,  w i th  a s u r p l u s  s u f f i c i e n t  

t o  y i e l d  th e  o r d i n a r y  p r o f i t  on th e  e n t i r e  v a lu e  o f  th e  ma­

c h in e ." ®

W ri t in g  to w ard  th e  end o f  th e  n i n e t e e n t h  c e n tu ry  

A l f r e d  M a rsh a l l  a l s o  re c o g n iz e d  th e  c o n ce p t  o f  d e p r e c i a t i o n . 9 

He su g g e s te d  t h e  term  consum ption  c a p i t a l  i n  l i e u  o f  c i r c u ­

l a t i n g  c a p i t a l  and  a u x i l i a r y  o r  i n s t r u m e n t a l ,  c a p i t a l  i n  l i e u  

o f  f i x e d  c a p i t a l .  M a rs h a l l  emphasized th e  t r a n s i t i o n  to  a 

s o c i a l  view o f  c a p i t a l  a s  opposed to  an i n d i v i d u a l  view .

U n t i l  t h e  end o f  t h e  n i n e t e e n t h  c e n tu r y  eco n o m is ts  

i n  g e n e r a l  were n o t  s p e c i f i c a l l y  concerned  w i th  fo rm ulae  f o r  

v a r i o u s  m ethods o f  d e p r e c i a t i n g  c a p i t a l  a s s e t s .  D uring  t h e  

t w e n t i e t h  c e n tu ry  d e p r e c i a t i o n  m ethodology h a s  become a 

t o p i c  o f  d i s c u s s i o n  i n  economic l i t e r a t u r e .  P a r t i c u l a r l y  

s in c e  1954  e c o n o m is ts  have  had more and more t o  say abou t th e  

c o n c e p t  o f  d e p r e c i a t i o n .  For exam ple, i n  h i s  Economic I s s u e s
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o f  t h e  1960*8 A lv in  Hansen d i s c u s s e s  d e p r e c i a t i o n  i n  s e v e r a l  

p l a c e s .  P r o f e s s o r  Hansen a p p e a rs  to  be p a r t i c u l a r l y  im­

p r e s s e d  w i th  th e  p o s s i b i l i t i e s  o f  " c o u n t e r - c y c l i c a l  a c c e l e r ­

a t e d  d e p r e c i a t i o n . "10 A d d i t io n a l  con tem porary  r e f e r e n c e s  to  

d e p r e c i a t i o n  by e c o n o m is ts  w i l l  be n o te d  l a t e r  i n  t h i s  s tu d y .

A c c o u n ta n ts . — A p r o p r i e t o r ' s  view o f  d e p r e c i a t i o n  i s  

r e f e r r e d  to  i n  s e v e r a l  e a r l y  bookkeep ing  t e x tb o o k s .  In  1588 

a t e x t  by John M e l l i s  r e f l e c t e d  th e  fo l lo w in g  e n t r y  on th e  

d e b i t  s id e  o f  th e  p r o f i t - a n d - l o s s  a c c o u n t:

More XI Xs. f o r  so much l o s t  by decay  h o u se h o ld e  
s t u f f  a s  in  C r e d i t o r  ( 0 6 ) . . . 1 0  10 0^1

S e v e n te e n th  c e n tu r y  d e p r e c i a t i o n  p r a c t i c e s  may be

i l l u s t r a t e d  by th e  f o l lo w in g  exam ple t a k e n  from a  bookkeeping

t e x t  w r i t t e n  i n  1683 by S tep h en  M onteage:

On th e  d e b i t  s id e  o f  t h e  l o s s - a n d - g a i n  a c c o u n t  i s  th e  
e n t r y :  "To H orses  im p a ire d  by a y e a r ' s  u se  - 6 :  -  : - . "
On a n o th e r  page th e  a c c o u n t  f o r  cows shows an  open in g  
p r i c e  o f  4 e a c h ,  a  l a t e r  p u rc h a s e  a t  5 s .  l i d .  each  and 
a  b a la n c e  re m a in in g  w hich i s  p r i c e d  a t  4 s .  5d . e a c h .
T h is  in v e n to r y  p r i c e  i s  s l i g h t l y  above th e  p r i c e  a t  th e  
open ing  b u t  below an  a v e ra g e  p r i c e .  So i t  would seem 
t h a t  th e  c lo s in g  p r i c e  was p ro b a b ly  made somewhat 
h i g h e r  by r e a s o n  o f  t h e  m ost r e c e n t  p u rc h a se  and y e t  
low enough to  r e p r e s e n t  a  r e d u c t i o n  i n  v a lu e  f o r  th e  
an im a ls  owned th ro u g h o u t  t h e  y e a r .  I n  t h e  sheep  ac ­
c o u n t ,  how ever, t h e  b a la n c e  ( i n v e n to r y )  was p r i c e d  a t  
t h e  same f i g u r e  a s  a t  t h e  o p e n in g  o f  t h e  a c c o u n t .  P e r ­
h a p s  sh e ep ,  n o t  b e in g  s e r v i c e  a n im a ls ,  were n o t  con­
s id e r e d  as  h a v in g  any " l o s s  by u s e ." 1 2

E ig h te e n th  c e n tu r y  d e p r e c i a t i o n  p r a c t i c e s  may be i l ­

l u s t r a t e d  by John M a i r ' s  Bookkeeping M e th o d iz 'd  ( 5 th  e d i t i o n ,

1 7 5 7 ):
A ccounts o f  s h i p s ,  h o u s e s ,  o r  o t h e r  p o s s e s s io n s  . . 
c o n ta in ,  upon th e  D r. s i d e ,  what th e y  c o s t  a t  f i r s t .
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o r  a re  v a lu e d  a t ,  w i th  a l l  c h a rg e s ,  such  a s  r e p a i r s ,  
o r  o t h e r  e x p e n se s  l a i d  o u t  upon them . The C r. s i d e  
c o n ta in s ,  ( i f  any t h i n g  be w r i t  upon i t ) ,  e i t h e r  what 
th e y  a r e  s o ld  o r  exchanged  f o r ,  o r  t h e  p r o f i t s  a r i s i n g  
from them ; such  a s ,  f r e i g h t ,  r e n t ,  e t c .  H ere t h e r e  a r è  
t h r e e  c a s e s .  1 s t ,  I f  n o th in g  be w r i t t e n  upon t h e  Cr. 
s i d e ,  i t  i s  c lo s e d ,  by b e in g  c r e d i t e d  by B a la n c e .
2 d ly ,  I f  t h e  C r. s i d e  be f i l l e d  up , w i th  t h e  p r i c e  o f  
t h e  s h ip ,  h o u s e ,  e t c .  s o l d ,  o r  o th e r w is e  d i s p o s e d  o f ,  
th e n  th e  d i f f e r e n c e  o f  th e  s id e s  i s  t h e  g a in  o r  l o s s  
made upon th e  s a l e ;  and th e  accompt i s  c lo s e d ,  by b e in g  
d e b i t e d  o r  c r e d i t e d  to  o r  by P r o f i t  and  L o ss .  3 d ly ,
I f  th e  C r. s i d e  c o n t a i n  on ly  t h e  f r e i g h t  o r  r e n t ;  i n  
t h i s  c a se  f i r s t  c h a rg e  t h e  s h ip ,  h o u se ,  e t c .  D r. to  
P r o f i t  and L o ss ,  f o r  th e  f r e i g h t  o r  r e n t ;  and th e n  
c lo s e  t h e  accompt w i th  B a l a n c e .

By th e  n i n e t e e n t h  c e n tu ry  th e  r e c o g n i t i o n  o f  d e p re ­

c i a t i o n  by th e  i n v e n t o r y  method was w id e ly  s u g g e s te d  i n  ac ­

c o u n t in g  l i t e r a t u r e .  The r a i l r o a d  movement i n  th e  U n ited  

S t a t e s  d u r in g  th e  n i n e t e e n t h  c e n tu ry  c r e a t e d  a  need  f o r  th e  

re f in e m e n t  o f  d e p r e c i a t i o n  c o n c e p ts .  I t  was d u r in g  t h e  r a i l ­

ro a d  e r a  t h a t  management began to  become aware o f  t h e  r e ­

l a t i o n s h i p  o f  d e p r e c i a t i o n  to  n e t  incom e. In  I 8 4 l ,  f o r  ex­

am ple , th e  A m ericans R a i l r o a d  J o u rn a l  " re p ro d u c e d  an  a r t i c l e  

'f ro m  th e  E n g l i s h  R a ilw ay  M agazine ' i n  w hich  em phasis  i s  

g iv e n  t o  t h e  n e c e s s i t y  f o r  c a r e f u l l y  and p e r i o d i c a l l y  a s c e r ­

t a i n i n g  ' t h e  p r e c i s e  c o m p a ra t iv e  d e g re e  o f  wear and t e a r '  so 

t h a t  o n ly  b o n a - f i d e  n e t  income would be a p p o r t io n e d  to  s to c k ­

h o l d e r s . " ^ ^

The r e a l  im p e tu s  f o r  improvements i n  d e p r e c i a t i o n  a c ­

c o u n t in g  emerged w i th  t h e  grow th o f  c o r p o r a t io n s  i n  th e  

e a r l y  p a r t  o f  t h e  t w e n t i e t h  c e n tu ry .  The g row th  o f  c o rp o ra ­

t i o n s  w i th  d i v e r s e  o w n ersh ip  and l i m i t e d  l i a b i l i t y  c r e a t e d  

a d d i t i o n a l  n e ed s  f o r  more m ean in g fu l  c a l c u l a t i o n s  o f  n e t
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p r o f i t .  A ls o ,  t h e  em ergence o f  th e  c o r p o r a t i o n  m eant ad ­

d i t i o n a l  in v e s tm e n t  i n  c a p i t a l  equipm ent w i th  lo n g  u s e f u l  

l i v e s .  These two f a c t o r s — t h e  need  f o r  a  more m e a n in g fu l  

m easure  o f  n e t  p r o f i t  and th e  u se  o f  c a p i t a l  equ ipm ent w i th  

lo n g  u s e f u l  l i v e s  p ro v id e d  th e  b a s i s  f o r  t h e  deve lop m en t o f  

d e p r e c i a t i o n  a c c o u n t in g  a s  we know i t  to d a y .

I n  1909 t h e  Supreme C ourt r e c o g n iz e d  d e p r e c i a t i o n  a s  

an  o p e r a t in g  e x p e n se .  I n  r e n d e r in g  a d e c i s i o n  i n  C i ty  o f  

K n o x v i l le  v s .  K n o x v i l le  W ater Company th e  C o urt  h e l d  t h a t  

t h e  K n o x v i l le  W ater Company was e n t i t l e d  t o  c o n s i d e r  d e p re ­

c i a t i o n  i n  t h e  d e te r m i n a t i o n  o f  n e t  incom e. The r a t e  o f  r e ­

t u r n  sh o u ld  be computed a f t e r  d e d u c t in g  d e p r e c i a t i o n  a c c o rd ­

in g  to  th e  m a j o r i t y  o p in io n  o f  t h e  C o u r t .  I n  w r i t i n g  th e  

o p in io n  th e  C ourt o b se rv e d :

A w a te r  p l a n t ,  w i th  a l l  i t s  a d d i t i o n s ,  b e g in s  t o  de­
p r e c i a t e  i n  v a lu e  from t h e  moment o f  i t s  u s e .  B e fo re  
coming to  th e  q u e s t i o n  o f  p r o f i t  a t  a l l  t h e  company i s  
e n t i t l e d  to  e a r n  a  s u f f i c i e n t  sum a n n u a l ly  to  p ro v id e  
n o t  o n ly  f o r  c u r r e n t  r e p a i r s  b u t  f o r  m aking good th e  
d e p r e c i a t i o n  and r e p l a c i n g  t h e  p a r t s  o f  t h e  p r o p e r t y  
when th e y  come to  t h e  end o f  t h e i r  l i f e .  The company 
i s  n o t  bound to  se e  i t s  p r o p e r ty  g r a d u a l ly  w a s te ,  w i th ­
o u t  m aking p r o v i s i o n  o u t  o f  e a rn in g s  f o r  i t s  r e p l a c e ­
m en t. I t  i s  e n t i t l e d  to  se e  t h a t  from e a r n in g s  i t s  
v a lu e  o f  t h e  p r o p e r t y  i n v e s t e d  i s  k e p t  u n im p a i re d ,  so 
t h a t  a t  t h e  end o f  any g iv e n  term  o f  y e a r s  t h e  o r i g i n a l  
in v e s tm e n t  re m a in s  a s  i t  was a t  th e  b e g i n n i n g .

The em ergence o f  th e  income t a x  a s  an im p o r ta n t  so u rc e  

o f  rev e n u e  i n  th e  U n i te d  S t a t e s  and th e  c o n seq u e n t  need  f o r  

a  c l e a r  c o n c e p t  o f  income c o n t r i b u t e d  to  t h e  s i g n i f i c a n c e  o f  

t h e  c o n c e p t  o f  d e p r e c i a t i o n .
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Revenue Act o f  1913 

The s i x t e e n t h  amendment t o  th e  C o n s t i t u t i o n  o f  th e  

U n ite d  S t a t e s  gave  C ongress  th e  power to  l e v y  and c o l l e c t  

t a x e s  on income from w h a te v e r  so u rc e  d e r i v e d .  The Revenue 

Act o f  1913 r e f e r r e d  b r i e f l y  to  th e  concep t o f  d e p r e c i a t i o n .

The s e c t i o n  o f  t h e  Act d e a l in g  w i th  b u s in e s s  ex p en se s  

s t i p u l a t e d  t h a t  "a  r e a s o n a b le  a l lo w a n ce  f o r  th e  e x h a u s t io n ,  

w ear and t e a r  o f  p r o p e r t y  a r i s i n g  o u t  o f  i t s  u se  o r  employ­

ment i n  th e  b u s i n e s s " c o u l d  be made i n  d e te rm in in g  t a x a b le  

incom e. I n  e s s e n c e ,  th e  Revenue Act o f  1913 p la c e d  a stamp 

o f  a p p ro v a l  on th e  p o s i t i o n  o f  t h e  supreme c o u r t  a s  c i t e d  i n  

t h e  K n o x v i l le  W ater Company c a s e .  Under th e  d e p r e c i a t i o n  

p r o v i s i o n  o f  t h e  Act o f  1913 i n d u s t r y  was a llo w ed  a  l a r g e  

d e g re e  o f  d i s c r e t i o n  a s  to  what c o n s t i t u t e d  a  r e a s o n a b le  a l ­

low ance f o r  w ear and t e a r .  The p o s i t i o n  o f  th e  T re a su ry  

c o n c e rn in g  d e p r e c i a t i o n  rem ained  v i r t u a l l y  unchanged u n t i l  

1 9 3 4 . T here  seemed t o  be a  t a c i t  r e c o g n i t i o n  t h a t  t a x  ad­

v a n ta g e s  g a in e d  by h ig h  d e p r e c i a t i o n  a l lo w a n c e s  i n  th e  e a r l y  

y e a r s  o f  an  a s s e t ’ s l i f e  would be a d ju s te d  by th e  e x h a u s t io n  

o f  d e p r e c i a t i o n  a l lo w a n c e s  i n  l a t e r  y e a r s .

T re a s u ry  D e c is io n  4422 

As n o te d  abo ve , t h e  co ncep t o f  d e p r e c i a t i o n  c r e a t e d  

l i t t l e  c o n t r o v e r s y  b e f o r e  1934. By 1934, how ever, th e  g r e a t  

d e p r e s s io n  was a t  i t s  p e a k .  Government found  i t s e l f  i n  th e  

p o s i t i o n  o f  r e v ie w in g  p o s s ib l e  ways to  g e n e r a te  an  i n c r e a s e  

i n  t h e  f lo w  o f  re v e n u e  i n  o r d e r  to  f in a n c e  v a r io u s  p u b l ic
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works p ro g ram s. The Committee on Ways and Means p ro p o se d  

t h a t  a l l  d e p r e c i a t i o n  d e d u c t io n s  be r e d u c e d  25 p e r  c e n t  f o r  

t h e  y e a r s  1934 th ro u g h  1936. Im m e d ia te ly ,  th e  T re a s u ry  De­

p a r tm e n t  e n t e r e d  th e  p i c t u r e  by c h a l l e n g i n g  th e  c o n s t i t u ­

t i o n a l i t y  o f  th e  25 p e r  c e n t  p r o p o s a l .  The T re a su ry  ex­

p r e s s e d  th e  view t h a t  t h e  money sh o u ld  be r a i s e d  a d m i n i s t r a ­

t i v e l y .  The T re a su ry  p l a n ,  w hich  was q u i c k ly  a d o p te d ,  was 

e x p re s s e d  i n  th e  w id e ly  qu o ted  T re a su ry  D e c is io n  4422 . The 

d e c i s i o n  r e a d :

The c a p i t a l  sum t o  be r e c o v e re d  s h a l l  be  c h a rg ed  o f f  
o v e r  t h e  u s e f u l  l i f e  o f  t h e  p r o p e r t y ,  e i t h e r  i n  e q u a l  
a n n u a l  i n s t a l l m e n t s  o r  i n  a cc o rd a n c e  w i th  any o t h e r  
r e c o g n iz e d  t r a d e  p r a c t i c e ,  such a s  an  a p p o r t io n m e n t  o f  
t h e  c a p i t a l  sum o v e r  u n i t s  o f  p r o d u c t io n .  W hatever 
p l a n  o r  method o f  a p p o r t io n m e n t  i s  a d o p te d  m ust be 
r e a s o n a b le  and m ust have due r e g a r d  to  o p e r a t in g  con­
d i t i o n s  d u r in g  t h e  t a x a b le  p e r i o d .  The r e a s o n a b le n e s s  
o f  any c la im  f o r  d e p r e c i a t i o n  s h a l l  be d e te rm in e d  upon 
t h e  c o n d i t i o n s  known to  e x i s t  a t  t h e  end o f  t h e  p e r io d  
f o r  w hich t h e  r e t u r n  i s  made. Where t h e  c o s t  o r  o t h e r  
b a s i s  o f  t h e  p r o p e r t y  h a s  been r e c o v e r e d  th ro u g h  d e ­
p r e c i a t i o n  o r  o t h e r  a l lo w a n c e s  no f u r t h e r  d e d u c t io n  
f o r  d e p r e c i a t i o n  s h a l l  be a l lo w e d .  The d e d u c t io n  f o r  
d e p r e c i a t i o n  i n  r e s p e c t  o f  any d e p r e c i a b l e  p r o p e r t y  
f o r  any t a x a b le  y e a r  s h a l l  be l i m i t e d  to  such  r a t a b l e  
amount a s  may r e a s o n a b ly  be c o n s id e r e d  n e c e s s a ry  t o  r e ­
c o v e r  d u r in g  t h e  re m a in in g  u s e f u l  l i f e  o f  t h e  p r o p e r ty  
t h e  u n re c o v e re d  c o s t  o r  o t h e r  b a s i s .  The b u rd en  o f  
p r o o f  w i l l  r e s t  upon th e  t a x p a y e r  to  s u s t a i n  t h e  d e ­
p r e c i a t i o n  c la im e d , ( i t a l i c s  m in e ) .  T h e r e f o r e , t a x -  
p a y e r s  m ust f u r n i s h  f u l l  and com ple te  in f o r m a t io n  w i th  
r e s p e c t  to  th e  c o s t  o r  o t h e r  b a s i s  o f  t h e  a s s e t s  i n  
r e s p e c t  o f  which d e p r e c i a t i o n  i s  c la im e d ,  t h e i r  a g e ,  
c o n d i t i o n  and re m a in in g  u s e f u l  l i f e ,  t h e  p o r t i o n  o f  
t h e i r  c o s t  o r  o t h e r  b a s i s  which h a s  b een  r e c o v e r e d  
th ro u g h  d e p r e c i a t i o n  a l lo w a n c e s  f o r  p r i o r  t a x a b l e  
y e a r s ,  and such  o t h e r  in f o r m a t io n  a s  t h e  Commissioner 
may r e q u i r e  i n  s u b s t a n t i a t i o n  o f  t h e  d e d u c t io n  . 
c la im e d .

The e f f e c t  o f  t h i s  d e c i s i o n  was to  p la c e  t h e  t a x p a y e r  

on th e  d e f e n s i v e .  To be s u re  t h e  v a r i o u s  c o l l e c t o r s  ( l a t e r
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changed  t o  D i r e c t o r s )  o f  I n t e r n a l  Revenue fo l lo w e d  t h e  i n ­

t e n t  o f  T re a s u ry  D e c is io n  4422 th e  th en  Com m issioner o f  

I n t e r n a l  R evenue, Mr. Guy T. H e lv e r in g ,  i n i t i a t e d  a d i r e c t i v e  

which e x p la in e d  i n  d e t a i l  the  in f o r m a t io n  t h a t  w ould be r e ­

q u i r e d  to  s u p p o r t  d e p r e c i a t i o n  d e d u c t io n s .  The d i r e c t i v e  

s t a t e d  t h a t  a l l  s c h e d u le s  and o t h e r  d a ta  deemed n e c e s s a r y  

sh o u ld  be p r e p a re d  by th e  tax  p a y e r ,  n o t  by t h e  ex am in ing  

o f f i c e r .

As one s c h o l a r  obse rved  when a p p e a r in g  b e f o r e  th e  

Committee on Ways and Means in  1959, ”T. D. .4422 was a 

r e v e n u e - r a i s i n g  m easu re  p u re  and s im p le .  . . .  I t  was n o t  

d e p r e c i a t i o n  p o l i c y  f o r  economic grow th b u t  a t a x  c o l l e c t i o n  

m easu re  t o  f i n a n c e  a  s h o r t  range w e l fa re  program  i n  a  de­

p r e s s i o n .  I t  h a s  c o n t r o l l e d  th e  t h in k i n g  o f  n e a r l y  e v e ry  

e n g in e e r  a g e n t  f o r  t h e  l a s t  25 y e a r s . "18

I n t e r n a l  Revenue Code o f  1939

The f i r s t  m a j o r  c o d i f i c a t i o n  o f  t h e  I n t e r n a l  Revenue

A c ts  o c c u r r e d  i n  1939. The d e f i n i t i o n  o f  d e p r e c i a t i o n  a s

e x p re s s e d  i n  t h e  1939 I n t e r n a l  Revenue Code was expanded t o

a l lo w  f o r  th e  c o n c e p t  o f  o b s o le s c e n c e .  The s e c t i o n  o f  t h e

1939 Code d e a l in g  w i th  d e p r e c i a t i o n  r e a d s  a s  f o l l o w s :

D e p r e c ia t io n — A re a s o n a b le  a llow ance  f o r  t h e  e x h a u s t i o n ,  
w ear and t e a r  ( i n c l u d in g  a  r e a s o n a b le  a l lo w a n ce  f o r  
o b s o l e s c e n c e ) -

(1) o f  p r o p e r t y  used i n  th e  t r a d e  o r  b u s i n e s s ,  o r
(2) o f  p r o p e r t y  h e ld  f o r  th e  p r o d u c t io n  o f  i n ­

come . 19

The p h r a s i n g  and p r e s e n t a t i o n  o f  th e  r e f e r e n c e  to
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o b s o le s c e n c e  s u g g e s t s  t h a t  t h e  T re a s u ry  h e ld  t h a t  th e  p ro ­

v i s i o n  f o r  o b s o le s c e n c e  was added m ere ly  a s  a  p a r e n t h e t i c a l  

a f t e r t h o u g h t .  As n o te d  i n  t h e  p r e v io u s  s e c t i o n .  T reasu ry  

D e c is io n  4422 p la c e d  t h e  bu rden  o f  p r o o f  a s  to  t h e  re a so n ­

a b le n e s s  o f  d e p r e c i a t i o n  on th e  t a x p a y e r .  I t  i s ,  o f  c o u rs e ,  

much more d i f f i c u l t  to  q u a n t i f y  o b s o le s c e n c e  th a n  p h y s ic a l  

d e t e r i o r a t i o n .  T h e r e f o r e ,  a l th o u g h  th e  a l lo w a n c e  f o r  ob­

s o le s c e n c e  g r a n t e d  u n d e r  th e  1939 Code was s i g n i f i c a n t  a s  to  

t h e  new w ord ing  d e p r e c i a t i o n  a l lo w a b le  rem ained  v i r t u a l l y  

t h e  same a s  u n d e r  t h e  Revenue A ct o f  1913*

The 1939 I n t e r n a l  Revenue Code p e r m i t t e d  th e  u se  o f  

t h e  d e c l i n i n g  b a la n c e  d e p r e c i a t i o n  method a t  a  r a t e  no t  ex­

c e e d in g  l i  t im e s  th e  s t r a i g h t  l i n e  r a t e .  The method was n o t  

u se d  much, how ever, due to  th e  l i m i t a t i o n  imposed on th e  max­

imum r a t e  a l l o w a b le .  Revenue R u l in g  57 -352 , d a te d  August 5, 

1 9 5 7 , h e ld  t h a t  t h e  1939 p r o v i s i o n  co u ld  be a p p l i e d  to  u se d  

p r o p e r t y ,  a s  w e l l  a s  new, t h a t  was a c q u i r e d  a f t e r  December 31, 

1953. As w i l l  be m en tioned  i n  a  l a t e r  s e c t i o n  o f  th e  c h a p t e r ,  

t h e  1954 Code d e p r e c i a t i o n  p r o v i s i o n s  a p p ly  o n ly  t o  new p rop ­

e r t y  a c q u i r e d  a f t e r  December 31 , 1953.

Case o f  U n ited  S t a t e s  S t e e l

D uring  th e  19 4 0 ' s  one i n d u s t r i a l  g i a n t  fo rm a l ly  h e ld
POt h a t  d e p r e c i a t i o n  a s  c o n v e n t io n a l ly  computed was to o  low. ^ 

E x e c u t iv e s  o f  U .S . S t e e l  b e l i e v e d  t h a t  d e p r e c i a t i o n ,  a l lo w a b le  

u n d e r  th e  1939 Revenue Code, a s  amended, d id  n o t  p ro v id e  s u f ­

f i c i e n t l y  f o r  re p la c e m e n t  o f  p l a n t  and equ ip m en t.  The a b r u p t
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u p t u r n  o f  p r i c e s  i n  1946 and 194? a s  a  r e s u l t  o f  th e  r e l a x ­

a t i o n  o f  m ost governm ent p r i c e  c o n t r o l s  added t o  th e  problem  

o f  p r o v id in g  f o r  th e  r e p la c e m e n t  o f  a n t i q u a t e d  f a c i l i t i e s .  

E x e c u t iv e s  o f  U.S. S t e e l  p ro p o sed  im m edia te  a c t i o n  to  cope 

w i th  t h e  p ro b le m . In  com puting  n e t  income i n  194? t h e  com­

pany in c lu d e d  a sum o f  $ 26 ,3 0 0 ,0 0 0  o v e r  and above th e  r e g u l a r  

d e p r e c i a t i o n  c h a rg e .  I n  i t s  an n u a l  r e p o r t  f o r  1947 U.S.

S t e e l  d i s c l o s e d  th e  a d d i t i o n a l  d e p r e c i a t i o n  and su g g e s te d  

t h a t  i n  t h e i r  o p in io n  t h e  e x t r a  ch arge  shou ld  be a c c e p ta b le  

by members o f  th e  a c c o u n t in g  p r o f e s s i o n  and th e  T re a su ry  De­

p a r tm e n t .  The a d d i t i o n a l  c h a rg e  was r e f l e c t e d  on th e  com­

p a n y 's  Income s ta te m e n t  a s  a  s e p a r a t e  i te m  and r e f e r r e d  t o  a s  

b e in g  added  to  cover r e p la c e m e n t  c o s t s  o f  p r o p e r t i e s .

As would be e x p e c te d  th e  com pany 's  in d e p e n d e n t  au ­

d i t o r s  to o k  e x c e p t io n  to  t h e  a d d i t i o n a l  a l lo w a n ce  f o r  d e p re ­

c i a t i o n .  P r o f e s s io n a l  a c c o u n ta n t s  and eco n o m is ts  were u n a b le  

t o  a g r e e  on th e  need f o r  a d d i t i o n a l  d e p r e c i a t i o n  a llow an ce  

above h i s t o r i c a l  c o s t .  W hile t e s t i f y i n g  b e fo re  th e  J o i n t  

Committee on th e  Economic R e p o r t  o f  t h e  P r e s i d e n t  De­

cem ber 6 , 1958 , Summer H. S l i c h t e r  su p p o r te d  t h e  p o s i t i o n  o f  

U .S . S t e e l .  He r e f e r r e d  to  th e  need  f o r  p ro v id in g  f o r  r e ­

p la c e m e n t  o f  f a c i l i t i e s  and o b se rv ed  t h a t  i f  a  f i rm  d i s t r i b ­

u t e d  a l l  i t s  p r o f i t s  i n  d iv id e n d s  and wages i t  i s ,  i n  e f f e c t ,  

d e p l e t i n g  i t s  c a p i t a l .  Carman G. Blough, d i r e c t o r  o f  r e ­

s e a r c h  o f  t h e  American I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  Ac­

c o u n t a n t s ,  r e c o g n iz e d  th e  n e ed  o f  p ro v id in g  f o r  re p la c e m e n t
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o f  p r o d u c t iv e  f a c i l i t i e s .  However, he  h e ld  t h a t  d e p r e c i a t i o n  

c h a rg e s  sh o u ld  be b a sed  on h i s t o r i c a l  c o s t .  H is  p o s i t i o n  was 

a s  fo l lo w s  :

There can  be no arguem ent b u t  t h a t  a  go ing  c o n ce rn  
m ust be a b le  to  r e p l a c e  i t s  p r o d u c t iv e  a s s e t s  a s  th e y  
a r e  u se d  up i f  i t  i s  t o  c o n t in u e  to  do b u s i n e s s .  I t  
i s  a l s o  im p o r ta n t  f o r  management to  u n d e rs ta n d  t h a t  
t h e  d i f f e r e n c e  be tw een  c o s t  and e s t im a te d  re p la c e m e n t  
v a lu e  may be s i g n i f i c a n t  i n  d e te rm in in g  p r o d u c t io n  and 
p r i c i n g  p o l i c i e s .  I t  do es  n o t  f o l lo w ,  how ever, t h a t  
t h e  e x c e s s  o f  c o s t  o f  r e p la c e m e n t  o v e r  th e  c o s t  o f  
e x i s t i n g  a s s e t s  sh o u ld  be a c c o u n te d  f o r  a s  c u r r e n t  
c h a rg e s  t o  incom e. A l l  who h a v e  d e a l t  w i th  a p p r a i s a l  
v a lu e s  know how v e ry  d i f f i c u l t  i t  i s  j u s t  to  d e te rm in e  
re p la c e m e n t  c o s t s ,  b u t  t h e  m ost s t r i k i n g  d i f f i c u l t y  i n  
t h i s  r e s p e c t  i s  th e  i m p o s s i b i l i t y  o f  p r e d i c t i n g  what 
w i l l  b e  t h e  e v e n tu a l  c o s t  o f  r e p l a c i n g  a  p r o d u c t iv e  
a s s e t .  How many men a r e  p r e p a r e d  to  s t a t e  what th e  
p r i c e  l e v e l  w i l l  be two y e a r s  from to d a y ,  to  say  n o th ­
in g  o f  t r y i n g  t o  g u e ss  w hat i t  w i l l  be f i v e  o r  t e n  
y e a r s  h e n ce  when many o f  t h e s e  a s s e t s  a r e  to  be r e -  
p laced?21

The S e c u r i t i e s  and Exchange Commission s u p p o r te d  th e  

p o s i t i o n  o f  t h e  A m erican I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  Ac­

c o u n ta n ts  by e x p re s s in g  th e  o p in io n  t h a t  d e p r e c i a t i o n  sh o u ld  

c o n t in u e  t o  be  b a sed  upon c o s t .

D uring  th e  f i r s t  t h r e e  q u a r t e r s  o f  1948 U .S . S t e e l  

c o n t in u e d  to  charg e  d e p r e c i a t i o n  i n  e x c e s s  o f  c o s t .  I n  f a c t ,  

t h e  company i n c r e a s e d  th e  r a t e  o f  c h a rg e  o v e r  th e  r a t e  r e ­

co rd ed  i n  1 9 4 7 . By th e  end o f  1948, how ever, U.S. S t e e l  an­

nounced t h a t  i t  was abandon ing  t h e  p o l i c y  ad op ted  i n  1947 o f  

c h a rg in g  d e p r e c i a t i o n  i n  e x c e s s  o f  c o s t .  I t  a p p e a re d ,  t h e r e ­

f o r e ,  t h a t  t h e  company was r e v e r t i n g  to  th e  p o s i t i o n  o f  t h e  

Am erican I n s t i t u t e  and th e  S e c u r i t i e s  and Exchange Commis­

s i o n .  However, i n  an  a t t e m p t  t o  c o n t in u e  some p r o v i s i o n  to
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p r o v id e  f o r  re p la c e m e n t  o f  f a c i l i t i e s  U .S . S t e e l  a d o p te d  

a  m ethod o f  a c c e l e r a t e d  d e p r e c i a t i o n  i n  1948 w hich  t h e y  made 

r e t r o a c t i v e  t o  Ja n u a ry  1 , 194?. The company n o te d  t h a t  a l ­

th o u g h  a c c e l e r a t e d  d e p r e c i a t i o n  was n o t  d e d u c t i b l e  f o r  fe d ­

e r a l  income t a x  p u rp o se s  a t  t h a t  t im e ,  t h e  a c c e l e r a t e d  method 

was b a se d  on h i s t o r i c a l  c o s t .  The com pany 's  in d e p e n d e n t  

a u d i t o r s  w ere r e c e p t i v e  to  t h i s  change and U .S . S t e e l  con­

t i n u e d  t h i s  p o l i c y  th ro u g h  1952. From 1952 to  1954 t h e  com­

pany  a p p a r e n t l y  d id  n o t  u se  a c c e l e r a t e d  d e p r e c i a t i o n  e x c e p t  

on a s s e t s  i t  owned t h a t  were b e in g  d e p r e c i a t e d  u n d e r  "C er­

t i f i c a t e s  o f  N e c e s s i t y , "  ( r e f e r r e d  t o  i n  a  l a t e r  s e c t i o n ) .  

B e fo re  ex am in ing  th e  d e p r e c i a t i o n  p r o v i s i o n s  o f  t h e  1954 

Code t h e  w r i t e r  o b se rv es  t h a t  t h e  p o s i t i o n  o f  th e  Am erican 

I n s t i t u t e  o f  C e r t i f i e d  P u b l ic  A c c o u n ta n ts  c o n c e rn in g  d e p re ­

c i a t i o n  h a s  rem ain ed  th e  same a s  e x p re s s e d  by Carmen G-.

B lough i n  1 9 4 7 .

I n t e r n a l  Revenue Code o f  1954 

T here  was a  m ajo r change i n  d e p r e c i a t i o n  p o l i c y  f o r  

f e d e r a l  income t a x  r e p o r t i n g  i n  195.4. The I n t e r n a l  Revenue 

Code o f  t h a t  y e a r  s p e c i f i c a l l y  a u th o r i z e d  t h e  u s e  o f  two 

" l i b e r a l i z e d  d e p r e c i a t i o n "  m ethods i n  a d d i t i o n  t o  t h e  t r a d i ­

t i o n a l  s t r a i g h t  l i n e  method. S e c t io n  16? o f  t h e  1954 Code 

s e t s  f o r t h  d e p r e c i a t i o n  a l lo w a b le  a s  f o l lo w s :

(a )  G e n e ra l  R u l e .—There s h a l l  be a l lo w e d  a s  a  de­
p r e c i a t i o n  d e d u c t io n  a r e a s o n a b le  a l lo w a n ce  f o r  t h e  
e x h a u s t i o n ,  w ear and t e a r  ( i n c l u d in g  a  r e a s o n a b le  
a l lo w a n c e  f o r  o b s o le s c e n c e )—
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(1) o f  p r o p e r ty  u se d  i n  th e  t r a d e  o r  b u s in e s s  o r

(2 )  o f  p r o p e r t y  h e ld  f o r  t h e  p r o d u c t io n  o f  Incom e.

(b )  Use o f  C e r ta in  M ethods and R a t e s . — F o r ta x a b le  
y e a r s  en d in g  a f t e r  December 31» 1953» th e  term " re a s o n ­
a b le  a l lo w a n c e "  a s  u se d  i n  s u b s e c t io n  (a )  s h a l l  in c lu d e  
( b u t  s h a l l  n o t  be l i m i t e d  t o )  an  a l lo w a n c e  computed i n  
a cc o rd a n c e  w i th  r e g u l a t i o n s  p r e s c r i b e d  by th e  S e c r e t a r y  
o r  h i s  d e l e g a t e ,  u n d e r  any o f  th e  f o l lo w in g  m ethods:

(1) t h e  s t r a i g h t  l i n e  m ethod.

(2) t h e  d e c l i n i n g  b a la n c e  m ethod, u s in g  a  r a t e  
n o t  e x c e e d in g  tw ic e  t h e  r a t e  w hich would have b e en  u se d  
h ad  t h e  a n n u a l  a l lo w a n ce  been  computed u n d e r  th e  method

. _ d e s c r ib e d  i n  p a ra g ra p h  ( 1 ) ,

(3 )  t h e  sum o f  th e  y e a r s - d i g i t s  m ethod, and

(4) any o t h e r  c o n s i s t e n t  method p r o d u c t iv e  o f  an 
a n n u a l  a l lo w a n c e  w h ich , when added to  a l l  a l low ances  f o r  
t h e  p e r io d  commencing w i th  t h e  t a x p a y e r ' s  u se  o f  t h e  
p r o p e r t y  and  i n c l u d i n g  t h e  t a x a b l e  y e a r ,  does n o t ,  d u r ­
i n g  th e  f i r s t  t w o - t h i r d s  o f  th e  u s e f u l  l i f e  of t h e  p ro p ­
e r t y ,  exceed  th e  t o t a l  o f  such  a l lo w a n c e  which would 
have  been  u se d  had such  a l lo w a n c e s  been  computed u n d e r  
t h e  method d e s c r ib e d  i n  p a ra g ra p h  ( 2 ) .

N o th in g  i n  t h i s  s e c t i o n  s h a l l  be c o n s t r u e d  to  l i m i t  o r  
r e d u c e  an  a l lo w a n ce  o th e r w is e  a l lo w a b le  u n d e r  sub­
s e c t i o n  ( a ) . 22

The re m a in d e r  o f  s e c t i o n  16? o f  t h e  1954 Code s t i p u ­

l a t e s  l i m i t a t i o n s  on t h e  u se  o f  th e  a c c e l e r a t e d  methods.

Most s i g n i f i c a n t  a r e  t h e  s t i p u l a t i o n s  t h a t  a s s e t s  m ust be 

new and have  u s e f u l  l i v e s  o f  a t  l e a s t  t h r e e  y e a r s .

E conom is ts  and a c c o u n ta n t s  have  c o n t r i b u te d  many 

a r t i c l e s  a p p r a i s i n g  th e  new a c c e l e r a t e d  m ethods a v a i l a b l e  to  

t a x p a y e r s  u n d e r  th e  I n t e r n a l  Revenue Code o f  1954. Even a t  

t h i s  d a t e  (1963) e co n o m is ts  a r e  u n a b le  t o  a g re e  on t h e  p re v a ­

l e n c e  and economic e f f e c t  o f  t h e  " l i b e r a l i z e d  d e p r e c i a t i o n "  

m e th o d s .
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A lthou gh  th e  1954 d e p r e c i a t i o n  p r o v i s i o n s  a g a in  r e ­

f e r r e d  to  t h e  o b so le s c e n c e  f a c t o r ,  i n t e r n a l  rev e n u e  a g e n t s  

c o n tin u e d  t o  l a r g e l y  d i s r e g a r d  t h i s  f a c t o r  when making a  de ­

c i s i o n  a s  t o  th e  r e a s o n a b le n e s s  o f  d e p r e c i a t i o n  c la im e d  by 

th e  t a x p a y e r .  I n  a d d i t i o n ,  t h e  1954 p r o v i s i o n s  d id  n o t  p r o ­

v id e  f o r  s h o r t e n in g  th e  u s e f u l  l i v e s  o f  a s s e t s .  The l i f e  

o v e r  w hich t h e  t o t a l  w r i t e o f f  sh o u ld  o c c u r  was n o t  chang ed . 

I t  a p p e a r s ,  t h e r e f o r e ,  t h a t  t h e  e f f e c t  o f  T re a su ry  D e c is io n  

4422 was n o t  m i t i g a t e d  to  any s a l i e n t  d e g re e  by t h e  d e p r e c i ­

a t i o n  p r o v i s i o n s  o f  t h e  1954 I n t e r n a l  Revenue Code.

Sm all B u s in e s s  R e v is io n  Act o f  1958

I n  1 95 8 , S e c t io n  179 o f  t h e  I n t e r n a l  Revenue Code o f  

1954  was amended to  p ro v id e  an  i n i t i a l  d e p r e c i a t i o n  a l lo w ­

a n c e .  T h is  a l lo w an ce  was i n  a d d i t i o n  to  th e  m ethods p r e ­

v io u s ly  a l lo w e d  u n d e r  t h e  1954 Code. The p r o v i s i o n  a p p l i e s

t o  p r o p e r ty  bough t a f t e r  1 957 , b u t  o n ly  f o r  t a x  y e a r s  en d in g  

a f t e r  Ju n e ,  1958. The a d d i t i o n a l  a llo w ance  p e r t a i n s  o n ly  to  

t a n g i b l e  p e r s o n a l  p r o p e r ty  ( e x c lu d in g  b u i ld i n g s )  t h a t  h a s  a 

u s e f u l  l i f e  o f  a t  l e a s t  s i x  y e a r s .  I n  c o n t r a s t  t o  t h e  a c ­

c e l e r a t e d  m ethods a llo w ed  i n  t h e  1954 Code t h i s  p r o v i s i o n  

em braces b o th  new and u sed  p r o p e r t y .  The a d d i t i o n a l  a l lo w ­

ance  i s  20 p e r  c e n t  f o r  t h e  f i r s t  $10,000 o f  c o s t  f o r  a  

s i n g l e  t a x p a y e r ,  20 p e r  c e n t  o f  t h e  f i r s t  $20 ,000 o f  c o s t  

f o r  a  t a x p a y e r  f i l i n g  a  j o i n t  r e t u r n ,  and 20 p e r  c e n t  o f  t h e

f i r s t  $10 ,000  o f  c o s t  f o r  a  c o r p o r a t i o n .  The 20 p e r  c e n t

a d d i t i o n a l  a l lo w a n ce  may be t a k e n  f o r  a  f u l l  y e a r  even  i f
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t h e  p u rc h a s e  o c c u r s  a f t e r  t h e  f i r s t  o f  th e  y e a r .  A lso ,  i n  

com puting  t h e  new i n i t i a l  a l lo w a n ce  s a lv a g e  v a lu e s  may be 

d i s r e g a r d e d .

The a d v a n ta g e  o f  t h i s  p r o v i s i o n  t o  t h e  l a r g e r  p u r ­

c h a s e r  o f  p r o p e r t y  i s  m in o r .  I n  d i s c u s s i n g  t h e  im p a c t  o f  

t h i s  p r o v i s i o n  t h e  M achinery  and A l l i e d  P ro d u c ts  I n s t i t u t e  

o b se rv e d  t h a t  " t h e  p r o v i s i o n  o f  an  i n i t i a l  w r i t e o f f  r e p r e ­

s e n t s  an  i n t e r e s t i n g  and p ro m is in g  i n n o v a t io n  i n  t h e  Ameri­

can  t a x  sy s te m . . . . T h is  i s  t r u e  more b e c a u se  o f  t h e  po­

t e n t i a l  s i g n i f i c a n c e  o f  t h i s  d e v ic e  th a n  b e ca u se  o f  i t s  im­

p o r t a n c e  a s  p r e s e n t l y  r e s t r i c t e d . O t h e r s  h o ld  t h a t  th e  

i n i t i a l  w r i t e o f f  change was m ere ly  a  r e l i e f  p r o v i s i o n ,  n o t  a  

s t i m u l u s .  A cco rd in g  to  Mr. Edward F . D en iso n , p ro b a b ly  t h e  

c h i e f  im p a c t  i s  a  f o o t  i n  t h e  d oo r  i m p a c t . O n c e  t h e  e x t r a  

$ 2 ,0 0 0  (20 p e r  c e n t  o f  $10 ,000) i s  a l lo w ed  i t  may be p o s ­

s i b l e  t o  r a i s e  i t .  As o f  t h i s  d a t e ,  how ever, t h e  i n i t i a l  

w r i t e o f f  p r o v i s i o n  h a s  n o t  been  changed .

C e r t i f i c a t e s  o f  N e c e s s i ty  

The o n ly  im p o r ta n t  l e g i s l a t i v e  d e p a r t u r e  from th e  

d e p r e c i a t i o n  p o l i c y  s e t  f o r t h  above was t h e  a d o p t io n  o f  p ro ­

v i s i o n s  f o r  a c c e l e r a t e d  a m o r t i z a t i o n  o f  d e fe n s e  f a c i l i t i e s .  

D avid Thomas w r i t e s :

As an  indu cem en t to  expand emergency c a p a c i t y ,  no o t h e r  
i n c e n t i v e  h a s  been a s  e f f e c t i v e  a s  t h e  income t a x  p ro ­
v i s i o n  f o r  t h e  a c c e l e r a t e d  a m o r t i z a t i o n  o f  emergency 
f a c i l i t i e s .  And few l e g i s l a t i v e  a c t i o n s  h av e  evoked 
su c h  w id e sp re a d  c o n t r o v e r s y .  I t s  h i s t o r y  i n  two World 
Wars and  i n  t h e  p r e s e n t  d e fe n s e  e r a  may be c h a r a c t e r i z e d
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by a  c o u rs e  i n c l u d i n g  e n a c tm e n t ,  i n t e n s i v e  u t i l i z a t i o n ,  
keen  s c r u t i n y  by t h e  p r e s s ,  and i n v e s t i g a t i o n  by
C o n g re ss . 25

World War I . — The i n i t i a l  income t a x  p r o v i s i o n s  f o r  

a c c e l e r a t e d  a m o r t i z a t i o n  were embodied i n  t h e  Revenue A c ts  

o f  1918 and 1 9 2 1 . P r o v i s i o n s  o f  t h e s e  a c t s  p ro v id e d  a  t a x  

a l lo w a n c e  f o r  t h e  y e a r s  1918 th ro u g h  1923 i n  r e c o g n i t i o n  o f  

t h e  a b s o r p t io n  o f  t h e  v a lu e  o f  f a c i l i t i e s  i n  t h e  p r o d u c t io n  

o f  a r t i c l e s  c o n t r i b u t i n g  to  war e f f o r t s  a g a i n s t  th e  C e n t r a l  

Pow ers . The Bureau o f  I n t e r n a l  Revenue was a s s ig n e d  th e  

t a s k  o f  a d m i n i s t e r i n g  th e  a c c e l e r a t e d  a m o r t i z a t i o n  p r o v i s i o n s .  

In  t h e  a d m i n i s t r a t i o n  o f  t h e  law s an  a t t e m p t  was made to  a r ­

r i v e  a t  a c t u a l  economic o b s o le s c e n c e  t h a t  o c c u r r e d  d u r in g  th e  

em ergency p e r i o d .

The A ct o f  1918 was n o t  p a s s e d  u n t i l  a f t e r  t h e  w ar. 

T h e r e f o r e ,  d e te r m i n a t i o n  o f  th e  t o t a l  c o s t s  w hich  co u ld  be 

w r i t t e n  o f f  a t  an  a c c e l e r a t e d  r a t e  was an  e x - p o s t  d e c ] s i o n .  

M anagers o f  b u s i n e s s  f i rm s  who i n c r e a s e d  t h e i r  c a p a c i ty  f o r  

emergency p u rp o s e s  knew t h e r e  would be a  t a x  c o n c e s s io n  o f  

some ty p e ,  b u t  th e y  d i d n ’ t  know th e  e x t e n t  o f  th e  c o n c e s s io n .  

I n  1923 t h e  B ureau  o f  I n t e r n a l  Revenue a p p r a i s e d  emergency 

f a c i l i t i e s  w hich  were s t i l l  i n  t h e  p o s s e s s i o n  o f  t h e  o r i g i n a l  

owners i n  o r d e r  to  d e te rm in e  th e  t o t a l  c o s t s  which co u ld  be 

a m o r t iz e d .  The d i f f e r e n c e  betw een  th e  o r i g i n a l  c o s t  o f  a  

f a c i l i t y  and i t s  a p p ra i s e d  v a lu e  was d e s i g n a t e d  a s  th e  c o s t  

a b so rb e d  f o r  w ar p u r p o s e s .  I n  t h e  c a s e  o f  f a c i l i t i e s  s o ld  

t h e  s e l l i n g  p r i c e  was employed i n  d e te r m in in g  th e  e x p i r a t i o n
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o f  c o s t  a s  a  r e s u l t  o f  en g ag in g  i n  th e  p r o d u c t io n  o f  war 

m a t e r i a l s .  In  a p p r a i s i n g  f a c i l i t i e s  s t i l l  i n  th e  p o s s e s s i o n  

o f  t h e  t a x p a y e r  t h e  p r im a ry  b a s i s  fo r  t h e  a p p r a i s a l  v a lu e  

was t h e  r e v e n u e -p ro d u c in g  p o t e n t i a l  o f  t h e  f a c i l i t i e s .  How­

e v e r ,  t h e  a p p r a i s a l  v a lu e  c o u ld  n o t  be l e s s  t h a n  t h e  a s s e t s  

s a lv a g e  o r  s a l e  v a lu e  and co u ld  n o t  be more th a n  t h e  c u r r e n t  

re p la c e m e n t  c o s t .

By 1926  i t  was o b v io u s  t h a t  th e  B ureau  o f  I n t e r n a l  

Revenue had made many e r r o r s  i n  e s t im a t in g  t h e  p o s tw a r  u se  

o f  t h e  emergency f a c i l i t i e s .  As a  r e s u l t ,  a  S e n a te  Commit­

t e e  engaged i n  an  e x te n s iv e  i n v e s t i g a t i o n  o f  th e  B u re a u 's  

e s t i m a t e s .  They co n c lu d ed  t h a t  about 50 p e r  c e n t  o f  th e  

t o t a l  a c c e l e r a t e d  a m o r t i z a t i o n  a l lo w a n c e s  app roved  by th e  

Bureau were e x c e s s i v e .  The committee n o te d  t h a t  i n  some 

c a s e s  f a c i l i t i e s  t h a t  were c o n s id e re d  to  be w i th o u t  v a lu e ,  

t h e r e b y  b e in g  ap p roved  f o r  t o t a l  w r i t e o f f s ,  w ere u sed  by th e  

com panies a g a in  b e g in n in g  i n  1923. As a  r e s u l t  o f  t h e i r  

f i n d i n g s  th e  S e n a te  com m ittee  recommended t h a t  r e t r o a c t i v e  

a d ju s tm e n ts  be made w hich  would a llow  a c c e l e r a t e d  a m o r t iz a ­

t i o n  o n ly  on  f a c i l i t i e s  s o ld  o r  sc rapped  a f t e r  t h e  emergency 

p e r i o d .  The com m ittee  recom m endations were n o t  fo l lo w e d .

There were a d m i n i s t r a t i v e  problem s c o n n ec te d  w i th  t h e  

a c c e l e r a t e d  a m o r t i z a t i o n  p r o v i s i o n s  im m ed ia te ly  fo l lo w in g  

World War I .  N e v e r t h e l e s s ,  t h e  A ct o f  1918 was an a t t e m p t  

t o  a r r i v e  a t  a c t u a l  economic c o s t  e x p i r a t i o n .  I t  a p p e a r s ,  

t h e r e f o r e ,  t h a t  t h e  sh o r tc o m in g  sh ou ld  be a t t r i b u t e d  t o  th e



28
a d m i n i s t r a t i o n  o f  th e  p r o v i s i o n s  o f  t h e  A c t,  n o t  to  t h e  Act 

i t s e l f .

World War I I . — I n  1940 th e  p r o v i s i o n  f o r  a c c e l e r a t e d  

a m o r t i z a t i o n  once a g a in  became a t o p i c  o f  s e r i o u s  c o n s i d e r ­

a t i o n .  C ongress  became d e ep ly  co nce rn ed  w i th  f o r m u la t in g  an 

e f f e c t i v e  i n c e n t i v e  to  s t i m u l a t e  in v e s tm e n t  by p r i v a t e  i n ­

d u s t r y .  C ongress  was aw are o f  th e  d e la y  c o n n e c te d  w i th  the  

b e l a t e d  d e te r m in a t io n  o f  a l lo w a b le  a c c e l e r a t e d  a m o r t iz a t io n  

d u r in g  World War I .  They r e a l i z e d  t h a t  th e  c o u n try  co u ld  

n o t  a f f o r d  a  r e s t r a i n i n g  in f lu e n c e  on e x p a n s io n  f o r  war p ro ­

d u c t i o n .  I t  was a p p a re n t  t h a t  i n d u s t r y  would demand advance 

knowledge c o n c e rn in g  t h e  d e g re e  o f  t a x  c o n c e s s io n  co nnec ted  

w i th  emergency e x p a n s io n .

Borrowing from t h e i r  World War I  e x p e r ie n c e  Congress 

i n c o r p o r a t e d  an a c c e l e r a t e d  a m o r t i z a t i o n  p r o v i s i o n  i n t o  the  

Second Revenue A ct o f  1940. T h is  p r o v i s i o n ,  w hich  became 

S e c t io n  124 o f  t h e  I n t e r n a l  Revenue Code, p ro v id e d  f o r  ob­

t a i n i n g  " C e r t i f i c a t e s  o f  N e c e s s i ty "  from t h e  Army o r  Navy. 

T axpayers  r e c e i v i n g  t h e s e  c e r t i f i c a t e s  were a l lo w e d  to  w r i t e ­

o f f  t h e  c o s t  o f  f a c i l i t i e s  c e r t i f i e d  o v e r  a  p e r i o d  o f  60 

m on ths . S e c t io n  124 o f  th e  Code a l s o  s t i p u l a t e d  t h a t  a  

s h o r t e r  p e r io d  t h a n  60 months co u ld  be u se d  i f  t h e  n a t i o n a l  

emergency d id  n o t  l a s t  t h a t  lo n g .

The 1940 Act p ro v id e d  f o r  a N onre im bursem ent C e r t i f i ­

c a t e  to  a s s i s t  i n  a d m i n i s t e r i n g  p r o v i s i o n s  o f  t h e  A c t .  The 

N onreim bursem ent C e r t i f i c a t e  c e r t i f i e d  t h a t  a  c o n t r a c t o r  had
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n o t  In c lu d e d  d e p r e c i a t i o n  above th e  norm al r a t e  ( l » e .  ac ­

c e l e r a t e d  d e p r e c i a t i o n )  i n  t h e  d e t e r m in a t io n  o f  p ro d u c t  

p r i c i n g .  Many governm ent c o n t r a c t s  a r e  f o r m u la te d  on a  c o s t  

p lu s  b a s i s .  D e p r e c ia t io n  may c o n s t i t u t e  a  s u b s t a n t i a l  p o r ­

t i o n  o f  p r o d u c t  c o s t .  T h e r e f o r e ,  t h e  d e p r e c i a t i o n  method 

u se d  by a  f i rm  would have  an  e f f e c t  on p r o d u c t  p r i c i n g .  Em­

p lo y in g  a c c e l e r a t e d  d e p r e c i a t i o n  would make p r o d u c t  c o s t ,  

and t h e r e f o r e  p r o d u c t  p r i c i n g ,  h i g h e r  th a n  would s t r a i ^ t  

l i n e  d e p r e c i a t i o n .

A d m in i s t r a t io n  o f  t h e  N onreim bursem ent C e r t i f i c a t e s  

was cumbersome. A ls o ,  t h e  r e d  t a p e  was th o u g h t  t o  be a  de­

t e r r e n t  t o  p r i v a t e  in v e s tm e n t  i n  emergency f a c i l i t i e s .  

T h e r e fo r e ,  t h e i r  u se  was g r a d u a l ly  d i s c o n t i n u e d .  Even a f t e r  

t h e  c e r t i f i c a t e  i s s u a n c e  was d i s c o n t i n u e d ,  ho w ever ,  govern ­

ment a u d i t o r s  c o n t in u e d  to  fo l lo w  a p o l i c y  o f  d i s a l l o w i n g  

t h e  i n c l u s i o n  o f  a c c e l e r a t e d  a m o r t i z a t i o n  i n  t h e  d e te rm in a ­

t i o n  o f  p ro d u c t  c o s t .  L a rg e ly  t o  c l a r i f y  t h e  p o s i t i o n  o f  

governm ent c o n c e rn in g  th e  " C e r t i f i c a t e s  o f  N e c e s s i t y "  th e  

R e n e g o t i a t io n  Act o f  1943 was p a s se d  by C o n g re ss .  T h is  a c t  

p ro v id e d  t h a t  a c c e l e r a t e d  a m o r t i z a t i o n  c o u ld  be c o n s id e r e d  an 

e le m e n t  o f  p ro d u c t  c o s t  i n  r e n e g o t i a t i o n  p r o c e e d i n g s .  S in c e  

many c o n t r a c t s  were r e n e g o t i a t e d  th e  A c t,  i n  e f f e c t ,  r e ­

v e r s e d  t h e  p o s i t i o n  e x e m p l i f i e d  by th e  i s s u a n c e  o f  Nonreim­

bursem en t C e r t i f i c a t e s .

The a c c e l e r a t e d  a m o r t i z a t i o n  p r o v i s i o n s  o f  S e c t io n  

124 o f  t h e  I n t e r n a l  Revenue Code were more l i b e r a l  th a n  t h e
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World War I  p r o v i s i o n s .  The f i v e  y e a r  w r i t e o f f  was n o t  de­

s ig n e d  to  m easu re  t h e  economic c o s t  o f  p ro d u c in g  war m ate ­

r i a l s  a s  th e  Revenue A c ts  o f  1918 and 1923 d i d .  The m ain  

c o n c e rn  i n  1940, a s  im p l ie d  i n  th e  Second Revenue A ct o f  

1940, was one o f  e s t a b l i s h i n g  a  t a x  c o n c e s s io n  to  e f f e c t  t h e  

n e c e s s a r y  e x p a n s io n  o f  f a c i l i t i e s .  The s e l e c t i o n  o f  a  60 

month w r i t e o f f  p e r i o d  was a r b i t r a r y »  A lso ,  t h e  f a c t  t h a t  

p r o f i t s  from th e  s a l e  o f  f u l l y  a m o r t iz e d  emergency f a c i l i ­

t i e s  w ere s u b j e c t  t o  c a p i t a l  g a in s  p r o v i s i o n s  c o n t r i b u t e d  to  

an  i n c r e a s e  i n  r e q u e s t s  f o r  " C e r t i f i c a t e s  o f  N e c e s s i ty "  

d u r in g  World War I I .

K orean W ar. — As i n t e r n a t i o n a l  t e n s io n  i n c r e a s e d  i n  

1950 t h e  f e a s i b i l i t y  o f  a l lo w in g  a c c e l e r a t e d  a m o r t i z a t i o n  

f o r  em ergency f a c i l i t i e s  was a g a in  d i s c u s s e d .  A f t e r  a  s h o r t  

a p p r a i s a l  p e r i o d .  S e c t io n  124a o f  t h e  I n t e r n a l  Revenue Code, 

w hich a u th o r i z e d  a c c e l e r a t e d  a m o r t i z a t i o n ,  was i n c o r p o r a t e d  

i n t o  t h e  Revenue A ct o f  1950. The a c c e l e r a t e d  a m o r t i z a t i o n  

p r o v i s i o n s  o f  t h e  Revenue Act o f  1950 fo l lo w ed  th e  p a t t e r n  

d e v e lo p e d  d u r in g  W orld War I I .

P r o v i s i o n s  o f  t h e  1950 s t a t u t e  were d i f f e r e n t  from 

t h e  p r o v i s i o n s  o f  t h e  Revenue Act o f  1940 i n  t h e  fo l lo w in g  

r e s p e c t s  ;

( 1 ) A u t h o r i z a t i o n s  f o r  c e r t i f i c a t e s  f o r  l e s s  t h a n  
100 p e r  c e n t  o f  t h e  c o s t  o f  a  f a c i l i t y  w ere to  be 
g r a n t e d .

(2 )  The a m o r t i z a t i o n  p e r io d  was to  be f i v e  y e a r s  b u t  
no p r o v i s i o n  was in c o r p o r a te d  i n  t h e  law  f o r  w r i t i n g  
o f f  any u n a m o r t iz e d  p o r t i o n  o f  t h e  c o s t  o f  th e  new
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f a c i l i t i e s  i n  th e  e v e n t  t h a t  th e  emergency was t e r m i ­
n a te d  in  l e s s  th a n  f i v e  y e a r s  o r  t h a t  th e  a s s e t s  i n  
q u e s t io n  were found no lo n g e r  e s s e n t i a l  f o r  n a t i o n a l  
d e f e n s e .

(3) G ains from t h e  s a l e  o f  th e  f a c i l i t i e s  w ere to  be 
ta x e d  a t  t h e  r a t e  a p p l i c a b l e  to  o r d in a r y  income f o r  
th e  amount i n  e x c e ss  o f  th e  g a in  w hich would hav e  b een  
r e a l i z e d  i f  norm al d e p r e c i a t i o n  had been  u s e d .^ o

A d m in is t r a t iv e  prob lem s u n d e r  t h e  Revenue Act o f  

1950 were much t h e  same a s  i n  th e  Second Revenue A ct o f  1940. 

The p ro d u c t  p r i c e  a s p e c t  o f  a c c e l e r a t e d  a m o r t i z a t i o n  was 

n e v e r  a c t u a l l y  r e s o lv e d  d u r in g  World War I I .  C o n se q u e n tly ,  

d u r in g  t h e  Korean War t h e r e  was much d is a g re e m e n t  a s  t o  th e  

r e l a t i o n s h i p  betw een a c c e l e r a t e d  a m o r t i z a t i o n  and d e fe n s e  

p ro d u c t  c o s t .

The R e n e g o t ia t io n  A ct o f  1951 a t te m p te d  t o  c l a r i f y  

t h i s  r e o c c u r r i n g  i s s u e  by p r o v id in g  t h a t  a l l  i te m s  o f  c o s t  

t h a t  were d e d u c t ib l e  f o r  f e d e r a l  income t a x  r e p o r t i n g  co u ld  

be a llo w ed  as  i te m s  o f  c o s t  i n  c o n t r a c t s  w i th  th e  Departm ent 

o f  D e fen se . S e c t io n  124A o f  th e  I n t e r n a l  Revenue Code p r o ­

v id e d  f o r  a c c e l e r a t e d  a m o r t i z a t i o n ;  t h e r e f o r e ,  i t  was con­

s id e r e d  a l lo w a b le  a s  an  i te m  o f  p ro d u c t  c o s t .

D isag reem en t among th e  T rea su ry  D epartm en t,  t h e  Of­

f i c e  o f  D efense  M o b i l i z a t i o n ,  and th e  R e n e g o t ia t io n  Board 

c o n c e rn in g  th e  c o s t  i s s u e  c o n t in u e d  th ro u g h o u t  1951.  I n  

l a t e  1951 and e a r l y  1952 t h e  O ff ic e  o f  D efense  M o b i l i z a t i o n ,  

u n d e r  t h e  d i r e c t i o n  o f  C h a r le s  E. W ilson , rev ie w ed  th e  p ro b ­

lem . I n  J u l y ,  1952 new r u l e s  g o v e rn in g  t h e  i n c l u s i o n  o f  a c ­

c e l e r a t e d  a m o r t i z a t io n  as  a n  e lem en t o f  p ro d u c t  c o s t  were
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p ro m u lg a te d .  S in c e  t h a t  t im e  th e  c o s t  i s s u e  h a s  been  f a i r l y  

w e l l  ag re ed  upon . From J u l y ,  1952 u n t i l  I960 a c c e l e r a t e d  

a m o r t i z a t io n  was a l lo w a b le  f o r  t a x  p u rp o se s  and r e n e g o t i a ­

t i o n  b u t  n o t  a l lo w a b le  i n  o r i g i n a l  p r i c e  n e g o t i a t i o n .  For 

" C e r t i f i c a t e s  o f  N e c e s s i ty "  i s s u e d  p r i o r  to  A ugust 23 , 1957 

o n ly  th e  p a r t  o f  th e  c o s t  o f  f a c i l i t i e s  w hich th e  c e r t i f y i n g  

agency  c e r t i f i e d  a s  n e c e s s a r y  t o  c o n t r i b u t e  to  n a t i o n a l  de­

f e n s e  were s u b j e c t  t o  th e  r a p i d  w r i t e o f f  p r o v i s i o n s .  Cer­

t i f i c a t e s  i s s u e d  su b se q u e n t  to  August 22, 1957 were l i m i t e d  

to  a  narrow  c a te g o ry  o f  d e fe n s e  and d e f e n s e - a s s o c i a t e d  f a ­

c i l i t i e s .  On December 31, 1959 s t a t u t o r y  a u t h o r i z a t i o n  f o r  

f u r t h e r  i s s u a n c e  o f  " C e r t i f i c a t e s  o f  N e c e s s i ty "  e x p i r e d .

Much l i t e r a t u r e  h as  been  d e v o te d  to  an a p p r a i s a l  o f  

a c c e l e r a t e d  a m o r t i z a t i o n  o f  emergency f a c i l i t i e s .  P ro b a b ly  

th e  most com ple te  a n a l y s i s  o f  t h i s  s u b j e c t  i s  p r e s e n te d  in  

th e  work o f  David T h o m a s . ^5

The f o l lo w in g  o b s e r v a t io n s  c o n c e rn in g  " C e r t i f i c a t e s  

o f  N e c e s s i ty "  were made i n  th e  Survey o f  C u r re n t  B u s in e ss  i n  

May, 1951 :

S e v e ra l  im p o r ta n t  q u a l i f i c a t i o n s  sh o u ld  be em phasized 
i n  e v a l u a t i n g  t h e  rev e n u e  ' c o s t '  a s p e c t  o f  t h e  a m o r t i ­
z a t i o n  p rog ram . . . .  i n  th e  ab sen ce  o f  t h i s  program , 
a l t e r n a t i v e  m ethods o f  f i n a n c in g  some o f  th e  r e q u i r e d  
f a c i l i t i e s ,  i n c l u d i n g  p o s s i b l y  d i r e c t  F e d e ra l  o u t l a y s ,  
would u n d o u b ted ly  be n e c e s s a r y .  . . .  I n  g e n e ra l  i t  
must be r e c o g n iz e d  t h a t  a  f u l l  e v a l u a t i o n  o f  th e  r a p i d  
a m o r t i z a t i o n  program  can o n ly  be made i n  th e  l i g h t  o f  
th e  g e n e r a l  en v iro nm en t I n  which t h e  p l a n  o p e ra te s  
r a t h e r  th a n  by c o n s id e r in g  s e p a r a t e  a s p e c t s  o f  th e  
program i n  i s o l a t i o n . 27
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B u l l e t i n  F

D e s c r i p t i o n »— I t  w i l l  be r e c a l l e d  t h a t  i n  1934 

T re a s u ry  D e c is io n  4422 p la c e d  th e  bu rden  o f  p r o o f  o f  th e  

r e a s o n a b le n e s s  o f  d e p r e c i a t i o n  c la im ed  on t h e  t a x p a y e r .  The 

T re a s u ry  p o s i t i o n  was a m p l i f i e d  c o n s id e r a b ly  i n  1942 by t h e  

p u b l i c a t i o n  o f  B u l l e t i n  F . T h is  B u l l e t i n  p u r p o r t e d  to  l i s t ,  

f o r  eac h  i n d u s t r y ,  a v e ra g e  u s e f u l  l i v e s  f o r  v a r i o u s  a s s e t s .

As m en tio n ed  e a r l i e r ,  i t  i s  m ost d i f f i c u l t ,  i f  n o t  impos­

s i b l e ,  to  m eet th e  b u rd en  o f  p ro o f  t e s t  r e q u i r e d  u n d e r  T re a s ­

u ry  D e c is io n  4422. F o r  a l l  p r a c t i c a l  p u rp o s e s ,  t h e r e f o r e .  

B u l l e t i n  F became th e  g u id in g  l i g h t  f o r  i n t e r n a l  rev en u e  

a g e n t s .  As a  r e s u l t  o f  t h e  p ro m u lg a t io n  o f  B u l l e t i n  F, de ­

p r e c i a t i o n  a u d i t s  co n d u c ted  by rev en u e  a g e n t s  became, f o r  

th e  m ost p a r t ,  an a u d i t  b ased  on th e  u se  o f  m o r t a l i t y  t a b l e s .

There  was some i n d i c a t i o n  o f  a  t r e n d  to  r e d u c e  t h e  

b u rd e n  imposed by T re a s u ry  D e c is io n  4422 and B u l l e t i n  F i n  

th e  1 9 5 0 's .  " C e r t i f i c a t e s  o f  N e c e s s i ty "  were i s s u e d  i n  1950 

u n d e r  t h e  Revenue A ct o f  1950 a s  p r e v io u s ly  d i s c u s s e d .  A lso ,  

" l i b e r a l i z e d  d e p r e c i a t i o n "  m ethods were g iv e n  o f f i c i a l  s a n c ­

t i o n  i n  th e  1954  I n t e r n a l  Revenue Code. N e v e r t h e l e s s ,  t h e  

B u l l e t i n  F c o n ce p t  o f  l i s t e d  u s e f u l  l i v e s  p r e c lu d e d  any r e a l  

change i n  d e p r e c i a t i o n  p o l i c y .  I n t e r n a l  rev e n u e  a g e n t s  con­

t i n u e d  to  be o b l i v i o u s  to  th e  o b s o le s c e n c e  f a c t o r  w hich was 

becom ing more and more s i g n i f i c a n t  i n  t h e  1 9 5 0 's .

C u r re n t  D evelopm ents . — I n  J u l y ,  1962 t h e  T re a su ry  

D epartm ent i s s u e d  Revenue P ro ced u re  6 2 -2 1 , D e p r e c ia t io n
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G u id e l in e s  and R u l e s , w hich f o rm a l ly  r e n d e re d  B u l l e t i n  F ob­

s o l e t e .  The new g u i d e l i n e s  a r e  a p p l i c a b l e  to  a l l  d e p r e c i a b l e  

p r o p e r t y ,  i n c l u d i n g  e x i s t i n g  a s  w e l l  a s  new p r o p e r t y .

At t h e  t im e  o f  t h e  r e l e a s e  o f  t h e  new g u i d e l i n e s  

S e c r e t a r y  o f  t h e  T re a s u ry ,  Douglas D i l lo n ,  commented a s  f o l ­

low s :

The new g u i d e l i n e  l i v e s  a v e rag e  32 p e r c e n t  s h o r t e r  th a n  
th o s e  e s t a b l i s h e d  i n  B u l l e t i n  F . More s i g n i f i c a n t ,  
th e y  a r e — a s  o u r  T re a su ry  d e p r e c i a t i o n  su rv e y  showed—
15 p e r c e n t  s h o r t e r  t h a n  th e  l i v e s  i n  a c t u a l  u se  by 
1 ,100 l a r g e  c o r p o r a t i o n s  which h o ld  t w o - t h i r d s  o f  a l l  
t h e  d e p r e c i a b l e  a s s e t s  i n  m a n u fa c tu r in g .  . . . More 
r a p i d  d e p r e c i a t i o n  t h a n  p r e s e n t l y  t a k e n  w i l l  be im­
m e d ia te ly  a l lo w e d  u n d e r  th e  new g u i d e l i n e s  on 70 t o  80 
p e r c e n t  o f  t h e  a s s e t s  i n  u se  by American b u s in e s s  to d a y .

For a l l  o f  o u r  12 m i l l i o n  c o r p o r a te  and n o n c o rp o r a te  
b u s i n e s s e s ,  we e s t im a t e  t h a t  t h e  p o t e n t i a l  i n c r e a s e  i n  
a n n u a l  d e p r e c i a t i o n  c h a rg e s  u n d e r  t h e  new g u i d e l i n e s  
w i l l  amount t o  17 p e r c e n t ,  o r  a  t o t a l  o f  $ 4 .7  b i l l i o n ,  
i n  t h e  f i r s t  y e a r . 28

Revenue P ro c ed u re  62-21 i s  d iv id e d  i n t o  t h r e e  p a r t s .  

P a r t  I  c o n ta in s  th e  new g u i d e l i n e s  which c o n s i s t  o f  new 

c l a s s e s  and new u s e f u l  l i v e s .  P a r t  I I  d e s c r i b e s  th e  p ro ­

c e d u re s  t h a t  w i l l  be fo l lo w e d  by I n t e r n a l  Revenue a g e n ts  

when exam in ing  d e p r e c i a t i o n  d e d u c t io n s .  P a r t  I I I  i l l u s t r a t e s  

r e s e r v e  r a t i o  t a b l e s  and a d ju s tm e n t  t a b l e s  f o r  c l a s s  l i v e s .

The p ro m u lg a t io n  o f  th e  new g u i d e l i n e s  c o n s t i t u t e s  

a  m a jo r  s h i f t  i n  p o l i c y  to w a rd s  a l lo w in g  more l i b e r a l  de­

p r e c i a t i o n  c h a rg e s .

1962 Amendments

The 1962 amendments to  th e  I n t e r n a l  Revenue Code o f  

1954  t h a t  p e r t a i n  to  d e p r e c i a t i o n  c e n t e r  a round  th e  new
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" r e c a p tu r e  o f  d e p r e c i a t i o n "  c l a u s e .  The I n t e r n a l  Revenue Act 

o f  1962 c o n ta in s  a " r e c a p tu r e  o f  d e p r e c i a t i o n "  c la u s e  which 

adds  S e c t io n  1245 t o  th e  I n t e r n a l  Revenue Code o f  1954.

In t h e  p a s t  a  t a x p a y e r  h a s  been a b le  to  employ " l i b ­

e r a l i z e d  d e p r e c i a t i o n "  on d e p r e c i a b le  p r o p e r t y  w hich m igh t 

re d u c e  th e  b a s i s  o f  th e  p r o p e r ty  below i t s  f a i r  m ark e t  v a lu e .  

A f t e r  r e c o v e r in g  most o f  th e  c o s t  o f  th e  p r o p e r t y  t h e  t a x ­

p a y e r  cou ld  s e l l  th e  p r o p e r ty  and r e p o r t  t h e  g a in  a s  a  cap­

i t a l  g a in .  T h is  f e a t u r e  was p a r t i c u l a r l y  a t t r a c t i v e  to  th e  

t a x p a y e r  as  i t  a llo w ed  t h e  d e p r e c i a t i o n  to  o f f s e t  income a t  

f u l l  t a x  r a t e s  and a llo w e d  th e  g a in  on r e s a l e  to  be ta x e d  a t  

f a v o r a b le  c a p i t a l  g a in  r a t e s .

The " r e c a p t u r e  c la u s e "  o f  th e  Revenue Act o f  1962 

a p p e a rs  to  be aimed a t  c lo s in g  t h i s  t a x  s a v in g s  d e v ic e .

The new law a p p l i e s  to  a l l  d e p r e c i a b l e  p r o p e r ty  

( o t h e r  th an  l i v e s t o c k )  w i th  t h e  major, e x c e p t io n  o f  b u i ld i n g s  

and t h e i r  s t r u c t u r a l  com ponents . G ains from th e  s a l e  o f  

b u i ld i n g s  and t h e i r  s t r u c t u r a l  components w i l l  s t i l l  be cap­

i t a l  g a in s .  The d e f i n i t i o n  o f  d e p r e c i a b le  p r o p e r t y  a l s o  em­

b r a c e s  i n t a n g i b l e s  such a s  p a t e n t s .

In  g e n e r a l ,  a  g a in  on th e  s a l e  o f  d e p r e c i a b l e  p r o p e r ty  

up to  i t s  " recom puted  b a s i s "  i s  S e c t io n  1245 o r d in a r y  income 

and th e  g a in  i n  e x c e s s  o f  t h i s  i s  t a x a b l e  a s  a  c a p i t a l  g a in  

u n d e r  S e c t io n  1231 o f  th e  1954 I n t e r n a l  Revenue Code. The 

"recom puted b a s i s "  i s  th e  a d ju s t e d  b a s i s  ( c o s t  l e s s  accumu­

l a t e d  d e p r e c i a t i o n )  p l u s  a l l  d e p r e c i a t i o n  a t t r i b u t a b l e  to
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p e r io d s  a f t e r  1961. I n  e s s e n c e ,  i f  t h e  s a l e  o f  d e p r e c i a b l e  

p r o p e r ty  r e s u l t s  i n  a  g a in  t h e  d e p r e c i a t i o n  c la im e d  a f t e r  

1961 i s  c o n s id e re d  e x c e s s i v e .  T h e re fo re ,  t h e  b a s i s  m ust be 

a d ju s t e d  by th e  e x c e s s iv e  d e p r e c i a t i o n  to  a r r i v e  a t  t h e  " r e ­

computed b a s i s . "  An example o f  th e  a p p l i c a t i o n  o f  th e  " r e ­

c a p tu r e  c la u s e "  i s  p r e s e n te d  below:

A ssum ption : T axpayer o p e r a t in g  on a  c a l e n d a r  y e a r  b a s i s
s e l l s  d e p r e c i a b l e  p r o p e r t y  f o r  $20,000 on  Ja n u a ry  1,
1963 . The d e p r e c i a b l e  p r o p e r ty  h a s  an a d j u s t e d  b a s i s  o f  
$1 5 ,0 0 0  a t  t im e  o f  s a l e  and th e  d e p r e c i a t i o n  d e d u c t io n  
f o r  1962  was $ 3 ,0 0 0 .

D e te rm in a t io n  o f  T o ta l  G ain :
S a le s  P r i c e  $20 ,000
A d ju s te d  B a s is  15.000

T o ta l  Gain $ 5 .0 0 0

C om putation  o f  Recomputed B a s i s :
A d ju s te d  B a s is  $1 5 ,000
D e p r e c ia t io n  a f t e r  1961 3 .0 0 0

Recomputed B a s is  $ 18 .000

A l l o c a t i o n  o f  T o ta l  G ain :
Recomputed B a s is  $ 18 ,000
A d ju s te d  B a s is  15 .000

S e c t io n  1245 Gain $ 3 ,0 0 0
C a p i t a l  Gain 2 .0 0 0

T o ta l  Gain

I f  th e  s a l e  p r i c e  i s  l e s s  th a n  th e  recom puted  b a s i s .  

S e c t io n  1245 income ( o r d i n a r y  incom e) i s  l i m i t e d  to  t h e  a c t u a l  

g a in .  For exam ple, i f  t h e  t a x p a y e r  had  r e c e iv e d  on ly  $17 ,000  

f o r  th e  d e p r e c i a b l e  p r o p e r ty  ( i n s t e a d  o f  $20 ,000) th e  r e ­

computed b a s i s  would s t i l l  be $1 8 ,00 0 , b u t  t h e  S e c t io n  1245 

income would o n ly  be $ 2 ,0 0 0 ,  which would be t h e  a c t u a l  g a in .  

There would be no c a p i t a l  g a in  i n  t h i s  c a se .

S in c e  e x c e s s iv e  d e p r e c i a t i o n  w i l l  be r e c a p t u r e d  on
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d i s p o s i t i o n  o f  t h e  p r o p e r t y ,  th e  I n t e r n a l  Revenue Act o f  

1 9 6 2 , w hich amends S e c t io n s  16? , 170, 453 , 6 1 3 ( a ) ,  and  751 

o f  t h e  1954  Code ( i n  a d d i t i o n  to  a d d in g  S e c t io n  1 2 4 5 ) ,  makes 

e s s e n t i a l l y  two changes  i n  d e p r e c i a t i o n  p o l i c y .  They a r e :

( 1 ) F o r  p e r s o n a l  p r o p e r t y  ( o t h e r  th a n  l i v e s t o c k )  w i th  
a  u s e f u l  l i f e  o f  a t  l e a s t  3 y e a r s  a c q u i r e d  a f t e r  e n a c t ­
m ent, t a x p a y e r  may d i s r e g a r d  s a lv a g e  up to  10^ o f  c o s t .

(2 )  T axpayer may change w i th o u t  Revenue S e r v i c e  p e r ­
m is s io n  from any a c c e l e r a t e d  method o f  d e p r e c i a t i n g  
S e c t io n  1245 p r o p e r ty  to  th e  s t r a i g h t - l i n e  m ethod . 
E l e c t i o n  must be made n o t  l a t e r  t h a n  th e  r e t u r n  d a te ^  
o f  t h e  r e t u r n  f o r  t h e  f i r s t  t a x a b l e  y e a r  a f t e r  1 9 6 2 .^ °

T here  a p p e a r s  t o  be a  r e l a t i o n s h i p  betw een t h e  p r o ­

m u lg a t io n  o f  new d e p r e c i a t i o n  g u i d e l i n e s  ( d i s c u s s e d  i n  t h e  

p r e v io u s  s e c t i o n )  and th e  " r e c a p t u r e  c la u s e "  d i s c u s s e d  above . 

T h is  r e l a t i o n s h i p  i s  s u g g e s te d  by th e  fo l lo w in g  r e f e r e n c e :

The p r o s p e c t  f o r  t h e  a d o p t io n  o f  t h e  r e c a p t u r e  r u l e  
was a t  l e a s t  i n  p a r t  t h e  r e a s o n  why th e  T re a s u ry  
l i b e r a l i z e d  i t s  d e p r e c i a t i o n  p o l i c y  l a s t  J u l y .  Any 
e x c e s s iv e  d e p r e c i a t i o n  t a k e n  by t a x p a y e r s  u n d e r  t h e  new 
p o l i c y  w i l l  be r e c a p t u r e d  a s  o r d i n a r y  income on s a l e  
o f  th e  a s s e t .  Inasm uch a s  t h e  r e c a p t u r e  r u l e  d o e s  n o t  
a p p ly  t o  b u i ld i n g s  and t h e i r  com ponents , t h e  T re a su ry  
was u n w i l l i n g  to  l i b e r a l i z e  th e  d e p r e c i a t i o n  p o l i c y  a s  
t o  such  a s s e t s . 30

Summary

The e v o lu t io n  o f  d e p r e c i a t i o n  p o l i c y  i n  th e  U n ited  

S t a t e s  may be  d i v id e d  i n t o  f o u r  p e r i o d s ;  b e fo r e  1913, 1913 

to  1 9 3 4 , 1934  to  1954 , and a f t e r  1954. B e fo re  1913 t h e r e  was 

l i t t l e  c o n t r o v e r s y  c o n c e rn in g  th e  c o n ce p t  o f  d e p r e c i a t i o n .  

R e fe re n c e s  i n  economic and a c c o u n t in g  l i t e r a t u r e  on t h e  sub­

j e c t ,  u n t i l  t h e  Revenue Act o f  1913 s p e c i f i c a l l y  p ro v id e d  

f o r  d e p r e c i a t i o n  a s  an a l lo w a b le  b u s in e s s  e x p e n se ,  w ere
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s c a r c e .  P e rh ap s  t h e  p reced en ce  f o r  t h e  1913 d e p r e c i a t i o n  

p r o v i s i o n  was s e t  i n  th e  K n o x v i l le  W ater Company c a s e  o f  

1909.

1913 t o  1934 . — D uring  t h i s  p e r io d  t a x p a y e r s  were a l ­

lowed a l a r g e  d e g re e  o f  d i s c r e t i o n  in  th e  d e te r m in a t io n  o f  

t h e  r e a s o n a b le n e s s  o f  d e p r e c i a t i o n  a l lo w a n c e s .  The m ajo r  

r e s t r i c t i o n  was t h a t  d e p r e c i a t i o n  a l lo w a n c e s  s h o u ld ,b e  l im ­

i t e d  to  h i s t o r i c a l  c o s t .  D e p r e c ia t io n  c la im ed  by t h e  t a x ­

p a y e r  was a l lo w e d  u n le s s  th e  Bureau o f  I n t e r n a l  Revenue 

c o u ld  c o n v in c in g ly  show t h a t  th e  c la im  was u n r e a s o n a b le .

1934  to  1 9 5 4 . —Under p r e s s u r e  f o r  i n c r e a s e d  f e d e r a l  

rev e n u e  i n  1934 t h e  T rea su ry  D epartm ent r e n d e re d  D e c is io n  

4422 . The b u rd en  o f  p ro o f  a s  to  th e  r e a s o n a b le n e s s  o f  de ­

p r e c i a t i o n  a l lo w a n c e s  was s h i f t e d  to  i n d u s t r y .  S in c e  i t  i s  

v i r t u a l l y  im p o s s ib le  to  q u a n t i f y  f u t u r e  p h y s i c a l  d e t e r i o r a ­

t i o n ,  much l e s s  o b s o le s c e n c e ,  th e  e f f e c t  o f  th e  D e c is io n  was 

t o  im plem ent a  p o l i c y  o f  d r a s t i c  c u tb a c k s  o f  d e p r e c i a t i o n  

a l lo w a n c e s .  The p u b l i c a t i o n  o f  B u l l e t i n  F i n  1942 se rv e d  to  

s t r e n g t h e n  and p ro lo n g  t h e  p o l i c y  i n i t i a t e d  i n  1934 u n d e r  

T re a su ry  D e c is io n  4422.

From 1934  t o  1954 d e p r e c i a t i o n  p o l i c y ,  a l th o u g h  under 

c o n s t a n t  a t t a c k  by i n d u s t r y ,  c l o s e l y  a d h e re d  to  t h e  p o s i t i o n  

e s t a b l i s h e d  i n  T re a su ry  D e c is io n  4422 and B u l l e t i n  F . The 

o n ly  n o t a b l e  d e v i a t i o n  from t h i s  p o l i c y  was th e  i s s u a n c e  o f  

c e r t i f i c a t e s  f o r  a c c e l e r a t e d  a m o r t i z a t i o n  o f  emergency f a ­

c i l i t i e s  u n d e r  th e  Second Revenue Act o f  1940 and t h e  Rev­

enue Act o f  1 9 5 0 .
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A f t e r  1954. — The I n t e r n a l  Revenue Code o f  1954 au­

t h o r i z e d  th e  use  o f  two l i b e r a l  d e p r e c i a t i o n  m ethod s;  th e  

d e c l i n i n g  b a la n c e  m ethod, and t h e  sum o f  t h e  y e a r s - d i g i t  

m ethod. A lthough  th e  d e c l i n i n g  b a la n c e  m ethod was i n i t i a l l y  

p e r m i t t e d  u n d e r  th e  1939 Revenue Code, t h e  r a t e  a l lo w a b le  

u n d e r  th e  method was i n c r e a s e d  from 1i  t im e s  t h e  s t r a i g h t  

l i n e  r a t e  to  2 t im e s  th e  s t r a i g h t  l i n e  r a t e  i n  1954.

I n  1958 i n d u s t r y  was a l lo w e d  an i n i t i a l  20 p e r  cen t  

d e p r e c i a t i o n  a llo w ance  i n  a d d i t i o n  to  n o rm al d e p r e c i a t i o n .  

T h is  p r o v i s i o n  c o n ta in e d  a maximum a l lo w a n c e  p r o v i s i o n  o f  

#2 ,00 0  c a u s in g  i t  t o  be d e s c r i b e d  a s  m ain ly  a r e l i e f  p ro ­

v i s i o n ,  n o t  an  in v e s tm e n t  s t im u lu s .

I n  J u l y ,  1962 th e  T re a su ry  D epartm ent p rom ulga ted  

Revenue R u l in g  62-21 which e s t a b l i s h e d  new d e p r e c i a t i o n  

g u i d e l i n e s .  The new d e p r e c i a t i o n  r a t e s  a p p e a r  t o  be a n o th e r  

move tow ards  a more l i b e r a l  d e p r e c i a t i o n  p o l i c y  on t h e  p a r t  

o f  t h e  f e d e r a l  governm ent. Under t h e  new g u i d e l i n e s  th e  

a v e ra g e  u s e f u l  l i v e s  o f  d e p r e c i a b l e  p r o p e r t y  a r e  a p p ro x i­

m a te ly  32 p e r  c e n t  s h o r t e r  t h a n  th o s e  e s t a b l i s h e d  in  B u lle ­

t i n  F.

D e p r e c ia t io n  changes  i n  th e  Revenue A ct o f  1962 

c e n t e r  a roun d  th e  " r e c a p t u r e  o f  d e p r e c i a t i o n "  c la u s e  which 

c o n v e r t s  c a p i t a l  g a in  income t o  o rd in a ry  income i n  c a s e s  

w here e x c e s s iv e  d e p r e c i a t i o n  i s  c la im ed  by t h e  t a x p a y e r .

The " r e c a p t u r e  c la u s e "  adds S e c t io n  1245 to  t h e  I n t e r n a l  

Revenue Code o f  1954.
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I n  th e  f o l lo w in g  c h a p te r  t h e  u se  o f  " l i b e r a l i z e d  

d e p r e c i a t i o n "  s in c e  1954 i s  exam ined.
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CHAPTER III

EMPIRICAL STUDIES OF THE USE OF 

"LIBERALIZED DEPRECIATION"

S in c e  1954 i n d u s t r y  h a s  been  p e r m i t t e d  to  ad o p t  

e i t h e r  o f  two " l i b e r a l i z e d  d e p r e c i a t i o n "  methods f o r  f e d e r a l  

income t a x  r e p o r t i n g .  D e p r e c ia t io n  p r o v i s i o n s  o f  t h e  1954- 

I n t e r n a l  Revenue Code w ere p r e s e n te d  i n  t h e  p re v io u s  c h a p t e r .  

There  have been  s e v e r a l  s t u d i e s  c o n c e rn in g  th e  u se  o f  th e  a c ­

c e l e r a t e d  d e p r e c i a t i o n  p r o v i s i o n s  o f  t h e  1954 Code, most o f  

w hich  c o n s i s t  o f  su rv e y s  co ndu c ted  by i n d u s t r i a l  and govern­

m e n ta l  a g e n c ie s .  I n  t h i s  c h a p te r  f i v e  o f  th e s e  s t u d i e s  a r e  

exam ined .

F i n a n c i a l  E x e c u t iv e s  R e se a rch  
F o u n d a tio n  S tudy

On A p r i l  20, 196O th e  F i n a n c i a l  E x e c u t iv e s  R esearch  

F o u n d a tio n  com ple ted  t h e i r  f i n a l  r e p o r t  on th e  r e s u l t s  o f  a 

su rv e y  r e g a r d in g  th e  u se  o f  v a r io u s  d e p r e c i a t i o n  m ethods.^

The r e p o r t  i s  b a sed  on r e s u l t s  o f  1 ,325  q u e s t i o n n a i r e s  r e ­

c e iv e d  from v a r io u s  com panies t h a t  p a r t i c i p a t e d  i n  t h e  s u r v e y .  

To f a c i l i t a t e  exam in ing  th e  r e s u l t s  o f  t h e  s tu d y ,  r e s p o n s e s  

may be c l a s s i f i e d  a s  f o l lo w s :
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Group A. — R espo nden ts  in  t h i s  g roup  u se d  s t r a i g h t  l i n e  
d e p r e c i a t i o n  e x c l u s i v e l y .  The s t r a i g h t  l i n e  method was 
u sed  f o r  f i n a n c i a l  r e p o r t i n g  and f o r  Income t a x  r e ­
p o r t i n g .

Group B. — R espo nden ts  in t h i s  g roup  u sed  l i b e r a l i z e d  
d e p r e c i a t i o n  m ethods fo r  a l l  p u r p o s e s ,  b o th  f o r  f i n a n ­
c i a l  and Income t a x  r e p o r t i n g .

Group C. — R espo nden ts  in  t h i s  g roup  u sed  s t r a i g h t  l i n e  
d e p r e c i a t i o n  f o r  f i n a n c i a l  r e p o r t i n g  and l i b e r a l i z e d  
d e p r e c i a t i o n  f o r  t a x  r e p o r t i n g .  Companies In  t h i s  
g roup  I n d i c a t e d  t h a t  they  d id  n o t  p r o v id e  f o r  d e f e r r e d  
Income t a x e s  t h a t  m ight m a t e r i a l i z e  a s  a r e s u l t  o f  
u s in g  s t r a i g h t  l i n e  d e p r e c i a t i o n  f o r  f i n a n c i a l  r e p o r t ­
in g  and l i b e r a l i z e d  d e p r e c i a t i o n  f o r  Income t a x  r e ­
p o r t i n g . 2

Group D. — R espon den ts  in  t h i s  g roup  u sed  s t r a i g h t  l i n e  
d e p r e c i a t i o n  f o r  f i n a n c i a l  r e p o r t i n g  and l i b e r a l i z e d  
d e p r e c i a t i o n  f o r  t a x  r e p o r t i n g  a s  Group 0 d i d .  However, 
com panies In  t h i s  group d id  p ro v id e  f o r  d e f e r r e d  Income 
t a x e s  t h a t  m ig h t m a t e r i a l i z e  a s  a r e s u l t  o f  u s in g  
s t r a i g h t  l i n e  d e p r e c i a t i o n  f o r  f i n a n c i a l  r e p o r t i n g  and 
l i b e r a l i z e d  d e p r e c i a t i o n  f o r  Income t a x  r e p o r t i n g .

Group E . — A t o t a l  o f  23 r e s p o n d e n t s  ( a b o u t  2# o f  th e  
t o t a l ) were s p e c i a l  case s  due to  p e c u l i a r i t i e s  o f  t h e i r  
I n d u s t r y  and , t h e r e f o r e ,  d id  n o t  f a l l  w i t h in  one o f  th e  
above g ro u p s .  T h is  group c o n s i s t s  m a in ly  o f  b anks, 
p u b l i c  u t i l i t i e s ,  and in s u ra n c e  com p an ies .

■" The r e s u l t s  o f  th e  F in a n ce  E x e c u t iv e  I n s t i t u t e  s tu d y  

a re  summarized I n  T a b le s  1 and 2.

S ev en ty  seven  p e r  cen t  o f  th e  r e s p o n d in g  companies 

In  Group A-D u se  some method o f  " l i b e r a l i z e d  d e p r e c i a t i o n "  

and 23 p e r  c e n t  u se  th e  s t r a i g h t  l i n e  m ethod . Of th e  999 em­

p lo y in g  " l i b e r a l i z e d  d e p r e c i a t i o n , "  456 (46 p e r  c e n t )  u se  t h e  

d e c l i n i n g  b a la n c e  m ethod , 377 (38 p e r  c e n t )  u s e  th e  sum o f  

t h e  y e a r s - d l g l t s  m ethod, and 166 (16 p e r  c e n t )  employ b o th  

m ethods . The d e c l i n i n g  b a lan ce  method I s  th e  m ost p o p u la r  

w i th  t h e  com panies t h a t  p a r t i c i p a t e d  I n  t h e  s tu d y .



TABLE 1
DEPRECIATION METHODS USED BY 1302 COMPANIES IN THE UNITED STATES, I960

Groups^

Method

A B

L i b e r a l i z e d
D e p r e c i a t i o n

C D

T o ta l

1 . S t r a i g h t  L ine 303 303
2 . D e c l i n in g  B a lan ce 330 38 88 456

3 . Sum o f  Y e a r s - D i g i t s 310 28 39 377

4 . C o m bina tio n  o f
M ethods 2. and 3 * 92 23 51 166

T o ta l 303 732 89 178 1302%

^For m eaning  o f  Groups A-D- se e  accom panying  t e x t .

The t o t a l  o f  g ro u p s  A-D e q u a l s  1302, Group E c o n s i s t s  o f  23 r e s p o n d ­
e n t s  w hich  b r i n g s  t h e  t o t a l  to  1325. See accom panying  t e x t  f o r  s i g n i f i c a n c e
o f  Group E and number 1325.

I n s t i t u t e  R e se a rc h  F o u n d a t io n ,  What D e p r e c i a t i o n , a p r i x  cU, ly o o ,  p p .  2—0 . —— —— .

-Pr
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TABLE 2
PERCENTAGE DISTRIBUTION OF DEPRECIATION METHODS USED 

BY 1302  COMPANIES IN THE UNITED STATES, I 96 O

Groups 1

Method L i b e r a l i z e d
D e p r e c i a t i o n

A B C D

1. S t r a i g h t  L ine  100

2 . D e c l in in g  B a lan ce 45 43 49

3 . Sum o f  Y e a r s - D i g l t a 42 31 22

4 .  C om bin a tion  o f
M ethods 2 .  and 3« 13 26 29

T o ta l  100 100 100 100

V o r  m eaning  o f  Groups A-D- see accom panying t e x t .

S o u rc e :  C o n t r o l l e r s  I n s t i t u t e  
p r e c l a t i o n ,  A p r i l  20 , I9 6 0 , p p . 2 -6

R e se a rc h  F o u n d a t io n ,  What De-

4>0\
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Group B which u s e s  " l i b e r a l i z e d  d e p r e c i a t i o n "  f o r  

b o th  f i n a n c i a l  and income t a x  r e p o r t i n g  i s  th e  l a r g e s t  o f  

t h e  g ro u p s .  The second  m ost s i g n i f i c a n t  group i s  A which 

u s e s  t h e  s t r a i g h t  l i n e  method f o r  b o th  f i n a n c i a l  and income 

t a x  r e p o r t i n g .  These two g ro u p s  c o n s t i t u t e  78 p e r  c e n t  o f  

t h e  t o t a l  r e s p o n d e n t s .  Companies employing " l i b e r a l i z e d  

d e p r e c i a t i o n "  f o r  t a x  p u rp o s e s  and s t r a i g h t  l i n e  f o r  f i n a n ­

c i a l  r e p o r t i n g  (Groups 0 and D) a r e  i n  th e  m in o r i t y .

P a r t i c i p a t i n g  com panies p r e s e n t e d  v a r io u s  r e a s o n s  

f o r  t h e  s e l e c t i o n  o f  d i f f e r e n t  d e p r e c i a t i o n  m ethods. Most 

o f  th e  re s p o n d e n ts  i n  Group A s t a t e d  t h a t  t h e r e  w a s n ' t  

enough d i f f e r e n c e  i n  t h e  amount o f  d e p r e c i a t i o n  a l lo w a b le  

u n d e r  t h e  s t r a i g h t  l i n e  and th e  l i b e r a l i z e d  m ethods t o  con­

c e rn  th e m se lv e s  w i th .  R espon den ts  i n  Group B, how ever, be ­

l i e v e  t h a t  t h e  " l i b e r a l i z e d  d e p r e c i a t i o n "  methods more n e a r l y  

m easu re  th e  d e c r e a s e  i n  e a r n in g  power o f  f a c i l i t i e s .  T here ­

f o r e ,  th e y  u se d  th e  l i b e r a l i z e d  m ethods f o r  f i n a n c i a l ,  as  

w e l l  a s  f o r  income t a x ,  r e p o r t i n g .  R esponden ts  i n  Group C 

g e n e r a l l y  e x p re s s e d  t h e  b e l i e f  t h a t  d e p r e c i a t i o n  c a l c u l a t e d  

by u s in g  th e  l i b e r a l i z e d  m ethods w i l l  n e v e r  be l e s s  th a n  

s t r a i g h t  l i n e  d e p r e c i a t i o n .  They con tend  t h a t  th e  t a x  r e ­

d u c t i o n  w i l l  c o n t in u e  to  a cc u m u la te  i n d e f i n i t e l y ;  t h e r e f o r e ,  

th e y  see  no r e a s o n  to  p r o v id e  f o r  d e f e r r a l  o f  income t a x e s .  

Companies i n  Group D a g re e  w i th  companies i n  Group C i n  t h e  

s e l e c t i o n  o f  s t r a i g h t  l i n e  d e p r e c i a t i o n  f o r  t a x  r e p o r t i n g  

and " l i b e r a l i z e d  d e p r e c i a t i o n "  f o r  f i n a n c i a l  r e p o r t i n g .
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However, th e y  contend t h a t  th e  t a x  r e d u c t i o n  r e s u l t i n g  from 

u s in g  “l i b e r a l i z e d  d e p r e c i a t i o n "  f o r  t a x  r e p o r t i n g  w i l l  n o t  

accu m u la te  i n d e f i n i t e l y .  T h e r e fo r e ,  com panies i n  Group D 

e i t h e r  p ro v id e  f o r  d e f e r r e d  income t a x e s  o r  r e c o g n iz e  t h e  

r e l a t e d  t a x  e f f e c t  as a d d i t i o n a l  d e p r e c i a t i o n .

I n d u s t r i e s  su rveyed  i n  th e  F in an ce  E x e c u t iv e  I n s t i ­

t u t e  s tu d y  may be c l a s s i f i e d  by d i v i s i o n s  i n  a b o u t  t h e  same 

manner t h a t  i n d u s t r i e s  a r e  c l a s s i f i e d  i n  t h e  S ta n d a rd  I n ­

d u s t r i a l  C l a s s i f i c a t i o n  M anual. ^ T h is  i s  r e f l e c t e d  i n  

T ab le  3 .

D ata  i n  Table 3 a t t e s t  t o  t h e  c a r e f u l  s e l e c t i o n  o f  

com panies so a s  t o  make th e  su rvey  r e s u l t s  a  r e p r e s e n t a t i v e  

sam ple o f  t h e  u n i v e r s e .  P ro p e r  w e ig h ts  seem t o  have  b een  

g iv e n  to  t h e  v a r io u s  i n d u s t r i e s .  A lso ,  t h e  d a t a  r e v e a l  t h a t  

t h e r e  does  n o t  seem t o  be a c o n c e n t r a t i o n  o f  " l i b e r a l i z e d  

d e p r e c i a t i o n "  methods i n  p a r t i c u l a r  i n d u s t r i e s .

N a t io n a l  A s s o c ia t io n  o f  A c c o u n ta n ts  Study

On A p r i l  1, 1958 t h e  N a t io n a l  A s s o c ia t io n  o f  Ac­

c o u n ta n t s  p u b l i s h e d  R e se a rc h  R ep o rt  33, a s tu d y  b a sed  on de­

p r e c i a t i o n  p r a c t i c e s  o f  55 c o m p a n ie s .^  The com panies s e ­

l e c t e d  were ones t h a t  th e  A s s o c ia t io n  th o u g h t  would p o s s i b l y  

r e f l e c t  d e p r e c i a t i o n  p r a c t i c e  t r e n d s  f o r  t h e  economy. T h i r ty  

o f  th e  p a r t i c i p a t i n g  com panies were l i s t e d  i n  t h e  s tu d y ;  

tw e n ty  f i v e  w ished  to  rem a in  anonymous. The fo l lo w in g  com­

p a n ie s  were among th e  30 l i s t e d :



TABLE 3
RESPONSES, BY INDUSTRY, OF 1325 COMPANIES IN THE 

UNITED STATES TO A DEPRECIATION SURVEY, I960

I n d u s t r y  D i v i s i o n s Groups^ T o ta l P e r  c e n t  
o f  T o ta l

A B C D E

A g r i c u l t u r e ,  F o r e s t r y ,  e t c . 8 7 2 1 - 18 1

M ining 18 34 8 15 - 75 6

C o n s t r u c t i o n 4 21 3 - - 28 2

M anufac t u r i n g 171 541 44 112 2 870 65
T r a n s p o r t a t i o n ,  Com m unication , 

and P u b l i c  U t i l i t i e s 44 27 17 31 8 127 11
W h o le sa le  and R e t a i l 30 52 11 15 - 108 8
F in a n c e ,  I n s u r a n c e ,  and 

R e a l  E s t a t e 24 33 2 1 12 72 5
S e r v i c e s 4 17 2 3 1 27 2

T o ta l 303 732 89 178 23 1325 100

F o r  m eaning  o f  Groups A-E- se e  accom panying  t e x t .

A p r i l ^ 2 0 r ° ? 9 6 0 ° ° T a b îe ^ î^ °  I n s t i t u t e  R e se a rc h  F o u n d a t io n ,  What D e p r e c i a t i o n .
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A l l i e d  P ro d u c ts  C o rp o ra t io n
C h r y s l e r  C o rp o ra t io n
D e t r o i t  H a r v e s te r  Company
Diamond Match Company
Dunlop T i r e  and Rubber Company
G e n e ra l  Foods Company
I n t e r n a t i o n a l  Shoe Company
R a i s e r  Aluminum and Chem ical Company
Moore B u s in e ss  Form s, I n c o r p o r a te d
U n ite d  S t a t e s  S t e e l  C o rp o ra t io n

The s tu d y  d e a l t  p r i m a r i l y  w i th  m a jo r  i n d u s t r i a l  f i r m s .  

F i f t y  two o f  th e  p a r t i c i p a t i n g  com panies u se d  th e  s t r a i g h t  

l i n e  method b o th  f o r  f i n a n c i a l  and income t a x  r e p o r t i n g  p r i o r  

to  1 9 5 4 . Two o f  th e  com panies u se d  t h e  u n i t s - o f - o u t p u t  

method and one u s e d  th e  d e c l i n i n g  b a la n c e  method o f  t im e s  

th e  s t r a i g h t  l i n e  r a t e .

T ab le  4 r e f l e c t s  ch an g es  i n  d e p r e c i a t i o n  p r a c t i c e  o f  

th e  55 com panies a s  a  r e s u l t  o f  t h e  " l i b e r a l i z e d  d e p r e c i a t i o n "  

amendments t o  th e  I n t e r n a l  Revenue Code o f  1954. The d a t a  i n  

th e  t a b l e  i n d i c a t e  t h a t  3 o u t  o f  4 com panies p a r t i c i p a t i n g  i n  

th e  s tu d y  employ one o f  t h e  " l i b e r a l i z e d  d e p r e c i a t i o n "  m ethods 

f o r  income t a x  r e p o r t i n g .  T h is  i s  a  s i g n i f i c a n t  change from 

th e  d e p r e c i a t i o n  p r a c t i c e s  employed by th e  companies p r i o r  to

1954.
A co m parison  o f  d e p r e c i a t i o n  p r a c t i c e s  f o r  f i n a n c i a l  

and income t a x  r e p o r t i n g  i s  p r e s e n t e d  i n  T ab le  5 .  Most o f  

th e  com panies p a r t i c i p a t i n g  i n  t h i s  s tu d y  (86 p e r  c e n t )  employ 

th e  same d e p r e c i a t i o n  method f o r  f i n a n c i a l  and income t a x  r e ­

p o r t i n g .  T h e r e f o r e ,  t h e s e  com panies a r e  n o t  conce rn ed  w i th  

a l l o c a t i n g  d e f e r r e d  income t a x e s  t h a t  m ig h t a r i s e  i f  t h e  

com panies u se d  " l i b e r a l i z e d  d e p r e c i a t i o n "  f o r  t a x  r e p o r t i n g



TABLE 4
DEPRECIATION METHODS USED BY 55 COMPANIES IN THE UNITED STATES

.FOR INCOME. TAX REPORTING, 1957.

Method Number

D e c l in in g  B a la n ce  and Sum o f  Y e a r s - D ig i t s ^  40

S t r a i g h t  L in e  14

O th e r  1

T o ta l  55

^No d i s t i n c t i o n  be tw een  th e  two m ethods was p r o v id e d  i n
t h e  s tu d y .

S o u rc e ;  N a t io n a l  A s s o c i a t i o n  o f  A c c o u n ta n ts ,  C u r r e n t  
P r a c t i c e  i n  A ccounting: f o r  D e p r e c i a t i o n . A n r i l  1 , 1 9 5 8 , p .  6 .

ui



TABLE 5
COMPARISON OF DEPRECIATION METHODS USED FOR FINANCIAL AND INCOME 

TAX REPORTING BY.55 - COMPANIES IN THE UNITED STATES, 1957

Com parison  o f  M ethods Number

Same Method Used f o r  F i n a n c i a l  and Income
Tax R e p o r t in g  49

D i f f e r e n t  M ethods Used 6

T o ta l  55

S o u rc e ;  N a t io n a l  A s s o c i a t i o n  o f  A c c o u n ta n ts ,  C u r r e n t
P r a c t i c e  i n  A c co u n t in g  f o r  D e p r e c i a t i o n . A p r i l  1, 195Ô, p .  20.

V J 1
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and s t r a i g h t  l i n e  d e p r e c i a t i o n  f o r  f i n a n c i a l  r e p o r t i n g .  Ap­

p a r e n t l y ,  t h e s e  com panies h o ld  t h a t  e i t h e r  t h e  amount o f  th e  

t a x  d e f e r r a l  would n o t  be m a t e r i a l ,  o r  t h a t  t h e  t a x  d e f e r r a l  

would t e n d  to  be perm anen t due to  c o n t i n u a l  e x p a n s io n  o f  f a ­

c i l i t i e s .

I t  i s  s u r p r i s i n g  t h a t  f i r m s  t h e  s i z e  o f  th e  ones  i n  

t h i s  s tu d y  fo l lo w  th e  same r u l e s  f o r  f i n a n c i a l  and t a x  r e ­

p o r t i n g  i n  so im p o r ta n t  an a r e a  a s  d e p r e c i a t i o n .  Many sm a ll  

f i r m s  fo l lo w  t a x  r u l e s  f o r  f i n a n c i a l  a c c o u n t in g  a s  a m a t t e r  

o f  e x p e d ie n c y .  However, p r o c e d u r a l  p rob lem s t h a t  a r e  p r e ­

s e n te d  by em ploy ing  d i f f e r e n t  d e p r e c i a t i o n  m ethods would n o t  

be a s  s i g n i f i c a n t  to  l a r g e  f i r m s  w ith  com peten t a c c o u n t in g  

s t a f f s .

Data p r e s e n t e d  i n  t h e  N a t io n a l  A cco u n tin g  A s s o c ia t io n  

s tu d y  im ply  t h a t  many l a r g e  f i rm s  u se  " l i b e r a l i z e d  d e p r e c i a ­

t i o n "  f o r  f i n a n c i a l  r e p o r t i n g .  T ab le  4 i n d i c a t e s  73 p e r  c e n t  

o f  t h e  p a r t i c i p a t i n g  f i r m s  u se  " l i b e r a l i z e d  d e p r e c i a t i o n "  f o r  

income t a x  r e p o r t i n g .  T ab le  5 i n d i c a t e s  86 p e r  c e n t  o f  th e  

f i r m s  u se  t h e  same method f o r  f i n a n c i a l  and income t a x  r e ­

p o r t i n g .  I t  f o l lo w s  t h a t  a  s u b s t a n t i a l  m a j o r i t y  o f  th e  f i rm s  

i n  t h e  s tu d y  employ " l i b e r a l i z e d  d e p r e c i a t i o n "  f o r  f i n a n c i a l ,  

a s  w e l l  a s  f o r  income t a x ,  r e p o r t i n g .  A lthough  on ly  55 

com panies p a r t i c i p a t e d  i n  t h e  s tu d y ,  i t  i n d i c a t e s  t h a t  th e  

55 l a r g e  o n es  do u se  " l i b e r a l i z e d  d e p r e c i a t i o n . "
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Am erican I n s t i t u t e  o f  C e r t i f i e d  

P u b l i c  A c c o u n ta n ts  S tu d ie s

I n  1946 th e  Am erican I n s t i t u t e  o f  C e r t i f i e d  P u b l ic  

A c c o u n ta n ts  (AICPA) I n i t i a t e d  a program  f o r  t h e  a n a l y s i s  o f  

a n n u a l  c o r p o r a t e  f i n a n c i a l  r e p o r t s .  The program  r e s u l t e d  In  

t h e  p u b l i c a t i o n  o f  an  an n u a l  e d i t i o n  o f  A c co u n tin g  T rends 

and T e c h n iq u e s . Each a n n u a l  e d i t i o n  su rv e y s  t h e  a c c o u n t in g  

t e c h n i q u e s  and t r e n d s  o f  600 c o r p o r a t i o n s .  S i g n i f i c a n t  a c ­

c o u n t in g  t r e n d s  a re  p r e s e n t e d  In  numerous c o m p a ra t iv e  t a b u ­

l a t i o n s  I n  th e  an n u a l e d i t i o n s .  A ccoun ting  t e c h n iq u e s  em­

p lo y e d  by th e  600 su rv e y  com panies a r e  p r e s e n t e d  I n  th e  form 

o f  exam ples  c i t e d  from a n n u a l  f i n a n c i a l  r e p o r t s  o f  th e  com­

p a n i e s .

I n  1961 m ost o f  th e  com panies In  t h e  su rv ey  were 

l a r g e  o n e s . 5 I t  I s  n o t  p o s s i b l e  to  compare t h e  d e p r e c i a t i o n  

m etho ds  u sed  f o r  f i n a n c i a l  and Income t a x  r e p o r t i n g  f o r  a l l  

co m p a n ie s ,  b e cau se  o n ly  88 com panies p ro v id e d  d e p r e c i a t i o n  

d a t a .  The d a t a  p r o v id e d  were b a sed  on f i n a n c i a l  r e p o r t i n g  

m e th o d s .  Among t h e s e  88 com panies a b o u t  t w o - t h i r d s  o f  them 

u se d  one o r  more o f  t h e  " l i b e r a l i z e d  d e p r e c i a t i o n "  m ethods. 

D e p r e c i a t i o n  m ethods employed by th e  88 com panies I n  i 960  a r e  

p r e s e n t e d  In  T ab le  6 .

M achinery  and A l l i e d  P ro d u c ts  
I n s t i t u t e  S tudy

I n  1956 t h e  M ach inery  and A l l i e d  P ro d u c ts  I n s t i t u t e  

(MAPI) co n d u c ted  a su rv e y  d e a l i n g  w i th  re p la c e m e n t  o f  

f a c i l i t i e s  and d e p r e c i a t i o n  p o l i c y . ^  Q u e s t io n n a i r e s  were



TABLE 6
DEPRECIATION METHODS REPORTED BY 88 COMPANIES 

IN THE. UNITED STATES,. I960

Method

1. D e c l in in g  B a lan ce

2 .  Sum o f  Y e a r s - D i g i t s

3 .  C om b ina tio n  o f  M ethods 1

4 .  S t r a i g h t  L ine

5 . U n i t s  o f  P r o d u c t io n

and 2 .

T o ta l

Number

10

12

32

25

_9

88

U1U1

S o u rc e :  A m erican  I n s t i t u t e  o f  C e r t i f i e d  P u b l i c
A c c o u n ta n ts ,  A c c o u n t in g  T rends  and T e c h n iq u e s , 1961, 
p p .  164-165*
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d i s t r i b u t e d  to  491 com panies engaged  i n  th e  m an u fa c tu re  o f  

c a p i t a l  e q u ip m en t.  About 60 p e r  c e n t  (296) o f  t h e  q u e s t i o n ­

n a i r e s  r e t u r n e d  were s u f f i c i e n t l y  d e t a i l e d  t o  t a b u l a t e .

P a r t  I I  o f  th e  MAPI su rv e y  d e a l t  w i th  d e p r e c i a t i o n  p o l i c y .  

P a r t i a l  r e s u l t s  a r e  p r e s e n t e d  i n  T ab le  7 .  O th e r  f e a t u r e s  o f  

th e  MAPI s tu d y  a r e  p r e s e n t e d  i n  T ab le  8 .

Data i n  T able  7 i n d i c a t e  t h a t  a p p ro x im a te ly  two- 

t h i r d s  o f  th e  r e p o r t i n g  com panies employed " l i b e r a l i z e d  d e ­

p r e c i a t i o n "  f o r  income t a x  r e p o r t i n g .  Of th o s e  u s in g  " l i b e r ­

a l i z e d  d e p r e c i a t i o n "  a b o u t  o n e - h a l f  u s e  th e  d e c l in i n g  b a la n c e  

method and th e  o t h e r  h a l f  u s e  th e  sum o f  th e  y e a r s - d i g i t s .

Most o f  t h e  r e s p o n d e n ts  (86 p e r  c e n t )  employ t h e  same 

d e p r e c i a t i o n  m ethods f o r  f i n a n c i a l  and income ta x  r e p o r t i n g .  

(T ab le  8 ) .  " L i b e r a l i z e d  d e p r e c i a t i o n "  i s  u sed  by 62 p e r  c e n t  

o f  t h e  r e s p o n d e n ts  f o r  income t a x  r e p o r t i n g .  S in ce  85 p e r  

c e n t  employ c o n s i s t e n t  m ethods f o r  b o th  p u rp o se s  a  s u b s t a n t i a l  

m a j o r i t y  employs " l i b e r a l i z e d  d e p r e c i a t i o n "  f o r  f i n a n c i a l ,  a s  

w e l l  as f o r  income t a x ,  r e p o r t i n g .

T able  8 r e v e a l s  t h a t  i n  1956 m ost o f  th e  r e s p o n d e n ts  

(74 p e r  c e n t )  a g re ed  t h a t  t h e  a c c e l e r a t e d  d e p r e c i a t i o n  r a t e s  

u n d e r  th e  1954 Code were r e a s o n a b l e .  T here  was l e s s  a g r e e ­

ment (55 p e r  c e n t )  c o n c e rn in g  th e  l i f e  e x p ec ta n cy  p e r m i t t e d  

f o r  f a c i l i t i e s  u n d e r  t h e  1954 Code. I n  f a c t ,  r e s p o n d e n t  

r e p l i e s  i n d i c a t e  t h a t  th e y  d e s i r e  more d i s c r e t i o n  a s  t o  l i f e  

e x p ec ta n cy  o f  f a c i l i t i e s .  I f  t h e y  were g r a n te d  more d i s ­

c r e t i o n ,  v i r t u a l l y  a l l  f i rm s  (94 p e r  c e n t )  a g re ed  t h a t  t h e



TABLE 7
DEPRECIATION METHODS USED BY 296 MANUFACTURING COMPANIES IN THE

UNITED.STATES FOR INCOME TAX.REPORTING, 1956.

Method Number P e r  Cent

D e c l in in g  B a la n ce 92 31
Sum o f  Y e a r s - D i g i t s 92 31

S t r a i g h t  L in e 107 36

O th e r 5 2

T o ta l 296 100

S ource  : M ach inery  and 
R ep lacem en t and  D e p r e c i a t i o n

A l l i e d  P ro d u c ts  I n s t i t u t e ,  
-  P o l i c i e s  and P r a c t i c e s ,

E quipm ent 
1 9 5 6 , p .  14.



TABLE 8
RESPONSES TO QUESTIONS DEALING WITH DEPRECIATION POLICY FROM 259 

TO 281 MANUFACTURING COMPANIES IN THE UNITED STATES, 1956

Q u e s t io n
Number o f  
R esp o n ses

P e r
Yes

Cent
No

Do you t a k e  th e  same r a t e s  o f  d e p r e c i a t i o n  f o r  
b o th  book and f o r  income t a x  p u rp o s e s ? 281 85 15

Do you b e l i e v e  th e  w r i t e o f f s  a l l o w a b le  u n d e r  
th e  1954 Code a r e  a d e q u a te  a s  to  :

( a )  Method o f  d i s t r i b u t i n g  d e p r e c i a t i o n  
o v e r  t h e  s e r v i c e  l i f e ? 262 74 26

(b )  E s t im a te s  o f  l i f e  e x p e c ta n c y ? 259 55 45
I f th e  s e l e c t i o n  o f  u s e f u l  l i v e s  o f  f a c i l i t i e s  

were w h o l ly  a t  y o u r  d i s c r e t i o n ,  would you 
u se  t h e  same l i f e  e s t i m a t e s  f o r  f i n a n c i a l  
and incom e t a x  r e p o r t i n g ? 262 94 6

S o u rc e :  M ach inery  and A l l i e d  P r o d u c ts  I n s t i t u t e ,  E quipm ent R e p la c e ­
m ent and D e p r e c i a t i o n  -  P o l i c i e s  and P r a c t i c e s . 1956, ppT 14 -16 .

00
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a v a i l a b i l i t y  o f  lo n g e r  l i f e  e x p e c ta n c ie s  would make i t  un­

n e c e s s a r y  t o  a c c o u n t  s e p a r a t e l y  f o r  t a x  d e p r e c i a t i o n  and 

f i n a n c i a l  d e p r e c i a t i o n .

The MAPI d e p r e c i a t i o n  s tu d y  was th e  m ost comprehen­

s i v e  one o f  i t s  k in d  i n  1956. The s tu d y  d e a l t  on ly  w i th  t h e  

p r a c t i c e  o f  m a n u fa c tu r in g  com panies, b u t  th e  f i r m s  v a r i e d  i n  

s i z e  from sm a l l  t o  l a r g e .  The p u rp o se  o f  th e  s tu d y  was to  

e s t im a t e  t h e  i n f lu e n c e  o f  th e  1954 I n t e r n a l  Revenue Code 

d e p r e c i a t i o n  amendments on d e p r e c i a t i o n  p r a c t i c e  i n  t h e  cap­

i t a l  goods i n d u s t r i e s .

T re a su ry  D epartm ent D e p r e c ia t io n  S tudy

On Ja n u a ry  5» 1961 th e  T re a su ry  D epartm ent r e l e a s e d  

a  p r e l i m i n a r y  r e p o r t  on th e  r e s u l t s  o f  i t s  d e p r e c i a t i o n  s u r ­

vey i n i t i a t e d  i n  J u l y ,  I9 6 0 .?  The w r i t e r  was a b le  to  o b t a i n  

a  copy o f  t h e  p r e l im in a r y  r e p o r t  i n  W ashington i n  March,

1962  from t h e  O f f i c e  o f  Tax A n a ly s is  i n  th e  T re a su ry  D e p a r t­

ment . ®

The d e p r e c i a t i o n  s tu d y  was conducted  j o i n t l y  by t h e  

T re a s u ry  and t h e  Sm all B u s in e ss  A d m in is t r a t io n .  I t  h a s  a t ­

t r a c t e d  much a t t e n t i o n  from b o th  in d u s t r y  and C o n g ress .  The 

p u rp o se  o f  t h e  s tu d y  was to  o b ta in  d a t a  from a  c ro s s  s e c t i o n  

o f  t a x p a y e r s  t o  f a c i l i t a t e  an e v a l u a t i o n  o f  p r e s e n t  depre-, 

c i a t i o n  p r o v i s i o n s  o f  th e  I n t e r n a l  Revenue Code. V a r io u s  

p r o f e s s i o n a l ,  t r a d e ,  and b u s in e s s  o r g a n i z a t i o n s  c o -o p e ra te d  

i n  t h e  deve lopm en t o f  th e  su rv e y .  P r o f e s s o r  E . Cary Brown
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h a s  s t a t e d  t h a t  " th e  b e s t  s o u r c e s  o f  d a ta  f o r  a c c e l e r a t e d  d e ­

p r e c i a t i o n  w i l l  be th e  new T re a su ry  s t u d i e s . "9

The T re a s u ry  D epartm ent m a i le d  2,701 s c h e d u le s  and 

q u e s t i o n n a i r e s  t o  l a r g e  c o r p o r a t i o n s ,  o f  w hich 1 ,918  were 

r e t u r n e d  i n  t im e  to  be i n c lu d e d  i n  th e  p r e l im in a r y  r e p o r t .

The T re a su ry  a n t i c i p a t e s  a b o u t  an  80 p e r  c e n t  u l t i m a t e  r e ­

sp o n se  from l a r g e r  f i r m s .  I n  th e  sm a ll  b u s in e s s  p o r t i o n  o f  

t h e  su rv ey  7 ,5 9 3  q u e s t i o n n a i r e s  were m a i le d ,  o f  w hich  1 ,177  

were r e tu r n e d  i n  t im e  t o  be i n c lu d e d  i n  th e  p r e l i m i n a r y  r e ­

p o r t .  The T re a s u ry  d id  n o t  m en tion  an a n t i c i p a t e d  p e rc e n ta g e  

r e s p o n s e  f o r  s m a l l  f i r m s  b u t  t h e  r e p o r t  i n d i c a t e d  a  low r e ­

sp o n se  was a n t i c i p a t e d  due to  t h e  r e l a t i v e l y  h ig h  t u r n o v e r ,  

i n c l u d i n g  ch an g es  o f  o w n e rsh ip ,  name, and a d d r e s s ,  among 

sm a l l  e n t e r p r i s e s .  The p r e l im in a r y  r e p o r t  m e n t io n s  t h a t  an 

a d d i t i o n a l  361 q u e s t i o n n a i r e  r e t u r n s  were v o lu n te e r e d  by 

f i r m s  n o t  i n c lu d e d  i n  th e  i n i t i a l  sam ple . Most o f  th e  v o lu n ­

t e e r  r e t u r n s  w ere  from sm a l l  f i r m s .  I n c lu d in g  th e  v o l u n te e r  

r e t u r n s ,  d a t a  have  been  r e c e iv e d  from 3 ,500  r e s p o n d e n t s ,  o f  

w hich  a b o u t  2 ,0 0 0  may be c l a s s i f i e d  a s  l a r g e  and 1 ,500  a s  

s m a l l  f i r m s .

P a r t i a l  r e s u l t s  o f  th e  p r e l im in a r y  r e p o r t  a r e  p r e ­

s e n te d  i n  T ab le  9 .  P e rh ap s  t h e  most s i g n i f i c a n t  f i n d i n g  o f  

t h e  su rv ey  was t h a t  70 p e r  c e n t  o f  t h e  re s p o n d in g  l a r g e  f i rm s  

r e p o r t e d  t h a t  th e y  employ one o r  more o f  t h e  " l i b e r a l i z e d  de­

p r e c i a t i o n "  m ethods f o r  income t a x  r e p o r t i n g .  More l a r g e  

f i r m s  used  t h e  d e c l i n i n g  b a la n c e  th a n  th e  sum o f  t h e



TABLE 9
PERCENTAGE DISTRIBUTION OF DEPRECIATION METHODS USED BY 3,476 COMPANIES

IN THE.UNITED STATES FOR INCOME TAX REPORTING, 1961

Method L arge  F irm s Sm all F irm s

D e c l in in g  B a la n ce  and Sum o f  
Y e a r s - D l g l t s i 70 53

O th e r  M ethods 30 47—....
T o ta l 100 100

^No d i s t i n c t i o n  be tw een  t h e  two m ethods was p ro v id e d  i n  th e
s t u d y ,

S o u rc e ;  T re a s u ry  D e p a r tm e n t ,  P r e l im i n a r y  R e p o r t  on T re a s u ry  
D e p r e c i a t i o n  S u rv e y . J a n u a ry  5 , 1961.
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y e a r s - d i g i t s .  Among t h e  s m a l l e r  f i r m s ,  53 p e r  c e n t  r e p o r t e d  

th e y  were u s in g  one o r  more o f  th e  l i b e r a l i z e d  d e p r e c i a t i o n  

m ethods f o r  income t a x  r e p o r t i n g .  Here a g a in  t h e  d e c l i n i n g  

b a la n c e  method was t h e  most p o p u la r  o f  t h e  l i b e r a l i z e d  

m e th o d s .

A p p ro x im ate ly  22 p e r  c e n t  o f  t h e  l a r g e  f i r m s  e l e c t e d  

t o  u se  t h e  a d d i t i o n a l  f i r s t - y e a r  d e p r e c i a t i o n  a l lo w a n c e  p e r ­

m i t t e d  i n  195 8 . T h is  compares w i th  a b o u t  37 p e r  c e n t  o f  th e  

s m a l l e r  f i r m s .  T h is  d i f f e r e n t i a l  i s  to  be e x p e c te d  due to  

t h e  r e l a t i v e  r e l i e f  r e c e i v e d  by sm a ll  f i rm s  and l a r g e  f i rm s  

u n d e r  th e  Sm all B u s in e ss  Tax R e v is io n  Act o f  1958.

T ab le  10 com pares d e p r e c i a t i o n  p r a c t i c e  f o r  f i n a n c i a l  

and income t a x  r e p o r t i n g .  The d a t a  r e v e a l  t h a t  6 o u t  o f  10 

l a r g e  c o r p o r a t io n s  u s e  th e  same d e p r e c i a t i o n  method f o r  

f i n a n c i a l  and income t a x  r e p o r t i n g .  About 3 o u t  o f  10 used  

a s m a l le r  f i g u r e  f o r  f i n a n c i a l  r e p o r t i n g  th a n  f o r  income t a x  

r e p o r t i n g .  One o u t  o f  10 showed a h i g h e r  f i g u r e  f o r  income 

t a x  r e p o r t i n g  th a n  i n  t h e i r  f i n a n c i a l  r e p o r t s .  V i r t u a l l y  

a l l  sm all  f i rm s  (92 p e r  c e n t )  u sed  th e  same d e p r e c i a t i o n  

method i n  t h e i r  f i n a n c i a l  and income t a x  r e p o r t s .

Most f i rm s  u s in g  a  " l i b e r a l i z e d  d e p r e c i a t i o n "  method 

i n  t h e i r  income t a x  r e t u r n s  and th e  s t r a i g h t  l i n e  method in  

t h e i r  f i n a n c i a l  r e p o r t s  p ro v id e d  f o r  t a x  d e f e r r a l s .  They 

d id  t h i s  b e c a u se  th e  e x e c u t iv e s  o f  t h e s e  c o r p o r a t io n s  f e l t  

t h a t  th e y  would be l i a b l e  f o r  h ig h e r  income t a x e s  a t  a l a t e r  

d a t e .  O th e r  f i r m s ,  how ever, f e l t  t h a t  c o n tin u o u s  in v e s tm e n t



TABLE 10
PERCENTAGE DISTRIBUTION OF DEPRECIATION METHODS USED BY 3,476

COMPANIES IN THE UNITED STATES FOR.FINANCIAL
AND.INCOME TAX REPORTING, I96I

Com parison  o f  M ethods L arg e  F irm s Sm all F irm s

Same Method Used f o r  F i n a n c i a l  and 
Income Tax R e p o r t in g 61 92

D e p r e c i a t i o n  Lower f o r  F i n a n c i a l  
R e p o r t in g  Than f o r  Income Tax 
R e p o r t in g  . 28 4

D e p r e c i a t i o n  H ig h e r  f o r  F i n a n c i a l  
R e p o r t in g  Than f o r  Income Tax 
R e p o r t in g  , 11 4

T o ta l 100 100

S o u rc e ;  T re a s u ry  D e p a r tm en t .  P r e l im i n a r y  R e p o r t  on T re a s u ry  
D e p r e c i a t i o n  S u r v e y . J a n u a ry  15, 1961, p p . 1 3 - 16 .

C T \
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i n  th e  f u t u r e  r e n d e r e d  such  t a x  d e f e r r a l s  p e rm anen t.

About o n e - t h i r d  o f  t h e  l a r g e  f i rm s  and more th a n  

o n e - h a l f  o f  t h e  sm a ll  f i r m s  r e g a r d  th e  p r e s e n t  a l lo w a n c e s  

f o r  income t a x  r e p o r t i n g  r e a s o n a b ly  s a t i s f a c t o r y .  On th e  

o t h e r  h a n d , a b o u t  t w o - t h i r d s  o f  th e  l a r g e  f i rm s  and a lm o s t  

h a l f  o f  t h e  s m a l l e r  f i r m s  c o n s i d e r  th e  p r e s e n t  a l lo w a n c e s  

u n s a t i s f a c t o r y .  F iv e  p e r  c e n t  d id  n o t  e x p re s s  an  o p in io n .

About t w o - t h i r d s  o f  b o th  l a r g e  and sm a ll  f i rm s  

s t a t e d  t h a t  a d d i t i o n a l  " l i b e r a l i z e d  d e p r e c i a t i o n "  would 

m a t e r i a l l y  i n c r e a s e  t h e i r  c a p i t a l  e x p e n d i tu r e s .  A lso , a  

s u b s t a n t i a l  m a j o r i t y  o f  r e s p o n d in g  f i rm s  (86 p e r  c e n t  o f  t h e  

l a r g e  f i r m s  and 97 p e r  c e n t  o f  th e  sm all  ones) r e p o r t e d  t h a t  

a d d i t i o n a l  " l i b e r a l i z e d  d e p r e c i a t i o n "  would r e s u l t  i n  u s in g  

t h e  same d e p r e c i a t i o n  method f o r  f i n a n c i a l  and income t a x  

d e p r e c i a t i o n .

A p p ro x im ate ly  58 p e r  c e n t  o f  th e  l a r g e  f i rm s  i n d i ­

c a te d  t h a t  f u t u r e  r a t e s  o f  o b so le s c e n c e  would i n c r e a s e  s i g ­

n i f i c a n t l y .  The r e m a in in g  42 p e r  c e n t  s t a t e d  t h e  o p p o s i t e .  

Only 34 p e r  c e n t  o f  t h e  sm a ll  f i rm s  i n d i c a t e d  t h a t  f u t u r e  

o b s o le s c e n c e  r a t e s  would e x p e r ie n c e  a sh a rp  u p tu r n .

A d i s t i n c t i v e  f e a t u r e  o f  t h e  T reasu ry  D epartm ent 

s tu d y  i s  t h a t  i t  su rv e y s  d e p r e c i a t i o n  p r a c t i c e s  o f  sm a l l  and 

l a r g e  f i r m s .  The s tu d y  was c o n d u c ted  u n d e r  t h e  a u s p ic e s  o f  

t h e  T re a su ry  D epartm ent and t h e  S n a i l  B u s in e ss  A d m in is t ra ­

t i o n .
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Summary

The p u rp o se  o f  t h i s  c h a p t e r  was to  examine e m p i r i c a l  

s t u d i e s  d e a l in g  w i th  th e  u se  o f  " l i b e r a l i z e d  d e p r e c i a t i o n . "  

T ab le  11 sum m arizes s i g n i f i c a n t  d a t a  from t h e  f i v e  s t u d i e s .

A s i z e a b l e  m a j o r i t y  o f  t h e  f i rm s  employ one o r  more 

o f  t h e  " l i b e r a l i z e d  d e p r e c i a t i o n "  m ethods p e r m i t t e d  u n d e r  

t h e  I n t e r n a l  Revenue Code o f  1954. D ata  p r e s e n te d  i n  t h r e e  

o f  th e  s t u d i e s  a r e  b a sed  on income t a x  r e p o r t i n g ;  d a t a  i n  

a n o th e r  s tud y  a r e  b a sed  on f i n a n c i a l  r e p o r t i n g ,  and d a t a  i n  

th e  rem a in in g  a r e  b a sed  on a  c o m b in a t io n  o f  income t a x  and 

f i n a n c i a l  r e p o r t i n g .  O th e r  d a t a  r e v e a l  t h a t  m ost f i r m s  em­

p lo y  t h e  same m ethods f o r  f i n a n c i a l  and t a x  r e p o r t i n g .  I t  

f o l lo w s  t h a t  " l i b e r a l i z e d  d e p r e c i a t i o n "  i s  w id e ly  employed 

i n  f i n a n c i a l  and income t a x  r e p o r t i n g  by l a r g e  and sm a ll  

f i r m s .



TABLE 11
PERCENTAGE DISTRIBUTION OF DEPRECIATION METHODS USED BY 

COMPANIES.PARTICIPATING IN FIVE EMPIRICAL STUDIES 
IN THE UNITED STATES, 1956-1961

S tu d y 1 L i b e r a l i z e d Method 
S t r a i g h t  L in e

O th e r

1 . F i n a n c i a l  E x e c u t iv e s  R e se a rc h  
F o u n d a t io n 77 23

2 . N a t io n a l  A s s o c i a t i o n  o f  
A c c o u n ta n ts 73 26 1

3 . A m erican  I n s t i t u t e  o f  C e r t i f i e d  
P u b l i c .A c c o u n ta n ts 61 29 10

4 . M ach ine ry  and  A l l i e d  P r o d u c t s  
I n s t i t u t e 62 36 2

5. T re a s u ry  D epartm en t 
L arge  F irm s 70 30*
Sm all F irm s 53 47* -

D ata  I n  s tu d y  1 a r e  baaed  on a  c o m b in a t io n  o f  income t a x  and 
f i n a n c i a l  r e p o r t i n g .  D ata  i n  s t u d i e s  2 ,  4 ,  and 5 a r e  b a se d  on income t a x  
r e p o r t i n g .  D ata  i n  s tu d y  3 a r e  b a sed  on f i n a n c i a l  r e p o r t i n g .

®’B reak  down b e tw een  s t r a i g h t  l i n e  and  o t h e r  n o t  p ro v id e d  i n  t h e  s t u d y .

S o u rc e :  T a b le s  1, 4 ,  6 ,  7 ,  and 9» o f  t h i s  s t u d y .

o\o\



FOOTNOTES

^ C o n t r o l l e r s  I n s t i t u t e  R e se a rch  F o u n d a t io n ,  i n c . ,
What D e p r e c i a t i o n . A R e p o r t  P re p a re d  by W .J. L i t t l e f i e l d ,  
R e se a rc h  D i r e c t o r  (New York: C o n t r o l l e r s  I n s t i t u t e  R e se a rc h
F o u n d a t io n ,  I n c . ,  A p r i l  20 , I9 6 0 ) .

2
A l l o c a t i o n  o f  d e f e r r e d  income t a x e s  i s  d i s c u s s e d  i n  

C h a p te r  V.

^Bureau o f  t h e  Budget, S ta n d a rd  I n d u s t r i a l  C l a s s i f i ­
c a t i o n  Manual (W ashing ton : U .S. Government P r i n t i n g  O f f i c e ,
19 5 7 ) .

^ N a t io n a l  A s s o c ia t io n  o f  A c c o u n ta n ts ,  C u r re n t  P ra c ­
t i c e  i n  A ccoun ting  f o r  D e p r e c i a t i o n . R e se a rch  R ep o r t  No. 33 
(New York: N a t io n a l  A s s o c ia t io n  o f  A c c o u n ta n ts ,  A p r i l  1,
1958).

^Am erican I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c c o u n ta n ts ,  
A ccoun ting  T ren ds  and T e c h n iq u e s . F i f t e e n t h  E d i t i o n  (New 
York: Am erican I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c c o u n ta n ts ,
1961).

^M achinery and A l l i e d  P ro d u c ts  I n s t i t u t e ,  Equipment 
Replacem ent and D e p r e c ia t io n — P o l i c i e s  and P r a c t i c e s  
(W ashing ton : M ach inery  and A l l i e d  P ro d u c ts  I n s t i t u t e ,  1956).

^ T re a s u ry  D epartm ent, P r e l im in a ry  R e p o r t  on T re a su ry  
D e p r e c ia t io n  S u rv e y . A-1014, A R e p o r t  P re p a re d  by th e  
T re a s u ry  D epartm ent (W ashington: J a n u a ry  5» 1961).

®In a  l e t t e r  d a te d  A p r i l  21 , 1962, Mr. Harvey B ra z e r ,  
D i r e c t o r  -  O f f i c e  o f  Tax A n a ly s is  o f  th e  T re a s u ry  D epartm en t, 
in fo rm ed  th e  w r i t e r  t h a t  he  would r e c e i v e  a  copy o f  t h e  f i n a l  
r e p o r t  i f  and when th e  f i n a l  r e p o r t  i s  c o m p le te d .

^ L e t t e r  from Dr. E. Cary Brown, P r o f e s s o r  o f  Economics 
M a s s a c h u s e t t s  I n s t i t u t e  o f  T echnology, A p r i l  23» 1962.
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CHAPTER IV

IMPACT OF "LIBERALIZED DEPRECIATION"

ON INVESTMENT DECISIONS

Many In v e s tm e n t  d e c i s i o n s  a r e  made by c h o o s in g  among 

a l t e r n a t i v e  c o u r s e s  o f  a c t i o n .  The e x t e n t  o f  q u a n t i t a t i v e  

a n a l y s i s  t h a t  i s  u sed  to  f a c i l i t a t e  d e c i s i o n  making v a r i e s  

from f i r m  to  f i r m .  To some e x te n t  management makes i n v e s t ­

ment d e c i s i o n s  i n t u i t i v e l y .  They do t h i s  b e ca u se  t h e y  may 

be unaware o f  o t h e r  ways o f  making th e  d e c i s i o n .  I n  o t h e r  

c a s e s  t h e r e  may be a  l a c k  o f  a c c u r a t e  d a t a  t o  e v a l u a t e  t h e  

a l t e r n a t i v e s .  I n  many s i t u a t i o n s ,  how ever, i t  i s  p o s s i b l e  to  

r e d u c e  c o n seq u en ces  o f  th e  v a r io u s  a l t e r n a t i v e s  t o  a  q u a n t i ­

t a t i v e  b a s i s .  T h is  may be acco m plished  by t h e  u se  o f  a c ­

c o u n t in g  d a t a .  The p r e s e n t  c h a p te r  i s  c o n ce rn ed  w i th  th e s e  

v a r i o u s  q u a n t i t a t i v e  a p p ro a c h e s .

D e p r e c ia t io n  e x e r t s  an i n f lu e n c e  on in v e s tm e n t  d e ­

c i s i o n s  th ro u g h  i t s  e f f e c t  on n e t  incom e. Income t a x e s  a re  

b a se d  on n e t  income and d e p r e c i a t i o n  i s  d e d u c te d  from g ro s s  

income to  a r r i v e  a t  n e t  t a x a b l e  incom e. What c o n s t i t u t e s  i n ­

come and w hat c o n s t i t u t e s  d e p r e c i a t i o n  f o r  income t a x  r e p o r t ­

i n g  i s  d e te rm in e d  by C o ngress ,  t h e  T re a s u ry ,  and t h e  c o u r t s .
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These d e f i n i t i o n s  may d i f f e r  from d e f i n i t i o n s  management em­

p lo y s  when making in v e s tm e n t  d e c i s i o n s .  N e v e r th e l e s s ,  income 

t a x  law s m a t e r i a l l y  a f f e c t  in v e s tm e n t  d e c i s i o n s  because  o f  

h ig h  r a t e s  t h a t  a r e  l e v i e d  on t a x a b le  income i n  t h e  U nited  

S t a t e s .  The g o v e rn m en t’ s d e f i n i t i o n  o f  income i s  im p o r ta n t  

t o  management o f  c o r p o r a t i o n s  b e ca u se  governm ent t a k e s  52 p e r  

c e n t  o f  c o r p o r a t e  n e t  income i n  th e  form o f  an income t a x  

l e v y .  Taxes a f f e c t  in v e s tm e n t  d e c i s i o n s  b e ca u se  th ey  con­

s t i t u t e  cash  f lo w s .  Because income t a x e s  r e q u i r e  cash  o u t ­

l a y s  management i s  a t t r a c t e d  to  income t a x  f e a t u r e s  t h a t  

m in im ize  t h i s  c a sh  f lo w .

A p r i n c i p a l  r e a s o n  advanced f o r  a d o p t io n  o f  th e  " l i b ­

e r a l i z e d  d e p r e c i a t i o n "  methods i n  1954 was t h a t  th e  f a s t e r  

w r i t e - o f f  would en co u rag e  management t o  i n v e s t  i n  p l a n t  and 

equipm ent more r e a d i l y  t h a n  u n d e r  c o n v e n t io n a l  s t r a i g h t  l i n e  

d e p r e c i a t i o n .  S in c e  in v e s tm e n t  d e c i s i o n s  a re  made i n  v a r io u s  

ways c a r e  m ust be u s e d  i n  e v a l u a t i n g  t h e  e f f e c t  o f  a l t e r n a ­

t i v e  a c c o u n t in g  p r o c e d u r e s ,  such  a s  u s i n g  d i f f e r e n t  d e p re ­

c i a t i o n  m ethods, on in v e s tm e n t  d e c i s i o n s .  T h is  c h a p te r  i s  

co n ce rn ed  w i th  th e  e f f e c t  o f  " l i b e r a l i z e d  d e p r e c i a t i o n "  on 

in v e s tm e n t  d e c i s i o n s .  Contemporary q u a n t i t a t i v e  methods 

used  I n  e v a l u a t i n g  a l t e r n a t i v e  in v e s tm e n t  p r o p o s a l s  a r e  ex­

am ined . The w r i t e r  w i l l  keep i n  mind t h e s e  words o f  c a u t io n  

e x p re s s e d  by P r o f e s s o r  S idney  D av id son , "we know so l i t t l e  

ab o u t  how in v e s tm e n t  d e c i s i o n s  a r e  made, b u t  we can g e n e r ­

a l i z e  by s a y in g  t h a t  a c c e l e r a t i o n  i n c r e a s e s  t h e  p r o f i t a b i l i t y
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o f  In v e s tm e n t ,  o r  p u t  a l t e r n a t i v e l y  t h a t  i t  d e c r e a s e s  th e  

c o s t  o f  p l a n t  a s s e t s .

Time D iscoun t Gain 

By em ploying  one o f  the  " l i b e r a l i z e d  d e p r e c i a t i o n "  

m ethods t h e  t a x p a y e r  r e a l i z e s  an  i n t e r e s t  o r  t im e - d i s c o u n t  

g a in  by r e c e i v i n g  t h e  t a x  b e n e f i t  o f  d e p r e c i a t i o n  a l lo w a n c e s  

a t  an e a r l i e r  d a t e .  The s h i f t  i n  t im in g  i s  im p o r ta n t  because  

a d o l l a r  on hand to d a y  i s  w orth  more th a n  a  d o l l a r  t h a t  w i l l  

be r e c e iv e d  a t  some f u t u r e  d a t e .  The p r e s e n t  v a lu e  o f  an 

amount t o  be r e c e i v e d  i n  th e  n e a r  f u t u r e  i s  l a r g e r  th a n  th e  

p r e s e n t  v a lu e  o f  t h e  same amount t o  be r e c e iv e d  i n  t h e  d i s ­

t a n t  f u t u r e .  When d e a l in g  w ith  d e p r e c i a t i o n  t h e  amount i s  

t h e  s a v in g s  i n  income t a x  d o l l a r s  t h a t  r e s u l t s  from d e p r e c i ­

a t i o n  d e d u c t io n s .

Table  12 i l l u s t r a t e s  a co m p ariso n  o f  p r e s e n t  v a lu e s  

o f  d i f f e r e n t  d e p r e c i a t i o n  m ethods. The 10 p e r  c e n t  d i s c o u n t  

r a t e  r e p r e s e n t s  t h e  minimum r e t u r n  t h a t  management e x p e c ts  

from i n v e s t i n g  i n  t h e  a s s e t .  The s e l e c t i o n  o f  t h e  10 p e r  

c e n t  r a t e  i s  a r b i t r a r y .  The r a t e  u se d  i n  a c t u a l  p r a c t i c e  

w i l l  v a ry  from f i rm  to  f i r m ,  as w e l l  a s  f o r  d i f f e r e n t  ty p e s  

o f  a s s e t  a c q u i s i t i o n s  w i th in  a p a r t i c u l a r  f i rm .

Table  12 r e v e a l s  t h a t  t h e  p r e s e n t  v a lu e  o f  t h e  s tre am  

o f  d e d u c t io n s  f o r  t h e  s t r a i ^ t  l i n e  method i s  $ 7 ,5 8 0 ,  f o r  t h e  

d e c l i n i n g  b a la n c e  $ 8 ,1 0 8 ,  and f o r  t h e  sum o f  t h e  y e a r s - d i g i t s  

$ 8 ,0 5 9 . F o o tn o te  (b )  i n  Table 12 r e f e r s  t o  th e  optimum t im e  

f o r  s w itc h o v e r  from th e  d e c l in i n g  b a la n c e  to  t h e  s t r a i g h t



TABLE 12
CALCULATION OF THE PRESENT VALUE OF DEPRECIATION DEDUCTIONS FOR

THREE DEPRECIATION METHODS..
(Assume: A s s e t .C o s t  o f  # 1 0 ,0 0 0 ,  U s e fu l  L i f e  o f  5 Y e a rs ,

10 P e r  Cent D isc o u n t  R a te )

Y ear

Method P r e s e n t
V alue

F a c to r

(4 )

P r e s e n t  V alue

S t r a i g h t
L ine

(1 )

D e c l in in g *
B a lan ce

(2)

Sum o f  
Y e a r s -  
D l g l t s

(3 )

S t r a i g h t
L ine

( 1 )x (4 )

D e c l in in g
B a lan ce

( 2 ) x ( 4 )

Sum o f  
Y e a rs -  
D l g l t s

( 3 ) x ( 4 )

1 * 2 ,0 0 0 * 4 ,0 0 0 * 3 ,3 3 3 0 .9 0 9 * 1 ,8 l 8 * 3 ,6 3 6 * 3 ,0 3 0
2 2 ,0 0 0 . 2 ,4 0 0 . 2 ,6 6 7 0 .8 2 6 1 ,652 • 1 ,982 ■ 2 ,2 0 3
3 2 ,0 0 0 1 ,440 2 ,0 0 0 0.751 1 ,502 1 ,081 1 ,502
4 2 ,0 0 0 1,080% 1 ,333 0 .6 8 3 1 ,366 738 910
5 2 ,0 0 0 1 ,080 667 0.621 1 ,242 671 414
T o ta l *1 0 ,000 *10 ,000 * 10 ,0 00 * 7 ,5 8 0 * 8 ,1 0 8 * 8 ,0 5 9

Twice s t r a i g h t  l i n e  r a t e  

^ S w i tc h o v e r  from d e c l i n i n g  b a la n c e  t o  s t r a i g h t  l i n e  e l e c t e d .
S t r a i g h t  l i n e  d e p r e c i a t i o n  f o r  t h e  4 th  y e a r :

R em ain ing  book v a lu e  a t  t h e  end o f  t h e  3d y e a r
R em ain ing  l i f e

S t r a i g h t  l i n e  d e p r e c i a t i o n  f o r  4 th  y e a r
D e c l in in g  b a la n c e  d e p r e c i a t i o n  f o r  4 t h  y e a r :

R em ain ing  book v a lu e  a t  t h e  end o f  t h e  3d y e a rDeclining balance rate
D e c l in in g  b a la n c e  d e p r e c i a t i o n  f o r  4 t h  y e a r

* 2 ,1 6 0  ( * 1 0 ,0 0 0 -7 ,8 4 0 )  
2 y e a r s

* 1 ,080

* 2 ,1 6 0  ( * 1 0 ,0 0 0 - 7 ,8 4 0  
. 4 0  .

* 864
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l i n e  m ethod. T h is  s w i tc h o v e r  p o s s i b i l i t y  m e r i t s  some ex­

p l a n a t i o n .  S e c t io n  16? ( e )  o f  t h e  I n t e r n a l  Revenue Code p e r ­

m i t s  a  t a x p a y e r  t o  change from th e  d e c l i n i n g  b a la n c e  method

to  t h e  s t r a i g h t  l i n e  method any t im e  d u r in g  t h e  u s e f u l  l i f e

o f  t h e  p r o p e r t y .  T h is  s w i tc h o v e r  can  be a c c o m p lish e d  a t  th e  

d i s c r e t i o n  o f  t h e  t a x p a y e r  w i th o u t  t h e  c o n se n t  o f  th e  I n ­

t e r n a l  Revenue S e r v i c e .  S e l e c t i o n  o f  th e  o p t im a l  p e r io d  to  

s w i tc h  from th e  d e c l i n i n g  b a la n c e  to  t h e  s t r a i g h t  l i n e  method 

i s  b a se d  on a s im p le  c o m p u ta t io n .  The d e p r e c i a t i o n  ch a rg e  

computed by th e  s t r a i g h t  l i n e  method m ust be a s  l a r g e  o r

l a r g e r  th a n  t h e  d e p r e c i a t i o n  c h a rg e  computed by t h e  d e c l i n i n g

b a la n c e  m ethod . The s t r a i g h t  l i n e  d e p r e c i a t i o n  i s  computed 

by d i v i d i n g  th e  re m a in in g  book v a lu e  o f  t h e  a s s e t  i n  q u e s t io n  

by t h e  re m a in in g  l i f e  o f  th e  a s s e t .  The d e p r e c i a t i o n  charge  

so d e te rm in e d  sh o u ld  be compared w i th  th e  c h a rg e  t h a t  would 

be  a v a i l a b l e  u n d e r  a  c o n t i n u a t i o n  o f  th e  d e c l i n i n g  b a la n c e  

m ethod . I f  t h e  s t r a i g h t  l i n e  d e p r e c i a t i o n  ch a rg e  i s  a s  h ig h  

o r  h i g h e r  t h a n  u n d e r  t h e  d e c l i n i n g  b a la n c e  d e p r e c i a t i o n  

c h a r g e ,  t h e  s w itc h o v e r  i s  d e s i r a b l e .  S idney  D avidson  and 

David  F. Drake have su g g e s te d  an  a p p ro ach  t o  fo l lo w  i n  se ­

l e c t i n g  t h e  optimum p e r i o d  to  sw i tc h  from t h e  d e c l i n i n g  b a l ­

a n ce  t o  t h e  s t r a i g h t  l i n e  method i n  a  r e c e n t  a r t i c l e  p u b l is h e d  

by t h e  U n i v e r s i t y  o f  C h ica g o .^

The " l i b e r a l i z e d  d e p r e c i a t i o n "  m ethods y i e l d  p r e s e n t  

v a lu e s  t h a t  a r e  a b o u t  6 p e r  c e n t  h i g h e r  t h a n  t h e  p r e s e n t  

v a lu e  o f  t h e  s t r a i g h t  l i n e  method i n  th e  i l l u s t r a t i o n  i n
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T ab le  12. Âs s u g g e s te d  above» d e p r e c i a t i o n  t a x  p o l i c y  f o r  

t h e  f i rm  s h o u ld  be aim ed a t  m ax im iz ing  t h e  p r e s e n t  v a lu e  o f  

t h e  s t re a m  o f  income t a x  s a v i n g s .  A d o p tio n  o f  one o f  t h e  

" l i b e r a l i z e d  d e p r e c i a t i o n "  m ethods w i l l  r e s u l t  i n  an income 

t a x  s a v i n g s .  The amount o f  s a v in g s  may be computed by m u l t i ­

p l y i n g  t h e  d i f f e r e n c e  be tw een  t h e  p r e s e n t  v a lu e  o f  th e  

s t r a i g h t  l i n e  method and t h e  l i b e r a l i z e d  m ethod by t h e  c u r r e n t  

income t a x  r a t e  (52 p e r  c e n t ) .  The income t a x  sa v in g s  t h a t  

would r e s u l t  by s e l e c t i n g  t h e  d e c l i n i n g  b a la n c e  method o v e r  

t h e  s t r a i g h t  l i n e  m ethod would be $275-00 (#8 ,108  -  7»580)

X .5 2 .  The incom e t a x  s a v in g s  t h a t  would m a t e r i a l i z e  a s  a  

r e s u l t  o f  s e l e c t i n g  t h e  sum o f  t h e  y e a r - d i g i t s  method i n  

l i e u  o f  t h e  s t r a i ^ t  l i n e  m ethod would be 

#249 .00  (# 8 ,0 5 9  -  7 ,5 8 0 )  x .52  .

I n  t h e  i l l u s t r a t i o n  p r e s e n t e d  i n  T ab le  12 th e  p r e s e n t  

v a lu e  o f  t h e  d e c l i n i n g  b a la n c e  m ethod e x ceed s  th e  p r e s e n t  

v a lu e  o f  t h e  sum o f  t h e  y e a r s - d i g i t s  m ethod . I n  some c a s e s  

t h e  p r e s e n t  v a lu e  o f  th e  sum o f  t h e  y e a r s - d i g i t s  method w i l l

be t h e  l a r g e r .  The o p t im a l  m ethod o f  " l i b e r a l i z e d  d e p r e c i a -
;

t i o n "  i s  d e p e n d e n t  upon t h r e e  p a r a m e te r s  a s  su g g e s te d  by 

D avidson  and D rake. They a r e :  (1 )  t h e  u s e f u l  l i f e  o f  t h e

a s s e t ,  (2 )  t h e  c o s t  o f  t h e  a s s e t ,  and (3) th e  s a lv a g e  v a lu e  

o f  t h e  a s s e t .  I n  g e n e r a l ,  a  lo n g  s e r v i c e  l i f e  f a v o r s  t h e  

sum o f  t h e  y e a r s - d i g i t s  m ethod , a  h i g h  c o s t  o f  c a p i t a l  f a v o r s  

t h e  d e c l i n i n g  b a la n c e  m ethod , and a  h ig h  s a lv a g e  v a lu e  f a v o r s  

t h e  d e c l i n i n g  b a la n c e  m ethod.
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T hese a l t e r n a t i v e s  a r e  i l l u s t r a t e d  i n  T a b le s  13 th ro u g h  15*

T ab le  13 shows t h a t  a  h ig h  d i s c o u n t  r a t e  te n d s  to  

f a v o r  t h e  d e c l in i n g  b a la n c e  method o v e r  th e  sum o f  th e  y e a r s -  

d i g i t s  m ethod . At th e  low d i s c o u n t  r a t e  o f  1 p e r  c e n t ,  t h e  

p r e s e n t  v a lu e  o f  th e  sum o f  th e  y e a r s - d i g i t s  i s  h i g h e r .  As 

t h e  d i s c o u n t  r a t e  I n c r e a s e s  to  10 p e r  c e n t ,  t h e  p r e s e n t  v a lu e  

o f  t h e  d e c l i n i n g  b a la n c e  method i s  h i g h e r .

T ab le  14 shows t h a t  a  low s a lv a g e  v a lu e  te n d s  to  

f a v o r  t h e  sum o f  th e  y e a r s - d i g i t  method o v e r  th e  d e c l i n i n g  

b a la n c e  m ethod. Assuming a  s a lv a g e  v a lu e  o f  z e ro ,  th e  p r e s ­

e n t  v a lu e  o f  th e  sum o f  t h e  y e a r s - d i g i t  method i s  h ig h e r  th a n  

t h e  d e c l i n i n g  b a la n c e  m ethod, i r r e s p e c t i v e  o f  chang ing  d i s ­

c o u n t  r a t e s .

T ab le  15 shows t h a t  a  r e d u c t i o n  i n  t h e  u s e f u l  l i f e  o f  

a n  a s s e t  t e n d s  t o  f a v o r  t h e  d e c l i n i n g  b a la n c e  method o v e r  th e  

sum o f  t h e  y e a r s - d i g i t  method. I t  sh o u ld  be n o te d  t h a t  

T ab le  15 h o ld s  t h e  o t h e r  two p a ra m e te r s ,  t h e  d i s c o u n t  r a t e  

and th e  s a lv a g e  v a lu e ,  c o n s t a n t .

T a b le s  13 th ro u g h  15 i l l u s t r a t e  p a ra m e te r  t e n d e n c ie s  

w hich  f a c i l i t a t e  s e l e c t i n g  th e  optimum " l i b e r a l i z e d  d e p r e c i ­

a t i o n "  m ethod . The optimum method i s  th e  one t h a t  y i e l d s  th e  

g r e a t e s t  p r e s e n t  v a lu e .  The p r e s e n t  v a lu e  c a l c u l a t i o n s  t h a t  

a r e  n e c e s s a r y  t o  s e l e c t  t h e  optimum " l i b e r a l i z e d  d e p r e c i a t i o n "  

method may become q u i t e  t im e  consum ing . T h is  i s  p a r t i c u l a r l y  

t r u e  when one c o n s id e r s  t h e  l a r g e  number o f  c o m b in a t io n s  t h a t  

would be p o s s i b l e  by v a ry in g  th e  t h r e e  p a ra m e te r s .



TABLE 13

DEPRECIATION CHARGES COMPUTED BY TWO METHODS FOR AN ASSET COSTING # 1 0 ,0 0 0 ,
WITH EIGHT-YEAR SERVICE LIFE, AND 5 PER CENT SALVAGE VALUE

P r e s e n t  V alue P r e s e n t V alue
Y ear D e p r e c i a t i o n  Charge D isc o u n te d  a t  1 P e r  Cent D is c o u n te d  a t 10 P e r  Cent

■ s y d ' DDPr - SYD DDB ■ SYD DDB

1 # 2,111 # 2 ,5 0 0 # 2 ,0 9 0 # 2 ,4 7 5 # 1 ,919 # 2 ,2 7 3
2 1 ,847 • 1 ,875 . 1 ,810 . 1 ,838 . 1 ,526 • 1 ,549
3 1 ,584 1 ,406 1 ,541 1 ,365 1 ,190 1 ,056
4 1 ,320 1 ,055 1 ,269 1 ,014 902 721
5 1,055 791 1 ,003 752 655 491
6 791 625* 745 589 446 353
7 528 624 493 582 271 320
8 264 624 244 576 123 291

T o ta l # 9 ,5 0 0 # 9 ,5 0 0 # 9 ,1 9 5 # 9,191 # 7 ,0 3 2 # 7 ,0 5 4

-4vn

^’S w itc h o v e r  t o  s t r a i g h t  l i n e  m ethod e l e c t e d .  

 ̂Sum o f  t h e  Y e a r s - D i g i t s .
p

Double D e c l in in g  B a la n c e .



TABLE 14
DEPRECIATION CHARGES COMPUTED BY TWO METHODS FOR AN ASSET COSTING $ 1 0 ,0 0 0 ,  

WITH EIGHT-YEAR SERVICE LIFE, AND ZERO SALVAGE VALUE

Y ear D e p r e c i a t i o n
SYD̂

Charge
DDb2

P r e s e n t  
D isc o u n te d  a t  

SYD

V alue  
1 P e r  Cent 

DDB

P r e s e n t  
D isc o u n te d  a t  

SYD

V alue
10 P e r  Cent 

DDB

1 $ 2 ,2 2 2 $ 2 , 5 0 0 $ 2 ,2 0 0 $ 2 , 4 7 5 $ 2 ,0 2 0 $ 2 , 2 7 3
2 1 , 9 4 4 1 ,875 . 1 ,9 0 5 , 1 ,8 3 8 1 ,606 • 1 ,5 4 9
3 1 ,667 1 ,406 1 ,619 1 ,365 1 ,2 5 2 1 ,056
4 1 ,389 1 ,055 1 ,335 1 ,01 4 949 721
5 1,111 7 9 1 a 1,057 752 690 491
6 833 791 785 745 470 446
7 556 791 519 738 285 406
8 278 791 257 730 130 369

T o ta l $ 1 0 ,0 0 0 $ 1 0 ,0 0 0 $ 9 ,6 7 7 $ 9 ,6 5 7 $ 7 ,4 0 2 $ 7 ,3 1 1

ON

^ S w itc h o v e r  t o  s t r a i g h t  l i n e  m ethod e l e c t e d .  

^Sum o f  t h e  Y e a r s - D i g i t s .  i

D ouble D e c l in in g  B a la n c e .

S o u rc e ;  R eproduced  from S id n e y  D av idson  and D avid F . D rak e , " C a p i t a l  B u d g e tin g  
and t h e  'B e s t '  Tax D e p r e c i a t i o n  M e th o d ,"  The J o u r n a l  o f  B u s in e s s  o f  t h e  U n iv e r s i t v  o f  
C h ica g o , Volume XXXIV (O c to b e r ,  I 9 6 I ) ,  p .  446 , T ab le  2 .  ------



TABLE 15

DEPRECIATION CHARGES COMPUTED BY TWO METHODS FOR AN ASSET COSTING # 1 0 ,0 0 0 ,
. WITH FOUR-YEAR SERVICE.LIFE,, AND ZERO SALVAGE.VALUE

Y ear D e p r e c i a t i o n  Charge 
SYD  ̂ DDS2

P r e s e n t  
D isc o u n te d  a t  

SYD

V alue  P r e s e n t  
1 P e r  C ent D isc o u n te d  a t  

DDB SYD

V alue
10 P e r  Cent 

DDB

1 # 4 ,0 0 0 # 5 ,0 0 0 # 3 ,9 6 0 # 4 ,9 5 0 # 3 ,6 3 6 # 4 ,5 4 5

2 3 ,0 0 0 2 ,5 0 0 2 ,9 4 0 2 ,4 5 0 2 ,4 7 8 2 ,0 6 5

3 2 ,0 0 0 1 ,250» 1 ,942 1 ,214 1 ,502 939

4 1 ,000 1 ,250 961 1,201 683 854 •

T o ta l # 10 ,00 0 #10 ,000 # 9 ,8 0 3 # 9 ,8 1 5 # 8 ,2 9 9 # 8 , 4 0 3

-4-j

^ S w itc h o v e r  t o  s t r a i g h t  l i n e  m ethod e l e c t e d .

^Sum o f  t h e  Y e a r s - D i g i t s .
p

Double D e c l in in g  B a la n c e .

S o u rc e ;  R eproduced  from S id n ey  D av idson  and D avid F. D rak e , " C a p i t a l  B u d g e tin g  
and t h e  'B e s t '  Tax D e p r e c i a t i o n  M e th o d ,"  The J o u r n a l  o f  B u s in e s s  o f  t h e  U n i v e r s i t y  o f  
Chi&ago. Volume XXXIV (O c to b e r ,  1 9 6 1 ) ,  p .  446 , T a b le  3 .
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S id n ey  Davidson and David F . C la rk  have  s u g g e s te d  a  t e c h n iq u e  

t o  overcome t h i s  d i f f i c u l t y .  I t  c o n s i s t s  e s s e n t i a l l y  o f  

t r e a t i n g  one of t h e  p a ra m e te r s  a s  a  v a r i a b l e .  They s u g g e s t  

l e t t i n g  th e  d i s c o u n t  p a ra m e te r  v a r y .  As Davidson and Drake 

p o i n t  o u t ,  t h i s  t r e a tm e n t  i s  s i m i l a r  t o  I r v i n g  F i s h e r ' s  r a t e  

o f  r e t u r n  o v e r  c o s t  a s  w e l l  a s  Armen A. A l c h i a n 's  r a t e  o f  

i n t e r e s t  c o m p u ta t io n s .^

In  a c t u a l  b u s i n e s s  p r a c t i c e  management may n o t  en­

gage i n  p r e s e n t  v a lu e  a n a l y s i s  t o  f a c i l i t a t e  in v e s tm e n t  de­

c i s i o n s .  " I t  seems r e a s o n a b le  t o  assum e, how ever, t h a t  

v i r t u a l l y  a l l  busin essm en  r e c o g n iz e  an  ad v an tag e  i n  r e c e i v i n g  

income i n  t h e  n e a r  f u t u r e  a s  compared w i th  th e  same amount o f  

income i n  t h e  more d i s t a n t  f u t u r e ,  even though  th e y  may n o t  

make a  fo rm a l c a l c u l a t i o n  o f  t h e  p r e s e n t  v a lu e  o f  t h e  two 

sums.

A v a i l a b i l i t v  o f  F i n a n c i a l  R eso u rce s  

I n t e r n a l  F in a n c in g . — " L ib e r a l i z e d  d e p r e c i a t i o n "  may 

s e r v e  a s  an  in v e s tm e n t  s t im u lu s  by i n c r e a s in g  t h e  a v a i l a b i l ­

i t y  o f  f i n a n c i a l  r e s o u r c e s .  A cco rd in g  to  R ic h a rd  Goode, " In  

view  o f  t h e  im p e r f e c t io n s  o f  t h e  c a p i t a l  m a rk e t ,  t h i s  con­

s i d e r a t i o n  i s  n o t  a d e q u a te ly  r e f l e c t e d  i n  th e  t im e  d i s c o u n t  

f a c t o r . "5 A growing f i rm  w i l l  be a b l e  to  f in a n c e  a  l a r g e r  

p o r t i o n  o f  i t s  in v e s tm e n t  from r e t a i n e d  e a r n in g s  by em ploying 

" l i b e r a l i z e d  d e p r e c i a t i o n "  f o r  income t a x  r e p o r t i n g .  George 

T erb o rg h , R e se a rch  D i r e c t o r ,  M ach inery  and A l l i e d  P ro d u c ts  

I n s t i t u t e  h a s  o b se rv e d :
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. . . I t  i s  n o t  s u r p r i s i n g  t h a t  t a x  d e p r e c i a t i o n  a l lo w ­
a nces  -  o r  more a c c u r a t e l y ,  th e  fu nds  th e y  make a v a i l ­
a b le  when e a rn e d  -  a r e  n o rm a lly  t h e  l a r g e s t  s o u r c e  o f  
b u s in e s s  in v e s tm e n t  c a p i t a l .  I n  r e c e n t  y e a r s ,  t h e s e  
a l lo w a n c e s  ( i n c l u d i n g  s p e c i a l  a m o r t i z a t i o n )  have  a v e r ­
aged a lm o s t t w o - t h i r d s  o f  f i x e d - a s s e t  e x p e n d i tu re s .®

There  i s  a  common m is c o n c e p t io n  t h a t  income t a x  

s a v in g s  w hich r e s u l t  by u s in g  " l i b e r a l i z e d  d e p r e c i a t i o n "  a r e  

l o s t  i n  th e  lo n g  r u n .  F o r  a  s i n g l e  a s s e t ,  l a r g e r  d e p r e c i a ­

t i o n  c h a rg es  d u r in g  e a r l i e r  y e a r s  a r e  o f f s e t  by s m a l l e r  de­

p r e c i a t i o n  c h a rg e s  i n  l a t e r  y e a r s .  T h e r e fo r e ,  t a x  s a v in g s  

i n  t h e  e a r l i e r  y e a r s  a r e  o f f s e t  by t a x  l o s s e s  as d e p r e c i a t i o n  

c h a rg e s  d e c l i n e .  However, t h e  e f f e c t  i s  d i f f e r e n t  i f  t h e  

f i rm  h a s  s e v e r a l  a s s e t s  w hich  a r e  r e p l a c e d  a s  r e t i r e m e n t s  

o c c u r .  Assuming a f i rm  c o n t in u e s  t o  expand , a d d i t i o n a l  p e r ­

manent t a x  s a v in g s  r e s u l t  by em ploying  " l i b e r a l i z e d  d e p re ­

c i a t i o n . " ?  The income t a x  s a v in g s  w i l l  be l o s t  o n ly  i f  t h e  

f i rm  p a r t i a l l y  o r  c o m p le te ly  l i q u i d a t e s  i t s  in v e s tm e n t  i n  

d e p r e c i a b le  a s s e t s .  These e f f e c t s  a r e  i l l u s t r a t e d  i n  

T ab le  16. An i n h e r e n t  a s su m p tio n  i s  t h a t  income t a x  r a t e s  

rem a in  th e  same.

An a n a l y s i s  o f  T ab le  16 s u g g e s t s  c e r t a i n  im p o r ta n t  

c o n c lu s io n s .  D uring  t h e  f i r s t  t e n  y e a r s  g r o s s  a s s e t s  a r e  

g row ing . During t h i s  g ro w th  p e r io d  th e  cum ula tive  t o t a l  o f  

d e p r e c i a t i o n  c h a rg e s  f o r  t h e  two l i b e r a l i z e d  methods a r e  

l a r g e r  th a n  th e  c u m u la t iv e  t o t a l  u n d e r  th e  s t r a i g h t  l i n e  

m ethod.

D uring  t h e  su c c e e d in g  t e n  y e a r s  g r o s s  a s s e t s  rem a in  

unchanged i n  t o t a l .  F o r  t h i s  p e r io d  an n u a l  d e p r e c i a t i o n



TABLE 16
ILLUSTRATION SHOWING ANNUAL AND CUMULATIVE DIFFERENCES IN DEPRECIATION CHARGES 
UNDER STRAIGHT LINE, SUMr-OF-THE-YEARS. DIGITS AND DECLINING BALANCE METHODS

To d e m o n s t r a te  d i f f e r e n c e s  i n  t h e  t h r e e  d e p r e c i a t i o n  m ethods l i s t e d  ab o v e ,  t h e  
f o l l o w l n a  exam ple e l v e s  a n n u a l  and  c u m u la t iv e  d e p r e c i a t i o n  c h a r g e s  f o r  t h r e e  s u c c e s ­
s i v e  t e n - y e a r  p e r i o d s .  I n  t h e  f i r s t  p e r i o d ,  i t  i s  assumed t h a t  a s s e t s  h a v in g  a  t e n -  
y e a r  l i f e  and c o s t i n g  # 2 ,00 0  a r e  a c q u i r e d  each  y e a r .  D u r in g  t h i s  p e r i o d  t h e r e  a r e  
no r e t i r e m e n t s .  I n  t h e  second  p e r i o d ,  r e t i r e m e n t  o f  a s s e t s  a c q u i r e d  d u r in g  t h e  p r e ­
c e d in g  p e r i o d  b e g in s .  I t  i s  assum ed t h a t  a s s e t s  r e t i r e d  a r e  r e p l a c e d  e ac h  y e a r  w i th  
new a s s e t s  w hich  a l s o  have  a  t e n - y e a r  l i f e ,  b u t  t h e r e  i s  no n e t  a d d i t i o n  t o  t h e  
amount o f  d e p r e c i a b l e  a s s e t s .  I n  t h e  t h i r d  p e r i o d ,  no a d d i t i o n s  o r  r e p la c e m e n t s  
o c c u r  and th e  In v e s tm e n t  i n  d e p r e c i a b l e  a s s e t s  i s  c o m p le te ly  l i q u i d a t e d  by th e  end 
o f  t h e  p e r i o d .

I n  c a l c u l a t i n g  d e p r e c i a t i o n  shown i n  t h i s  e x h i b i t ,  a  f u l l  y e a r ' s  d e p r e c i a t i o n  
i s  t a k e n  on a s s e t s  i n  t h e  y e a r  o f  a c q u i s i t i o n  and no d e p r e c i a t i o n  i s  t a k e n  I n  t h e  
y e a r  o f  r e t i r e m e n t . 00

o

Y ear A d d i t io n s  R e t i r e m e n ts
G ro ss  

A s s e t s  a t  
End o f  Y ear

A nnual D e p r e c i a t i o n  Charge

S t r a i g h t
L in e

Sum- 0  f - t h e  
y e a r s  d i g i t s

D e c l in in g
B a la n ce

1 # 2 ,0 0 0 # ------ # 2 ,0 0 0 # 200 # 364 # 400
2 2 ,0 0 0 . 4 ,0 0 0 400 692 720
3 2 ,0 0 0 6 ,0 0 0 600 982 976
4 2 ,0 0 0 8 ,0 0 0 800 1 ,236 1 ,178
5 2 ,0 0 0 10,000 1 ,000 1 ,4 5 4 1 ,342
6 2 ,0 0 0 ----------- 12 ,000 1 ,200 1 ,63 6 1 ,4 74
7 2 ,0 0 0 14 ,000  • 1 ,400 1 ,782 1 ,580
8 2 ,0 0 0 16 ,000 1 ,600 1 ,892 1 ,664
9 2 ,0 0 0 18,000 1 ,800 1 ,9 6 4 1 ,732

10 2 ,0 0 0 2 0 ,00 0 2 ,0 0 0 2 ,0 0 0 2 ,0 0 0

10 Y e a rs
# -------- #2 0 ,000 #1 1 ,000 #1 4 ,00 2 #13 ,066



TABLE 16— C ontinued

Y ear A d d i t io n s R e t i r e m e n ts
G ro ss  

A s s e t s  a t  
End o f  Y ear

Annual
S t r a i g h t

L in e

D e p r e c i a t i o n  Charge
S u m -o f - th e  D e c l in in g  
y e a r s  d i g i t s  B a la n c e

11 # 2 ,0 0 0 $ 2 ,0 0 0 # 2 0 ,0 00 # 2 ,0 0 0 # 2 ,0 0 0 # 2 ,0 0 0
12 2 ,0 0 0 . 2 ,0 0 0 .2 0 ,0 0 0 . 2 ,0 0 0 . 2 ,0 0 0 . 2 ,0 0 0
13 2 ,0 0 0 2 ,0 0 0 2 0 ,0 0 0 2 ,0 0 0 2 ,0 0 0 2 ,0 0 0
14 2 ,0 0 0 2 ,0 0 0 2 0 ,0 0 0 2 ,0 0 0 2 ,0 0 0 2 ,0 0 0
15 2 ,0 0 0 2 ,0 0 0 2 0 ,0 0 0 2 ,0 0 0 2 ,0 0 0 2 ,0 0 0
16 2 ,0 0 0 2 ,0 0 0 2 0 ,0 0 0 2 ,0 0 0 2 ,0 0 0 2 ,0 0 0
17 2 ,0 0 0 2 ,0 0 0 2 0 ,0 0 0 2 ,0 0 0 2 ,0 0 0 2 ,0 0 0
18 2 ,0 0 0 2 ,0 0 0 2 0 ,0 0 0 2 ,0 0 0 2 ,0 0 0 2 ,0 0 0
19 2 ,0 0 0 2 ,0 0 0 2 0 ,0 0 0 2 ,0 0 0 2 ,0 0 0 2 ,0 0 0
20 2 ,0 0 0 2 ,0 0 0 2 0 ,0 0 0 2 ,0 0 0 2 ,0 0 0 2 ,0 0 0

T o t a l s  
a t  End O f $ 4 0 ,0 00 #20 ,0 00 # 2 0 ,0 00 #3 1 , 0 0 0 #34 ,002 # 3 3 ,0 66
20 Y ears • • .

21 # ------ # 2 ,0 0 0 #18 ,000 # 1 ,800 # 1 ,636 # 1 ,6 0 0
22 . 2 ,0 0 0 .1 6 ,0 0 0 . 1 ,600 . 1 ,308 . 1 ,2 8 0
23 —  — — — 2 ,0 0 0 14 ,000 1 ,400 1 ,018 1 ,0 2 4
24 —  —  —— 2 ,0 0 0 12 ,000 1 ,200 764 822
25 —  — — 2 ,0 0 0 10 ,000 1 ,000 546 65826 2 ,0 0 0 8 ,0 0 0 800 364 526
27 2 ,0 0 0 6 ,0 0 0 600 218 42028 2 ,0 0 0 4 ,0 0 0 400 108 336
29 — - 2 ,0 0 0 2 ,0 0 0 200 36 26830 —  - 2 ,0 0 0 — — — — —  —  —

T o t a l s  
a t  End Q f#40,000 # 4 0 ,0 00 #40 ,000 # 4 0 ,0 00 #4 0 ,0 00
30  Y ears • •

ouui-ce: noproaucsa rrom wationai Accounting Association, "Current Pra
A c c o u n t in g  f o r  D e p r e c i a t i o n , ” R e s e a rc h  R e p o r t  No. 33 ( A p r i l  1 , 1 9 5 8 ) ,  p .  7 ,

CD



82

c h a rg e s  a r e  th e  same i n  amount f o r  a l l  t h r e e  d e p r e c i a t i o n  

m ethods. T h e r e fo r e ,  c u m u la t iv e  t o t a l s  a t  t h e  end  o f  tw en ty  

y e a r s  r e f l e c t  th e  same d i f f e r e n c e s  th e y  d i d  a t  t h e  end o f  th e  

f i r s t  t e n  y e a r s .  T h is  means t h a t  th e  l a r g e r  d e p r e c i a t i o n  

c h a rg e s  p ro v id e d  by t h e  " l i b e r a l i z e d  d e p r e c i a t i o n "  m ethods 

d u r in g  th e  f i r s t  t e n  y e a r s  have  n o t  been l o s t .

D uring th e  t h i r d  t e n  y e a r  p e r io d  t h e  amount o f  de­

p r e c i a b l e  a s s e t s  i s  d e c r e a s i n g .  T h is  r e s u l t s  i n  a  r e v e r s a l  

o f  t h e  p a t t e r n  o f  d i f f e r e n c e s  r e f l e c t e d  i n  t h e  f i r s t  t e n  y e a r  

p e r i o d .  When th e  l i q u i d a t i o n  o f  th e  d e p r e c i a b l e  a s s e t s  i s  

com pleted  t h e  t o t a l  c u m u la t iv e  d e p r e c i a t i o n  i s  t h e  same f o r  

a l l  t h r e e  d e p r e c i a t i o n  m ethod s. The l a r g e r  d e p r e c i a t i o n  

c h a rg e s  p ro v id e d  by t h e  l i b e r a l i z e d  m ethods i n  t h e  p e r io d  o f  

g row th  a r e  o f f s e t  by s m a l l e r  d e p r e c i a t i o n  c h a rg e s  d u r in g  th e  

y e a r s  o f  d e c l in e  o f  t h e  d e p r e c i a b l e  a s s e t s .

Many f i rm s  a t  l e a s t  m a in ta in  t h e i r  in v e s tm e n t  i n  p l a n t  

and eq u ip m en t.  O th e r  f i rm s  a r e  c o n t i n u a l l y  ex p an d in g  p l a n t  

and eq u ip m en t.  T h e r e f o r e ,  t h e  f i r s t  two t e n - y e a r  p e r io d s  

may be more r e p r e s e n t a t i v e  o f  a c t u a l  b u s in e s s  p r a c t i c e  th a n  

th e  l a s t  t e n  y e a r  p e r i o d .

To sum m arize, income t a x  sa v in g s  i n  e a r l i e r  y e a r s ,  

made p o s s i b l e  by em ploying  a  " l i b e r a l i z e d  d e p r e c i a t i o n "  

m ethod, a r e  n o t  l o s t  a s  lo n g  a s  th e  f i rm  c o n t in u e s  t o  r e p l a c e  

i t s  p l a n t  and e q u ip m en t.  I f  t h e  f i rm  c o n t in u e s  to  expand i t s  

p l a n t  and equipm ent t a x  s a v in g s  w i l l  be p e rm a n e n t .  Only i f  

t h e  f i rm  l i q u i d a t e s  by r e t i r i n g  a l l  i t s  a s s e t s  w i l l  t h e  t a x
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s a v in g s  be l o s t .  T here  w i l l  s t i l l  be a  g a in  from  em ploying  

" l i b e r a l i z e d  d e p r e c i a t i o n , "  how ever. The g a in  i s  m easu red  

i n  te rm s o f  p r e s e n t  v a lu e  d i f f e r e n t i a l s .  Tax s a v in g s  i n  

e a r l y  y e a r s  w i l l  n o rm a l ly  be employed by th e  f i r m  a s  w ork ing  

c a p i t a l  o r  a s  an  i n v e s tm e n t .  The r e t u r n  t h a t  i s  e a rn e d  by 

em ploying  th e  t a x  s a v in g s  w i l l  n o t  be l o s t .

E x te r n a l  F in a n c in g . — " L ib e r a l i z e d  d e p r e c i a t i o n "  makes 

i t  e a s i e r  f o r  th e  f i r m  t o  f i n a n c e  in v e s tm e n ts  i n t e r n a l l y  from 

r e t a i n e d  e a r n in g s .  I n  a d d i t i o n ,  employing " l i b e r a l i z e d  de­

p r e c i a t i o n "  may make i t  e a s i e r  f o r  f irm s  to  r a i s e  o u t s i d e  

c a p i t a l .  As a  g e n e r a l  r u l e  c r e d i t o r s  w i l l  i n s i s t  t h a t  a  lo a n  

to  p u rc h a s e  p l a n t  and equ ipm ent be r e p a id  o v e r  a  r e l a t i v e l y  

s h o r t  p e r io d  o f  t im e .  They w i l l  want to  be a s s u r e d  t h a t  t h e  

lo a n  w i l l  be r e p a i d  b e f o r e  th e  a s s e t  w ears  o u t  o r  becomes 

o b s o l e t e .  I n  s h o r t ,  c r e d i t o r s  w i l l  be co n ce rn e d  w i th  th e  

f i r m ’ s a b i l i t y  to  re p a y  t h e  l o a n  i n  a r e a s o n a b le  p e r i o d  o f  

t im e .  A do p tio n  o f  " l i b e r a l i z e d  d e p r e c i a t i o n "  m ethods w i l l  

m in im ize  income t a x  f lo w s  t h a t  no rm ally  i n t e r f e r e  w i th  r e p a y ­

ment o f  l o a n s .

Payback P e r io d  A n a ly s is

Payback p e r i o d  a n a l y s i s  i s  sometimes em ployed a s  a 

q u ic k  b u t  c ru d e  method o f  a p p r a i s in g  in v e s tm e n t  p r o p o s a l s .

The payback  p e r io d  i s  th e  l e n g t h  o f  t im e  r e q u i r e d  f o r  th e  

a d d i t i o n a l  c a sh  r e c e i p t s  g e n e r a te d  by a  new a s s e t  t o  e q u a l  

t h e  c o s t  o f  t h e  a s s e t .  The fo rm u la  f o r  com puting  t h e  payback 

p e r io d  i s :
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D i f f e r e n t i a l  C a p i t a l  I n v e s tm e n t  ^  ^ ,----------------------------- ' = Payback P e r io d
D i f f e r e n t i a l  A nnual Net R e c e ip t s

Some com panies e s t a b l i s h  a r b i t r a r y  maximum a c c e p t a b l e  

payback  p e r i o d s  f o r  a c c e p t in g  o r  r e j e c t i n g  in v e s tm e n t s  i n  

a s s e t s .  I n  g e n e r a l ,  t h e  more r i s k  in v o lv e d  i n  m aking t h e  

i n v e s tm e n t ,  t h e  s h o r t e r  t h e  maximum a c c e p t a b l e  payback  p e r io d  

becomes s in c e  p resum ab ly  t h e  h i g h e r  r i s k  in v e s tm e n t  a l t e r n a ­

t i v e s  a r e  a s s o c i a t e d  w i t h  h i g h e r  d i f f e r e n t i a l  a n n u a l  r e c e i p t s .  

The payback  ap p ro a ch  t o  e v a l u a t i n g  a l t e r n a t i v e  in v e s tm e n t  

p r o p o s a l s  h a s  a t  l e a s t  t h r e e  m a jo r  s h o r tc o m in g s .  They a r e ;

(1 )  There i s  no o b j e c t i v e  way to  d e c id e  on s t a n d a r d s  
f o r  how lo n g  th e  payback  p e r io d  sh o u ld  b e .

(2) The r e l a t i v e  p r o f i t a b i l i t y  o f  a l t e r n a t i v e s  i s  
n o t  a lw ays o b v io u s ,  i . e .  two m ach ines  w i th  t h e  
same payback  p e r i o d s  m igh t h a v e  d i f f e r e n t  u s e ­
f u l  l i v e s .

(3) The a n a l y s i s  d i s r e g a r d s  th e  c o n t r i b u t i o n  an  
a s s e t  makes to  th e  p r o d u c t io n  o f  re v e n u e  a f t e r  
t h e  payback  p e r i o d .

D e s p i te  t h e  sh o r tc o m in g s  o f  th e  payback  a n a l y s i s ,  i t  

may be  f r u i t f u l l y  employed a s  a p o i n t  o f  o r i g i n  f o r  a p p r a i s ­

in g  v a r i o u s  in v e s tm e n t  p r o p o s a l s .  Payback a n a l y s i s  sh o u ld  

n o rm a l ly  be supp lem en ted  by more r e f i n e d  a n a l y s i s  su ch  a s  

t h e  d e t e r m i n a t i o n  o f  r a t e s  o f  r e t u r n  f o r  a l t e r n a t i v e  i n v e s t ­

ment p r o p o s a l s .  R ic h a rd  Goode w r i t e s :

D e s p i te  i , t s  c r u d i t y ,  t h e  p a y - o f f - p e r i o d  a p p ro a c h  seems 
t o  be a  Very s e n s i b l e  method o f  a l lo w in g  f o r  r i s k  and 
u n c e r t a i n t y .  L i t e r a l l y  i n t e r p r e t e d ,  i t  im p l i e s  t h a t  
u n c e r t a i n t y  r e g a r d i n g  th e  f u t u r e  I s  so g r e a t  t h a t  t h e  
p o s s i b i l i t y  o f  r e a l i z i n g  e a r n in g s  from t h e  a s s e t  a f t e r  
t h e  end o f  th e  p a y - o f f  p e r i o d  i s  n o t  w o rth  t a k i n g  i n t o  
a c c o u n t .  A lthough  t h i s  i s  an  ex trem e  a s s u m p t io n ,  i t  i s  
c l e a r l y  t r u e  t h a t  r i s k  i n c r e a s e s  w i th  t h e  d u r a t i o n  o f
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a  commitment and t h a t  u n c e r t a i n t i e s  o f  th e  d i s t a n t  „ 
f u t u r e  a re  much g r e a t e r  t h a n  th o s e  o f  th e  n e a r  f u t u r e . °

The q u e s t io n  may be r a i s e d :  what e f f e c t  does d e ­

p r e c i a t i o n ,  o r  more s p e c i f i c a l l y  " l i b e r a l i z e d  d e p r e c i a t i o n , "  

hav e  on t h e  payback p e r io d ?  As n o te d  p r e v i o u s l y ,  t h e  payback  

p e r i o d  c o m p u ta t io n  i s  i n  te rm s  o f  cash  f lo w . I n  t h e  a n a l y s i s  

d e p r e c i a t i o n  i s  added back to  n e t  p r o f i t  to  o b t a i n  n e t  p r o f i t  

i n  t e rm s  o f  c a sh  f lo w . Net p r o f i t  b e fo r e  d e p r e c i a t i o n  i s  

th e  r e l e v a n t  f i g u r e  f o r  com puting th e  payback  p e r i o d .  In  

s h o r t ,  d e p r e c i a t i o n  a s  a n o n -c a sh  c h a rg e  sh o u ld  be ex c lu d ed  

from th e  a n a l y s i s .  I t  would seem, t h e r e f o r e ,  t h a t  t h e  p a r ­

t i c u l a r  d e p r e c i a t i o n  method employed would n o t  a f f e c t  th e  

c o m p u ta t io n  o f  t h e  payback p e r i o d .  D e p r e c ia t io n  does a f f e c t  

c a sh  f low  i n d i r e c t l y ,  how ever, th ro u g h  i t s  e f f e c t  on th e  

amount o f  p e r i o d i c  income t a x e s .  Income ta x  l e v i e s ,  w hich 

c o n s t i t u t e  t a x  f lo w s ,  a re  based  on n e t  p r o f i t s  a f t e r  d e d u c t ­

in g  d e p r e c i a t i o n .  T h e re fo r e ,  h i g h e r  d e p r e c i a t i o n  c h a rg e s  

made a v a i l a b l e  by s e l e c t i n g  a  l i b e r a l i z e d  method re d u c e  r e ­

p o r t e d  t a x a b le  p r o f i t s .  The re d u c e d  r e p o r t e d  p r o f i t s  i n  t u r n  

m in im ize  income t a x  f lo w s .  The e f f e c t  o f  " l i b e r a l i z e d  de­

p r e c i a t i o n "  on t h e  payback p e r io d  i s  i l l u s t r a t e d  i n  T able  17 . 

As h a s  been  t r u e  th ro u g h o u t  m ost o f  t h i s  s tu d y ,  t h e  c o r p o r a te  

form o f  b u s in e s s  i s  assum ed.

A p e r u s a l  o f  T ab le  17 r e v e a l s  t h a t  s e l e c t i o n  o f  t h e  

d e c l i n i n g  b a la n c e  method i n  l i e u  o f  th e  s t r a i g h t  l i n e  method 

s h o r t e n s  t h e  payback  p e r io d  from 4.21 y e a r s  t o  3*33 y e a r s .  

T h is  i s  a  d e c r e a s e  o f  a p p ro x im a te ly  20 p e r  c e n t ,  w hich i s  a



TABLE 17
ILLUSTRATION OF PAYBACK PERIOD COMPUTATION USING THE STRAIGHT LINE 

AND DOUBLE DECLINING BALANCE.METHODS OF DEPRECIATION 
(A ssum e:. A s s e t .C o s t  o f  # 3 2 ,0 0 0 ,  U s e fu l  L i f e  o f  8 Y e a r s ,

S a lv a g e  V a lu e  o f  Z e ro )

D e p r e c i a t i o n  Method
S t r a i g h t L in e Double D e c l in in g  B a la n ce

A d d i t i o n a l  Annual S a l e s  Revenue # 6 0 ,0 0 0 # 6 0 ,0 0 0

D educt : ■

C ost o f  M a t e r i a l s ,  L abor and O ver­
h e a d  o t h e r  t h a n  D e p r e c i a t i o n  # 3 1 ,0 0 0 # 3 1 ,0 0 0

D e p r e c i a t i o n  o f  New M achine 4 ,0 0 0 8 ,0 0 0

A d d i t i o n a l  S e l l i n g  and A d m in is t r a ­
t i v e  C o s ts  17 ,800 5 2 ,8 0 0 17 ,800 5 6 ,8 0 0

N et P r o f i t  b e f o r e  Income Taxes 
Income Taxes (assum ed r a t e  50^)

7 ,2 0 0
3 ,6 0 0

# 3 ,2 0 0  
1 ,60 0

Net P r o f i t  a f t e r  Income Taxes 3 ,6 0 0 # 1 ,60 0
C o m pu ta tio n  o f  Payback  P e r i o d :

N et P r o f i t  a f t e r  Income 
Taxes

Add D e p r e c i a t i o n  (Non- 
Cash- C harge)

3 ,6 0 0

4 ,0 0 0

# 1 ,60 0  

8 ,0 0 0
T o ta l  A v a i l a b l e  f o r  Payback 7 ,6 0 0 # 9 ,6 0 0

Payback  P e r io d  C o m p u ta t io n :  3 2 ,0 0 0 f7 ,6 0 0  = 4.21 y e a r s  32 ,0 0 0 ^ 9 ,6 0 0  = 3 . 33 y e a r s

03o\
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m a t e r i a l  c h a n g e .  The f i r s t  y e a r  d e p r e c i a t i o n  c h a r g e  was u s e d  

i n  t h e  d e c l i n i n g  b a l a n c e  i l l u s t r a t i o n .  H ow ever, s e l e c t i o n  o f  

a  l a t e r  y e a r  w i t h i n  t h e  p a y b a c k  p e r i o d  (1 -  3*33 y e a r s )  w ou ld  

s t i l l  r e s u l t  i n  a  f a s t e r  p ay b ack  p e r i o d  t h a n  u n d e r  s t r a i g h t  

l i n e  d e p r e c i a t i o n .  T h i s  i s  t r u e  b e c a u s e  d e p r e c i a t i o n  c h a r g e s  

u s i n g  " l i b e r a l i z e d  d e p r e c i a t i o n "  w ould  b e  h i g h e r  t h a n  s t r a i g h t  

l i n e  d e p r e c i a t i o n  f o r  t h e  f i r s t  3 . 8 2  y e a r s  i n  o u r  e x a m p le .

As su g g e s te d  e a r l i e r ,  payback  p e r i o d  a n a l y s i s  i s  sub­

j e c t  t o  s e v e r a l  l i m i t a t i o n s  a s  an in v e s tm e n t  p r o p o s a l  t o o l .

To t h e  e x t e n t  t h a t  i t  i s  u sed  i n  making in v e s tm e n t  d e c i s i o n s ,  

ho w ev er ,  t h e  im pact o f  " l i b e r a l i z e d  d e p r e c i a t i o n "  on th e  a n a l ­

y s i s  sh o u ld  be c o n s id e r e d .

R e la t i o n s h ip  o f  D e p r e c ia t io n  
to  R ate  o f  R e tu rn

I n  a  p re v io u s  s e c t i o n  o f  t h i s  c h a p te r  t h e  w r i t e r  men­

t i o n e d  th e  im p a c t  " l i b e r a l i z e d  d e p r e c i a t i o n "  h a s  on t h e  a v a i l ­

a b i l i t y  o f  f i n a n c i a l  r e s o u r c e s .  The a d v an tag e  o f  f a s t e r  d e ­

p r e c i a t i o n  d e d u c t io n s  d oes  n o t  n e c e s s a r i l y  depend on r e i n ­

v e s tm e n t  o f  income t a x  s a v in g s ,  how ever. An a d d i t i o n a l  ad­

v a n ta g e  i s  t h e  g a in  t h a t  a p p e a rs  i n  t h e  form o f  a h i g h e r  r a t e  

o f  a f t e r - t a x  r e t u r n  on in v e s tm e n ts  i n  p l a n t  and equ ip m en t.

T h is  a d v a n ta g e  may be i l l u s t r a t e d  by a  s im p le  exam ple a s  

f o l lo w s  :

I f  an i n v e s t o r  commits $1 ,000  to d ay  and g e t s  back  $1 ,100  
a  y e a r  from now, h i s  r a t e  o f  r e t u r n  on th e  in v e s tm e n t  
i s  10 p e r  c e n t  p e r  annum. I f ,  how ever, he g e t s  back  t h e  
$ 1 ,100  a t  t h e  end o f  6 m on ths , h i s  r a t e  o f  r e t u r n  i s  20 
p e r  c e n t  p e r  annum. S i m i l a r l y ,  an e a r l i e r  r e c e i p t  o f
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t h e  amounts a v a i l a b l e  f o r  c a p i t a l  r e c o v e r y  and a f t e r  
t a x  r e t u r n  o v e r  t h e  l i f e  o f  a  d e p r e c i a b l e  a s s e t ,  a r i s ­
in g  from th e  u se  o f  a f a s t e r  d e p r e c i a t i o n  m ethod , s p e l l s  
a h i g h e r  r a t e  o f  r e t u r n .9

T h is  s e c t i o n  i s  d e v o te d  to  d i s c u s s i n g  t h r e e  methods 

f o r  com puting  r a t e  o f  r e t u r n .  The im p ac t o f  " l i b e r a l i z e d  d e ­

p r e c i a t i o n "  on eac h  method w i l l  be examined b r i e f l y .

U n a d ju s ted  R e tu rn  M ethod. — T h is  method i s  commonly 

r e f e r r e d  to  a s  t h e  " u n a d ju s te d  r a t e  o f  r e t u r n "  b e c a u se  i t  

d oes  n o t  a l lo w  f o r  d i f f e r e n c e s  i n  t im in g  o f  c a s h  r e c e i p t s  and 

paym en ts .  The method i s  a l s o  c a l l e d  th e  " a v e ra g e  r a t e  o f  

r e t u r n "  m ethod. The fo rm u la  f o r  com puting th e  " u n a d ju s te d  

r a t e  o f  r e t u r n "  f o l lo w s ;

A d d i t io n a l  Annual Income ^  u n a d ju s te d  R a te  o f  R etu rn
A verage A d d i t io n a l  In v e s tm e n t

A d d i t io n a l  a n n u a l  income i s  d e te rm in e d  by s u b t r a c t ­

i n g  d e p r e c i a t i o n  and income t a x e s  from th e  a n n u a l  o p e r a t in g  

s a v i n g s .  Average a d d i t i o n a l  in v e s tm e n t  i s  d e te rm in e d  by 

a d d in g  th e  d i f f e r e n t i a l  i n i t i a l  in v e s tm e n t  t o  t h e  d i f f e r e n ­

t i a l  en d in g  s a lv a g e  v a lu e  and d i v i d i n g  by tw o .

The " u n a d ju s te d  r a t e  o f  r e t u r n "  method i s  s u b j e c t  t o  

a t  l e a s t  one m a jo r  w eakness . I t  v a lu e s  a  d o l l a r  o f  sa v in g s  

to  be r e a l i z e d  i n  t h e  d i s t a n t  f u t u r e  j u s t  a s  h i g h ly  as  a 

d o l l a r  e x p e c te d  i n  t h e  n e a r  f u t u r e .  T h is  h a s  th e  e f f e c t  o f  

o v e r s t a t i n g  t h e  computed r a t e  o f  r e t u r n .

T ab le  18 shows th e  c o m p u ta t io n  o f  t h e  " u n a d ju s te d  

r a t e  o f  r e t u r n "  a f t e r  t a x  u s in g  two d i f f e r e n t  d e p r e c i a t i o n  

m eth ods . The b a s i c  d a t a  a r e  t h e  same a s  was u se d  i n  Table 17,



TABLE 18
ILLUSTRATION OF UNADJUSTED RATE OF RETURN COMPUTATION USING THE STRAIGHT 

LINE AND DOUBLE DECLINING BALANCE METHODS OF DEPRECIATION 
(Assume: A s s e t  C o s t . o f  $ 3 2 ,0 0 0 ,  U s e fu l  L i f e  o f  8 Y e a rs ,

S a lv a g e  V alue  o f  Z e ro )

D e p r e c i a t i o n  Method

S t r a i g h t  L in e  Double D e c l in in g  B a la n ce

Additional Annual Sales Revenue $ 6 0 ,0 0 0 $ 6 0 ,0 0 0

D educt :
C ost o f  M a t e r i a l s ,  L ab o r ,  and Over­

h ead  o t h e r  t h a n  D e p r e c i a t i o n  $ 
Depreciation of New Machine 
A d d i t io n a l  S e l l i n g  and A d m in is t r a ­

t i v e  C o s ts

3 1 ,0 0 0  
4 ,0 0 0

17 ,800 5 2 ,8 0 0

$ 3 1 ,0 0 0  
8 ,0 0 0

17 ,800 5 6 ,8 0 0
N et P r o f i t  b e f o r e  Income Taxes 
Income T axes (Assumed r a t e  50^)

Ü 7 ,2 0 0
3 ,6 0 0

$ 3 ,2 0 0  
1 ,600

Net P r o f i t  a f t e r  Income Taxes ' $ 3 ,6 0 0 $ 1 ,600

Computation of Unadjusted Rate of Return:

A verage  In v e s tm e n t  = ^ 2 2 ,0 0 0  -  0 _ ÿig^QOO

Unadjusted Rate of Return 3 . 6 0 0  
16 ,000  “

1 . 6 0 0  
16 ,000 = 10^

00MO
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A n a ly s i s  o f  T ab le  18 s u g g e s t s  t h a t  em ploying  " l i b e r ­

a l i z e d  d e p r e c i a t i o n "  m ig h t hav e  a  d e t r im e n ta l  e f f e c t  on r a t e  

o f  r e t u r n  i n  t h e  e a r l i e r  y e a r s  o f  an a s s e t ' s  l i f e .  The r a t e  

o f  r e t u r n  u s in g  th e  d e c l i n i n g  b a la n c e  method o f  d e p r e c i a t i o n  

f o r  th e  f i r s t  y e a r  i s  10 p e r  c e n t ,  a s  compared to  22^ p e r  

c e n t  u s in g  s t r a i g h t  l i n e  d e p r e c i a t i o n .  The d i f f e r e n t i a l  o f  

12 i  p e r c e n ta g e  p o i n t s  i s  a t t r i b u t e d  to  two f a c t o r s .  The de­

p r e c i a t i o n  ch a rg e  d i f f e r e n t i a l  i s  $4,000 which i s  p a r t i a l l y  

o f f s e t  by t h e  income t a x  d i f f e r e n t i a l  o f  $ 2 ,0 0 0 .  The n e t  

e f f e c t  r e s u l t s  i n  d i f f e r e n t i a l  n e t  p r o f i t  o f  $2 ,000  a f t e r  i n ­

come t a x e s .

The d i f f e r e n c e  betw een  th e  r a t e  o f  r e t u r n  em ploying 

s t r a i g h t  l i n e  and d e c l i n i n g  b a la n c e  d e p r e c i a t i o n  i s  m is le a d ­

in g .  As th e  u s e f u l  l i f e  o f  t h e  a s s e t  i n  q u e s t io n  e x p i r e s  

th e  r a t e  o f  r e t u r n  f o r  t h e  d e c l i n i n g  b a la n ce  method would 

e v e n t u a l l y  become h i g h e r  th a n  u n d e r  th e  s t r a i g h t  l i n e  m ethod. 

T h is  i s  b e ca u se  th e  a n n u a l  d e p r e c i a t i o n  ch arge  would e v en tu ­

a l l y  be lo w e r  f o r  th e  d e c l i n i n g  b a la n c e  method th a n  f o r  th e  

s t r a i g h t  l i n e  m ethod. On b a la n c e ,  th e  d e p r e c i a t i o n  c h a rg e s  

would be e q u a l  which would y i e l d  t h e  same r a t e  o f  r e t u r n .  In  

f a c t ,  an  a v e ra g e  d e p r e c i a t i o n  charge  cou ld  have  been  used  f o r  

th e  d e c l i n i n g  b a la n c e  method which would have y i e l d e d  th e  

same a n n u a l  c h a rg e  a s  t h e  s t r a i g h t  l i n e  method and have  r e ­

s u l t e d  i n  t h e  same r a t e  o f  r e t u r n .  The f i r s t  y e a r  o f  th e  

a s s e t ' s  l i f e  was s e l e c t e d  f o r  com parison , how ever, i n  

T able  18 t o  i l l u s t r a t e  p o s s i b l e  r a t e  o f  r e t u r n  d i f f e r e n t i a l s .
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As n o te d  e a r l i e r ,  t h e  " u n a d ju s te d  r a t e  o f  r e t u r n "  

method does n o t  a l lo w  f o r  d i f f e r e n c e s  i n  t im in g  o f  c a sh  r e ­

c e i p t s  and paym en ts . T h e r e fo r e ,  t h e  method i s  u n r e a l i s t i c  

and th e  r e s u l t s  sh o u ld  be Judged a c c o r d in g ly .  T h is  m ethod 

was p r e s e n te d  to  i l l u s t r a t e  t h e  need  f o r  more r e f i n e d  m ethods 

o f  e v a l u a t i n g  a l t e r n a t i v e  in v e s tm e n t  p r o p o s a l s .

D isco u n ted  Cash Flow (R ate  o f  R e tu rn  V a r i a n t ) . — The 

" r a t e  o f  r e t u r n  v a r i a n t "  a l lo w s  f o r  d i f f e r e n c e s  i n  t im in g  o f  

c a sh  r e c e i p t s  and paym en ts . For t h i s  r e a s o n  i t  i s  u s u a l l y  

r e f e r r e d  to  a s  a  " s c i e n t i f i c "  method o f  com puting r a t e  o f  r e ­

t u r n .  I t s  d e te r m in a t io n  i s  d ep en d en t  upon t h e  u s e  o f  p r e s e n t  

v a lu e  t a b l e s .

P r o f e s s o r  R o b e r t  E i s n e r  h a s  o b se rv ed  t h a t ,  "m ere ly  

r a i s i n g  o r  ' l i b e r a l i z i n g '  d e p r e c i a t i o n ,  e x c e p t  f o r  i t s  t a x  

e f f e c t s , ( i t a l i c s  m ine) d o e s  n o th in g  t o  th e  r a t e  o f  r e t u r n ,  

th e  a v a i l a b i l i t y  o f  f i n a n c i a l  r e s o u r c e s ,  r i s k  and u n c e r ­

t a i n t y ,  o r  t im e  d i s c o u n t . P r o f e s s o r  J . F re d  Weston sup­

p o r t s  t h e  p o s i t i o n  o f  P r o f e s s o r  E i s n e r  i n  h i s  te s t im o n y  b e ­

f o r e  th e  Ways and Means Committee i n  November, 1959 by th e  

fo l lo w in g  comments:

At th e  o u t s e t  o f  a  d i s c u s s i o n  o f  t h e  t a x  t r e a tm e n t  o f  
d e p r e c i a t i o n ,  i t  i s  im p o r ta n t  t o  r e c o g n iz e  t h a t  i f  i t  
were n o t  f o r  th e  v a lu e  o f  d e p r e c i a t i o n  a s  a d e d u c t io n  
f o r  t a x  p u rp o s e s ,  b u s in e s s  m anagers  would n o t  need  to  
c o n s id e r  d e p r e c i a t i o n  i n  making in v e s tm e n t  d e c i s i o n s .
The s u b s t a n t i a l  l i t e r a t u r e  on in v e s tm e n t  d e c i s i o n s  h a s  
now f u l l y  d e m o n s tra te d  t h a t  s c i e n t i f i c  m ethods f o r  d e ­
te rm in in g  th e  p r o f i t a b i l i t y  o f  in v e s tm e n t  o p p o r t u n i t i e s  
need  n o t  t a k e  d e p r e c i a t i o n  i n t o  acco u n t e x c e p t  f o r  t a x  
e f fe c ts '*  1 ( I t a l i c s  m in e ) .
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I t  seems t o  t h i s  w r i t e r  t h a t  th e  o n ly  r e l e v a n t  r a t e  

o f  r e t u r n  co m p u ta t io n  i s  r e t u r n  a f t e r  income t a x e s .  T h is  

b e in g  t h e  c a se  " l i b e r a l i z e d  d e p r e c i a t i o n "  may have  a s i g n i f ­

i c a n t  im p a c t  on " d i s c o u n te d  c a sh  flow " r a t e  o f  r e t u r n  c a l c u ­

l a t i o n s .  The e f f e c t  o f  em ploy ing  " l i b e r a l i z e d  d e p r e c i a t i o n "  

i s  to  i n c r e a s e  n e t  c a sh  r e c e i p t s  d u r in g  th e  e a r l y  y e a r s  o f  

an a s s e t ' s  l i f e  by d e c r e a s i n g  income t a x  f lo w s .  A s t re am  o f  

d e c l i n i n g  an n u a l  r e c e i p t s  h a s  a  g r e a t e r  p r e s e n t  v a lu e  t h a n  a 

un ifo rm  s tream  w hich  y i e l d s  t h e  same t o t a l  f o r  a  g iv en  p e r i o d  

o f  y e a r s .  The h i g h e r  p r e s e n t  v a lu e ,  t h e r e f o r e ,  y i e l d s  a 

h i g h e r  r a t e  o f  r e t u r n .  The t im e  d is c o u n t  g a i n  a s p e c t  was 

i l l u s t r a t e d  i n  T ab le  12.

Computing th e  " r a t e  o f  r e t u r n  v a r i a n t "  in v o lv e s  t h e  

f o l lo w in g  s t e p s :

1 . E s t im a te  t h e  i n i t i a l  n e t  c o s t  o f  th e  in v e s tm e n t  
p r o p o s a l ,  w hich i s  d e n o te d  C.

2 .  E s t im a te  t h e  amount o f  n e t  cash  r e c e i p t s  f o r  
each  f u t u r e  p e r i o d ,  w hich  i s  d e n o te d  R.

3 . E s t im a te  th e  u s e f u l  l i f e  o f  th e  a s s e t .

To d e te rm in e  t h e  " r a t e  o f  r e t u r n  v a r i a n t "  r e q u i r e s  

th e  u s e  o f  p r e s e n t  v a lu e  t a b l e s  and th e  fo l lo w in g  fo rm u la :

p = £
R

D e te rm in in g  th e  r a t e  o f  r e t u r n  in v o lv e s  s u b s t i t u t i n g  

t h e  am ounts o f  0 and R i n  t h e  fo rm u la  and d e te rm in in g  t h e  r e ­

q u i r e d  P r a t i o .  Then by t h e  u s e  o f  t a b l e s  which g iv e  t h e  

p r e s e n t  v a lu e  o f  $1 r e c e i v e d  a n n u a l ly  fo r  N y e a r s ,  and by
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u s in g  th e  P r a t i o  and th e  u s e f u l  l i f e  o f  th e  p ro p o se d  i n ­

v e s tm e n t ,  t h e  e x p e c te d  r a t e  o f  r e t u r n  on in v e s tm e n t  i s  d e ­

te rm in e d .  The e x a c t  i n d i c a t e d  r a t e  may be d e te rm in e d  by i n ­

t e r p o l a t i o n .

D e p r e c ia t io n  e x e r t s  an  i n f lu e n c e  on th e  r a t e  o f  r e ­

t u r n  by i t s  im p a c t  on income t a x  f lo w s .  Income t a x e s  may 

c o n s t i t u t e  a  m a t e r i a l  p o r t i o n  o f  n e t  cash  r e c e i p t s  u se d  i n  

t h e  c a l c u l a t i o n  o f  t h e  r a t e  o f  r e t u r n .  T able  19 i l l u s t r a t e s  

t h e  " r a t e  o f  r e t u r n  v a r i a n t "  co m pu ta tion  assum ing  s t r a i g h t  

l i n e  d e p r e c i a t i o n .  S in c e  s t r a i g h t  l i n e  d e p r e c i a t i o n  c h a rg e s  

a r e  c o n s t a n t ,  w hich would n o t  c au se  d i f f e r e n t i a l  c a sh  r e ­

c e i p t s  to  v a ry ,  a  fo rm u la  may be u sed  to  i l l u s t r a t e  t h e  e f ­

f e c t  o f  s t r a i g h t  l i n e  d e p r e c i a t i o n  on th e  r a t e  o f  r e t u r n .  

T ab le  19 r e f l e c t s  a r a t e  o f  r e t u r n  o f  a p p ro x im a te ly  23 p e r  

c e n t .

A v a r i a t i o n  o f  t h e  " d i s c o u n te d  cash  flow " method may 

be employed when c a sh  r e c e i p t s  v a ry .  The m echan ics  o f  t h i s  

ap p ro ach  c o n s i s t  e s s e n t i a l l y  o f  d e te rm in in g  th e  i n t e r e s t  

r a t e  t h a t  d i s c o u n t s  f u t u r e  e a r n in g s  o f  an in v e s tm e n t  p r o ­

p o s a l  down t o  t h e  p r e s e n t  v a lu e  which i s  e q u a l  to  t h e  i n v e s t ­

ment p r o p o s a l  c o s t .  The r a t e  a s  d e te rm in e d  i s  tlie  r a t e  o f  

r e t u r n  on in v e s tm e n t .  The m e r i t s  o f  t h i s  ap p roach  a r e  i t s  

f l e x i b i l i t y .  I t  w i l l  h a n d le  s i t u a t i o n s  where t h e  e s t im a t e d  

a n n u a l  c a sh  r e c e i p t s  v a ry  from y e a r  to  y e a r .  I f  t h e  v a r i a ­

t i o n s  i n  a n n u a l  c a sh  r e c e i p t s  e x p e c te d  from p u r c h a s in g  an  

a s s e t  a r e  s m a l l ,  a  s a t i s f a c t o r y  a p p ro x im a tio n  o f  t h e  r a t e  o f



TABLE 19
ILLUSTRATION OF DISCOUNTED CASH FLOW RATE OF RETURN VARIANT EMPLOYING THE 

STRAIGHT LINE METHOD OF DEPRECIATION 
(Assume: A sse t.  C o st  o f  # 1 0 ,0 0 0 ,  . U s e f u l . L i f e  o f  10 Y e a r s ,

S a lv a g e  V alue o f  Z ero )

New A s s e t s  E x p e c te d  D i f f e r e n t i a l

T a x a b le  Income N et Cash R e c e ip t s

Net c a s h  r e c e i p t s  b e f o r e  incom e t a x e s  

D e p r e c i a t i o n  o f  a s s e t  (1 0 ,0 0 0  x . 10)  

D i f f e r e n t i a l  t a x a b l e  income 

D educt income t a x e s  (52 p e r  c e n t )  

D i f f e r e n t i a l  income a f t e r  income t a x e s  

D i f f e r e n t i a l  c a s h  r e c e i p t s  a f t e r  t a x e s

C om puta tion  o f  r a t e  o f  r e t u r n :

# 4 ,5 0 0  

1 ,0 0 0

# 3 ,5 0 0

( 1 ,8 2 0 )

# 1 , 6 8 0

# 4 ,5 0 0

( 1 ,8 2 0 )

# 2 ,68c

P = ^  = ^ 2^680  ~ P r e s e n t  v a lu e  t a b l e s  r e f l e c t  t h e  a p p ro x im a te  a f t e r
t a x  r a t e  o f  r e t u r n  a s  23 p e r  c e n t .
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r e t u r n  may be d e te rm in e d  by u s in g  a v e rag e  a n n u a l  c a sh  r e ­

c e i p t s .  T h is  was t h e  a p p ro a c h  employed i n  t h e  r a t e  o f  r e t u r n  

i l l u s t r a t e d  i n  th e  p r e v io u s  s e c t i o n .

U sing  p r e s e n t  v a lu e  t a b l e s  r e q u i r e s  t h e  u se  o f  t r i a l  

and e r r o r  t e c h n i q u e s . 12 E a rn in g s  f o r  each  y e a r  and r e s i d u a l  

s a lv a g e  v a lu e s  a r e  l i s t e d  f i r s t .  T h e r e a f t e r ,  v a r i o u s  d i s ­

coun t r a t e s  a r e  a p p l i e d  t o  t h e s e  amounts u n t i l  a  r a t e  i s  

found t h a t  e q u a t e ç t h e i r  t o t a l  p r e s e n t  v a lu e  to  t h e  c o s t  o f  

t h e  in v e s tm e n t .  The r a t e ,  a s  d e te rm in e d ,  i s  a  " d i s c o u n te d  

cash  f low "  r a t e  o f  r e t u r n .

S in c e  u s in g  " l i b e r a l i z e d  d e p r e c i a t i o n "  w i l l  cause  

an n u a l c a sh  r e c e i p t s  t o  v a ry  ( th ro u g h  i t s  im p a c t  on income 

t a x  f l o w s ) ,  th e  l a t t e r  ap p ro a ch  sho u ld  be u se d  t o  i l l u s t r a t e  

th e  r e l a t i o n s h i p  o f  " l i b e r a l i z e d  d e p r e c i a t i o n "  t o  t h e  r a t e  o f  

r e t u r n .  T ab le s  20 and 21 i l l u s t r a t e  th e  e f f e c t  o f  " l i b e r a l ­

i z e d  d e p r e c i a t i o n "  on " d i s c o u n te d  cash  flow " r a t e  o f  r e t u r n  

c o m p u ta t io n s .  T ab le  20 r e f l e c t s  an ap p ro x im a te  a f t e r  t a x  

r a t e  o f  r e t u r n  o f  a p p ro x im a te ly  2 5 .4  p e r  c e n t  em ploy ing  de­

c l i n i n g  b a la n c e  d e p r e c i a t i o n .  T ab le  21 r e f l e c t s  an  a f t e r  t a x  

r a t e  o f  r e t u r n  o f  a p p ro x im a te ly  2 5 .5  p e r  c e n t  em ploy ing  sum 

o f  th e  y e a r s - d i g i t s  d e p r e c i a t i o n .  Both a r e  h i g h e r  t h a n  th e  

r a t e  o f  r e t u r n  em ploying  s t r a i g h t  l i n e  d e p r e c i a t i o n  i l l u s ­

t r a t e d  i n  T ab le  19.

D isc o u n ted  Cash Flow (P re se n t-W o r th  In d ex  V a r i a n t ) . — 

T h is  a p p ro a c h  i s  a l s o  a  " d i s c o u n te d  cash  flow " m ethod . I t  i s  

n e c e s s a r y  t o  d e te rm in e  th e  p r e s e n t  v a lu e  o f  th e  e a r n in g s  o f



TABLE 20
ILLUSTRATION OF DISCOUNTED CASH FLOW RATE OF RETURN VARIANT EMPLOYING 

THE DECLINING.BALANCE.METHOD OF.DEPRECIATION . .
(Assume:. A s s e t .C o s t  o f . # 1 0 ,0 0 0 ,  .U s e fu l  L i f e  o f  20 Y e a rs ,

S a lv a g e  Value o f  Z ero )

Y ear

(1 )

D e p r e c i a t i o n

(2)

D i f f e r e n t i a l  
Cash R e c e ip t s  
A f t e r  Taxes^

(3 )

25^
D isc o u n t

F a c to r
(4 )

P r e s e n t
V alue

( 3 ) x ( 4 )

26^ 
D isc o u n t  
. F a c to r

(5 )

P r e s e n t
V alue

( 3 ) x (5)

1 # 2 ,0 0 0 .0 0 # 3 ,2 0 0 .0 0 .800 # 2 , 5 6 0 . 0 0 .7 9 4 # 2 ,5 4 0 .8 0
2 1 ,6 0 0 .0 0 . 2 ,9 9 2 .0 0 .640 . 1 ,9 1 4 .8 8 .6 3 0 . 1 ,8 8 4 .9 6
3 1 ,2 8 0 .0 0 2 , 8 2 5 . 6 0 .512 1 ,4 4 6 .7 1 . 5 0 0 1 ,4 1 2 .8 0
4 1 ,0 2 4 .0 0 2 ,6 9 2 .4 8 .410 1 , 1 0 3 .9 2 .397 1 , 0 6 8 .9 1
5 8 1 9 .2 0 2 , 5 8 5 .9 2 .328 8 4 8 .1 8 .3 1 5 8 1 4 . 5 6
6 65 5 .36 2 , 5 0 0 . 7 9 * .262 65 5 .2 1 .2 5 0 6 2 5 . 2 0
7 65 5 .36 2 , 5 0 0 . 7 9 .210 5 2 5 . 1 7 .1 9 8 4 9 5 .1 6
8 6 55 .36 2 , 5 0 0 . 7 9 .168 4 2 0 .1 3 .157 3 9 2 .6 2
9 6 55 .36 2 , 5 0 0 . 7 9 .1 3 4 33 5 .1 1 .1 2 5 3 1 2 . 6 01 o 6 5 5 .5 6 2 ,5 0 0 .7 9 .1 0 7 2 6 7 .5 8 .0 9 9 2 4 7 .5 8

# 1 0 ,0 0 0 .0 0 # 1 0 , 0 7 6 . 8 9 # 9 , 7 9 5 . 1 9

^’S w itc h o v e r  t o  s t r a i g h t  l i n e  method e l e c t e d .

J S e p a r a t e l y  d e te r m in e d  by a n a l y s i s  co m p arab le  t o  T ab le  19. An a s s u m p t io n  o f  
a ^ u a l  n e t  c a s h  r e c e i p t s  b e f o r e  incom e t a x e s  o f  #4500 and an  incom e t a x  r a t e  o f  
52 p e r  c e n t  i s  made i n  t h e  a n a l y s i s .

R a te  o f  R e tu rn

VOo\



TABLE 21
ILLUSTRATION OF DISCOUNTED CASH FLOW RATE OF RETURN VARIANT EMPLOYING 

THE SUM.OF THE.YEARS-DIGITS METHOD.OF DEPRECIATION 
(Assume: A s s e t  C ost  o f  # 1 0 ,0 0 0 ,  U s e fu l  L i f e  o f  10 Y e a rs ,

S a lv a g e  V alue  o f  Z ero )

Y ear

(1 )

D e p r e c i a t i o n

(2)

D i f f e r e n t i a l  
Cash R e c e ip t s  
A f t e r  T a x e s ’ 

(3 )

25^
D isc o u n t

F a c to r
(4 )

P r e s e n t
Value

( 3 ) x ( 4 )

26^
D isc o u n t

F a c to r
(5 )

P r e s e n t
V alue

( 3 ) x ( 5 )

1 # 1 ,8 1 8 .1 8 # 3 , 1 0 5 .4 5 .800 # 2 ,4 8 4 .3 6 . 7 9 4 # 2 ,4 6 5 .7 3
2 1 ,6 3 6 .3 6 . 3 , 0 1 0 .9 1 .640 . 1 , 9 2 6 . 9 8 .630 . 1 ,8 9 6 .8 7
3 1 ,4 5 4 .5 4 2 , 9 1 6 . 3 6 .5 1 2 1 , 4 9 j . l 8 .500 1 ,4 5 8 .1 8
4 1 ,2 7 2 .7 3 2 ,8 2 1 .8 2 .410 1 , 1 5 6 .9 5 .3 9 7 1 ,1 2 0 .2 6
5 1 ,090 .91 2 , 7 2 7 . 7 9 .328 8 9 4 . 7 2 .3 1 5 8 5 9 . 2 5
6 9 0 9 .1 0 2 ,6 3 2 .7 3 .262 6 8 9 . 7 8 .2 5 0 6 5 8 .1 8
7 7 2 7 . 2 7 2 ,5 3 8 .1 8 .210 5 3 3 . 0 2 .1 9 8 5 0 2 .5 6
8 5 4 5 . 4 5 2 , 4 4 3 . 6 3 .168 4 1 0 .5 3 .1 5 7 3 8 3 . 6 5
9 3 6 3 .6 4 2 , 3 4 9 .0 9 .134 3 1 4 .7 8 .125 2 9 3 .6 4

10 1 8 1 .8 2 2 , 2 5 4 . 5 5 .107 2 4 1 .2 4 .099 2 2 3 . 2 0
# 1 0 ,0 0 0 .0 0 # 1 0 , 1 4 5 . 5 4 # 9 , 8 6 1 . 5 2

VO

S e p a r a t e l y  d e te rm in e d  by a n a l y s i s  co m p arab le  to  T a b le  19* An a s s u m p t io n  o f  
a n n u a l  n e t  c a sh  r e c e i p t s  b e f o r e  income t a x e s  o f  #4500 and an  income t a x  r a t e  o f  
52 p e r  c e n t  i s  made i n  t h e  a n a l y s i s .

R a te  o f  R e tu rn
A p p ro x im a te ly  2 5 .5  p e r  c e n t . I n t e r p o l a t i n g  be tw een  25 and 26 p e r  c e n t  r e f l e c t s  

t h a t  a  25*5 p e r  c e n t  d i s c o u n t  r a t e  y i e l d s  a p r e s e n t  v a lu e  o f  #10,003»53» w hich  i s  
a p p ro x im a te ly  e q u a l  t o  t h e  c o s t  o f  t h e  a s s e t .
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a n  In v e s tm e n t  p ro p o s a l  when u s in g  t h i s  m ethod. The p r e s e n t  

v a lu e  i s  d e te rm in e d  by d i s c o u n t in g  th e  e a r n in g s  a t  t h e  r e ­

q u i r e d  e a r n i n g s  r a t e .  The p r e s e n t  v a lu e  o f  th e  e a r n i n g s ,  a s  

d e te rm in e d ,  i s  d iv id e d  by th e  c o s t  o f  t h e  in v e s tm e n t  w hich 

g iv e s  t h e  p r o f i t a b i l i t y  in d e x .  G e n e r a l ly ,  t h e  h i g h e r  t h e  

in d ex  th e  more a t t r a c t i v e  th e  in v e s tm e n t  p r o p o s a l .  I n  o r d e r  

f o r  th e  in v e s tm e n t  p ro p o sa l  t o  be s u f f i c i e n t l y  a t t r a c t i v e  th e  

p r o f i t a b i l i t y  in d ex  should  exceed  u n i t y .

The " p r e s e n t - w o r th  in d e x "  method r e q u i r e s  t h a t  a  

minimum e a r n in g s  r a t e  be e s t a b l i s h e d  b e fo r e  th e  c a l c u l a t i o n s  

a r e  made. The r e s u l t s  o f  t h i s  method may d i f f e r  from th e  

" r a t e  o f  r e t u r n  v a r i a n t . "  However, i t  i s  a l s o  a  " s c i e n t i f i c "  

method and i s  dependen t upon th e  u se  o f  p r e s e n t  v a lu e  t a b l e s .  

The " r a t e  o f  r e t u r n  v a r i a n t "  exam ples p r e s e n te d  i n  T a b le s  20 

and 21 s e rv e  t o  i l l u s t r a t e  t h a t  " l i b e r a l i z e d  d e p r e c i a t i o n "  

c o n t r i b u t e s  t o  a  h ig h e r  r a t e  o f  r e t u r n  th a n  s t r a i g h t  l i n e  de­

p r e c i a t i o n .  The same i s  t r u e  i f  t h e  p r e s e n t - w o r th  in d ex  

m ethod i s  u s e d . ^5 Hence, t h i s  method w i l l  n o t  be i l l u s t r a t e d  

s e p a r a t e l y  i n  t h i s  s tu d y .

" L i b e r a l i z e d  d e p r e c i a t i o n "  p r o v id e s  a h i g h e r  r a t e  o f  

r e t u r n  th a n  s t r a i g h t  l i n e  d e p r e c i a t i o n  employing t h e  " s c i e n ­

t i f i c "  r a t e  o f  r e t u r n  m ethods, p ro v id e d  t h a t  income t a x  r a t e s  

re m a in  t h e  same.

Sm all B usiness  R e v is io n  Act o f  1958 

P r o v i s i o n s  o f  th e  Sm all B u s in e s s  Tax R e v is io n  Act o f  

1958 t h a t  p e r m i t  an a d d i t i o n a l  f i r s t - y e a r  d e p r e c i a t i o n
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a l lo w a n ce  were d i s c u s s e d  i n  C hap te r  I I .  T h is  s e c t i o n  i s  d e ­

v o te d  t o  commenting b r i e f l y  on th e  e f f e c t  o f  t h e  new i n i t i a l  

w r i t e  o f f  on a f t e r - t a x  r a t e  o f  r e t u r n .

The p r e v io u s  s e c t i o n  o f  t h i s  c h a p t e r  i l l u s t r a t e d  t h a t  

" l i b e r a l i z e d  d e p r e c i a t i o n "  c o n t r i b u t e s  t o  p r o v id in g  a  h i g h e r  

r a t e  o f  r e t u r n  by m in im iz in g  c a sh  income t a x  f lo w s .  S ince  

th e  1958 A ct p ro v id e d  f o r  d e p r e c i a t i o n  i n  a d d i t i o n  to  th e  d e ­

c l i n i n g  b a la n c e  and sum o f  t h e  y e a r s - d i g i t s  m ethod , th e  im­

p a c t  o f  t h e  a d d i t i o n a l  a l lo w a n ce  on t h e  r a t e  o f  r e t u r n  i s  t o  

f u r t h e r  i n c r e a s e  t h e  a f t e r - t a x  r a t e  o f  r e t u r n .  The M achinery 

and A l l i e d  P ro d u c ts  I n s t i t u t e  h a s  c o n c lu d ed  t h a t :

The g a in  from t h e  i n i t i a l  w r i t e o f f ,  i f  i t  w ere made ap­
p l i c a b l e  to  equ ipm en t w i th o u t  any d o l l a r  l i m i t a t i o n ,  
would i n c r e a s e  t h e  a f t e r - t a x  r e t u r n  by 6 t o  8 p e r  c en t  
t h e r e o f  f o r  com panies c u r r e n t l y  u s in g  e i t h e r  d e c l i n i n g -  
b a la n c e  o r  s u m - o f - d i g i t s  d e p r e c i a t i o n ,  and by 8 to  10 
p e r  c e n t  t h e r e o f  f o r  companies now em ploy ing  s t r a i g h t  
l i n e  d e p r e c i a t i o n .  Combined w i th  t h e  b e n e f i t  o f  th e  
new m ethods o v e r  t h e  s t r a i g h t - l i n e  w r i t e  o f f ,  t h e  im­
p rovem ents  o f  t h e  a f t e r - t a x  r e t u r n  would be i n  th e  
15-25  p e r  c e n t  r a n g e .

" L i b e r a l i z e d  D e p r e c i a t i o n . "  C a p i t a l  
F o rm a t io n ,  and Economic Growth

The im p o rtan c e  o f  economic g row th  was em phasized  i n  

t h e  r e c e n t  r e p o r t  o f  t h e  Commission on Money and C r e d i t  as 

f o l lo w s  :

Economic grow th  i s  a  m ajo r  Am erican o b j e c t i v e ,  n o t  a s  
an  end i n  i t s e l f  b u t  becau se  i t  i s  a  means and a  p r e ­
r e q u i s i t e  f o r  t h e  a t t a in m e n t  o f  economic and o t h e r  fun ­
d am en ta l  g o a l s .  Economic g row th  makes i t  p o s s i b l e  to  
im prove th e  s t a n d a r d s  o f  l i v i n g  o f  o u r  own and f u t u r e  
g e n e r a t i o n s  and to  h e lp  r a i s e  s t a n d a r d s  o f  l i v i n g  i n  
o t h e r  p a r t s  o f  t h e  w o r ld .  The dynamic a d ju s tm e n ts  r e ­
q u i r e d  by t e c h n o l o g i c a l  adv an ces  a r e  more e a s i l y  made
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i n  an  e x p an d in g  economy; co m pe ting  demands f o r  h i g h e r  
income can  be more e a s i l y  r e c o n c i l e d  i f  t o t a l  o u tp u t  
i s  e x p a n d in g .  F i n a l l y  grow th p r o v i d e s  t h e  c h a l l e n g e s  
and t h e  s e n s e  o f  ach ievem en t t h a t  d i s t i n g u i s h  a  grow­
in g  s o c i e t y  from a s t a g n a n t  s o c i e t y . 15

Some o f  t h e  more im p o r ta n t  f a c t o r s  a f f e c t i n g  economic 

g row th  a r e  t h e  q u a n t i t y  and q u a l i t y  o f  t h e  l a b o r  f o r c e ,  t h e  

d e g re e  o f  e d u c a t i o n ,  c a p i t a l  f o r m a t io n ,  and te c h n o lo g y .  The 

r e l a t i v e  im p o r ta n c e  o f  t h e s e  f a c t o r s  depends t o  some e x t e n t  

upon th e  p a r t i c u l a r  s o c i e t y  and th e  s t a g e  o f  econom ic d e v e l ­

opment o f  t h e  s o c i e t y .

I f  " l i b e r a l i z e d  d e p r e c i a t i o n "  a f f e c t s  economic g ro w th , 

i t  does so m a in ly  th ro u g h  i t s  im p a c t  on in v e s tm e n t  e x p e n d i­

t u r e s .  T h e r e f o r e ,  i n  t h i s  s e c t i o n  t h e  r e l a t i o n s h i p  o f  cap­

i t a l  f o r m a t io n  t o  economic growth i s  d i s c u s s e d .  A f t e r  ex­

am in ing  t h i s  r e l a t i o n s h i p  b r i e f l y  t h e  r e l a t i o n s h i p  o f  " l i b e r ­

a l i z e d  d e p r e c i a t i o n "  to  c a p i t a l  f o r m a t io n  I s  d i s c u s s e d .

R e l a t i o n s h i p  o f  C a p i t a l  F o rm a tio n  to  Economic G row th. — 

As s u g g e s te d  by Evsey Domar, "A th o ro u g h  a n a l y s i s  o f  t h e  eco­

nomic a s p e c t s  o f  c a p i t a l  a c c u m u la t io n  i s  a  trem end ous j o b . "1^ 

The im p o r ta n c e  e c o n o m is ts  a t t r i b u t e  t o  c a p i t a l  f o r m a t io n  i n  

t h e  deve lopm en t o f  economic growth t h e o r i e s  i s  n o te d  i n  t h i s  

s e c t i o n .  A cco rd in g  t o  many e c o n o m is ts ,  c a p i t a l  f o rm a t io n  

p l a y s  a c r u c i a l  r o l e  i n  th e  p ro c e s s  o f  economic g r o w th .1? 

P r o f e s s o r  Benjam in H ig g in s  has o b se rv ed  t h a t  c a p i t a l  form a­

t i o n  i s  t h e  c o re  o f  economic d ev e lo p m en t .  He w r i t e s ,

"W hether i n  a  p re d o m in a n t ly  p r i v a t e  e n t e r p r i s e  system  l i k e  

t h e  A m erican , o r  i n  a  com m unistic  sy s tem  l i k e  th e  R u ss ia n  o r
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C h in e se ,  economic developm ent c an n o t  t a k e  p l a c e  w i th o u t  cap­

i t a l  a c c u m u la t io n . "  ̂&

W ith in  a n a t i o n a l  income fram ew ork , g r o s s  p r i v a t e  

d o m e s tic  in v e s tm e n t  i s  a s i g n i f i c a n t  f a c t o r  i n  t h e  d e te rm in a ­

t i o n  o f  g r o s s  n a t i o n a l  p ro d u c t .  As b ro u g h t  o u t  i n  Table 22 , 

g ro s s  p r i v a t e  d o m e s tic  in v e s tm e n t  h a s  c o n s t i t u t e d  ab o u t  15 

p e r  c e n t  o f  g r o s s  n a t i o n a l  p ro d u c t  o v e r  t h e  l a s t  t e n  y e a r s .  

The r a t e  o f  n e t  in v e s tm e n t  (o r  c a p i t a l  fo r m a t io n )  would be 

much l e s s .  Based on an a n a l y s i s  o f  s t u d i e s  by Raymond W. 

G o ldsm ith  and John H end rick , Edward D en ison  h a s  e s t im a te d  

t h a t  n e t  p r i v a t e  c a p i t a l  fo rm a tio n  i n  t h e  U n ited  S t a t e s  has 

been  a v e r a g in g  be tw een  4 to  6 p e r  c e n t  o f  g r o s s  n a t i o n a l  

p ro d u c t  i n  r e c e n t  p e r i o d s . ^9

D e f i n i t i o n  o f  C a p i t a l  F o rm a tio n . A lth o u g h  th e  c o n cep t  of

c a p i t a l  f o rm a t io n  h a s  t r a d i t i o n a l l y  b een  an  im p o r ta n t  concep t

to  t h e  e c o n o m is t ,  i t s  d e f i n i t i o n  s t i l l  rem a in s  a  m a t t e r  o f

some d i s a g r e e m e n t .  Simon K uzne ts ,  E r ic h  Zimmerman, Theodore

S c h u l t z ,  and o t h e r s  d e f in e  c a p i t a l  i n  a  b ro ad  s e n s e .  T h e ir

d e f i n i t i o n  view s c a p i t a l  as em bracing  human r e s o u r c e s  as w e l l

as  p l a n t  and eq u ip m en t .  As a p o i n t  o f  d e p a r t u r e  so a s  to

c o n f in e  o u r s e l v e s  t o  th e  s u b j e c t  a t  hand  th e  w r i t e r  d e f in e s

c a p i t a l  f o r m a t io n  i n  a n a rro w er  s e n s e ,  a s  s u g g e s te d  by Ragnar

N urkse . N urkse w r i t e s :

The m eaning  o f  ' c a p i t a l  f o r m a t io n '  i s  t h a t  s o c i e t y  does 
n o t  a p p ly  th e  whole o f  i t s  c u r r e n t  p r o d u c t iv e  a c t i v i t y  
t o  t h e  n e ed s  and  d e s i r e s  o f  im m edia te  consum p tion , bu t  
d i r e c t s  a p a r t  o f  i t  to  th e  making o f  c a p i t a l  goods: 
t o o l s  and in s t r u m e n t s ,  m ach ines and t r a n s p o r t  f a c i l i ­
t i e s ,  p l a n t  and  equipm ent -  a l l  t h e  v a r i o u s  forms o f



TABLE 22
RELATIONSHIP OF GROSS PRIVATE DOMESTIC INVESTMENT TO 

_ .GROSS.NATIONAL PRODUCT, ANNUALLY 1952-1961 . .

1952 1953 1954 1955 1956 1957
( B i l l i o n s  o f  D o l l a r s )

1958  1959 i 960  1961

G ross  N a t io n a l  P ro d u c t 347 365 363 397 419 443 445 484 503 519

G ro ss  P r i v a t e  D om estic  
I n v e s tm e n t 50 50 49 64 67 66 57 73 72 69

R a t io  o f  G ro ss  P r i v a t e  
D om estic  In v e s tm e n t  
t o  G ro ss  N a t io n a l  
P r o d u c t  ( P e r  C e n t ) 14 14 13 16 16 15 13 15 14 13

Source: U.S. Department of Commerce, Survey of Current Business (July, I962), p. 6 .

O
TO
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r e a l  c a p i t a l  t h a t  can so g r e a t l y  in c r e a s e  t h e  e f f i c a c y  
o f  p r o d u c t iv e  e f f o r t . 20

Nurkse r e s t r i c t s  h i s  a n a l y s i s  to  th e  a c c u m u la t io n  o f  

m a t e r i a l  c a p i t a l .  T h is  i s  t h e  d e f i n i t i o n  t h e  w r i t e r  u s e s  i n  

t h i s  s e c t i o n .

The N urkse T h e s i s . The c o re  o f  th e  problem  o f  t h e  " v i c io u s  

c i r c l e  o f  p o v e r t y , "  p o p u la r i z e d  by Ragnar N urkse , i s  c a p i t a l  

fo r m a t io n .  Low r e a l  income i s  a  r e f l e c t i o n  o f  low p ro d u c ­

t i v i t y ,  which i n  t u r n  i s  p a r t l y  a  r e f l e c t i o n  o f  t h e  l a c k  o f  

c a p i t a l  f o rm a t io n .

To i n c r e a s e  economic g row th  Nurkse s u g g e s t s  a  " b a l ­

anced  grow th" a p p ro a c h .  By a more o r  l e s s  s y n c h ro n iz e d  ap­

p l i c a t i o n  o f  c a p i t a l  f o rm a t io n  to  a wide range  o f  i n d u s t r i e s ,  

economic grow th  may be s t i m u l a t e d  and m a in ta in e d .  N urkse  

r e c o g n iz e s  t h e  S ch u m p e te r ia n  th e o r y  o f  a s s ig n in g  a c e n t r a l  

r o l e  t o  t h e  c r e a t i v e  e n t r e p r e n e u r .  He h o ld s ,  how ever, t h a t  

t h e  " c l u s t e r i n g  o f  i n n o v a t io n s "  sh o u ld  n o t  be r e s t r i c t e d  to  

a p a r t i c u l a r  i n d u s t r y .  "A wave o f  c a p i t a l  in v e s tm e n ts  i n  a 

number o f  d i f f e r e n t  i n d u s t r i e s  -  can  e c o n o m ic a l ly  su c ce ed  

w h i le  any s u b s t a n t i a l  a p p l i c a t i o n  by an i n d iv i d u a l  e n t r e p r e ­

n e u r  on any p a r t i c u l a r  i n d u s t r y  may be b locked  o r  d i s c o u ra g e d  

by th e  l i m i t a t i o n s  o f  th e  p r e - e x i s t i n g  m a r k e t . "21

C a p i t a l  f o rm a t io n  w i l l  be  more p r o d u c t iv e  i f  a p p l i e d  

th ro u g h  "b a la n c e d  grow th" a c c o rd in g  to  th e  Nurkse t h e s i s .  

Through "b a la n c e d  grow th" t h e  m ark e t  i n c r e a s e s  i n  s i z e  and 

i n d i v i d u a l  in v e s tm e n t  i n c e n t i v e s  a r e  s t im u la te d .  I f  c o n s id ­

e re d  i n  i s o l a t i o n ,  t h e  p r o s p e c t i v e  r e t u r n  m ight n o t  be
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s u f f i c i e n t l y  a t t r a c t i v e  to  make c a p i t a l  fo rm a t io n  w o r th w h i le .  

A lthough  much o f  N u rk s e 's  a n a l y s i s  i s  d i r e c t e d  to w ard s  un­

d e rd e v e lo p e d  c o u n t r i e s ,  i t  h a s  r e l e v a n c e  f o r  d ev e lo p ed  

c o u n t r i e s  a s  w e l l .

The Hirschm an -  S in g e r  T h e s i s . Hans S in g e r  and A lb e r t  

H irschm an a l s o  a t t r i b u t e  m a jo r  em phasis  to  t h e  r o l e  o f  c a p i t a l  

f o r m a t io n  i n  t h e i r  t h e o r i e s  o f  economic d eve lopm en t.

S in g e r  h o l d s  t h a t  t h e  " b a la n c e d  grow th" t h e s i s  h a s  

r e l e v a n c e  on ly  f o r  econom ies w hich have  s u f f i c i e n t  r e s o u r c e s  

to  p ro c e e d  on a l l  f r o n t s .  F o r u n d e rd e v e lo p e d  econom ies he  

s u g g e s t s  a c o n c e n t r a t i o n  o f  c a p i t a l  fo rm a t io n  i n  c e r t a i n  i n ­

d u s t r i e s  i n  o r d e r  t o  make th e  economic system  more e l a s t i c .  

S in g e r  h o ld s  t h a t  c a p i t a l  f o rm a t io n  may be n e c e s s a r y  i n  c e r ­

t a i n  i n d u s t r i e s  t o  c o r r e c t  e x i s t i n g  im b a lance  among o t h e r  i n ­

d u s t r i e s .

A lb e r t  H irschm an  g o e s  f u r t h e r  th a n  S in g e r  by recom­

mending a  d e l i b e r a t e  u n b a la n c in g  o f  c a p i t a l  f o rm a t io n  to  s t im ­

u l a t e  economic g ro w th .  He w r i t e s :

Development h a s  o f  c o u rs e  p ro c e e d e d  i n  t h i s  way, w i th  
g row th  b e in g  communicated from t h e  l e a d in g  s e c t o r s  o f  
th e  economy t o  th e  f o l l o w e r s ,  from one i n d u s t r y  t o  an­
o t h e r ,  from one f i rm  to  a n o th e r .  I n  o t h e r  w ords , th e  
b a la n c e d  g row th  t h a t  i s  r e v e a l e d  by th e  two s t i l l  
p h o to g ra p h s  t a k e n  a t  two d i f f e r e n t  p o i n t s  i n  t im e  i s  
t h e  end r e s u l t  o f  a  s e r i e s  o f  uneven  ad v ances  o f  one 
s e c t o r  fo l lo w e d  by t h e  c a t c h i n g  up o f  o t h e r  s e c t o r s .
I f  t h e  c a tc h in g -u p  o v e r r e a c h e s  i t s  g o a l ,  a s  i t  o f t e n  
d o e s ,  th e n  t h e  s t a g e  i s  s e t  f o r  f u r t h e r  ad v ances  e l s e ­
w h e r e .22

H irschm an em phasizes  th e  need  f o r  a " b ig  push"  i n  

s t r a t e g i c a l l y  s e l e c t e d  i n d u s t r i e s  o r  s e c t o r s  o f  t h e  economy.
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Economic developm ent p ro c e e d s  by d i r e c t i n g  c a p i t a l  fo rm a t io n  

i n t o  c e r t a i n  i n d u s t r i e s  w hich  i n  t u r n  s t i m u l a t e s  o th e r  i n ­

d u s t r i e s .  A c a se  i n  p o i n t  to  s u p p o r t  h i s  p o s i t i o n  was th e  

developm ent o f  t h e  r a i l r o a d  i n d u s t r y  i n  t h e  U nited  S t a t e s .

By d i r e c t i n g  c a p i t a l  f o r m a t io n  to  t h e  t r a n s p o r t a t i o n  i n d u s t r y  

o t h e r  i n d u s t r i e s  such a s  c o a l  and s t e e l  were s t i m u l a t e d .

A lth o u g h  S in g e r-H irsch m a n  and Nurkse d i s a g r e e  on th e  

d i r e c t i o n  o f  c a p i t a l  f o r m a t io n  e f f o r t s ,  th e y  a l l  em phasize 

th e  im p o r ta n c e  o f  th e  r o l e  o f  c a p i t a l  f o r m a t io n .

" L ib e r a l i z e d  D e p r e c ia t io n "  a s  a  S t im u lu s  f o r  C a p i t a l  

F o rm a tio n . — S e v e ra l  m o n e ta ry  and f i s c a l  p o l i c y  d e v ic e s  a r e  

a v a i l a b l e  t o  s t i m u l a t e  in v e s tm e n t  e x p e n d i tu r e s  i n  o r d e r  to  

i n c r e a s e  c a p i t a l  f o r m a t io n .  One o f  th e  im p o r ta n t  f i s c a l  

p o l i c y  d e v ic e s  i s  th e  o f f e r i n g  o f  s p e c i a l  t a x  a d v a n ta g e s .

The s p e c i a l  t a x  ad v an tag e  t h a t  t h i s  s tu d y  i s  concerned  w i th  

i s  " l i b e r a l i z e d  d e p r e c i a t i o n . "

F or s e v e r a l  d e c a d e s  o u r  governm ent h a s  o f f e r e d  s p e c i a l  

t a x  a d v a n ta g e s  i n  t h e  form  o f  " l i b e r a l i z e d  d e p r e c i a t i o n . "

T hese  m e a s u re s  b e g a n  i n  W orld  War I  w i t h  t h e  i s s u a n c e  o f  " c e r ­

t i f i c a t e s  o f  n e c e s s i t y "  and  c o n t i n u e  i n  t h e  p r e s e n t  d e c a d e  a s  

e x e m p l i f i e d  by p u b l i c a t i o n  o f  new l i b e r a l  d e p r e c i a t i o n  g u id e ­

l i n e s  i n  J u l y ,  1962.

I t  i s  d i f f i c u l t  t o  q u a n t i f y  t h e  r e l a t i o n s h i p  betw een 

" l i b e r a l i z e d  d e p r e c i a t i o n "  and c a p i t a l  f o r m a t io n .  Some econ­

o m is ts  s u g g e s t  t h i s  i s  im p o s s ib l e .  I n  th e  w ords of Norman B. 

T u re , " I t  i s  im p o s s ib le  t o  d e te rm in e  t h e  e x t e n t  to w hich  th e
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i n c r e a s e  ( i n  in v e s tm e n t )  i n  1955-1957 was t h e  r e s u l t  o f  t h e  

a v a i l a b i l i t y  o f  t h e  l i b e r a l i z e d  d e p r e c i a t i o n  a l lo w a n c e s  f o r  

t a x  p u rp o se s  p ro v id e d  i n  th e  I n t e r n a l  Revenue Code o f  1954 ." 2 3

On t h e  o t h e r  h an d , some e co n o m is ts  s u g g e s t  t h a t  t h e r e  

i s  a r e l a t i o n s h i p  be tw een  " l i b e r a l i z e d  d e p r e c i a t i o n "  and 

c a p i t a l  f o r m a t io n .  For exam ple , A lv in  Hansen h o ld s  t h a t  

" l i b e r a l i z e d  d e p r e c i a t i o n "  a f f e c t s  c a p i t a l  f o r m a t io n .  He 

w r i t e s :

I  h e a r t i l y  a g re e  t h a t  a c c e l e r a t e d  d e p r e c i a t i o n  i s  a 
p o w e rfu l  and h i g h l y  d e s i r a b l e  method o f  s t i m u l a t i n g  
in v e s tm e n t .  . . . th e  p r i v i l e g e  o f  a c c e l e r a t e d  d e p re ­
c i a t i o n  was one o f  t h e  many f a c t o r s  t h a t  caused  th e  
abnorm al s p u r t  o f  in v e s tm e n t  in  1955-1957» . . .2 4

I n  a  r e c e n t  p u b l i c a t i o n  th e  Committee f o r  Economic 

Development a l s o  s u g g e s te d  t h a t  " l i b e r a l i z e d  d e p r e c i a t i o n "  

e n c o u ra g e s  c a p i t a l  f o rm a t io n .  I n  d i s c u s s i n g  th e  1954 a c c e l ­

e r a t e d  d e p r e c i a t i o n  m ethods th e  Committee o b se rv e d ,  "A lthough  

i t  i s  im p o s s ib le  t o  m easure  th e  e f f e c t  o f  t h e s e  c h an g e s ,  we 

have  l i t t l e  dou b t t h a t  th e y  c o n t r ib u te d  to  t h e  g e n e r a l l y  h ig h  

l e v e l  o f  p r i v a t e  in v e s tm e n t  s in c e  195 4 ."2 5  i n  t h i s  s tu d y  t h e  

CED a p p e a rs  t o  be p a r t i c u l a r l y  im p ressed  w i th  t h e  m e r i t s  o f  

" l i b e r a l i z e d  d e p r e c i a t i o n "  a s  a  t o o l  to  s t i m u l a t e  c a p i t a l  

f o rm a t io n .  The com m ittee  p o i n t s  to  th e  p r a c t i c e  o f  o t h e r  

c o u n t r i e s  ( i n c l u d in g  West Germany, Sweden, U n ited  Kingdom, 

and F ra n c e )  c o n c e rn in g  t h e  u se  o f  more l i b e r a l  d e p r e c i a t i o n  

a l lo w a n c e s .

I n  th e  above s tu d y  th e  CED c o n c lu d ed :

I n  view  o f  t h e  g r e a t  im portance  o f  i n c r e a s i n g  ou r 
g row th  r a t e ,  a n  e f f o r t  shou ld  be made to  m odera te  t h e
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e f f e c t s  o f  th e  h ig h  t a x  r a t e s .  The m ost d i r e c t  method 
o f  a c c o m p l ish in g  t h i s  o b j e c t i v e  i s  to  p e rm i t  t a x p a y e r s  
t o  w r i t e  o f f  t h e  c o s t  o f  in v e s tm e n t  a t  a  f a s t e r  r a t e  
( i t a l i c s  m in e ) .z o

P r o f e s s o r  R o b e r t  E i s n e r  h o ld s  t h a t  many o f  t h e  a rg u ­

m ents advanced  c o n c e rn in g  th e  s t i m u l a t i o n  o f  c a p i t a l  form a­

t i o n  th ro u g h  " l i b e r a l i z e d  d e p r e c i a t i o n "  a r e  i r r e l e v a n t . ^7 

I n  d i s c u s s i n g  th e  a rgum en t t h a t  h ig h e r  d e p r e c i a t i o n  c h a rg e s  

make more fu n d s  a v a i l a b l e  f o r  c a p i t a l  f o rm a t io n ,  he  h o ld s  

t h a t  t h e r e  i s  l i t t l e  g roun d  f o r  a rg u in g  t h a t  t h e  a v a i l a b i l i t y  

o f  fu n d s  d e te rm in e s  t h e i r  e x p e n d i tu r e .  He s u g g e s t s  t h a t  i f  

in v e s tm e n t  o p p o r t u n i t i e s  a r e  a t t r a c t i v e ,  f i rm s  can  g e n e r a l l y  

r a i s e  t h e  f u n d s .  I f  in v e s tm e n t  o p p o r t u n i t i e s  a r e  n o t  a t ­

t r a c t i v e  f i r m s  w i l l  g e n e r a l l y  n o t  i n v e s t  i n  p l a n t  and e q u ip ­

ment r e g a r d l e s s  o f  t h e  a v a i l a b i l i t y  o f  fu n d s .

I n  d i s c u s s i n g  t h e  argum ent t h a t  " l i b e r a l i z e d  d e p re ­

c i a t i o n "  makes c a p i t a l  f o rm a t io n  more a t t r a c t i v e  by i n c r e a s ­

in g  t h e  a f t e r t a x  r a t e  o f  r e t u r n  (a  ten dency  i l l u s t r a t e d  i n  

t h i s  c h a p t e r )  P r o f e s s o r  E i s n e r  p o i n t s  to  t h e  f a l l a c y  i n ­

v o lv ed  i n  t h e  n a iv e  a s su m p tio n  t h a t  e v e r y th in g  e l s e  can  r e ­

main unchanged when " l i b e r a l i z e d  d e p r e c i a t i o n "  i s  em ployed.

He o b s e r v e s ,  how ever, t h a t  " l i b e r a l i z e d  d e p r e c i a t i o n "  may i n ­

c r e a s e  t h e  a t t r a c t i v e n e s s  o f  l o n g - l i v e d  c a p i t a l . He con­

c lu d e s  t h a t  t o  t h e  e x t e n t  th e  economy a d o p ts  such  lo n g e r  

l i v e d  c a p i t a l  -  o u tp u t  r a t i o  i s  l i k e l y  to  be h i g h e r  and c a p i ­

t a l  f o r m a t io n  g r e a t e r  f o r  p u rp o se s  o f  re p la c e m e n t  and ex ­

p a n s io n  and to  m eet ch anges  i n  p ro d u c t  demand and f a c t o r  

s u p p ly .
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A n o th e r  e c o n o m is t .  P r o f e s s o r  E. Cary Brown h a s  a l s o  

d i r e c t e d  much e f f o r t  to w ard  an  e x a m in a t io n  o f  v a r i o u s  I n ­

c e n t iv e s  f o r  s t i m u l a t i n g  c a p i t a l  f o r m a t io n .  I n  d i s c u s s i n g  

t h e  c o n t r i b u t i o n  " l i b e r a l i z e d  d e p r e c i a t i o n "  may make tow ard  

I n c r e a s in g  c a p i t a l  f o r m u la t i o n ,  P r o f e s s o r  Brown s u g g e s t s  t h a t  

a  m e r i t  o f  t h i s  In v e s tm e n t  s t im u lu s  d e v ic e  I s  t h a t  f i r m s  must 

m a in ta in  t h e i r  c u r r e n t  In v e s tm e n t  o r  l o s e  t h e  t a x  s a v in g  

b e n e f i t s  o f  " l i b e r a l i z e d  d e p r e c i a t i o n . "  F irm s w i l l  r e c e i v e  

no e x t r a  r e d u c t i o n  I n  Income u n l e s s  t h e i r  c u r r e n t  In v e s tm e n t  

exceeds t h e i r  norm al d e p r e c i a t i o n .^ ®  I n  a  r e c e n t  p a p e r  P ro ­

f e s s o r  Brown c o n c lu d e s :

The e x p e r im e n t  w i th  and g row th  o f  I n v e s t m e n t - s t i m u la t in g  
d e v ic e s  I s  a  f a s c i n a t i n g  c h a p t e r  I n  f i s c a l  p o l i c y  de­
s e r v in g  d e t a i l e d  s tu d y .  I f  e c o n o m is ts  a r e  to  be u s e f u l  
t o  t h o s e  d e s ig n in g  p o l i c y .  I t  behooves u s  to  p r e s s  on 
w i th  o u r  s tu d y  o f  In v e s tm e n t  d e c i s i o n s  t o  g iv e  them 
b r e a d th  and d e p th  com parable  t o  o u r knowledge o f  con­
sumer b e h a v i o r . 29

Cash-Flow D e p r e c i a t i o n . I t  would be p o s s i b l e  t o  p r o v id e  more 

" l i b e r a l i z e d  d e p r e c i a t i o n "  t o  t h e  e x t e n t  o f  a l lo w in g  lump sum 

w r i t e  o f f s  o f  In v e s tm e n t  I n  p l a n t  and e q u ip m en t.  P r o f e s s o r  

J o e l  Dean h a s  r e f e r r e d  to  t h i s  p o s s i b i l i t y  a s  " c a s h - f lo w "  

d e p r e c i a t i o n . M a n y  c a sh  o u t l a y s  which a r e  r e a l l y  I n v e s t ­

m ents  from an economic v ie w p o in t ,  a r e  a f f o r d e d  t h i s  t r e a t ­

ment In  p r e s e n t  Income t a x  la w s .  Cases I n  p o i n t  a r e  r e s e a r c h  

and developm ent c o s t s .  The a v a i l a b i l i t y  o f  " c a sh  f low " de­

p r e c i a t i o n  f o r  some In v e s tm e n ts  and n o t  f o r  o t h e r s  may se rv e  

a s  an  I n c e n t i v e  f o r  f i r m s  to  maximize e x p e n d i tu r e s  s u b j e c t  to  

" c a sh  f low " d e p r e c i a t i o n  I n  o r d e r  t o  m in im ize  Income t a x
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f lo w s .  T h e r e fo r e ,  c a p i t a l  f o r m a t io n  may be l e s s  th a n  i t  

would be i f  " c a sh  flow " d e p r e c i a t i o n  f o r  c a p i t a l  equ ipm ent 

was a l lo w a b le  f o r  income t a x  p u rp o s e s .

C u r re n t  D evelopm ents . T here  i s  much contem porary  i n t e r e s t

i n  t h e  p o s s i b i l i t y  o f  " l i b e r a l i z e d  d e p r e c i a t i o n "  i n c r e a s i n g

c a p i t a l  fo r m a t io n .  C o n c u r re n t  w i th  th e  r e l e a s e  o f  th e  new

l i b e r a l  d e p r e c i a t i o n  s c h e d u le s  i n  J u l y ,  1962, th e  P r e s i d e n t

made t h e  fo l lo w in g  comments:

The ' t a x  c u t '  t h e s e  ch an g es  w i l l  meike p o s s i b l e  -  t h e  
n e t  r e d u c t io n  i n  t a x  l i a b i l i t i e s  — w i l l  r e a c h  $1 i  b i l ­
l i o n  i n  t h e  f i r s t  y e a r .  . . . B usiness  spokesmen who 
h av e  lo n g  u rg e d  t h i s  s t e p  e s t im a t e  t h a t  t h e  s t im u lu s  to  
new in v e s tm e n t  ( i t a l i c s  m ine) w i l l  be f a r  g r e a t e r  — 
p e rh a p s  a s  much a s  f o u r  t im e s  g r e a t e r  —  th a n  th e  
$ 1 .5  b i l l i o n  made a v a i l a b l e .  I n  any e v e n t ,  i t  i s  c l e a r  
t h a t  a t  l e a s t  an  e q u a l  amount w i l l  go i n t o  new income 
— p ro d u c in g  in v e s tm e n t  and e v e n tu a l ly  r e t u r n  t o  t h e  
Government i n  t a x  r e v e n u e s  m o s t ,  i f  n o t  a l l ,  o f  th e  
i n i t i a l  c o s t s . 51

The above comments su g g e s t  t h a t  a m a jo r  c o n s i d e r a t i o n  

i n  t h e  p ro m u lg a t io n  o f  more l i b e r a l  d e p r e c i a t i o n  was to  i n ­

c r e a s e  c a p i t a l  f o r m a t io n .  A s t a t e d  c o n s id e r a t io n  i n  t h e  p r o ­

m u lg a t io n  o f  t h e  m a jo r  " l i b e r a l i z e d  d e p r e c i a t i o n "  m ethods 

a u th o r i z e d  i n  t h e  1954 I n t e r n a l  Revenue Code was a l s o  t o  o f f e r  

an  i n c e n t i v e  t o  i n v e s t  i n  p l a n t  and equ ipm ent. To th e  e x t e n t  

t h a t  t h e  " l i b e r a l i z e d  d e p r e c i a t i o n "  methods have  s t im u la te d  

c a p i t a l  f o rm a t io n ,  t h e  new d e p r e c i a t i o n  sc h e d u le s  sh o u ld  

a l s o .  The f a c t  t h a t  th e  b u s in e s s  f i rm  may combine th e  f e a ­

t u r e s  o f  s h o r t e r  u s e f u l  l i v e s  ( a u th o r i z e d  by th e  new d e p re ­

c i a t i o n  s c h e d u le s )  w i th  t h e  " l i b e r a l i z e d  d e p r e c i a t i o n "  

m ethods w i l l  i n c r e a s e  t h e  amount o f  t a x  d e f e r r a l .
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I n  i t s  economic f o r e c a s t  f o r  1963» how ever, t h e  P ru ­

d e n t i a l  In s u ra n c e  Company h o ld s  t h a t  " l i b e r a l i z e d  d e p r e c i a ­

t i o n "  w i l l  have  o n ly  a  " s l i g h t  e f f e c t "  on in v e s tm e n t  i n  

p l a n t  and equ ip m en t.  I t  c o n te n d s  t h a t  much o f  t h i s  coun­

t r y ' s  p r o d u c t iv e  c a p a c i t y  i s  o b s o l e t e ;  t h a t  t h e r e  i s  a  gap 

be tw een  o u r  p r o d u c t iv e  c a p a c i t y  and a c t u a l  demand. I t s  po­

s i t i o n  i s  a s  f o l lo w s :

D e s p i te  l i b e r a l i z e d  d e p r e c i a t i o n  a l lo w a n c e s  and t a x  
c r e d i t s  on new e q u ip m en t,  t h e r e  w i l l  be no m a jo r  up­
su rg e  i n  b u s in e s s  c a p i t a l  spend ing  . . . r e a s o n :  t h e  
p r e s e n t  u n d e r - u t i l i z a t i o n  o f  c a p a c i ty  . . . 1963 o u t ­
l a y s  w i l l  be  unchanged  a t  $50 b i l l i o n ,  m o s t ly  f o r  
m o d e rn iz a t io n  . . .3 2

The above r e f e r e n c e s  i n d i c a t e  t h e r e  i s  much d i s c u s ­

s io n  c o n c e rn in g  th e  im p a c t  o f  " l i b e r a l i z e d  d e p r e c i a t i o n "  on 

in v e s tm e n t  e x p e n d i tu r e s .  However, e m p i r ic a l  b a s e s  f o r  t h e s e  

d i s c u s s i o n s  a re  n o n - e x i s t e n t .  The w r i t e r  h a s  s e a rc h e d  d i l i ­

g e n t l y  i n  an a t te m p t  t o  p r e s e n t  a  d i r e c t  r e l a t i o n s h i p  be­

tween " l i b e r a l i z e d  d e p r e c i a t i o n "  and in v e s tm e n t  i n  p l a n t  and 

e q u ip m en t.  He h a s  a l s o  p e r s o n a l l y  in te rv ie w e d  and c o r r e ­

sponded w i th  e co n o m is ts  and governm ent o f f i c i a l s  who have 

d e v o te d  much o f  t h e i r  t im e  to  t h i s  a r e a .  These e f f o r t s  h a v e  

n o t  p rod uced  any e m p i r i c a l  e v id e n c e  one way o r  t h e  o t h e r .

Summary

I t  i s  d i f f i c u l t  to  q u a n t i f y  th e  im pact o f  d e p r e c i a ­

t i o n  on  in v e s tm e n t  d e c i s i o n s  b e ca u se  eco n o m is ts  and a c c o u n t ­

a n t s  know v e ry  l i t t l e  a b o u t  how in v e s tm e n t  d e c i s i o n s  a r e  

made. The ap p ro a ch  u se d  was to  e v a lu a te  t h e  e f f e c t  o f
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" l i b e r a l i z e d  d e p r e c i a t i o n ” on t r a d i t i o n a l  " t o o l s "  f o r  e v a l ­

u a t i n g  a l t e r n a t i v e  in v e s tm e n t  p r o p o s a l s .

The t im e  d i s c o u n t  g a in  f e a t u r e  o f  " l i b e r a l i z e d  de­

p r e c i a t i o n "  was d i s c u s s e d  and i l l u s t r a t e d  i n  t h e  f i r s t  s e c ­

t i o n .  The m ain  c o n c lu s io n  was t h a t  t h e  optimum d e p r e c i a t i o n  

m ethod i s  t h e  one t h a t  y i e l d s  t h e  g r e a t e s t  p r e s e n t  v a lu e .  

S in c e  t h e  " l i b e r a l i z e d  d e p r e c i a t i o n "  m ethods y i e l d  c o n s id e r ­

a b ly  h i g h e r  v a lu e s  th a n  s t r a i g h t  l i n e  d e p r e c i a t i o n ,  u se  o f  

t h e  l i b e r a l i z e d  m ethods i s  d e s i r a b l e  from t h e  v ie w p o in t  o f  

t h e  i n d i v i d u a l  f i r m .

The p o s s i b i l i t y  t h a t  " l i b e r a l i z e d  d e p r e c i a t i o n "  may 

s e r v e  a s  an  in v e s tm e n t  s t im u lu s  by i n c r e a s i n g  th e  a v a i l a b i l ­

i t y  o f  f i n a n c i a l  r e s o u r c e s  was exam ined . The common m iscon ­

c e p t i o n  t h a t  a d v a n ta g e s  g a in e d  by em ploying  " l i b e r a l i z e d  d e ­

p r e c i a t i o n "  i n  t h e  e a r l y  y e a r s  o f  an  a s s e t ' s  l i f e  a r e  l o s t  

i n  l a t e r  y e a r s  was d i s c u s s e d .  Payback p e r io d  a n a l y s i s  was 

p r e s e n t e d ,  f o l lo w in g  t h e  d i s c u s s i o n  o f  t h e  a v a i l a b i l i t y  o f  

f i n a n c i a l  r e s o u r c e s .  T h is  a n a l y s i s  i s  som etim es employed a s  

a  p o i n t  o f  o r i g i n  f o r  more r e f i n e d  m ethods o f  e v a l u a t i n g  a l ­

t e r n a t i v e  in v e s tm e n t  p r o p o s a l s .  The payback  p e r io d  can  be 

a l t e r e d  by t h e  u s e  o f  " l i b e r a l i z e d  d e p r e c i a t i o n , "  d e p en d e n t  

on w hat y e a r  o f  th e  a s s e t ' s  l i f e  payback  i s  com puted.

T hree  r a t e  o f  r e t u r n  m ethods w ere d i s c u s s e d .  An a t ­

te m p t  was made to  e v a lu a t e  t h e  im p ac t  o f  em ploying " l i b e r a l ­

i z e d  d e p r e c i a t i o n "  on th e  r a t e  o f  r e t u r n .  R e s u l t s  o f  th e  

" u n a d ju s te d  r a t e  o f  r e t u r n "  method were d i s c o u n te d ,  due t o
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l a c k  o f  r e a l i s m  a s s o c i a t e d  with, th e  m ethod . The " d is c o u n te d  

c a sh  f low " r a t e  o f  r e t u r n  m ethods i n d i c a t e  t h a t  " l i b e r a l i z e d  

d e p r e c i a t i o n "  c o n t r i b u t e s  to  p r o v id in g  a  h i g h e r  r a t e  o f  r e ­

t u r n  by d e c r e a s in g  income t a x  f lo w s .  S in c e  t h e  Sm all Re­

v i s i o n  Act o f  1958 p ro v id e d  d e p r e c i a t i o n  i n  a d d i t i o n  to  

no rm al d e p r e c i a t i o n ,  i t s  e f f e c t  i s  t o  complement t h e  " l i b e r a l ­

i z e d  d e p r e c i a t i o n "  m e th o d s ,  th e r e b y  i n c r e a s i n g  t h e  a f t e r  t a x  

r a t e  o f  r e t u r n .

The l a s t  p a r t  o f  t h e  c h a p te r  was d e v o te d  t o  d i s ­

c u s s in g  th e  p o s s i b i l i t y  t h a t  " l i b e r a l i z e d  d e p r e c i a t i o n "  may 

h av e  i m p l i c a t i o n s  f o r  t h e  economy th ro u g h  i t s  e f f e c t  on eco­

nomic g ro w th .  S p e c i f i c  g row th  t h e o r i e s  d i s c u s s e d  were th e  

N urkse "b a la n c e d  g row th"  t h e s i s  and t h e  H irschm an -  S in g e r  

t h e s i s .  The Nurkse t h e s i s  h o l d s  t h a t  econom ic developm ent 

may b e s t  be a c h ie v e d  th ro u g h  d i r e c t i n g  c a p i t a l  f o rm a t io n  

i n t o  v a r i o u s  i n d u s t r i e s  so  th e y  can move fo rw a rd  t o g e t h e r .

I n  t h i s  manner th ey  w i l l  r e i n f o r c e  each  o t h e r  i n  t h e  se n se  o f  

g e n e r a t i n g  e x t e r n a l  econom ies . The H irschm an -  S in g e r  t h e s i s  

h o ld s  t h a t  i t  i s  n o t  d e s i r a b l e  to  s p re a d  c a p i t a l  fo rm a t io n  

e f f o r t s  e x t e n s i v e l y .  They s u g g e s t  t h a t  some s e c t o r s  o f  th e  

economy sh o u ld  be s t i m u l a t e d  more th a n  o t h e r s .  T h is  "o v e r­

s h o o t in g "  p r o c e s s  w i l l  r e s u l t  i n  c a u s in g  o t h e r  s e c t o r s  to  

a t t e m p t  to  " c a tc h  u p ,"  w hich w i l l  c r e a t e  a  f a v o r a b l e  c l im a te  

f o r  econom ic dev e lo p m en t.  A lthough  th e  above  t h e s e s  d i s ­

a g re e  a s  to  t h e  d i r e c t i o n  o f  c a p i t a l  f o r m a t io n  e f f o r t s ,  b o th  

em phasize  t h e  im p o r tan c e  o f  c a p i t a l  f o r m a t io n .
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There i s  much d i s c u s s i o n  and l i t t l e  ag reem en t  con­

c e r n in g  t h e  r e l a t i o n s h i p  o f  " l i b e r a l i z e d  d e p r e c i a t i o n "  to  

c a p i t a l  f o r m a t io n .  P r o f e s s o r  A lv in  Hansen and o t h e r s  a r e  im­

p r e s s e d  w i th  t h e  m e r i t s  o f  " l i b e r a l i z e d  d e p r e c i a t i o n "  a s  an  

in v e s tm e n t  s t im u lu s  d e v ic e .  P r o f e s s o r  R o b e r t  E i s n e r  and 

o t h e r s  a r e  l e s s  im p re s s e d  w ith  t h i s  in v e s tm e n t  s t im u lu s  de­

v i c e .  A s t a t e d  p u rp o se  o f  t h e  p ro m u lg a t io n  o f  new l i b e r a l  

d e p r e c i a t i o n  g u i d e l i n e s  i n  J u l y ,  1962 was to  s t i m u l a t e  i n ­

v e s tm e n t  i n  p l a n t  and equ ipm ent. Some h o ld  t h i s  p u rp o se  w i l l  

n o t  be s e rv e d .  F o r  exam ple, i n  i t s  economic f o r e c a s t  f o r  

1963 t h e  P r u d e n t i a l  In s u ra n c e  Company h o ld s  t h a t  th e  new 

g u i d e l i n e s  w i l l  n o t  in c r e a s e  in v e s tm e n t  e x p e n d i tu r e s  b ecau se  

o f  t h e  p r e s e n t  u n d e r - u t i l i z a t i o n  o f  p l a n t  c a p a c i t y .  The 

w r i t e r  co u ld  f i n d  no e m p i r ic a l  e v id e n c e  t o  s u p p o r t  t h e  t h e s i s  

t h a t  " l i b e r a l i z e d  d e p r e c i a t i o n "  i n c r e a s e s  in v e s tm e n t  expend­

i t u r e s .
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M a s s a c h u s e t t s  I n s t i t u t e  o f  T echno logy , p .  11.

^® Joel Dean, Tax R e v is io n  Compendium. Committee on 
Ways and Means, Volume I I  (W ash ing ton : U .S . Government
P r i n t i n g  O f f i c e ,  1 959), p .  813 .

5 "ICommittee on Ways and M eans, D e p r e c ia t io n  G uide­
l i n e s  and R u l e s . "Revenue P ro c e d u re  6 -2 1 ,  (W ash ing ton : U.S.
Government P r i n t i n g  O f f i c e ,  1962%

32P r u d e n t i a l  I n s u r a n c e  Company o f  A m erica, Economic 
F o r e c a s t  -  1963 (T w e lf th  Annual E d i t i o n )  (T exas; P r u d e n t i a l  
P r e s s ,  19^2 ) ,  p .  4 .



CHAPTER V

IMPACT OF "LIBERALIZED DEPRECIATION"

ON MANAGERIAL DECISIONS

D e p r e c ia t io n ,  p a r t i c u l a r l y  " l i b e r a l i z e d  d e p r e c i a ­

t i o n , "  a f f e c t s  im p o r ta n t  m an a g e r ia l  d e c i s i o n s .  S p e c i f i c  

a r e a s  exam ined i n  t h i s  c h ap te r  w i l l  be  t h e  r e l a t i o n s h i p  o f  

" l i b e r a l i z e d  d e p r e c i a t i o n "  t o  p ro d u c t  p r i c i n g ,  d iv id e n d  p o l ­

i c y ,  and wage n e g o t i a t i o n s .  S ince  f i n a n c i a l  p la n n in g  i s  f a ­

c i l i t a t e d  by a n a ly z in g  f i n a n c i a l  s t a t e m e n t s ,  t h e  e f f e c t  o f  

" l i b e r a l i z e d  d e p r e c i a t i o n "  on th e  a n a l y s i s  o f  f i n a n c i a l  

s t a te m e n t s  w i l l  a l s o  be e x p lo re d .

D e p r e c ia t io n  a f f e c t s  d e c i s i o n s  th ro u g h  i t s  im p ac t on 

r e p o r t e d  p r o f i t s .  D e p re c ia t io n  may c o n s t i t u t e  a s i g n i f i c a n t  

p o r t i o n  o f  t h e  o p e r a t i n g  c o s ts  o f  t h e  f i r m .  By em ploying 

" l i b e r a l i z e d  d e p r e c i a t i o n , "  th e  r a t i o  o f  d e p r e c i a t i o n  to  

p r o f i t s  i n c r e a s e s  o v e r  what th e  r a t i o  would be by em ploying 

s t r a i g h t  l i n e  d e p r e c i a t i o n .  The r e l a t i o n s h i p  o f  d e p r e c i a t i o n  

t o  p r o f i t s  i s  i l l u s t r a t e d  i n  T ab le  23* The f i rm s  i n  th e  

t a b l e  a r e  l a r g e  c o r p o r a t i o n s .  They were s e l e c t e d  n o t  because  

t h e y  a r e  n e c e s s a r i l y  r e p r e s e n t a t i v e  o f  t h e  u n i v e r s e ,  b u t  be­

c au se  o f  th e  a v a i l a b i l i t y  o f  d a t a .  I t  sh o u ld  be n o te d  t h a t
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TABLE 23

RELATIONSHIP OF DEPRECIATION TO NET INCOME OF TEN
.CORPORATIONS IN  THE.UNITED STATES, 1 9 6 1 .  .

C o r p o r a t io n
Net

Income
( M i l l i o n s )

D e p r e c i a t i o n  
( M i l l i o n s )

R a t io  o f  D e p r e c i a t i o n  
t o

Net Income

B r i s t o l - M y e r s  Co. $ 13 .0 $ 2 .3 1 7 . 7
C o lg a te  P a lm o l iv e  Co. 2 2 .2 12 .6 5 6 .8
Ford  M otor Co. 4 0 9 .6 2 1 0 .5 51 . 4
G e n e ra l  E l e c t r i c 2 4 2 .0 117 .9 4 8 .7
G e n e ra l  M oto rs 8 9 2 .8 4 0 8 .5 4 5 . 8
Jo n e s  and L a u g l in  S t e e l  Corp. 32.1 4 9 .9 1 5 5 . 5L eh ig h  P o r t l a n d  Cement Co. 4 .6 1 2 .7 2 76 . 1
M a so n i te  C orp. 3 .6 4 .4 122 .2
S ta n d a r d  O i l  Co. o f  C a l i f o r n i a 2 9 4 .4 166.1 5 6 . 4U .S . S t e e l 190 .2 2 1 0 .5 1 1 0 . 7

00

S o u r c e s :  Annual f i n a n c i a l  r e p o r t s .
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some l a r g e  f i r m s  ( e . g .  s e v e r a l  o f  th e  g ro c e ry  c h a in  s t o r e s )  

engage in  p u rc h a s e  and l e a s e  back a r ra n g e m e n ts ;  t h e r e f o r e ,  

th e y  have most o f  t h e i r  in v e s tm e n t  i n  i n v e n t o r y ,  as opposed 

t o  p l a n t  and eq u ip m en t.  I n  th e  i l l u s t r a t i o n s  i n  t h i s  c h a p te r  

t h e  w r i t e r  assum es t h a t  th e  f i rm  h a s  a s u b s t a n t i a l  in v e s tm e n t  

i n  p l a n t  and equ ipm en t i n  r e l a t i o n s h i p  to  i t s  in v e s tm e n t  i n  

o t h e r  a s s e t s .  The r e l a t i o n s h i p  o f  d e p r e c i a t i o n  to  p ro d u c t  

p r i c i n g  i s  exam ined f i r s t .

P ro d u c t  P r i c i n g  

C ost f i n d i n g  and p r i c e  d e te r m in a t io n  a r e  commonly 

a s s o c i a t e d  i n  m a n a g e r ia l  a c t i v i t y .  In  f a c t ,  many eco n o m is ts  

and a c c o u n ta n ts  s u g g e s t  t h a t  th e  l a t t e r  i s  d ep en d en t  upon th e  

fo rm e r .  O th e r  e c o n o m is ts  b e l i t t l e  th e  r o l e  o f  c o s t s  i n  p r i c ­

in g  th e  p r o d u c t s  o f  a  f i r m .  There seems to  be much d e b a te  

and  l i t t l e  ag reem en t c o n ce rn in g  how p r i c e  i s  a c t u a l l y  d e t e r ­

m in ed , as  th e  f o l lo w in g  r e f e r e n c e  s u g g e s t s ;

P r i c in g  i s  a  complex s u b j e c t .  I t  i s  n o t  a  one-man o r  
a o n e - a c t i v i t y  Job . P r i c i n g  t h e o r i s t s  and p r a c t i t i o n e r s  
d i f f e r  on v a r i o u s  p r i c i n g  t h e o r i e s .  In  p r a c t i c e ,  th e  
s o l u t i o n  o f  a p r i c i n g  problem  becomes a  r e s e a r c h  Job 
which r e q u i r e s  th e  c o o p e r a t io n  and c o o r d in a t io n  o f  th e  
e c o n o m is t ,  s t a t i s t i c i a n ,  m arke t  s p e c i a l i s t ,  i n d u s t r i a l  
e n g in e e r ,  and c o s t  a c c o u n ta n t .  S ince  th e  d e te r m in a t io n  
o f  a s a l e s  p r i c e  r e q u i r e s  c o n s i d e r a t i o n  o f  many f a c t o r s ,  
some o f  which d e fy  m easurem ent o r  c o n t r o l ,  p ru d e n t  and 
p r a c t i c a l  Judgment i s  n e c e s s a r y .

The A u s t r i a n  o r  "m arg in a l  u t i l i t y "  s c h o o l  h e ld  t h a t

p r i c e  was d e te rm in e d  by demand. The M an ch es te r  o r  " c o s t  o f

p r o d u c t io n "  s c h o o l  h e ld  t h a t  p r i c e  was d e te rm in e d  by su p p ly .

L a t e r ,  th e  M a r s h a l l i a n  s y n t h e s i s  su g g e s te d  t h a t  bo th  demand
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and sup p ly  e n te r e d  I n t o  t h e  d e te r m in a t io n  o f  p r i c e s .  A l f r e d  

M a rs h a l l  made t h e  a s t u t e  o b s e r v a t io n  t h a t  i t  i s  im p o s s ib le  

to  d e te rm in e  which b la d e  o f  a p a i r  o f  s c i s s o r s  does t h e  c u t ­

t i n g .  M a r s h a l l ' s  a n a l y s i s  p ro v id e d  a framework f o r  exam ining  

demand and su p p ly  r e l a t i o n s h i p s  f o r  c o m p e t i t iv e  and monopo­

l i s t i c  m a rk e ts .  L a t e r ,  E .H . C ham berlin , and o t h e r s ,  added 

m odels f o r  m o n o p o l i s t i c  c o m p e t i t io n  and o l i g o p o l y .  Thus, th e  

t r a d i t i o n a l  economic p r i c i n g  t h e o r i e s  were d e v e lo p e d .

A ccord ing  to  t h e  t r a d i t i o n a l  t h e o r i e s  o f  m icro  econo­

m i s t s ,  th e  f i rm  w i l l  m axim ize i t s  p r o f i t s  by p r i c i n g  a t  th e  

p o i n t  where m a rg in a l  c o s t s  e q u a l  m a rg in a l  r e v e n u e .  The 

th e o r y  p re s u p p o se s  t h e  a b i l i t y  to  m easure m a rg in a l  rev e n u e  

and m a rg in a l  c o s t s  c a r d i n a l l y .  "Many o b s e r v e r s  c la im  t h a t  

modern b u s in e s s  f i r m s — even th e  l a r g e s t — c an n o t  i n  r e a l  l i f e  

a c c u r a t e l y  d e te rm in e  m a rg in a l  revenue  and m a rg in a l  c o s t . " ^

I f  one abandons th e  m a r g in a l  c o s t - re v e n u e  t h e o r y ,  he  i s  l e f t  

w i th  some ty p e  o f  c o s t - p l u s  p r i c i n g  p o l i c y .  P r o f e s s o r  N e il  W. 

C ham berla in  s u g g e s t s  t h a t  a  c o s t - p l u s  ap p roach  to  t h e  de­

t e r m in a t io n  o f  p r i c i n g  i s  becoming more and more a c c e p te d  by 

management. He w r i t e s :

The p o l i c y  which seems to  c h a r a c t e r i z e  more managements 
th a n  d oes  any o t h e r  p o l i c y  i s  t h a t  p r i c e s  sh o u ld  b e a r  
some 'e q u i t a b l e *  r e l a t i o n  to  c o s t s .  . . . 'F a i r  t r a d e '  
p r i c i n g  i s  b ased  on a  p h i lo s o p h y  t h a t  s a l e s  a t  l e s s  th a n  
c o s t  p lu s  a  f a i r  p r o f i t  a re  i n j u r i o u s  to  'h o n e s t '  mer­
c h a n t s . 3

A lthough  l a c k i n g  i n  u n i v e r s a l  a p p l i c a b i l i t y ,  c o s t -  

p lu s  p r i c i n g  i s  a  u s e f u l  p o i n t  o f  d e p a r tu r e  f o r  a n a ly z in g  th e  

e f f e c t s  o f  " l i b e r a l i z e d  d e p r e c i a t i o n "  a s  a c o s t  o f  d o in g
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b u s i n e s s .  I n  t h e  case o f  c o s t - p l u s  p r i c i n g ,  th e  m agn itude  

o f  th e  d e p r e c i a t i o n  c h a rg e  d i r e c t l y  a f f e c t s  p r i c e  d e te rm in a ­

t i o n .  C ontem porary v a r i a t i o n s  o f  c o s t - p l u s  p r i c i n g  w i l l  be 

d i s c u s s e d .  An assu m p tio n  t h a t  t h e  demand f o r  th e  f i rm s  

p ro d u c t  i s  i n e l a s t i c  i s  made by th e  w r i t e r .

I t  i s  n e c e s s a ry  to  d i s t i n g u i s h  between s h o r t  ru n  and 

lo n g  ru n  e f f e c t s .  H igher d e p r e c i a t i o n  c h a rg e s  made a v a i l ­

a b le  by em ploying  " l i b e r a l i z e d  d e p r e c i a t i o n "  may be o f f s e t  

i n  l a t e r  y e a r s  by s m a l le r  d e p r e c i a t i o n  c h a rg e s  f o r  f i r m s  t h a t  

a r e  n o t  c o n t i n u a l l y  e x p an d in g .  F o r growing f i r m s ,  how ever, 

h ig h e r  d e p r e c i a t i o n  c h a rg e s  te n d  t o  be p e rm a n e n t .^  T h is  

ten d en cy  i s  r e l e v a n t  f o r  a l l  t h e  c o s t - p l u s  p r i c i n g  p o l i c i e s  

d i s c u s s e d  i n  t h i s  c h a p te r .

Gross-M arffin P r i c i n g . — G ro ss-m arg in  p r i c i n g  c o n s i s t s  

e s s e n t i a l l y  o f  a p p ly in g  a  s t a n d a r d  markup to  th e  c o s t  o f  

goods s o l d .  The co s t  o f  goods s o ld  w i l l  be e i t h e r  t h e  p u r ­

c h ase  p r i c e  o f  goods a c q u i r e d  f o r  r e s a l e  o r  th e  t o t a l  o f  

d i r e c t  c o s t s  in v o lv e d  i n  p ro d u c in g  a good o r  s e r v i c e .  I n  

th e  f i rm  t h a t  a c q u i r e s  goods f o r  r e s a l e  ( h e r e a f t e r  r e f e r r e d  

to  a s  a t r a d i n g  f irm ) th e  c o s t  o f  goods s o ld  does n o t  in c lu d e  

a  ch arge  f o r  d e p r e c i a t i o n  o r  o t h e r  overhead  c o s t s .  F o r th e  

f i rm  t h a t  m a n u fa c tu re s  goods f o r  r e s a l e  ( h e r e a f t e r  r e f e r r e d  

to  a s  a  m a n u fa c tu r in g  f i r m ) ,  how ever, th e  d i r e c t  c o s t s  a re  

d i r e c t  l a b o r ,  raw m a t e r i a l s ,  and an  a l l o c a b l e  p o r t i o n  o f  

o v e rh ead  c o s t s .  D e p r e c ia t io n  o f  p l a n t  and equipm ent a r e  

in c lu d e d  i n  overhead  c o s t s .
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The above m ig h t  im ply  t h a t  " l i b e r a l i z e d  d e p r e c i a t i o n "  

would n o t  a f f e c t  th e  p r i c i n g  p o l i c y  o f  a t r a d i n g  f i rm  f o l ­

low ing  a  g ro s s -m a rg in  p r i c i n g  p o l i c y ,  b u t  would a f f e c t  th e  

p r i c i n g  p o l i c y  o f  a  m a n u fa c tu r in g  f i r m .  However, b o th  t r a d ­

in g  and m a n u fa c tu r in g  f i rm s  i n c u r  o p e r a t in g  c o s t s .  Many o f  

th e s e  c o s t s  a r e  o f f s e t  by t h e i r  c o n t r i b u t i o n  to  re v e n u e ,  

such a s  d e p r e c i a t i o n  o f  o f f i c e  equipm ent and d e p r e c i a t i o n  o f  

o th e r  f a c i l i t i e s  n o t  d i r e c t l y  r e l a t e d  to  th e  p r o d u c t io n  p r o c ­

e s s .  A lso ,  i n  te rm s  o f  o p p o r t u n i t y  c o s t s  th e  p u rc h a se  p r i c e  

o f  goods f o r  a  t r a d i n g  c o n ce rn  in c lu d e s  the  c o s t  o f  raw ma­

t e r i a l s ,  d i r e c t  l a b o r ,  and o v e rh e ad  ( in c lu d in g  d e p r e c i a t i o n )  

t h a t  would have been  s p e n t  i f  t h e  f i rm  had m a n u fa c tu re d  th e  

goods f o r  r e s a l e  i n  l i e u  o f  p u rc h a s in g  them. These c h a ra c ­

t e r i s t i c s  a r e  b ro u g h t  o u t  i n  T ab le  24.

In  g ro s s -m a rg in  p r i c i n g  th e  markup i s  s e t  a t  a  l e v e l  

which i s  ex p ec te d  t o  c o v e r  p e r i o d ,  a s  w e l l  a s  p r o d u c t ,  c o s t s .  

D e p r e c ia t io n  cou ld  be b o th  an  overhead  charge (p ro d u c t  c o s t )  

and an  o p e r a t in g  expense  ( p e r io d  c o s t ) .  T h e re fo re ,  d e p r e c i a ­

t i o n  would be c o n s id e re d  in  t h e  d e te r m in a t io n  o f  th e  markup.

" L ib e r a l i z e d  d e p r e c i a t i o n "  i n c r e a s e s  p ro d u c t  and 

p e r io d  c o s t s  o v e r  what t h e s e  c o s t s  would be i f  s t r a i g h t  l i n e  

d e p r e c i a t i o n  i s  u s e d .  T h e r e f o r e ,  " l i b e r a l i z e d  d e p r e c i a t i o n "  

i n c r e a s e s  th e  p r i c e  o f  goods s o ld  by a firm  u s in g  a g r o s s -  

m arg in  p r i c i n g  p o l i c y .  The amount o f  th e  i n c r e a s e  depends 

on th e  in v e s tm e n t  i n  p l a n t  and  equipm ent and t h e  d e g re e  o f  

" l i b e r a l i z e d  d e p r e c i a t i o n . "



TABLE 24

COMPARISON OF INCOME STATEMENTS FOR A TRADING FIRM AND A MANUFACTURING FIRM

M a n u fa c tu r in g  
Firm

T ra d in g
Firm

Net S a l e s
C ost o f  Goods S o ld :

B e g in n in g  I n v e n to r y ^
Net P u rc h a s e s

(Raw M a t e r i a l s  Used) 
( D i r e c t  L ab o r)  
(M a n u fa c tu r in g  O verhead)D

$ 4 0 ,0 0 0

2 0 ,0 0 0
15 ,000
10 ,000

100 ,000 $ 100 ,000

$ 4 0 ,0 0 0  
. 4 5 ,0 0 0

T o ta l  A v a i l a b le  f o r  S a le  
E nd ing  Inventory®-

C ost o f  Goods S o ld  
G ross  P r o f i t
S a le s  and A d m i n i s t r a t i v e  E x p en ses^

$ 8 5 ,0 0 0  
. 2 5 , 0 0 0

6 0 ,0 0 0
4 0 .0 0 0
2 0 .0 0 0

$ 8 5 ,0 0 0  
. 2 5 ,0 0 0

6 0 ,0 0 0
4 0 .0 0 0
2 0 .0 0 0

Net Income 2 0 ,0 0 0 2 0 ,0 0 0

r\3

f i r m .
^ R e p re se n ts  goods i n  p r o c e s s  and f i n i s h e d  goods i n v e n t o r y  f o r  t h e  m a n u f a c tu r in g

I n c l u d e s  d e p r e c i a t i o n .
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C on vers ion  Cost P r i c i n g . — C on vers ion  c o s t  p r i c i n g  

c o n s i s t s  e s s e n t i a l l y  o f  d i r e c t i n g  s a l e s  e f f o r t s  to  th o s e  

p r o d u c t s  t h a t  r e q u i r e  th e  l e a s t  amount o f  c o n v e rs io n  c o s t s  

t o  p ro d u c e .  C o n v e rs io n  c o s t  I s  a co m b in a tio n  o f  d i r e c t  

l a b o r  and f a c t o r y  o v e rh e a d .  The e le m e n ts  o f  m a n u fa c tu r in g  

c o s t s  a r e  raw m a t e r i a l s ,  d i r e c t  l a b o r ,  and o v e rh e a d .  I n  e s ­

s e n c e ,  t h e  raw m a t e r i a l s  a r e  c o n v e r te d  to  f i n i s h e d  p ro d u c ts  

by th e  a d d i t i o n  o f  d i r e c t  l a b o r  and o v e rh e ad .

The m a n u fa c tu r in g  c o s t s  o f  two ty p e s  o f  f i rm s  a re  

I l l u s t r a t e d  I n  T ab le  25- The c o s t  b rea k  down I n d i c a t e s  t h a t  

p ro d u c t  A r e q u i r e s  o n ly  h a l f  a s  much d i r e c t  l a b o r  and o v e r ­

h ead  a s  p ro d u c t  B, a l th o u g h  t o t a l  m a n u fa c tu r in g  c o s t s  f o r  

t h e  two p r o d u c t s  a r e  I d e n t i c a l .  I f  I t  were p o s s ib l e  t o  s h i f t  

t h e  d i r e c t  l a b o r  and ov erhead  e f f o r t s  from p ro d u c t  B to  A, a  

g r e a t e r  number o f  u n i t s  would be s o ld  and th e  same r a t e  o f  

r e t u r n  p e r  u n i t  c o u ld  be r e t a i n e d .  T his d i s c u s s i o n  d i s r e ­

g a rd s  th e  p o s s i b i l i t y  t h a t  I n c r e a s e d  p r o d u c t io n  o f  p ro d u c t  A 

m ig h t  r e s u l t  I n  a  d rop  In  p r i c e  by d i s t u r b i n g  th e  m arke t  

e q u i l i b r i u m .

I n  c o n v e r s io n  p r i c i n g  th e  s e l l i n g  p r i c e  I s  e s t a b ­

l i s h e d  a t  a  p o i n t  h ig h  enough to  c o v e r  m a n u fa c tu r in g  c o s t s ,  

s e l l i n g  and a d m i n i s t r a t i v e  c o s t s ,  and to  p ro v id e  f o r  p r o f i t .  

C on vers ion  from p ro d u c t  A to  p ro d u c t  B would n o t  I n c r e a s e  

t o t a l  o v e rh ead  o r  s e l l i n g  and a d m i n i s t r a t i v e  c o s t s .  T h ere ­

f o r e ,  t o t a l  d e p r e c i a t i o n  c h a rg e s  sh o u ld  be th e  same, r e g a r d ­

l e s s  o f  th e  mix betw een p r o d u c ts  A and B. However, I f



TABLE 25

COMPARISON OF MANUFACTURING COSTS FOR TWO PRODUCTS

E lem en ts  o f  C ost P ro d u c t  A P ro d u c t  B

Raw M a t e r i a l s $ 12 # 6

D i r e c t  L ab o r 4 8

F a c to r y  O verhead 2 4

T o ta l  M a n u fa c tu r in g  C o s ts $ 18 $ 18

S e l l i n g  P r i c e 20 20

P r o f i t  b e f o r e  S e l l i n g  and 
A d m i n i s t r a t i v e  E xpenses $ 2 0 2

ro
VJI
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’’l i b e r a l i z e d  d e p r e c i a t i o n ” i s  u sed  i n  l i e u  o f  s t r a i g h t - l i n e  

d e p r e c i a t i o n ,  f a c t o r y  o v e rh ead  (and p o s s ib ly  s e l l i n g  and ad ­

m i n i s t r a t i v e  c o s t s )  would i n c r e a s e .  This w i l l  r e s u l t  i n  a  

r e d u c t io n  o f  t h e  p r o f i t  o f  t h e  f i rm  or an i n c r e a s e  i n  t h e  

s a l e  p r i c e .

R a te  o f  R e tu rn  P r i c i n g . — R ate  o f  r e t u r n  p r i c i n g  con­

s i s t s  o f  d e v e lo p in g  a  p r i c e  t h a t  w i l l  y i e l d  t h e  d e s i r e d  r a t e  

o f  r e t u r n  on c a p i t a l .  As i s  t r u e  w ith  o t h e r  c o s t - p l u s  p r i c ­

in g  p o l i c i e s ,  t h i s  method i s  b a sed  on a p e r c e n ta g e  markup 

o v e r  c o s t .  The fo rm u la  f o r  r a t e  o f  r e t u r n  p r i c i n g  i s ; 5

C a p i t a l  Employed ^ D e s i re d  R ate  _ P e rc e n ta g e  Markup 
T o ta l  Annual C o s ts  o f  R e tu rn  on Cost

Assuming c a p i t a l  employed o f  $ 4 0 ,0 0 0 ,0 0 0 , t o t a l  an­

n u a l  c o s t s  o f  # 1 0 ,0 0 0 ,0 0 0 ,  and a d e s i r e d  r a t e  o f  r e t u r n  o f  

20 p e r  c e n t ,  t h e  markup on c o s t  would be 80 p e r  c e n t .

A f t e r  d e te r m in in g  th e  p e rc e n ta g e  markup on c o s t ,  t h e  

markup i s  m u l t i p l i e d  by t o t a l  an n u a l  c o s ts  w hich  g iv e s  th e  

markup i n  te rm s  o f  d o l l a r s .  P r i c e  i s  d e te rm in e d  by ad d ing  

t o t a l  c o s t s  and m arkup. The com pu ta tions  f o l lo w ;

.80  (P e rc e n ta g e  x # 1 0 ,0 0 0 ,0 0 0  (T o ta l  Annual = # 8 ,0 0 0 ,0 0 0  
Markup) C osts)  (Markup)

#1 0 ,000 ,000  ( T o ta l  + # 8 ,0 0 0 ,0 0 0  (Markup) = # 1 8 ,0 0 0 ,0 0 0
Annual ( S a l e s  P r i c e )
C o s t s )
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By v a ry in g  th e  p a ra m e te r s  employed i n  th e  above f o r ­

m u la , t h e  e f f e c t  o f  a  change on s a l e s  p r i c e  may be d e te rm in e d .  

F o r  exam ple , em ploying  " l i b e r a l i z e d  d e p r e c i a t i o n "  w i l l ,  

c e t e r i s  p a r i b u s ,  i n c r e a s e  t o t a l  an nua l c o s t s .  The i n c r e a s e  

i n  t o t a l  a n n u a l  c o s t s  w i l l  d e c r e a s e  th e  p e r c e n ta g e  m arkup. 

However, th e  s m a l l e r  p e rc e n ta g e  markup w i l l  be a p p l i e d  to  a 

l a r g e r ,  b a se  (new t o t a l  an n u a l  c o s t s )  w hich w i l l  r e s u l t  i n  an 

i n c r e a s e  i n  t h e  s a l e s  p r i c e .  Assuming a n  i n c r e a s e  o f  

# 2 ,5 0 0 ,0 0 0  i n  t o t a l  a n n u a l  c o s t s  a s  a r e s u l t  o f  u s in g  " l i b ­

e r a l i z e d  d e p r e c i a t i o n "  and h o ld in g  o t h e r  p a ra m e te r s  c o n s t a n t ,  

an  example o f  th e  im p ac t o f  em ploying " l i b e r a l i z e d  d e p r e c i a ­

t i o n "  i n  p r i c i n g  p o l i c y  f o l lo w s ;

__________ # 4 0 .0 0 0 .0 0 0  ( C a p i t a l  Employed)____________ %
$ 1 0 ,0 0 0 ,0 0 0  + $ 2 ,5 0 0 ,0 0 0  (New T o ta l  A nnual C o s ts )

20^ (D e s i re d  R a te  o f  R e tu rn )  = .64  (P e rc e n ta g e  Markup)

.6 4  X  $ 1 0 ,0 0 0 ,0 0 0  + $ 2 ,5 0 0 ,0 0 0  = $ 8 ,0 0 0 ,0 0 0
(P e rc e n ta g e  (New T o ta l  An- _ fMarkunl
Markup) ^ n u a l  C a p i t a l )  "  l^ a rx u p ;

$ 10 , 000 ,000  + $2 , 5 0 0 , 0 0 0 ) + $8 , 0 0 0 ,0 0 0  = $2 0 , 50 0 ,0 0 0  
(New T o ta l  Annual C a p i t a l )  + (Markup) = S a le s  P r i c e

P r i c i n g  p o l i c i e s  b ased  on th e  r a t e  o f  r e t u r n  method 

a r e  much more c o m p l ic a te d  th a n  th e  above i l l u s t r a t i o n s  m igh t 

s u g g e s t .  F o r  exam ple , a s  c o s t s  i n c r e a s e  (su c h  a s  o c c u r  a s  a  

r e s u l t  o f  u s i n g  " l i b e r a l i z e d  d e p r e c i a t i o n " )  c a p i t a l  may a l s o  

be  a f f e c t e d  which i n  t u r n  w i l l  a f f e c t  t h e  p e r c e n ta g e  markup. 

A lso ,  t h e  d e s i r e d  r a t e  o f  r e t u r n  may change a s  a  r e s u l t  o f
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I n c r e a s e s  I n  t o t a l  an n u a l c o s t s .  N e v e r t h e l e s s ,  "A com pany 's 

p r i c i n g  d e c i s i o n  b ased  on t h e  r a t e  o f  r e t u r n  on c a p i t a l  

em ployed, s t a n d a r d  c o s t s ,  and e s t im a te d  p l a n t  c a p a c i ty  o f f e r s  

management one o f  t h e  most advanced m ethods f o r  c o n t r o l  and 

a n a l y s i s .

F l e x i b l e  Mark-Up P r i c i n g . — P r o f e s s o r  N e i l  W. Chamber- 

l a i n  h a s  d e v e lo p e d  an a d d i t i o n a l  c o s t - p l u s  p r i c i n g  p o l i c y  

w hich h e  h a s  te rm ed  th e  f l e x i b l e  mark u p . He s u g g e s t s  t h a t  

g r o s s - m a r g in ,  c o n v e rs io n  c o s t ,  and r a t e  o f  r e t u r n  p r i c i n g  

p o l i c i e s  by th e m se lv e s  f a i l  t o  e x p la in  p r i c e  d e t e r m i n a t i o n .

He a g r e e s  t h a t  c o s t s  a r e  g e n e r a l l y  c o n s id e re d  to  be th e  

s t a r t i n g  p o i n t  f o r  p r i c e  d e te r m in a t io n ,  b u t  h o ld s  t h a t  quan­

t i t a t i v e  a n a l y s i s  m ust be supp lem en ted  by o t h e r  c o n s id e r a ­

t i o n s  su c h  a s  th e  ones l i s t e d  b e lo w :?

1 . Cost a d v a n ta g e s  o r  d i s a d v a n ta g e s  o v e r  compet­
i t o r s .

2 .  The s t r e n g t h  o f  t h e  d e s i r e  t o  expand m arke t  
s h a re  i n  a  g iv en  p ro d u c t  l i n e .

3 .  C o m p e ti t iv e  p r i c e s .

4 .  E s t im a te s  o f  consumer r e s p o n s e .

5 .  The p o s s i b i l i t y  o f  segm enting  m a rk e ts  f o r  " p r e f ­
e r e n t i a l "  o r  " d i s c r i m i n a t o r y  p r i c i n g .

Because o f  t h e  above f a c t o r s  and o t h e r s ,  some econ­

o m is ts  h av e  d i s c o u n te d  th e  im p o r ta n c e  o f  fo rm u la  p r i c i n g .  

However, m ost m a n a g e r ia l  d e c i s i o n s  a r e  d e p en d e n t  upon b o th  

q u a n t i t a t i v e  and n o n - q u a n t i t a t i v e  a n a l y s i s .  P r i c i n g  p o l i c y  

d e c i s i o n s  a r e  no e x c e p t io n s .  The w e ig h t  g iv e n  to  q u a n t i t a ­

t i v e  and  n o n - q u a n t i t a t i v e  f a c t o r s  v a r i e s  from s i t u a t i o n  to
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s i t u a t i o n  and from f i rm  to  f i rm .  N e v e r th e l e s s ,  i t  seems 

r e a s o n a b le  to  co n c lu d e  t h a t  c o s t - p l u s  p r i c i n g  p o l i c i e s  a r e  

employed w id e ly  by management. To th e  e x t e n t  t h a t  th e s e  p o l ­

i c i e s  a r e  f o l lo w e d ,  p r i c e  may be a f f e c t e d  by em ploying  " l i b ­

e r a l i z e d  d e p r e c i a t i o n . "

D iv idend  P o l ic y  

The d i s t r i b u t i o n  o f  d iv id e n d s  i s  a  m a n a g e r ia l  de ­

c i s i o n  d e p en d en t  to  a  l a r g e  e x t e n t  on p r o f i t s .  An im p o r ta n t  

c o r r e l a t i v e  c o n s i d e r a t i o n  i s  t h e  d e te r m in a t io n  o f  how much 

o f  th e  f i r m ’ s p r o f i t s  sh o u ld  be r e t a i n e d  i n  th e  b u s i n e s s .  

T h is  s e c t i o n  i s  d e v o te d  to  exam in ing  t h e  r e l a t i o n s h i p  o f  

d iv id e n d  p o l i c y  to  income and e x p lo r in g  b r i e f l y  f a c t o r s  t h a t  

r e s t r i c t  t h e  d i s t r i b u t i o n s  o f  r e t a i n e d  e a r n in g s  o f  th e  f i r m .  

A m a jo r  c o n s i d e r a t i o n  i n  f o r m u la t in g  d iv id e n d  p o l i c y  seems 

t o  be t h e  d e s i r e  on t h e  p a r t  o f  management to  a c h ie v e  d i v i ­

dend  s t a b i l i t y .

D iv idend  S t a b i l i t y . — P r o f e s s o r  John L in t n e r  h a s  un­

d e r t a k e n  s e v e r a l  .e m p ir ic a l  s t u d i e s  d e a l i n g  w i th  c o r p o r a te  

d iv id e n d  p o l i c y .  These s t u d i e s  were made a t  th e  H arvard  

B u s in e s s  School u n d e r  a  g r a n t  from th e  R o c k e f e l l e r  Founda­

t i o n .  The most s i g n i f i c a n t  c o n c lu s io n  o f  t h e s e  s t u d i e s  was 

t h a t  management p la c e d  m ajo r  em phasis  on d iv id e n d  s t a b i l i t y  

i n  f o r m u la t in g  d iv id e n d  p o l i c y .

I n  one s tu d y  d e a l in g  w i th  a d i v e r s e  group  o f  28 com­

p a n ie s  P r o f e s s o r  L i n t n e r  c o n c lu d e d ,  "With th e  p o s s i b l e  ex­

c e p t i o n  o f  2 com panies which so u g h t a r e l a t i v e l y  f ix e d
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p e rc e n ta g e  p a y - o u t ,  c o n s i d e r a t i o n  o f  what d iv id e n d s  shou ld  

he p a id  a t  any g iv e n  t im e  tu r n e d ,  f i r s t  and fo re m o s t  i n  

e v e ry  c a s e ,  on th e  q u e s t io n  w hether t h e  e x i s t i n g  r a t e  o f  

payment sh o u ld  be changed."®  I n  a n o th e r  s tu d y  w hich  d e a l t  

w i th  196 com pany-years o f  d iv id e n d  a c t i o n  (28 com pan ies , 

seven  y e a r s ,  1947-1953), P r o f e s s o r  L in t n e r  c o n c lu d e d ,  " . . .  

we found no i n s t a n c e  i n  which th e  q u e s t io n  o f  how much sh o u ld  

be p a id  i n  a  g iv e n  q u a r t e r  o r  y e a r  was c o n s id e r e d  w i th o u t  r e ­

g a rd  to  t h e  e x i s t i n g  r a t e  a s  an optimum problem  i n  te rm s  o f  

t h e  i n t e r e s t s  o f  t h e  com pany."9

These s t u d i e s  su g g e s t  t h a t  th e  e le m e n ts  o f  i n e r t i a  

and c o n s e rv a t is m  a r e  im p o r ta n t  i n  f o r m u la t in g  d iv id e n d  p o l ­

i c y .  Management a p p e a rs  to  be d e ep ly  i n g r a i n e d  w i th  t h e  be­

l i e f  t h a t  m ost s t o c k h o ld e r s  p r e f e r  a  r e a s o n a b ly  s t a b l e  d i v i ­

dend p o l i c y  v a r i e d  w i th  c u r r e n t  p r o f i t s .

P r o f e s s o r  L i n t n e r ' s  s t u d i e s  a l s o  i n d i c a t e  t h a t  t h e r e  

i s  a  r e l a t i o n s h i p ,  how ever, between c u r r e n t  e a r n in g s  and th e  

e x i s t i n g  d iv id e n d  r a t e .  T h is  r e l a t i o n s h i p  m ost commonly i s  

i n  t h e  form o f  some p re d e te rm in e d  t a r g e t  p a y -o u t  r a t i o .  The 

e x i s t e n c e  o f  a t a r g e t  r a t e  does n o t  n e c e s s a r i l y  im ply  t h a t  

th e  f i rm  a u to m a t i c a l l y  d i s t r i b u t e s  an e x a c t  p r o p o r t i o n  o f  

e a r n i n g s .  I t  s e r v e s ,  i n s t e a d ,  as a g u i d e l i n e  f o r  management 

to  c o r r e l a t e  d iv id e n d  p o l i c y  w i th  e a rn in g s  o v e r  t h e  y e a r s .

I f  a  change i n  th e  e a r n in g s  t r e n d  becomes e v i d e n t ,  t h e  move­

ment tow ard  low er o r  h i g h e r  d iv id e n d s  r a t e s  would p ro b a b ly  be 

a  slow  movement, n o t  a  r a d i c a l  change . More im p o r ta n t  th a n
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c o r r e l a t i n g  d iv id e n d  d i s t r i b u t i o n s  w i th  c u r r e n t  e a r n i n g s  on 

an a n n u a l  b a s i s  i s  th e  c o r r e l a t i n g  o f  d iv id e n d  d i s t r i b u t i o n s  

w ith  e a r n in g s  o v e r  some s t a t e d  p e r io d  o f  y e a r s .

The two most im p o r ta n t  c o n s i d e r a t i o n s  i n  fo rm u la t in g  

and a d m i n i s t e r i n g  d iv id e n d  p o l i c y  a r e  d iv id e n d  s t a b i l i t y  and 

a c o r r e l a t i o n  o f  d iv id e n d  d i s t r i b u t i o n s  w i th  e a r n i n g s .  

P ro b a b ly  more w e ig h t  i s  a t t a c h e d  t o  th e  f i r s t  c o n s i d e r a t i o n ,  

w h i le  e a r n i n g s  s e rv e  t o  s e t  l i m i t s  on d iv id e n d  d i s t r i b u t i o n s  

ov e r  th e  lo n g  r u n .  E a rn in g s  a r e  s i g n i f i c a n t  i n  t h e  d e te rm i­

n a t i o n  o f  d iv id e n d  p o l i c y .  "Over t h e  y e a r s ,  A m erican  corpo­

r a t i o n s  h a v e ,  i n  th e  a g g r e g a te ,  te n d e d  to  pay o u t  i n  th e  form 

o f  d iv id e n d s  betw een 55 and 60 p e r  c e n t  o f  n e t  i n c o m e .

A s i g n i f i c a n t  d e te r m in a n t  o f  n e t  income f o r  many 

f i r m s  i s  d e p r e c i a t i o n .  H ig h e r  d e p r e c i a t i o n  c h a rg e s  red u c e  

r e p o r t e d  p r o f i t s .  S in ce  p r o f i t s  te n d  to  s e t  t h e  l i m i t s  on 

d iv id e n d  d i s t r i b u t i o n  i n  th e  lo n g  r u n ,  " l i b e r a l i z e d  d e p re c ia ­

t i o n "  may d i r e c t l y  a f f e c t  d iv id e n d  p o l i c y .  T h is  i s  p a r t i c ­

u l a r l y  t r u e  f o r  expand ing  f i r m s  w hich  c o n s i s t e n t l y  employ 

" l i b e r a l i z e d  d e p r e c i a t i o n . "  C lo s e ly  r e l a t e d  t o  t h i s  p o i n t  

i s  t h e  c o n t r i b u t i o n  o f  " l i b e r a l i z e d  d e p r e c i a t i o n "  t o  p ro v id ­

in g  fu n d s  f o r  d iv id e n d  paym ents and f i n a n c in g  e x p a n s io n  o f  

p l a n t  suid equ ipm ent th ro u g h  r e t e n t i o n  o f  r e t a i n e d  e a r n in g s .  

T h is  f e a t u r e  o f  " l i b e r a l i z e d  d e p r e c i a t i o n "  w i l l  be d i s c u s s e d  

i n  t h e  n e x t  s e c t i o n .

R e s t r i c t i o n s  o f  R e ta in e d  E a r n i n g s . — A ccum ulated  

e a r n in g s  a r e  t h e  p r im a ry  so u rc e  o f  d iv id e n d  d i s t r i b u t i o n s .
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C o n fu s io n  may a r i s e  b e c a u se  o f  t h e  s ta te m e n t  t h a t  d iv id e n d s  

a r e  p a id  o u t  o f  acc u m u la te d  e a r n i n g s .  D iv id en d s  a r e  p a id  in  

■ s t o c k ,  c a sh ,  o r  p r o p e r t y .  However, w h a tev e r  t h e  form, d i v i ­

dends  a r e  n o rm a lly  c h a rg ed  to  accum ula ted  e a r n in g s  when th e  

d iv id e n d s  a re  d e c l a r e d .  The s t a t u t e s  o f  47 s t a t e s  and th e  

D i s t r i c t  o f  Columbia e x p r e s s ly  a u th o r i z e  d iv id e n d  d i s t r i b u ­

t i o n s  t o  be c h a rg ed  t o  a cc u m u la te d  e a r n i n g s . I n  th e  o t h e r  

3 s t a t e s  th e  law  i s  l e s s  s p e c i f i c  and a l lo w s  th e  board  o f  

d i r e c t o r s  a  l a r g e  d e g re e  o f  d i s c r e t i o n  i n  t h e  d e te r m in a t io n  

o f  th e  l e g a l  s o u rc e s  o f  d iv id e n d  d i s t r i b u t i o n s . ^ ^  A lthough 

39 s t a t e s  e s t a b l i s h  c o n t r i b u t e d  c a p i t a l  a s  a  l e g a l  sou rce  o f  

d iv id e n d  d i s t r i b u t i o n s  t o  p r e f e r r e d  s to c k h o ld e r s ,  on ly  28 

o f  t h e s e  a l lo w  c o n t r i b u t e d  c a p i t a l  to  be d i s t r i b u t e d  to  com­

mon s to c k h o ld e r s  a s  d i v id e n d s .  The S e c u r i t i e s  and Exchange 

h a s  lo n g  frowned on th e  u se  o f  any form o f  c o n t r i b u t e d  c a p i ­

t a l  a s  a  d iv id e n d  so u rc e  when th e  c o r p o r a t io n  h a s  a r e t a in e d  

e a r n in g s  b a la n c e .  The Am erican Bar A s s o c ia t io n  h a s  in c lu d e d  

a  p r o v i s i o n  r e q u i r i n g  th e  p r i o r  use  o f  r e t a i n e d  e a rn in g s  a s  

a  d iv id e n d  so u rc e  i n  i t s  Model B u s in e ss  C o rp o ra t io n  A c t .^^

The amount o f  r e t a i n e d  e a r n in g s  o f  a  f i rm  g e n e r a l ly  

s e t s  a  l i m i t  on d iv id e n d  d i s t r i b u t i o n s .  The mere f a c t  t h a t  

a  f i rm  h a s  r e t a i n e d  e a r n in g s  d o e s n ' t  n e c e s s a r i l y  mean t h a t  

t h e  f i rm  i s  f i n a n c i a l l y  a b le  to  d i s t r i b u t e  a l l ,  o r  any p o r ­

t i o n ,  o f  t h e  r e t a i n e d  e a r n i n g s .

There a re  t h r e e  m a jo r  c l a s s i f i c a t i o n s  o f  r e s t r i c t i o n s  

t h a t  a r e  p la c e d  on r e t a i n e d  e a r n i n g s .  These r e s t r i c t i o n s  a r e
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sometimes c a l l e d  a p p r o p r i a t i o n s .  They a r e :

(1 )  A p p r o p r ia t io n s  to  r e p o r t  l e g a l  r e s t r i c t i o n s  on 
th e  u se  o f  r e t a i n e d  e a r n i n g s .

(2 )  A p p r o p r ia t io n s  to  r e p o r t  c o n t r a c t u a l  r e s t r i c ­
t i o n s  on th e  u se  o f  r e t a i n e d  e a r n in g s .

(3 )  A p p r o p r i a t io n s  to  r e p o r t  d i s c r e t i o n a r y  a c t i o n  
by t h e  b oa rd  o f  d i r e c t o r s  i n  th e  p r e s e n t a t i o n  
o f  r e t a i n e d  e a r n i n g s . ^^

An exam ple o f  a  l e g a l  r e s t r i c t i o n  on r e t a i n e d  e a rn ­

in g s  i s  t h e  a p p r o p r i a t i o n  o f  r e t a i n e d  e a rn in g s  i n  c o n ju n c t io n  

w i th  t h e  p u rc h a s e  o f  t r e a s u r y  s to c k .  T h is  r e s t r i c t i o n  h e lp s  

t o  i n s u r e  t h a t  t h e  l e g a l  c a p i t a l  o f  t h e  c o r p o r a t io n  w i l l  n o t  

be  im p a i re d .

Examples o f  c o n t r a c t u a l  r e s t r i c t i o n s  on r e t a i n e d  

e a r n in g s  a r e  a p p r o p r i a t i o n s  f o r  r e t i r e m e n t  o f  bonded i n d e b t ­

e d n e s s ,  a p p r o p r i a t i o n s  f o r  t h e  red em p tio n  o f  p r e f e r r e d  s to c k ,  

and a p p r o p r i a t i o n s  f o r  p r e f e r r e d  s to c k  o r  bond red em p tio n  

fu n d s .  These r e s t r i c t i o n s  h e lp  to  in s u r e  t h a t  cash  r e s o u r c e s  

w i l l  n o t  be d i s t r i b u t e d  i n  c a sh  d iv id e n d  payments and th u s  

w i l l  be  a v a i l a b l e  to  r e t i r e  p r e f e r r e d  s to c k  on bonds. An­

o t h e r  exam ple o f  c o n t r a c t u a l  o b l i g a t i o n s  i s  th e  common p ro ­

v i s i o n  i n  te rm  lo a n s  t h a t  c a p i t a l  e x p e n d i tu r e s  a r e  l i m i t e d  

t o  th e  amount o f  accu m u la ted  d e p r e c i a t i o n .  Examples o f  d i s ­

c r e t i o n a r y  r e s t r i c t i o n s  on r e t a i n e d  e a rn in g s  a re  a p p r o p r i a ­

t i o n s  t o  p r o v id e  f o r  c o n t i n g e n c i e s ,  s e l f - i n s u r a n c e ,  w ork ing  

c a p i t a l ,  o r  r e p la c e m e n t  and e x p a n s io n  o f  p l a n t  and equ ipm en t.

Many e c o n o m is ts  and a c c o u n ta n ts  have  su g g e s te d  t h a t  

re p la c e m e n t  and e x p a n s io n  o f  p l a n t  and equipm ent a re
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ac-com plished I n t e r n a l l y  e i t h e r  th ro u g h  r e t a i n e d  e a r n in g s  o r  

th ro u g h  d e p r e c i a t i o n  a l lo w a n c e s .  D e p r e c ia t io n  a l lo w a n c e s  

can  n o t  r e p l a c e  p l a n t  and eq u ip m en t.  The r e c o r d i n g  o f  de­

p r e c i a t i o n ,  p a r t i c u l a r l y  " l i b e r a l i z e d  d e p r e c i a t i o n "  re d u c e s  

r e p o r t e d  p r o f i t s  and d e c r e a s e s  c a sh  f lo w s  f o r  income t a x e s .  

However, u n le s s  t h e  money saved  i s  s e t  a s i d e  i n  a  fund  f o r  

r e p la c e m e n t  o f  p l a n t  and equ ip m en t,  i t  may be employed i n  

o t h e r  ways and may n o t  be a v a i l a b l e  f o r  r e p la c e m e n t  o r  ex­

p a n s io n  when n eed ed . R e ta in e d  e a r n i n g s ,  ho w ever ,  may be a 

m a jo r  s o u rc e  of re p la c e m e n t  o r  e x p a n s io n  o f  p l a n t  and e q u ip ­

m en t .  T h is  r e s t r i c t i o n  on r e t a i n e d  e a r n in g s  may be a  m ajo r  

f a c t o r  i n  th e  fo rm u la t io n  o f  d iv id e n d  p o l i c y .

I n  summary, t h e  m ajo r so u rc e  f o r  d iv id e n d  d i s t r i b u ­

t i o n s  i s  t h e  r e t a i n e d  e a r n in g s  o f  th e  f i r m .  There  may be 

s e v e r a l  r e s t r i c t i o n s  on r e t a i n e d  e a r n in g s  i n  t h e  form o f  

l e g a l  a p p r o p r i a t i o n s ,  c o n t r a c t u a l  a p p r o p r i a t i o n s ,  and d i s ­

c r e t i o n a r y  a p p r o p r i a t i o n s .  A l l  o f  t h e  a p p r o p r i a t i o n s  p lu s  

th e  c u r r e n t  e a rn in g s  and th e  d e s i r e  to  a c h ie v e  d iv id e n d  s t a ­

b i l i t y  a r e  m ajor c o n s i d e r a t i o n s  i n  f o r m u la t in g  and im plem ent­

in g  d iv id e n d  p o l i c y .  " L ib e r a l i z e d  d e p r e c i a t i o n "  a f f e c t s  

d iv id e n d  p o l ic y  th ro u g h  i t s  im pac t on e a r n in g s  and i t s  r e ­

l a t i o n s h i p  to  m in im iz in g  cash  o u t - f lo w s  f o r  income t a x e s .

By m in im iz in g  cash  o u t - f lo w s ,  more c a sh  i s  made a v a i l a b l e  to  

pay d iv id e n d s  i f  management so w is h e s .

Wage N e g o t ia t io n s

The a c c o u n t a n t ' s  r o l e  i n  wage n e g o t i a t i o n s  i s  one o f
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p r e p a r i n g  and a n a ly z in g  r e l e v a n t  f i n a n c i a l  d a t a .  The r e l e ­

vance  o f  p a r t i c u l a r  f i n a n c i a l  d a t a  may vary from c a se  to

c a s e ,  b u t  i n  g e n e r a l  t h e  d a t a  t h a t  a r e  germane c o n s i s t  o f

e s t i m a t i n g  t h e  f i r m ' s  " a b i l i t y  t o  p a y ."  U n le ss  f i n a n c i a l  

d a t a  o f  management a r e  made a v a i l a b l e  t o  u n io n s ,  th e y  would 

r e l y  p r i m a r i l y  on d a t a  from p u b l i s h e d  f i n a n c i a l  r e p o r t s  and 

w ould , t h e r e f o r e ,  be e s t im a t i n g  th e  f i r m ' s  a b i l i t y  to  pay i n  

te rm s  o f  p a s t  p r o f i t s .  Management, on th e  o t h e r  h a n d , e q u ip ­

ped w i th  d a t a  w hich  p ro b a b ly  would n o t  be p u b l i s h e d ,  t e n d s  to

e s t im a t e  t h e  a b i l i t y  o f  th e  f i rm  to  pay in  te rm s  o f  f u t u r e  

p r o f i t s .  T h is  may r e s u l t  i n  a s i g n i f i c a n t  d i f f e r e n c e  i n  th e  

e s t i m a t e s .

F i n a n c i a l  d a t a  may be u se d  t o  o b t a i n  p u b l i c ,  a s  w e l l  

a s  employee and u n io n  s u p p o r t .  C o l l e c t i v e  b a r g a i n in g  i s  be­

coming more p u b l i c  and l e s s  p r i v a t e  i n  con tem porary  s o c i e t y .  

T here  h a s  been  i n c r e a s i n g  governm ent i n t e r v e n t i o n  i n  wage 

n e g o t i a t i o n s  th ro u g h  th e  u se  o f  f a c t - f i n d i n g  b o a r d s .  These 

b o a r d s ,  a t  t im e s ,  r e l y  h e a v i ly  on t h e  u se  o f  f i n a n c i a l  d a ta  

o f  t h e  f i r m .

T h is  s e c t i o n  i s  d e v o te d  t o  exam in ing  t h e  r o l e  o f  ac ­

c o u n t in g  i n  wage n e g o t i a t i o n s  w i th  s p e c i f i c  r e f e r e n c e  to  th e  

im p a c t  " l i b e r a l i z e d  d e p r e c i a t i o n "  may have on  wage n e g o t i a ­

t i o n s  th ro u g h  i t s  im p ac t  on r e p o r t e d  p r o f i t s .

C r i t e r i a  f o r  D i s c l o s u r e . — The a c c o u n ta n t  may be 

c a l l e d  upon to  a n a ly z e  t h e  n a t u r e  o f  t h e  r e q u e s t  f o r  f i n a n ­

c i a l  d a t a .  The d e c i s i o n  to  d i s c l o s e  f i n a n c i a l  d a t a  can be
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approached  hy a p p r a i s i n g  th e  r e a s o n a b le n e s s  o f  t h e  r e ­

q u e s t .  "’5 The a c c o u n ta n t  shou ld  be w e l l  eq u ipped  to  a d v is e  

management on t h e  p r o p r i e t y  and f a i r n e s s  o f  f u r n i s h i n g  f i ­

n a n c i a l  d a t a .  For exam ple, t h e  a c c o u n ta n t  sh o u ld  a d v is e  

management o f  t h e  p o s s i b l e  i n f e r e n c e s  t h a t  may be drawn by 

f u r n i s h i n g  p a r t i a l  d a t a .  S p e c i f i c  r e q u e s t s  f o r  f i n a n c i a l  

d a t a  may l e a d  to  u n d e s i r a b l e  r e s u l t s  by t h e  u se  o f  s e l e c t e d  

b i t s  o f  d a t a  o u t  o f  c o n te x t .

R easonab le  R e q u e s t s . R e q u es ts  f o r  f i n a n c i a l  d a t a  a p p e a r  to  

be " r e a s o n a b le "  i f  th e  d a t a  a r e  a l r e a d y  a v a i l a b l e  to  o u t ­

s i d e r s  i n  t h e  form o f  an n u a l r e p o r t s ,  a v a i l a b l e  from th e  Se­

c u r i t i e s  and Exchange Commission, o r  from in v e s tm e n t  f i r m s .

A no the r  b a s i s  f o r  a  " r e a s o n a b le  r e q u e s t "  m ig h t be 

t h a t  t h e  d a t a  would advance th e  m u tu a l  o b j e c t i v e s  o f  b o th  

management and l a b o r .  The d a t a  m ig h t  a id  m a t e r i a l l y  i n  r e ­

c o n c i l i n g  a r e a s  o f  d i s p u t e .

I t  may be n e c e s s a r y  to  f u r n i s h  f i n a n c i a l  d a t a  a s  a 

r e s u l t  o f  a r u l i n g  by t h e  N a t io n a l  L abor R e la t i o n s  Board.

T h is  Board h a s  been  a c t i v e  i n  th e  a r e a  o f  wage n e g o t i a t i o n s  

d e a l in g  w i th  d i s p u t e s  o v e r  " a b i l i t y  t o  p a y ."

In  th e  c a se  o f  N a t io n a l  L abor R e la t i o n s  Board v .

T r u i t t  M a n u fa c tu r in g  Company. 1946, t h e  N a t io n a l  L abor R e la ­

t i o n s  Board h e ld  t h a t  t h e  em ployer v i o l a t e d  S e c t io n  8 ( a ) 5  o f  

t h e  Labor Management R e la t i o n s  Act ( r e f u s a l  t o  b a r g a in  c la u s e )  

by r e f u s i n g  t o  p rod uce  in f o r m a t io n  t o  s u b s t a n t i a t e  i t s  c la im  

o f  i n a b i l i t y  to  p a y .  R e ly in g  h e a v i l y  on p r i o r  c o u r t
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d e c i s i o n s ,  th e  U n ite d  S t a t e s  Court o f  A ppea ls  r e v e r s e d  th e  

r u l i n g  o f  th e  N a t io n a l  Labor R e la t io n s  Board and  h e ld  t h a t  

t h e  em ployer d id  n o t  have  to  r e n d e r  f i n a n c i a l  d a t a  t o  th e  

u n io n .  The Supreme C ourt su p p o r te d  th e  r u l i n g  o f  t h e  Na­

t i o n a l  L abor R e l a t i o n s  Board and r e v e r s e d  t h e  U n ited  S t a t e s  

C ourt o f  A ppea ls  d e c i s i o n .  I n  r e n d e r in g  i t s  d e c i s i o n  th e  

Supreme C ourt s t a t e d :

Q -ood-fa ith  b a r g a i n in g  n e c e s s a r i l y  r e q u i r e s  t h a t  c la im s  
made by e i t h e r  b a r g a i n e r  sh o u ld  be h o n e s t  c la im s .  T h is  
i s  t r u e  a b o u t  an  a s s e r t e d  i n a b i l i t y  t o  pay  an  i n c r e a s e  
i n  w ages . I f  such  an argum ent i s  im p o r ta n t  enough to  
p r e s e n t  i n  t h e  g iv e  and ta k e  o f  b a r g a i n in g ,  i t  i s  im­
p o r t a n t  enough t o  r e q u i r e  some s o r t  o f  p r o o f  o f  i t s  a c ­
c u ra c y  . 10

The Supreme C ourt obse rved  t h a t  e ach  c a se  m ust s ta n d  

upon i t s  p a r t i c u l a r  f a c t s .  The d eg ree  o f  f i n a n c i a l  d e t a i l  

t h e  em ployer m ust f u r n i s h  w i l l  v a ry  i n  d i f f e r e n t  s i t u a t i o n s ,  

b u t  i n  g e n e r a l  t h e  em ployer i s  r e q u i r e d  to  f u r n i s h  f i n a n c i a l  

d a t a  r e l e v a n t  t o  t h e  n e g o t i a t i o n s .

I t  may a l s o  be r e a s o n a b le ,  and a l s o  p ro v e  p r u d e n t ,  

f o r  t h e  a c c o u n ta n t  to  f u r n i s h  d e f i n i t i o n s  o f  a c c o u n t in g  and 

f i n a n c i a l  te rm s  and t o  p r e s e n t  a n a ly s e s  o f  i n t e r r e l a t i o n s h i p s  

be tw een  v a r i o u s  a c c o u n t s .  There may be a  l a c k  o f  m u tu a l  un­

d e r s t a n d i n g  c o n c e rn in g  th e  f u n c t io n  o f  d e p r e c i a t i o n ,  f o r  ex­

am ple , and i t s  r e l a t i o n s h i p  to  th e  f i n a n c i a l  s t a t e m e n t s .  

U n re aso n ab le  R e q u e s ts .  R eq u es ts  f o r  f i n a n c i a l  d a t a  a p p ea r  

t o  be " u n re a s o n a b le "  i f  t h e  g r a n t in g  o f  th e  r e q u e s t s  would 

damage t h e  company such  a s  a f f e c t i n g  th e  f i r m ' s  c o m p e t i t iv e  

p o s i t i o n .
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I n  th e  c a s e  o f  I n t e r n a t i o n a l  Woodworkers v .  N a t io n a l  

Labor R e la t io n s  B o a rd . 1959» th e  U n ited  S t a t e s  C ourt  o f  Ap­

p e a l s  n o te d  t h a t  t h e  I n f o r m a t io n  r e q u e s t e d  by u n io n s  f o r  

p u rp o se s  o f  n e g o t i a t i o n  f a l l s  I n t o  two c a t e g o r i e s ;

(1) D ata r e l a t i n g  to  wages p a id  t o  I t s  em p lo y ees .

(2) D ata  r e l a t i n g  to  p r o d u c t io n  and s a l e s  o f  th e  

com pany.1^

The Board c o n ten d ed  t h a t  th e  em ployer v i o l a t e d  Sec­

t i o n  8 ( a ) 5  of th e  L abor Management R e la t i o n s  Act by r e f u s i n g  

to  su p p ly  In fo rm a t io n  r e l a t i n g  to  wages, b u t  d i s m is s e d  th e  

c o m p la in t  In so f a r  a s  I t  con ce rned  th e  r e f u s a l  t o  su p p ly  

p r o d u c t io n  and s a l e s  I n f o r m a t io n .  I n  s u p p o r t in g  t h e  p o s i t i o n  

o f  t h e  N a t io n a l  L abor R e la t i o n s  Board t h e  U n i te d  S t a t e s  C ourt 

o f  A p p ea ls  c i t e d  t h e  T r u i t t  c a se  r u l i n g  t h a t  " e ac h  c a s e  must 

s ta n d  upon i t s  p a r t i c u l a r  f a c t s . " An I m p o r ta n t  c o n s i d e r a t i o n  

I n  t h i s  case was t h e  d e t r i m e n t a l  e f f e c t  t h a t  t h e  r e l e a s e  o f  

s a l e s  and p ro d u c t io n  In f o r m a t io n  m igh t have on t h e  co m p e ti­

t i v e  p o s i t i o n  o f  t h e  em ploy er .

D e ta i le d  I n f o r m a t io n  c o n c e rn in g  b re a k  even  p o i n t s  

and o t h e r  m a n a g e r ia l  c o s t  d a t a  (su ch  a s  s t a n d a r d  c o s t s )  a r e  

p r e p a r e d  p r i m a r i l y  f o r  management to  f a c i l i t a t e  p la n n in g  and 

c o n t r o l .  R e lease  o f  t h e s e  d a t a  f o r  u s e  I n  wage n e g o t i a t i o n s  

co u ld  p rove  I n j u r i o u s  to  t h e  w e l f a r e  o f  b o th  t h e  f i rm  and 

I t s  em ployees.

Unions a p p e a r  to  w atch  c l o s e l y  th e  p o r t i o n  o f  p r o f i t s  

t h a t  a r e  a l l o c a t e d  t o  management f o r  c o m p e n sa tio n .  For
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exam ple , "a  u n io n  l o c a l  annually v a r i e s  i t s  wage demand in  

a cc o rd a n c e  w i th  t h e  number o f  weeks w hich to p  management 

sp en d s  i n  F l o r i d a ,  and i n  a  p r i n t i n g  p l a n t  wage demands v a ry  

a c c o rd in g  to  t h e  number o f  h o u rs  o f  work to p  management p u t s  

i n  d a i l y . S u c h  r e q u e s t s  by u n io n s  a p p e a r  u n re a s o n a b le  

from th e  v ie w p o in t  o f  t h e  f i rm  as t h e  u n io n  i s  n o rm a l ly  n o t  

i n  a p o s i t i o n  to  e v a l u a t e  t h e  c o n t r i b u t i o n  o f  management to  

t h e  p r o g r e s s  o f  t h e  f i r m .

Q u e s t io n s  c o n c e rn in g  th e  s o u rc e s  and u s e s  o f  fu n d s ,  

p r i c e  d e t e r m i n a t i o n ,  t h e  r o l e  o f  te c h n o lo g y ,  d e t a i l  c o n c e rn ­

i n g  r e s e a r c h  and developm ent e x p e n d i tu r e s ,  and o t h e r  r e q u e s t s  

o f  t h i s  n a tu r e  may p rov e  to  be " u n re a so n a b le "  i n  te rm s  o f  t h e  

r e l a t i o n s h i p  o f  t h e s e  d a t a  to  wage n e g o t i a t i o n s .

The In d e p e n d e n t  A c c o u n ta n t . — An in d e p e n d e n t  a c c o u n t ­

a n t  who h a s  undergone  e x te n s iv e  t r a i n i n g  i n  t h e  a r e a s  o f  c o s t  

a c c o u n t in g ,  a c c o u n t in g  t h e o r y ,  and t a x a t i o n  sh o u ld  be e q u ip ­

ped  to  c o n t r i b u t e  to  wage n e g o t i a t i o n s .  A c co u n ta n ts  i n  th e  

employ o f  management and th e  un io n  may p o s s e s s  th e  n e c e s s a r y  

s k i l l  to  c o n t r i b u t e  t o  wage n e g o t i a t i o n s  b u t  t h e i r  l a c k  o f  

o b j e c t i v i t y  may p r e c lu d e  f r u i t f u l  a n a l y s i s .  The in d e p e n d e n t  

a c c o u n ta n t  co u ld  s e r v e  wage n e g o t i a t i o n s  i n  much th e  same 

way t h a t  an  in d e p e n d e n t  a u d i t o r  exam ines and c e r t i f i e s  a s  t o  

t h e  a u t h e n t i c i t y  o f  a  f i r m ' s  f i n a n c i a l  s t a t e m e n t s .

There may be a  p rob lem  o f  com m unication  be tw een  th e  

u n io n  and management c o n c e rn in g  f i n a n c i a l  d a t a  t h a t  a r e  r e l ­

e v a n t  t o  wage n e g o t i a t i o n s .  An in d e p e n d e n t  a c c o u n ta n t .
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a p p o in te d  J o i n t l y  by l a b o r  and management, may s e rv e  a s  an 

in te r m e d ia r y  to  a n a ly z e  and i n t e r p r e t  r e l e v a n t  f i n a n c i a l  

d a t a .

The c o u r t s  a p p e a r  to  r e c o g n iz e  th e  m e r i t s  o f  h a v in g  

an in d e p e n d e n t  a c c o u n ta n t  p a r t i c i p a t e  i n  wage n e g o t i a t i o n s .

I n  th e  c a se  o f  Yakima F rozen  Foods v . L o ca l  7 6 0 . F r u i t  and 

V e g e ta b le  P a c k e r s '  and Warehousemens' U n io n . 196 I ,  t h e  em­

p lo y e r  r e f u s e d  to  p e rm i t  th e  u n io n  to  make a g e n e r a l  i n s p e c ­

t i o n  o f  i t s  books and r e c o r d s  to  s u b s t a n t i a t e  th e  e m p lo y e r 's  

c la im ed  f i n a n c i a l  i n a b i l i t y  to  m eet u n io n  demands. The em­

p lo y e r  i n s i s t e d  i n s t e a d  t h a t  i t s  books and r e c o r d s  be au­

d i t e d ,  a t  t h e  u n i o n 's  ex p en se ,  by q u a l i f i e d  a c c o u n ta n t s  ap­

p o in te d  by t h e  u n io n .  The em ployer f u r t h e r  s t i p u l a t e d  t h a t  

t h e  a c c o u n ta n t  co u ld  n o t  be i n  t h e  u n i o n 's  g e n e r a l  em ploy.

The em p loyer con ten ded  t h a t  open ing  t h e  books to  th e  

u n io n  m igh t d i s c l o s e  h i s  so u rc e s  o f  su p p ly  to  t h e  u n io n  and 

h i s  c o n s ig n e e s  and m ight r e s u l t  i n  secon dary  b o y c o t t s .  The 

em ployer s t a t e d  t h a t  an  in d e p e n d e n t  a c c o u n ta n t  would n o t  

d i s c l o s e  such  c o n f i d e n t i a l  i n f o r m a t i o n .  The N a t io n a l  Labor 

R e la t i o n s  Board h e ld  t h a t  th e  em ployer was n o t  g u i l t y  o f  r e ­

f u s a l  t o  b a r g a i n  w i th  th e  u n io n .  The Board n o te d  t h a t :

( 1 ) The e m p lo y e r 's  o f f e r  was r e a s o n a b l e .

(2 )  The c o n d i t i o n s  im posed by th e  em ployer were n o t  
burdensome o r  r e s t r i c t i v e  on t h e  u n i o n . ^9

An im p o r ta n t  a r e a  o f  d i s p u t e  d e a l in g  w i th  t h e  a b i l i t y  

o f  th e  f i r m  t o  pay  i s  th e  l a c k  o f  ag reem ent c o n c e rn in g  th e  

f u n c t i o n  o f  d e p r e c i a t i o n .
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I n  t h e  s t e e l  s t r i k e  o f  1959 an Im p o r ta n t  e le m e n t  i n  

d i s p u t e  was t h e  s i g n i f i c a n c e  o f  th e  im pact o f  " l i b e r a l i z e d  

d e p r e c i a t i o n "  on r e p o r t e d  s t e e l  company p r o f i t s .  The i n d u s ­

t r y  c o n te n d e d  t h a t  p r o f i t s  were o v e r s t a t e d  b e ca u se  o f  t h e  

way d e p r e c i a t i o n  was f i g u r e d  and l a b o r  con tended  t h a t  p r o f i t s  

were u n d e r s t a t e d  because  o f  u s in g  " l i b e r a l i z e d  d e p r e c i a t i o n . "

The i n d u s t r y ' s  c o n te n t io n  was t h a t  u n d e r  c o n v e n t io n a l  
a c c o u n t i n g ,  d e p r e c i a t i o n  i s  c a l c u l a t e d  b ased  on o r i g i n a l  
d o l l a r  c o s t ,  and t h a t  t h i s  i s  in a d e q u a te  b ecau se  i t  
f a i l s  t o  g iv e  e f f e c t  to  th e  trem endous change t h a t  h a s  
t a k e n  p l a c e  i n  t h e  p u rc h a s in g  power o f  t h e  d o l l a r ,  a s  
a  r e s u l t  o f  which i t  would c o s t  many more d o l l a r s  to d ay  
t o  r e p l a c e  t h e  p l a n t  th a n  w ere o r i g i n a l l y  s p e n t .  The 
i n d u s t r y  m a in ta in s  t h a t  r e a l i s t i c  p r o f i t s  sh o u ld  be 
f i g u r e d  by r e f e r e n c e  to  r e p la c e m e n t  f i g u r e s .  On t h a t  
b a s i s ,  t h e  i n d u s t r y ' s  p r o f i t s  a r e  o n e - h a l f  o f  what th e  
f i n a n c i a l  s t a te m e n ts  s h o w . 20

L a b o r ,  on th e  o t h e r  h a n d , con tended  t h a t  t h e  f u n c t i o n

o f  d e p r e c i a t i o n  i s  t o  a l l o c a t e  t h e  o r i g i n a l  c o s t  o f  an  a s s e t

o v e r  i t s  u s e f u l  l i f e .  Labor o f f i c i a l s  o b se rv ed  t h a t :

The com panies  have  been fo l lo w in g  th e  t a x  law s i n  th e  
way th e y  w r i t e  o f f  d e p r e c i a t i o n ,  and t h e  t a x  law s have 
a l lo w e d  a  h i g h e r  w r i t e  o f f  t o  be bunched i n  e a r l y  
y e a r s  ( " l i b e r a l i z e d  d e p r e c i a t i o n " )  and c o u n te rb a la n c e d  
by a  lo w e r  w r i t e  o f f  i n  l a t e r  y e a r s .  The f i g u r e s  p r e ­
s e n te d  by th e  s t e e l  i n d u s t r y  co v er  th e  e a r l i e r  y e a r s  
where t h e r e  i s  t h e  h ig h e r  w r i t e  o f f .  The l a b o r  p e o p le  
say  t h a t  t h e  d e p r e c i a t i o n  amounts sh o u ld  be re d u c e d  by 
t h i s  e x c e s s  w r i t e  o f f  i n  t h e  e a r l y  y e a r s .  R educing  
th e  d e p r e c i a t i o n  would r e s u l t  i n  an  i n c r e a s e  i n  p r o f ­
i t s . 21

Management may view d e p r e c i a t i o n  as p r i m a r i l y  a  means 

o f  r e d u c in g  r e p o r t e d  p r o f i t s  t o  m in im ize  cash  income t a x  

f lo w s .  To t h e  e x t e n t  t h a t  t h i s  i s  t r u e ,  i t  a p p e a rs  d e s i r ­

a b l e  f o r  management t o  c a p i t a l i z e  on t h i s  f e a t u r e  o f  d e p re ­

c i a t i o n  by em ploying  " l i b e r a l i z e d  d e p r e c i a t i o n . "
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Management may a l s o  u se  " l i b e r a l i z e d  d e p r e c i a t i o n "  

f o r  f i n a n c i a l  r e p o r t i n g .  A lthough t h i s  p o s i t i o n  i s  s u b j e c t  

to  some q u e s t i o n ,  management may h o ld  t h a t  d e p r e c i a t i o n  

c h a rg e s  sh o u ld  be r e l a t e d  to  th e  c o s t  o f  re p la c e m e n t  o f  p l a n t  

and e q u ip m e n t .22 S in ce  re p la c e m e n t  o f  p l a n t  and equipm ent 

w i l l  g e n e r a l l y  r e q u i r e  more funds t h a n  t h e  o r i g i n a l  p l a n t  

and eq u ip m en t,  management may c o n te n d  t h a t  " l i b e r a l i z e d  de­

p r e c i a t i o n "  sh o u ld  be  u sed  i n  f i n a n c i a l ,  a s  w e l l  a s  income 

t a x ,  r e p o r t i n g .  L ab o r ,  on t h e  o t h e r  hand  may view " l i b e r a l ­

i z e d  d e p r e c i a t i o n "  a s  an  a t te m p t  on t h e  p a r t  o f  management to  

r e p o r t  lo w er  p r o f i t s  th a n  th e  f irm  i s  a c t u a l l y  making to  

s t r e n g th e n  th e  c o n te n t io n  o f  management t h a t  t h e  f i rm  does 

n o t  have " th e  a b i l i t y  t o  p a y ."  L abor may r e c o g n iz e  and a g re e  

w i th  management t h a t  t h e  f i rm  sh o u ld  u se  " l i b e r a l i z e d  de­

p r e c i a t i o n "  f o r  t a x  r e p o r t i n g  b u t  may h o ld  t h a t  s t r a i g h t  

l i n e  d e p r e c i a t i o n  sh o u ld  be used  f o r  f i n a n c i a l  r e p o r t s .

The in d e p e n d e n t  a c c o u n ta n t  can  u n d e r s ta n d  b o th  po­

s i t i o n s .  H is  a b i l i t y  to  comprehend b a s i c  a c c o u n t in g  p r i n c i ­

p l e s ,  to  a p p ly  them to  problem  a r e a s  such  a s  d e p r e c i a t i o n ,  

and h i s  o b j e c t i v i t y  s u g g e s t  t h a t  t h e  in d e p e n d e n t  a c c o u n ta n t  

i s  u n iq u e ly  equ ipp ed  to  make a f r u i t f u l  c o n t r i b u t i o n  to  wage 

n e g o t i a t i o n s .

A n a ly s i s  o f  F in a n c i a l  S ta te m e n ts

By d e f i n i t i o n ,  a c c o u n t in g  i n v o lv e s  th e  a n a l y s i s  and 

i n t e r p r e t a t i o n  o f  f i n a n c i a l  d a t a .  I t  i s  n o t  enough t o  m ere ly  

p r e p a r e  f i n a n c i a l  s t a t e m e n t s .  T h is  s e c t i o n  i s  d e v o te d  to
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d i s c u s s i n g  im p a c t  o f  " l i b e r a l i z e d  d e p r e c i a t i o n "  on th e  two 

t r a d i t i o n a l  f i n a n c i a l  s t a te m e n ts ;  t h e  income s ta te m e n t  and 

th e  b a la n c e  s h e e t .

C om para tive  F in a n c ia l  S t a t e m e n t s . — F i n a n c i a l  s t a t e ­

m ents p r e p a r e d  t o  summarize t h e  economic a c t i v i t y  f o r  one 

p e r io d  o f  t im e  do n o t  g iv e  an i n d i c a t i o n  o f  t h e  d i r e c t i o n  o f  

change. Very s i g n i f i c a n t  i s  t h e  change o v e r  t h e  p re c e d in g  

y e a r  o r  y e a r s .  The American I n s t i t u t e  o f  C e r t i f i e d  P u b l ic  

A cco u n tan ts  h a s  recommended th e  p r e s e n t a t i o n  o f  co m p ara t iv e  

f i n a n c i a l  s t a t e m e n t s  i n  c o n ju n c t io n  w i th  th e  p r e s e n t a t i o n  o f  

an n u a l  f i n a n c i a l  r e p o r t s .

The p r e s e n t a t i o n  o f  com p ara tiv e  f i n a n c i a l  s t a te m e n ts  i n  
an n u a l  and o t h e r  r e p o r t s  en h an c es  t h e  u s e f u l n e s s  o f  
such r e p o r t s  and b r in g s  o u t  more c l e a r l y  t h e  n a tu r e  and 
t r e n d s  o f  c u r r e n t  changes a f f e c t i n g  th e  e n t e r p r i s e .
Such p r e s e n t a t i o n  em phasizes t h e  f a c t  t h a t  s t a te m e n t s  
f o r  a  s e r i e s  o f  p e r io d s  a r e  f a r  more s i g n i f i c a n t  th a n  
th o s e  f o r  a s i n g l e  p e r io d  and t h a t  th e  a c c o u n ts  f o r  one 
p e r io d  a r e  b u t  an i n s t a lm e n t  o f  w hat i s  e s s e n t i a l l y  a  
c o n t in u o u s  h i s t o r y . ^3

Any ch an g es  i n  r e p o r t i n g  t h a t  have  o c c u r re d  t h a t  a f ­

f e c t  th e  c o m p a r a b i l i t y  o f  f i n a n c i a l  s t a te m e n t s  shou ld  be 

d i s c l o s e d ,  a s  su g g e s te d  below:

I t  i s  n e c e s s a r y  t h a t  p r i o r - y e a r  f i g u r e s  shown f o r  com­
p a r a t i v e  p u rp o s e s  be i n  f a c t  com parab le  w i th  th o s e  
shown f o r  th e  m ost r e c e n t  p e r i o d ,  o r  t h a t  any excep­
t i o n s  t o  c o m p a r a b i l i t y  be c l e a r l y  b ro u g h t  o u t . 24

An im p o r ta n t  change i n  r e p o r t i n g  t h a t  p r e c lu d e s  com­

p a r a t i v e  a n a l y s i s  and th e r e f o r e  r e q u i r e s  an e x p la n a to ry  n o te  

would be c o n v e r s io n  from s t r a i g h t  l i n e  to  " l i b e r a l i z e d  d e ­

p r e c i a t i o n "  o r  from " l i b e r a l i z e d  d e p r e c i a t i o n "  t o  s t r a i g h t  

l i n e  d e p r e c i a t i o n .  Once a p a r t i c u l a r  method i s  s e l e c t e d
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f o r  income t a x  r e p o r t i n g ,  th e  method must be c o n s i s t e n t l y  

employed f o r  a  p a r t i c u l a r  a s s e t  o r  group o f  a s s e t s  (wi%h 

t h e  e x c e p t io n  o f  th e  d e c l i n i n g  b a la n c e — s t r a i g h t  l i n e  sw i tc h ­

o v e r ) .  H oyever, a new e l e c t i o n  may be e x e r c i s e d  on a s s e t s  

a c q u i r e d  f o r  e x p a n s io n  o r  r e p la c e m e n t .  An expand ing  f irm  i s  

c o n t i n u a l l y  ad d in g  to  p l a n t  and eq u ip m en t.  T h e re fo r e ,  t h i s  

change i n  d e p r e c i a t i o n  method i s  a  p r a c t i c a l  p o s s i b i l i t y .  

A c c o rd in g ly ,  b u s in e s s  f i rm s  ch an g in g  d e p r e c i a t i o n  methods 

sh o u ld  d i s c l o s e  t h e  change so t h a t  t h e  a c c o u n ta n t  may a d j u s t  

f o r  t h e  change when i n t e r p r e t i n g  co m p ara t iv e  f i n a n c i a l  d a t a .

S in c e  some f i r m s  u se  " l i b e r a l i z e d  d e p r e c i a t i o n "  f o r  

income t a x  r e p o r t i n g  and s t r a i g h t  l i n e  d e p r e c i a t i o n  fo r  f i ­

n a n c i a l  r e p o r t i n g ,  c a r e  must be e x e r c i s e d  to  compare d a ta  

from  s u c c e s s iv e  f i n a n c i a l  r e p o r t s  w i th  d a t a  from e a r l i e r  f i ­

n a n c i a l  r e p o r t s  and d a t a  from s u c c e s s iv e  income t a x  r e p o r t s  

w i th  d a t a  from  e a r l i e r  income t a x  r e p o r t s .

A con tem pora ry  t r e n d  i n  th e  a n a l y s i s  o f  f i n a n c i a l  

s t a te m e n t s  i s  to  p la c e  more em phasis  on th e  income s ta te m e n t  

and th e  e a r n in g s  t r e n d  o f  a f i rm  th a n  on th e  b a la n c e  sh e e t  

o f  th e  f i r m .  T h e r e fo r e ,  t h e  e f f e c t  o f  em ploying  " l i b e r a l i z e d  

d e p r e c i a t i o n "  on th e  income s t a te m e n t  h a s  been  em phasized 

th ro u g h o u t  t h i s  s tu d y .  However, b a la n c e  s h e e t s ,  a s  w e ll  a s  

income s t a t e m e n t s ,  a r e  a l s o  a n a ly z e d  by th e  f i rm  and by o u t ­

s i d e r s .  One b a la n c e  s h e e t  r a t i o  t h a t  i s  a f f e c t e d  by a change 

i n  d e p r e c i a t i o n  m ethods i s  th e  r a t i o  o f  p led g e d  f i x e d  a s s e t s  

t o  lo n g - te r m  l i a b i l i t i e s .  T h is  r a t i o  i s  o f t e n  c a l c u l a t e d  t o
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m easure  th e  d e g re e  o f  s e c u r i t y  g ra n te d  to  m ortgage  o r  bond­

h o l d e r s  by th e  p led g e d  a s s e t s .

A l lo c a t io n  o f  Income T a x e s . Many f i rm s  employ " l i b ­

e r a l i z e d  d e p r e c i a t i o n "  f o r  income t a x  r e p o r t i n g  and s t r a i g h t  

l i n e  d e p r e c i a t i o n  f o r  f i n a n c i a l  r e p o r t i n g .  S in c e  th e  d e p re ­

c i a t i o n  ch arg e  i s  l a r g e r  f o r  t a x  r e p o r t i n g  th a n  f o r  f i n a n c i a l  

r e p o r t i n g ,  t h e r e  i s  a  f a i l u r e  to  match re v e n u e s  and ex p en se s  

i n  t h e  f i n a n c i a l  s t a t e m e n t s .  The amount o f  d i s t o r t i o n  i s  

t h e  d i f f e r e n c e  i n  th e  t a x e s  p a id  by em ploying " l i b e r a l i z e d  

d e p r e c i a t i o n "  o v e r  what th e  t a x e s  would be i f  s t r a i g h t  l i n e  

d e p r e c i a t i o n  i s  u s e d .  A b a s i c  a c c o u n t in g  c o n v e n t io n  h o ld s  

t h a t  t h e  a c c o u n ta n t  m ust engage i n  p ro c e d u re s  w hich f a c i l i ­

t a t e  th e  "m atch ing  p r o c e s s , "  p re c e d e n t  to  th e  p r e p a r a t i o n  o f  

f i n a n c i a l  s t a t e m e n t s .  I n  o r d e r  t o  c o r r e c t  th e  d i s t o r t i o n  i n  

a f t e r  t a x  n e t  income i t  i s  n e c e s s a r y  to  c h a rg e  income i n  

e a r l i e r  y e a r s  w i th  an amount e q u a l  to  th e  t a x  r e d u c t io n  and 

t o  r e t u r n  t h i s  amount t o  income i n  su b seq u e n t  y e a r s  when th e  

d e p r e c i a t i o n  charge  f o r  f i n a n c i a l  r e p o r t i n g  e x ceed s  th e  de­

p r e c i a t i o n  ch arg e  f o r  income t a x  r e p o r t i n g .  T h is  p ro c e d u re  

h a s  been  term ed " a l l o c a t i o n  o f  income t a x e s . "  I n  i t s  Re­

s e a r c h  B u l l e t i n  No. 43 th e  Am erican I n s t i t u t e  o f  C e r t i f i e d  

P u b l i c  A cco u n tan ts  f o r m a l ly  r e c o g n iz e d  th e  n eed  o f  a cc o u n t­

i n g  f o r  " a l l o c a t i o n  o f  income t a x e s "  a s  a  r e s u l t  o f  th e  i s ­

su an ce  o f  " c e r t i f i c a t e s  o f  n e c e s s i t y "  u n d e r  th e  Revenue Act 

o f  1 9 5 0 .2 5  L a t e r ,  i n  R e se a rc h  B u l l e t i n  No. 44 (R ev ised  

J u l y ,  1 9 5 8 ) th e  I n s t i t u t e  f o r m a l ly  r e c o g n iz e d  t h e  need  o f
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a c c o u n t in g  f o r  " a l l o c a t i o n  o f  income t a x e s "  a s  a r e s u l t  o f  

" l i b e r a l i z e d  d e p r e c i a t i o n "  b e in g  i n c o r p o r a t e d  i n t o  t h e  I n ­

t e r n a l  Revenue Code o f  1954.^6

Ever s in c e  t h i s  p ro c e d u re  h a s  been  approved  by th e  

A m erican I n s t i t u t e ,  th e  l i t e r a t u r e  h a s  been r e p l e t e  w i th  

a r t i c l e s  d i s c u s s i n g  i t s  p r o p r i e t y .  Most o f  th e  d i s c u s s i o n  

i s  c e n t e r e d  a rou nd  t h e  h a n d l in g  o f  t h e  c r e d i t  c o r r e s p o n d in g  

to  t h e  a d d i t i o n a l  c h a rg e  f o r  income t a x e s .  I n  R e se a rch  Bul­

l e t i n  No. 44 th e  Am erican I n s t i t u t e  s t a t e d  t h a t  t h e  f i rm  

sh o u ld  r e c o r d  th e  c r e d i t  a s  a d e f e r r e d  c r e d i t  ( l i a b i l i t y )  o r  

r e c o g n iz e  t h e  r e l a t e d  t a x  e f f e c t  a s  a d d i t i o n a l  d e p r e c i a t i o n  

( v a l u a t i o n  r e s e r v e )  i n  r e c o g n i t i o n  o f  th e  l o s s  o f  f u t u r e  de- 

d u c t a b i l i t y  f o r  income ta x  r e p o r t i n g .  A d i f f e r e n c e  o f  o p in io n  

a r o s e  among a c c o u n ta n t s  a s  to  th e  la n g u a g e  o f  B u l l e t i n  44 .

Some a c c o u n ta n t s  h e ld  t h a t ,  a c c o rd in g  to  th e  B u l l e t i n ,  t h e  

d e f e r r e d  t a x  a c c o u n t  co u ld  be c l a s s i f i e d  i n  th e  o w ners ' 

e q u i t y  s e c t i o n  o f  t h e  b a la n c e  s h e e t  a s  a  r e s t r i c t i o n  o f  r e ­

t a i n e d  e a r n in g s  f o r  f u t u r e  income t a x e s .  S u b s e q u e n t ly ,  th e  

A m erican I n s t i t u t e  c l a r i f i e d  i t s  p o s i t i o n  by s t a t i n g :

The com m ittee  u se d  th e  p h ra s e  (a  d e f e r r e d  ta x  a c c o u n t)  
i n  i t s  o r d in a r y  c o n n o ta t io n  o f  an  a cc o u n t  to  be shown 
i n  th e  b a la n c e  s h e e t  a s  a  l i a b i l i t y  o r  a d e f e r r e d  
c r e d i t .  A p r o v i s i o n  i n  r e c o g n i t i o n  o f  th e  d e f e r r a l  o f  
income t a x e s ,  b e in g  r e q u i r e d  f o r  th e  p ro p e r  d e te r m in ­
a t i o n  o f  n e t  incom e, sho u ld  n o t  a t  t h e  same t im e  r e ­
s u l t  i n  a  c r e d i t  to  ea rn ed  s u r p l u s  o r  to  any o t h e r  a c ­
coun t in c lu d e d  i n  th e  s t o c k h o l d e r ' s  e q u i ty  s e c t i o n  o f  
th e  b a la n c e  s h e e t . 27

On F e b ru a ry  29 , I960 t h e  S e c u r i t i e s  and Exchange Commission

p u b l i s h e d  A c co u n t in g  S e r i e s  R e le a s e  No. 85 . T h is  r e p o r t
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p ro m u lg a te d  th e  p o l i c y  of th e  SEC c o n c e rn in g  th e  r e p o r t i n g  

o f  t h e  c r e d i t  a r i s i n g  from "income t a x  a l l o c a t i o n "  a s  f o l ­

low s :

On and a f t e r  t h e  e f f e c t i v e  d a t e  o f  t h i s  s t a te m e n t  o f  
a d m i n i s t r a t i v e  p o l i c y ,  any f i n a n c i a l  s t a te m e n t  f i l e d  
w i th  t h i s  Commission w hich  d e s i g n a t e s  a s  e a rn e d  s u r p l u s  
( o r  i t s  e q u i v a l e n t )  o r  i n  any manner a s  a  s o r t  o f  e q u i ty  
c a p i t a l  (ev en  though accom panied by words o f  l i m i t a t i o n  
such  a s  ' r e s t r i c t e d *  o r  ' a p p r o p r i a t e d ' )  t h e  a ccu m u la ted  
c r e d i t  a r i s i n g  from a c c o u n t in g  f o r  r e d u c t i o n s  i n  income 
t a x e s  r e s u l t i n g  from d e d u c t in g  c o s t s  f o r  income t a x  
p u rp o se s  a t  a  more r a p id  r a t e  th a n  f o r  f i n a n c i a l  s t a t e ­
ment p u rp o s e s  w i l l  be presum ed by th e  Commission to  be 
m is le a d in g  o r  in a c c u r a te  d e s p i t e  d i s c l o s u r e  c o n ta in e d  
in  t h e  c e r t i f i c a t e  o f th e  a c c o u n ta n t  o r  i n  f o o t n o t e s  
to  t h e  s t a t e m e n t s ,  p ro v id e d  t h e  amounts in v o lv e d  a r e
m a t e r i a l . 28

As th e  above r e f e r e n c e s  s u g g e s t ,  t h e  Am erican I n s t i ­

t u t e  and th e  S e c u r i t i e s  and Exchange Commission h o ld  t h a t  

t h e  " a l l o c a t i o n  o f  income t a x e s "  c r e d i t  sh o u ld  be c l a s s i f i e d  

on th e  b a la n c e  s h e e t  as  a  l i a b i l i t y .

A c r i t i c a l  i s s u e  i n  t h e  c l a s s i f i c a t i o n  i s  th e  p o i n t  

t h a t  t h e  l i a b i l i t y  w i l l  n e v e r  m a t e r i a l i z e  f o r  an exp an d in g  

f i r m .  F o r an  ex pand ing  f i rm  th e  t a x  d e f e r r a l  t h a t  r e s u l t s  

from em ploying " l i b e r a l i z e d  d e p r e c i a t i o n "  i s  d e f e r r e d  i n ­

d e f i n i t e l y .  I n  a r e c e n t  i s s u e  o f  th e  J o u r n a l  o f  A ccountancy 

P r o f e s s o r  Thomas K e l l e r  d i s c u s s e s  t h i s  p roblem  and draw s an 

a n a lo g y  b e tw een  d e fe r r e d  income t a x e s  and bonds p a y a b le .  He 

a s s e r t s  t h a t  a l th o u g h  d e f e r r e d  income t a x e s  r e s u l t i n g  from 

" a l l o c a t i o n  o f  income ta x e s"  may n e v e r  be p a id  bonds w i l l  i n  

a l l  l i k e l i h o o d  n e v e r  be p a id  o f f  e i t h e r . ^9 P r o f e s s o r  K e l l e r  

c o n c lu d e s  t h a t  i n  a c c o u n t in g  f o r  " a l l o c a t i o n  o f  income t a x e s "  

t h e  a c c o u n ta n t  sh o u ld  c l a s s i f y  th e  c r e d i t  a r i s i n g  from t h e
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a l l o c a t i o n  a s  a  l i a b i l i t y  and by so d o in g  he  i s  m ere ly  ap­

p ly in g  t h e  w id e ly  a c c e p te d  a c c r u a l  b a s i s  o f  a c c o u n t in g .

D e p r e c ia t io n  and t h e  Funds S ta te m e n t . — I n  a d d i t i o n  to  

p r e p a r in g  th e  c o n v e n t io n a l  income s t a te m e n t  and b a la n ce  

s h e e t ,  a c c o u n ta n ts  o f t e n  p r e p a r e  a " s t a te m e n t  o f  so u rc e s  and 

a p p l i c a t i o n  o f  f u n d s ."  I n  g e n e r a l ,  fu nds  a r e  d e f in e d  a s  

w orking  c a p i t a l  a c c o u n ts  and th e  s ta te m e n t  a n a ly z e s  t h e  

change i n  w ork ing  c a p i t a l  from one p e r io d  to  t h e  n e x t .  A 

v a r i a t i o n  o f  t h e  fu n d s  s t a te m e n t  i s  th e  " c a sh  f low  s ta te m e n t"  

which a n a ly z e s  th e  change i n  c a sh  from one p e r i o d  to t h e  

n e x t .

M e c h a n ic a l ly ,  t h e  p r e p a r a t i o n  o f  t h e  fu n d s  s ta te m e n t  

in v o lv e s  ad d in g  d e p r e c i a t i o n  back to  n e t  income to  o b ta in  

n e t  income i n  te rm s  o f  fu n d s  flow  ( fu n d s  b e in g  d e f in e d  a s  

w ork ing  c a p i t a l ) .  Net incom e, a s  a d j u s t e d  f o r  no n -cash  

c h a rg e s  (su ch  a s  d e p r e c i a t i o n ,  and n o n -c a sh  c r e d i t s  r e p r e ­

s e n t s  a  so u rc e  o f  fu n d s .  To t h i s  e x t e n t ,  d e p r e c i a t i o n  i s  a  

so u rce  o f  fu n d s  and i f  " l i b e r a l i z e d  d e p r e c i a t i o n "  i s  u s e d ,  

th e  e f f e c t  i s  t o  i n c r e a s e  t h e  c o n t r i b u t i o n  o f  n e t  income as  

a  so u rc e  o f  fu n d s .

I t  i s  a l s o  t r u e  t h a t  d e p r e c i a t i o n  a f f e c t s  the  d e t e r ­

m in a t io n  o f  n e t  income and t h e r e f o r e  a f f e c t s  income t a x  

f lo w s .  Using " l i b e r a l i z e d  d e p r e c i a t i o n "  m in im iz es  Income 

t a x  f lo w s  w hich c o n s t i t u t e s  a t a x  d e f e r r a l .  F o r expanding 

f i rm s  th e  d e f e r r a l  t e n d s  to  become p e rm a n en t .  T h e re fo re ,  i n  

a  se n se  d e p r e c i a t i o n  i s  a  so u rc e  o f  fu n d s  t o  t h e  e x te n t  o f
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t h e  t a x  d e f e r r a l .

By d e f i n i t i o n ,  how ever, d e p r e c i a t i o n  i s  th e  a l l o c a ­

t i o n  o f  t h e  c o s t  o f  a f i x e d  a s s e t  o v e r  i t s  e s t im a te d  u s e f u l  

l i f e .  I n  e s s e n c e ,  a  f ix e d  a s s e t  i s  a  " rev e n u e  ch a rg e  i n  s u s ­

p e n s e ."  The c o n te n t io n  t h a t  r e c o r d in g  d e p r e c i a t i o n  i n  i t s e l f  

c o n s t i t u t e s  a  so u rc e  o f  funds to  p ro v id e  f o r  re p la c e m e n t  o r  

e x p a n s io n  o f  p l a n t  and equipm ent and t h e  c o n te n t io n  t h a t  ex­

p a n s io n  and re p la c e m e n t  o f  p l a n t  and equ ipm en t i s  p ro v id e d  

f o r  by accum ula ted  d e p r e c i a t i o n  i s  s u b j e c t  to  q u e s t io n .  Only 

by p h y s i c a l l y  t r a n s f e r r i n g  money from t h e  g e n e r a l  c a sh  a c ­

coun t to  a s p e c i a l  fund can th e  f i rm  be a s s u r e d  t h a t  fu n d s  

w i l l  be a v a i l a b l e  f o r  re p la c e m e n t  o r  e x p a n s io n  o f  p l a n t  and 

equ ipm en t.  Large f i rm s  te n d  to  s e t  fu n d s  a s i d e  f o r  r e p l a c e ­

ment and ex p an s io n  w h i le  sm a ll  f i rm s  g e n e r a l l y  do n o t  s e t  

fund s  a s id e  f o r  t h i s  p u rp o s e .  The mere f a c t  t h a t  d e p r e c i a ­

t i o n ,  p a r t i c u l a r l y  " l i b e r a l i z e d  d e p r e c i a t i o n , "  sav es  t a x  d o l ­

l a r s  d o e s n ' t  n e c e s s a r i l y  mean th e  s a v in g s  w i l l  be a v a i l a b l e  

f o r  re p la c e m e n t  o r  ex p an s io n  o f  f a c i l i t i e s  a t  a l a t e r  d a t e .

" L ib e r a l i z e d  D e p re c ia t io n "  and th e  C ost P r i n c i p l e . — 

One o f  t h e  most im p o r ta n t  a c c o u n t in g  p r i n c i p l e s  i s  th e  c o s t  

p r i n c i p l e .  T h is  p r i n c i p l e  i s  th e  " g u id in g  l i g h t "  f o r  a c c o u n t­

a n t s  a s  th e y  r e c o r d  t h e  a c q u i s i t i o n  o f  a s s e t s .  A lso ,  a c c o u n t­

a n t s  fo l lo w  th e  c o s t  p r i n c i p l e  when p r e s e n t i n g  a s s e t  v a lu e s  

on t h e  f i r m 's  b a la n c e  s h e e t .  The c o s t  p r i n c i p l e  i s  d e f in e d  

a s  f o l lo w s :

Cash A c q u i s i t i o n s — The c o s t  i s  th e  minimum c ash  o u t l a y  
in v o lv e d  i n  p r e p a r in g  th e  a s s e t  f o r  u se  by th e  f i r m .
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Non Cash A c q u i s i t i o n s — The c o s t  i s  th e  f a i r  m arke t  v a lu e  
o f  t h a t  r e c e i v e d  o r  g iv e n ,  w h ic h ev e r  i s  more c l e a r l y  a s ­
c e r t a i n a b l e .  I n  th e  ab sen ce  o f  a f a i r  m ark e t  v a lu e  f o r  
e i t h e r  t h a t  g iv e n  o r  r e c e iv e d  th e  book v a lu e  o f  t h e  a s ­
s e t  g iv e n  up w i l l  be th e  c o s t  o f  t h e  a s s e t  r e c e i v e d .

C o s t ,  a s  d e te rm in e d  above, becomes th e  b a s i s  f o r  r e ­

c o rd in g  d e p r e c i a t i o n .  D e p r e c ia t io n  a l l o c a t e s  th e  c o s t  o f  an 

a s s e t  o v e r  i t s  e s t im a te d  u s e f u l  l i f e .  W ith n o t a b l e  excep­

t i o n s ,  such  a s  p r e p a r in g  b a la n c e  s h e e t s  f o r  l o a n  p u rp o s e s ,  

a s s e t s  a r e  p r e s e n t e d  on t h e  b a la n c e  s h e e t  a t  c o s t .

Using " l i b e r a l i z e d  d e p r e c i a t i o n "  does  n o t  v i o l a t e  th e  

c o s t  p r i n c i p l e  o f  a c c o u n t in g .  T o ta l  d e p r e c i a t i o n  c h a rg e s  f o r  

a g iv e n  a s s e t  a r e  t h e  same f o r  " l i b e r a l i z e d  d e p r e c i a t i o n "  and 

s t r a i g h t  l i n e  d e p r e c i a t i o n .  " L ib e r a l i z e d  d e p r e c i a t i o n "  m eets 

t h e  c o s t  p r i n c i p l e  r e q u i r e m e n t  o f  b e in g  " s y s te m a t i c  and r a ­

t i o n a l . "^0 T h e r e fo r e ,  i n  a d d i t i o n  to  b e in g  a c c e p t a b l e  f o r  

income t a x  r e p o r t i n g ,  " l i b e r a l i z e d  d e p r e c i a t i o n "  i s  a c c e p ta b le  

f o r  f i n a n c i a l  r e p o r t i n g .  In  f a c t ,  " l i b e r a l i z e d  d e p r e c i a t i o n "  

may more n e a r l y  p a r a l l e l  t h e  economic l o s s  o f  an a s s e t  th a n  

s t r a i g h t  l i n e  d e p r e c i a t i o n .  A c a se  i n  p o i n t  m igh t be a new 

b u s in e s s  a u to m o b ile  t h a t  d e p r e c i a t e s  r a p i d l y  i n  e a r l y  y e a r s  

and l e s s  r a p i d l y  i n  l a t e r  y e a r s .

I n  a d d i t i o n ,  management may te n d  to  t h in k  i n  te rm s 

o f  r e l a t i n g  d e p r e c i a t i o n  c h a rg e s  t o  r e p a i r s  o f  i t s  p l a n t  and 

eq u ip m en t.  High d e p r e c i a t i o n  c h a rg e s ,  combined w i th  low r e ­

p a i r  c o s t s  d u r in g  th e  e a r l y  y e a r s  o f  an a s s e t ' s  l i f e ,  may 

abou t e q u a l  low d e p r e c i a t i o n  c h a rg e s  combined w i th  h ig h  r e ­

p a i r  c o s t s  d u r in g  th e  l a t e r  y e a r s  o f  an a s s e t ' s  l i f e .
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Summary

The Im p ac t  o f  " l i b e r a l i z e d  d e p r e c i a t i o n "  on im p o r ta n t  

m a n a g e r ia l  d e c i s i o n s  was examined i n  t h i s  c h a p t e r .  S p e c i f i c  

a r e a s  examined w ere  p r o d u c t  p r i c i n g ,  d iv id e n d  p o l i c y ,  wage 

n e g o t i a t i o n s ,  and a n a l y s i s  o f  f i n a n c i a l  s t a t e m e n t s .

I n  t h e  s e c t i o n  d e a l i n g  w i th  p r o d u c t  p r i c i n g  t r a d i ­

t i o n a l  p r i c i n g  t h e o r i e s  were re v ie w e d .  U sing  th e  c o s t - p l u s  

p r i c i n g  p o l i c y  a s  a p o i n t  o f  d e p a r t u r e ,  t h e  w r i t e r  examined 

t h e  e f f e c t  o f  u s in g  " l i b e r a l i z e d  d e p r e c i a t i o n "  on p ro d u c t  

p r i c e  by i l l u s t r a t i n g  s e v e r a l  v a r i a t i o n s  o f  c o s t - p l u s  p r i c i n g .  

I n  t h e  p r o c e s s  o f  e x p lo r in g  th e s e  m ethods he  fou nd  t h a t  " l i b ­

e r a l i z e d  d e p r e c i a t i o n "  h a s  a ten d en cy  to  i n c r e a s e  p ro d u c t  

p r i c e  by i n c r e a s i n g  th e  c o s t s  o f  p ro d u c in g  and s e l l i n g  th e  

f i r m ’ s p r o d u c t .

The w r i t e r  a l s o  examined th e  r e l a t i o n s h i p  o f  " l i b ­

e r a l i z e d  d e p r e c i a t i o n "  t o  d iv id e n d  p o l i c y  by a n a ly z in g  th e  

r e l a t i o n s h i p  o f  d iv id e n d  p o l i c y  to  e a r n in g s  o f  t h e  f i r m .

A lso ,  r e s t r i c t i o n s  on r e t a i n e d  e a r n in g s  t h a t  a f f e c t  d iv id e n d  

p o l i c y  were e x p lo r e d .  An im p o r ta n t  r e s t r i c t i o n  i s  t h e  ap­

p r o p r i a t i o n  o f  r e t a i n e d  e a r n in g s  f o r  re p la c e m e n t  and ex­

p a n s io n  o f  p l a n t  and eq u ipm en t.  M ajor em phasis  was d e v o te d  

t o  th e  r e l a t i o n s h i p  o f  d e p r e c i a t i o n  t o  r e t a i n e d  e a r n i n g s .

N ex t, t h e  r o l e  o f  th e  a c c o u n ta n t  i n  wage n e g o t i a t i o n s  

was examined w i th  em phasis  on th e  a c c o u n t a n t ' s  r e s p o n s i b i l i t y  

t o  e v a lu a t e  t h e  e m p lo y e r’ s " a b i l i t y  t o  p a y ."  The c r i t e r i a  

f o r  d i s c l o s u r e  o f  t h e  f i r m ’ s f i n a n c i a l  d a t a  was e v a lu a t e d  i n
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te rm s  o f  b e in g  " r e a s o n a b le "  o r  " u n re a s o n a b le "  r e q u e s t s .  

R e le v a n t  l a b o r  c a s e s  d e a l i n g  w i th  th e  f i r m ’ s " a b i l i t y  to  

pay" were d i s c u s s e d .  The r e l a t i o n s h i p  o f  " l i b e r a l i z e d  de­

p r e c i a t i o n "  to  t h e  f i r m ' s  " a b i l i t y  to  pay" was a n a ly z e d .  A 

s u g g e s t io n  was made t h a t  an  in d e p e n d e n t  a c c o u n ta n t  c o u ld  make 

a  f r u i t f u l  c o n t r i b u t i o n  to  wage n e g o t i a t i o n s .

S u b s e q u e n t ly ,  t h e  r e l a t i o n s h i p  o f  " l i b e r a l i z e d  de­

p r e c i a t i o n "  to  t h e  a n a l y s i s  o f  f i n a n c i a l  s ta te m e n ts  was d i s ­

c u s s e d .  The d e s i r a b i l i t y  o f  em ploying  c o n s i s t e n t  d e p r e c i a t i o n  

methods i n  o r d e r  t o  f a c i l i t a t e  m e a n in g fu l  co m para tive  a n a l y s i s  

was a l s o  d i s c u s s e d .  N e x t ,  t h e  p o s i t i o n  o f  th e  a c c o u n t in g  

p r o f e s s i o n  r e g a r d in g  " a l l o c a t i o n  o f  income ta x e s "  t h a t  i s  

n e c e s s i t a t e d  by em ploying  " l i b e r a l i z e d  d e p r e c i a t i o n "  f o r  i n ­

come t a x  r e p o r t i n g  and s t r a i g h t  l i n e  d e p r e c i a t i o n  f o r  f i n a n ­

c i a l  r e p o r t i n g  was exam ined .

F i n a l l y ,  th e  w r i t e r  examined t h e  p o s s i b i l i t y  o f  d e ­

p r e c i a t i o n  c o n s t i t u t i n g  a  so u rc e  o f  fu n d s .  " L ib e r a l i z e d  de­

p r e c i a t i o n "  do es  n o t  v i o l a t e  th e  c o s t  p r i n c i p l e  o f  a c c o u n t in g .  

U sing  " l i b e r a l i z e d  d e p r e c i a t i o n "  f o r  f i n a n c i a l  r e p o r t i n g  i s  

a c c e p t a b l e  a c c o u n t in g  t h e o r y .



FOOTNOTES

^Adolph M atz, O th e l  J .  C urry , and George ¥ .  F ra n k , 
C ost A cco un ting  (3d e d i t i o n ;  New York; S o u th -W este rn  Pub­
l i s h i n g  C o .,  1 9 6 2 ) ,  p . 8 5 6 .

P au l A,  Sam uelson, Economics (5 th  e d i t i o n ;  New 
Y ork: McGraw H i l l ,  I n c . ,  196I ) ,  p .  5^5»

^ N e il  W. C ham berla in , The Firm; M icro Economic P la n ­
n in g  and A c t io n  (New Y ork; McGraw H i l l ,  I n c . ,  1962), p .  195 .

^See T ab le  16, C h ap te r  IV.
5

P r o f e s s o r  N e i l  W. C ham berla in  h a s  s u g g e s te d  an  a l ­
t e r n a t e  fo rm u la  f o r  r a t e  o f  r e t u r n  p r i c i n g  w hich  may be em­
p lo y e d  by a f i rm  u s in g  a s t a n d a r d  c o s t  sy s tem . Op. c i t . .
p .  197 .

^ a t z ,  C urry , and F ra n k , op. c i t . .  p .  859.

^ C h am berla in ,  op . c i t . ,  p .  198 .
g

John L in t n e r ,  " D i s t r i b u t i o n  o f  Incomes o f  C orpora­
t i o n  Among D iv id e n d s ,  R e ta in e d  E a rn in g s ,  and T a x e s ,"  American 
Economic Review , Volume XLVI (May, 1956), p .  99*

^ I b l d . , p .  9 9 .

^ C h a m b e r l a in ,  o p .  c i t . .  p .  279.

^^H arry  B u t t im e r ,  "D iv id en ds  and th e  Law," A ccoun ting  
Review ( J u l y ,  1961 ) ,  p .  435 .

12These s t a t e s  a r e  M a s s a c h u s e t t s ,  New H am pshire , and
Wyoming.

^ ^ B u tt im e r ,  o p .  c i t . . p .  434.
14W ilb e r t  E. K a rren b ro c k  and H arry  S im ons, In te rm e ­

d i a t e  A ccoun ting  (3d e d i t i o n ;  New York; S o u th -W es te rn  Pub­
l i s h i n g  C o.; 1 9 5 8 ) ,  p .  7 2 3 .

^ ^ E rn e s t  D a le ,  "The A c c o u n ta n t 's  P a r t  i n  Labor R e la ­
t i o n s , "  Handbook o f  Modern A ccoun ting  T h eo ry , e d .  M orton 
Backer (New J e r s e y ;  P r e n t i c e - H a l l ,  I n c . ,  1959); p .  545.

153



154

 ̂^L abor R e la t i o n s  R e fe ren c e  M anual. Volume XXXVIII 
(W ashing ton : The Bureau o f  N a t io n a l  A f f a i r s ,  I n c . ,  1 946),
p .  2042.

17Labor R e la t i o n s  R e fe ren c e  M anu a l, Volume X L III  
(W ashing ton : The Bureau o f  N a t io n a l  A f f a i r s ,  I n c . ,  1 949),
p .  2462.

1 fiD a le ,  on . c i t . ,  p .  548.

19Labor R e la t i o n s  R e fe ren c e  M anu a l, Volume XLVII 
(W ashing ton : The Bureau o f  N a t io n a l  A f f a i r s ,  I n c . ,  1961),
p .  1472.

pn " D e p r e c ia t io n  and th e  S t e e l  S t r i k e , "  The J o u r n a l  
o f  A ccountancy ( J a n u a r y ,  I9 6 0 ) ,  p .  22.

^^I b i d . . p .  22.

22A c a se  i n  p o i n t  was th e  U .S. S t e e l  c a se  d i s c u s s e d  
i n  C hap te r  I I  o f  t h i s  s tu d y .

23A m erican I n s t i t u t e  o f  C e r t i f i e d  P u b l ic  A ccount­
a n t s ,  A ccou n tin g  R e se a rch  and Term inology B u l l e t i n s  ( F in a l  
E d i t i o n ;  New Y ork: American I n s t i t u t e  o f  C e r t i f i e d  P u b l ic
A c c o u n ta n ts ,  1961), p .  15.

24
I b i d . , p .  15*

^^I b i d . . p .  75 .

^^I b i d . . p .  1-A.

2?I b i d . . p .  7 - A.

28U n i te d  S t a t e s  S e c u r i t i e s  and Exchange Commission, 
A ccoun ting  S e r i e s  R e le a s e s  78 to  89 I n c l u s i v e  (W ashing ton : 
U .S . Government P r i n t i n g  O f f i c e ,  1962), p .  60.

Thomas F. K e l l e r ,  "The Annual Income Tax A c c r u a l , "  
The J o u r n a l  o f  A ccountancy  (O c to b e r ,  1962), p .  63.

^^A m erican I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c c o u n ta n ts ,  
O P .  c i t . .  p .  1-A.



CHAPTER VI 

SUMMARY AND CONCLUSIONS

The e v o lu t i o n  o f  d e p r e c i a t i o n  p r a c t i c e s  i n  th e  U n ited  

S t a t e s  f a l l s  i n t o  f o u r  p e r i o d s :  b e f o r e  1913, 1913 to  1934,

1934 to  1 9 5 4 , and a f t e r  1954. P r i o r  to  1900 t h e  co n ce p t  o f  

d e p r e c i a t i o n  was o f  r e l a t i v e l y  m ino r  im p o r ta n c e  to  a c c o u n t­

a n t s  and e c o n o m is ts .  Around th e  t u r n  o f  t h e  c e n tu r y  th e  

m erger and c o n s o l i d a t i o n  movement i n  t h e  U n i te d  S t a t e s  c r e a t e d  

a need  f o r  r e f in e m e n t  o f  m easu re s  o f  b u s in e s s  incom e. D is ­

c u s s io n s  o f  d e p r e c i a t i o n  p r a c t i c e s  began  to  a p p e a r .  In  1909 

th e  Supreme C ourt r e c o g n iz e d  d e p r e c i a t i o n  a s  an  o p e r a t in g  ex­

pense  i n  t h e  K n o x v i l le  W ater Company c a s e .  The s i x t e e n t h  

amendment t o  t h e  C o n s t i t u t i o n  was fo l lo w e d  by th e  Revenue Act 

o f  1 9 1 3 . T h is  a c t  a u th o r i z e d  th e  d e d u c t io n  o f  d e p r e c i a t i o n  

i n  t h e  c o m p u ta t io n  o f  n e t  income f o r  income t a x  r e p o r t i n g .

D uring  th e  p e r i o d  1913 to  1934 b u s in e s s  was a llo w ed  

a l a r g e  d e g re e  o f  d i s c r e t i o n  i n  th e  c o m p u ta t io n  o f  d e p r e c i a ­

t i o n  c h a r g e s .  I n  1934 th e  T re a s u ry  D epartm ent i s s u e d  T re a s ­

u ry  D e c is io n  4422 w hich  s h i f t e d  t o  b u s in e s s  th e  bu rden  o f  

p r o o f  a s  t o  th e  r e a s o n a b le n e s s  o f  d e p r e c i a t i o n  d e d u c t io n s .

T h is  was p a r t i a l l y  i n  r e s p o n s e  to  th e  n e e d  f o r  i n c r e a s e d

1 5 5
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f e d e r a l  rev en u e  r e s u l t i n g  from "new d e a l "  l e g i s l a t i o n .

From 1934  t o  1954 d e p r e c i a t i o n  a l lo w a n c e s  were s c r u ­

t i n i z e d  c l o s e l y  by I n t e r n a l  Revenue a g e n t s .  I n  1942 B u l le ­

t i n  P s t r e n g th e n e d  T re a s u ry  D e c is io n  4422 by r e q u i r i n g  f i rm s  

to  d e p r e c i a t e  p l a n t  and equipm ent over  a lo n g e r  p e r i o d  o f  

y e a r s  th a n  had  p r e v i o u s l y  been  t h e  c a s e .  I n  t h e  l a t e  1 9 4 0 's  

b u s in e s s  f i r m s  began  to  show c o n s id e r a b le  i n t e r e s t  i n  f a s t e r  

d e p r e c i a t i o n  r a t e s .  The I n t e r n a l  Revenue Code o f  1954 spe­

c i f i c a l l y  a u t h o r i z e d  th e  u se  o f  two " l i b e r a l i z e d  d e p r e c i a ­

t i o n "  methods f o r  incom e t a x  r e p o r t i n g .  They a re  t h e  sum o f  

t h e  y e a r s - d i g i t s  m ethod and t h e  d e c l in i n g  b a la n c e  m ethod. 

A lthough  a v a r i a t i o n  o f  t h e  d e c l in i n g  b a la n c e  m ethod had 

been  a u th o r i z e d  i n  t h e  I n t e r n a l  Revenue Code o f  1939» th e  

1954  r u l e  i s  more l i b e r a l .

S ince  1954  t h e r e  h a s  been  a v ig o r o u s  t r e n d  tow ard  

a l lo w in g  more " l i b e r a l i z e d  d e p r e c i a t i o n "  f o r  income t a x  r e ­

p o r t i n g .  I n  1958 b u s i n e s s  f i rm s  were a l lo w e d  an  a d d i t i o n a l  

f i r s t  y e a r  20 p e r  c e n t  d e p r e c i a t i o n  c h a r g e ,  w i th  a  maximum 

a llo w an ce  o f  # 2 ,0 0 0 .  I n  J u l y ,  1962 t h e  T re a su ry  D epartm ent 

i s s u e d  Revenue R u l in g  6 2 -2 1 , s e t t i n g  f o r t h  new d e p r e c i a t i o n  

g u i d e l i n e s  w hich r e n d e r e d  B u l l e t i n  F o b s o l e t e .  I n  a d d i t i o n  

to  th e  e v e n t s  o u t l i n e d  above " c e r t i f i c a t e s  o f  n e c e s s i t y "  were 

i s s u e d  d u r in g  World War I ,  World War I I ,  and t h e  K orean  War. 

The c e r t i f i c a t e s  w ere  a  form o f  " l i b e r a l i z e d  d e p r e c i a t i o n , "  

s in c e  th e y  p ro v id e d  f o r  w r i t i n g  o f f  t h e  c o s t  o f  p l a n t  and 

equipm ent r e l a t e d  t o  t h e  p r o d u c t io n  o f  war m a t e r i a l s  a t  an
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a c c e l e r a t e d  p ace  ( g e n e r a l l y  60 m o n th s ) .

The p r i n c i p a l  e m p i r i c a l  s t u d i e s  c o n c e rn in g  th e  u se  o f

" l i b e r a l i z e d  d e p r e c i a t i o n "  have  been  c o n d u c te d  by :

F i n a n c i a l  I n s t i t u t e  R e se a rch  F o u n d a t io n  
N a t io n a l  A s s o c ia t io n  o f  A c co u n ta n ts  
Am erican I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c co u n ta n ts  
M achinery  and A l l i e d  P ro d u c ts  I n s t i t u t e  
T re a su ry  D epartm ent

Each o f  t h e s e  s t u d i e s  was d i s c u s s e d .  Up to  1956 th e  

M achinery  and A l l i e d  P ro d u c ts  I n s t i t u t e  s tu d y  was th e  m ost 

co m p reh en s iv e .  A m ajo r  l i m i t a t i o n  o f  t h e  s tu d y ,  how ever, 

was t h a t  i t  was r e s t r i c t e d  to  th e  m a n u fa c tu r in g  i n d u s t r y .

The f i rm s  t h a t  p a r t i c i p a t e d  i n  t h e  sam ple v a r i e d  from sm all  

t o  l a r g e .  " L ib e r a l i z e d  d e p r e c i a t i o n "  was u se d  by 62 p e r  c e n t  

o f  t h e  f i rm s  f o r  income t a x  r e p o r t i n g .  E i g h t y - f i v e  p e r  c e n t  

u se  c o n s i s t e n t  m ethods f o r  f i n a n c i a l  and income t a x  r e p o r t ­

i n g .  T h e r e f o r e ,  " l i b e r a l i z e d  d e p r e c i a t i o n "  i s  u sed  by most 

o f  t h e  f i rm s  f o r  f i n a n c i a l  and income t a x  r e p o r t i n g .

The F i n a n c i a l  E x e c u tiv e  R e se a rch  F o u n d a t io n  s tu d y  

was co n d u c ted  i n  I9 6 0 . A m ajo r  v i r t u e  o f  t h i s  s tu d y  was 

t h a t  d e p r e c i a t i o n  p r a c t i c e s  o f  a  w id e r  sam ple o f  i n d u s t r i e s  

were su rv e y e d .  S e v e n ty -s e v e n  p e r  c e n t  o f  th e  com panies t h a t  

p a r t i c i p a t e d  i n  t h e  su rv e y  u se  some method o f  " l i b e r a l i z e d  

d e p r e c i a t i o n "  f o r  b o th  f i n a n c i a l  and income t a x  r e p o r t i n g .

I n  1961 t h e  T re a su ry  D epartm ent c o n d u c te d  a  d e p r e c i ­

a t i o n  s u rv e y ,  i n  c o o p e r a t io n  w i th  t h e  Sm all B u s in e ss  Admin­

i s t r a t i o n .  The d i s t i n c t i v e . f e a t u r e  o f  th e  T re a su ry  s tu d y  

was t h a t  t h e  s tu d y  su rv ey ed  d e p r e c i a t i o n  p r a c t i c e s  o f  s m a l l ,
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a s  w e l l  a s  l a r g e ,  f i r m s .  An a n a l y s i s  o f  th e  p r e l i m i n a r y  r e ­

p o r t  o f  t h e  T re a s u ry  was p r e s e n t e d .  D a ta  from th e  f i n a l  r e ­

p o r t  a r e  n o t  y e t  a v a i l a b l e  f o r  p u b l i c  d i s t r i b u t i o n .  The m ost 

s i g n i f i c a n t  f i n d i n g  o f  th e  su rvey  was t h a t  70 p e r  c e n t  o f  th e  

l a r g e  f i r m s  and 53 p e r  c e n t  o f  t h e  sm a ll  f i rm s  u se  " l i b e r a l ­

i z e d  d e p r e c i a t i o n "  f o r  income t a x  r e p o r t i n g .  S ix  o u t  o f  10 

l a r g e  f i r m s  u s e  th e  same d e p r e c i a t i o n  method f o r  f i n a n c i a l  

and income t a x  r e p o r t i n g .  Nine o u t  o f  10 sm a ll  f i r m s  u se  

th e  same d e p r e c i a t i o n  method f o r  f i n a n c i a l  and income t a x  r e ­

p o r t i n g .  T h e r e fo r e ,  " l i b e r a l i z e d  d e p r e c i a t i o n "  i s  w id e ly  

u se d  f o r  f i n a n c i a l  and income t a x  r e p o r t i n g  by most f i rm s  

p a r t i c i p a t i n g  i n  t h i s  su rv e y .

The Am erican I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A ccount­

a n t s  s t u d i e s  and th e  N a t io n a l  A s s o c i a t i o n  o f  A c c o u n ta n ts  

s tu d y  w ere o f  l i m i t e d  v a lu e ,  compared w i th  t h e  o t h e r  t h r e e  

s t u d i e s .  The s i z e  o f  th e s e  su rv e y s  and th e  n a t u r e  o f  th e  

f i r m s  su rv e y e d  p la c e  r e s t r i c t i o n s  on t h e i r  u t i l i t y .  How­

e v e r ,  t h e  r e s u l t s  of. t h e s e  s t u d i e s  were c o n s i s t e n t  w i th  t h e  

r e s u l t s  o f  t h e  o t h e r  s t u d i e s .  S e v e n ty - th r e e  p e r  c e n t  o f  th e  

f i r m s  i n  t h e  N a t io n a l  A ccoun ting  A s s o c ia t io n  s tu d y  and 6l 

p e r  c e n t  o f  t h e  f i rm s  i n  t h e  Am erican I n s t i t u t e  s tu d y  use  

" l i b e r a l i z e d  d e p r e c i a t i o n . "  The N a t io n a l  A ccoun ting  A s s o c i ­

a t i o n  s tu d y  i s  based  on income t a x  r e p o r t i n g  and th e  Am erican 

I n s t i t u t e  s tu d y  i s  based  on f i n a n c i a l  r e p o r t i n g .  The r e ­

s u l t s  o f  a l l  o f  th e  f i v e  s t u d i e s  were c o n s i s t e n t .  They r e ­

f l e c t  t h a t  a  m a jo r i t y  o f  t h e  f i r m s  su rveyed  (from  53 to  77 p e r
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c e n t )  u s e  '’l i b e r a l i z e d  d e p r e c i a t i o n .* '

N e x t ,  t h e  e f f e c t  " l i b e r a l i z e d  d e p r e c i a t i o n "  may have  

on in v e s tm e n t  d e c i s i o n s  was exam ined . The ap p ro a ch  u se d  was 

to  assume t r a d i t i o n a l  q u a n t i t a t i v e  m ethods o f  e v a l u a t i o n  o f  

a l t e r n a t i v e  in v e s tm e n t  p r o p o s a l s  u se d  by management. The 

w r i t e r  exam ined th e  r e l a t i o n s h i p  o f  " l i b e r a l i z e d  d e p r e c i a ­

t i o n "  t o  t h e s e  q u a n t i t a t i v e  m eth ods. S p e c i f i c  q u a n t i t a t i v e  

m ethods exam ined were payback  p e r io d  a n a l y s i s  and a l t e r n a ­

t i v e  r a t e  o f  r e t u r n  a n a l y s e s .

R e s u l t s  o f  t h e  payback  p e r i o d  a n a l y s i s  and th e  "un­

a d j u s t e d  r a t e  o f  r e t u r n "  method were d eem p has ized , due t o  th e  

l a c k  o f  r e a l i s m  a s s o c i a t e d  w i th  th e  m eth ods . Payback p e r io d  

a n a l y s i s  d i s r e g a r d s  t h e  c o n t r i b u t i o n  an  a s s e t  makes to  t h e  

p r o d u c t io n  o f  rev e n u e  beyond t h e  pay back  p e r i o d .  The "un­

a d ju s t e d "  o r  a v e ra g e  r a t e  o f  r e t u r n  method does n o t  a l lo w  

f o r  d i f f e r e n c e s  i n  t im in g  o f  c a sh  r e c e i p t s  and e x p e n d i tu r e s .

The " d i s c o u n te d  c a sh  f low " r a t e  o f  r e t u r n  m ethods i n ­

d i c a t e  t h a t  " l i b e r a l i z e d  d e p r e c i a t i o n "  c o n t r i b u t e s  to  p r o ­

v id in g  a  h i g h e r  r a t e  o f  r e t u r n  by d e c r e a s in g  income t a x  

f lo w s .  The " r a t e  o f  r e t u r n  v a r i a n t "  was u sed  to  i l l u s t r a t e  

t h e  r e l a t i o n s h i p  o f  s t r a i g h t  l i n e  d e p r e c i a t i o n  to  r a t e  o f  

r e t u r n  by em ploying  a  fo rm u la .  U sing  " l i b e r a l i z e d  d e p r e c i ­

a t i o n "  w i l l  c au se  a n n u a l  c a sh  r e c e i p t s  to  v a ry .  T h e r e fo r e ,  

t h e  t r i a l  and e r r o r  a p p ro a c h ,  w hich  a l lo w s  f o r  v a r i a t i o n  i n  

c a sh  r e c e i p t s ,  was u se d  t o  i l l u s t r a t e  t h e  r e l a t i o n s h i p  o f  

" l i b e r a l i z e d  d e p r e c i a t i o n "  to  r a t e  o f  r e t u r n .
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The t im e  d i s c o u n t  g a in  f e a t u r e  o f  " l i b e r a l i z e d  de­

p r e c i a t i o n , "  w hich  i s  based  on th e  c o n ce p t  o f  p r e s e n t  v a lu e s ,  

was d i s c u s s e d  and i l l u s t r a t e d .  The m a jo r  c o n c lu s io n  was 

t h a t ,  from th e  v ie w p o in t  o f  t h e  f i r m ,  th e  optimum d e p r e c i a ­

t i o n  method i s  th e  one t h a t  y i e l d s  th e  g r e a t e s t  p r e s e n t  

v a l u e . " L ib e r a l i z e d  d e p r e c i a t i o n "  y i e l d s  c o n s id e r a b ly  

h i g h e r  p r e s e n t  v a lu e s  th a n  s t r a i g h t  l i n e  d e p r e c i a t i o n .  The 

o p t im a l  method o f  " l i b e r a l i z e d  d e p r e c i a t i o n "  i s  d ep en d en t  

upon t h r e e  p a ra m e te r s :  t h e  u s e f u l  l i f e  o f  t h e  a s s e t ,  t h e  

c o s t  o f  t h e  a s s e t ,  and t h e  s a lv a g e  v a lu e  o f  t h e  a s s e t .  I n  

g e n e r a l ,  a  h ig h  s e r v i c e  l i f e  s u p p o r t s  t h e  sum o f  t h e  y e a r s -  

d i g i t s  m ethod; a h ig h  sa lv a g e  v a lu e  s u p p o r t s  t h e  d e c l i n i n g  

b a la n c e  m ethod; and a h ig h  c o s t  o f  c a p i t a l  s u p p o r t s  t h e  de­

c l i n i n g  b a la n c e  method.

The c o n te n t io n  t h a t  t h e  b e n e f i t s  o f  " l i b e r a l i z e d  d e ­

p r e c i a t i o n "  a r e  l o s t  in  th e  lo n g  ru n  was a l s o  exam ined . Only 

i f  t h e  f i rm  l i q u i d a t e s  by r e t i r i n g  i t s  in v e s tm e n t  i n  p l a n t  

and equ ipm en t w i l l  th e  t a x  s a v in g s  be l o s t .  T here  w i l l  s t i l l  

be  a  g a in  from u s in g  " l i b e r a l i z e d  d e p r e c i a t i o n , "  how ever, a s ­

suming th e  t a x  s a v in g s  o f  e a r l y  y e a r s  a r e  i n v e s t e d  o r  u se d  

a s  w ork ing  c a p i t a l  by th e  f i r m .  The t a x  s a v in g s  w i l l  be d e ­

f e r r e d  i n d e f i n i t e l y  i f  a  f irm  m a in ta in s  i t s  in v e s tm e n t  i n  

p l a n t  and e q u ip m en t.

Some econo m is ts  have su g g e s te d  t h a t  t h e r e  i s  a  r e ­

l a t i o n s h i p  be tw een  " l i b e r a l i z e d  d e p r e c i a t i o n "  and economic 

g ro w th .  P a r t  o f  one c h a p te r  i n  t h i s  s tu d y  was d e v o te d  to  a
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d i s c u s s i o n  o f  t h i s  r e l a t i o n s h i p .  The a p p ro a c h  u sed  was t o  

c i t e  th e  im p o r ta n c e  eco n o m is ts  a t t r i b u t e  t o  th e  r o l e  o f  cap ­

i t a l  fo rm a t io n  i n  t h e  developm ent o f  econom ic grow th t h e o r i e s .  

The " b a la n c e d  g row th" t h e s i s  su g g e s te d  by R agnar Nurkse and 

t h e  H irschm an -  S in g e r  t h e s i s  were d i s c u s s e d  i n  o r d e r  to em­

p h a s iz e  t h e  im p o r ta n c e  o f  c a p i t a l  f o rm a t io n  i n  bo th  t h e s e s .  

A f t e r  d i s c u s s i n g  t h e  r e l a t i o n s h i p  o f  c a p i t a l  fo rm a t io n  to 

economic g ro w th , t h e  w r i t e r  viewed " l i b e r a l i z e d  d e p r e c i a t i o n "  

a s  a d e v ic e  to  s t i m u l a t e  c a p i t a l  f o r m a t io n .  A lv in  Hansen and 

o t h e r  a u t h o r i t i e s  on th e  s u b je c t  h o ld  t h a t  " l i b e r a l i z e d  d e ­

p r e c i a t i o n "  s t i m u l a t e s  c a p i t a l  f o r m a t io n .  R o b e r t  E is n e r  and 

o t h e r s  h o ld  t h a t  " l i b e r a l i z e d  d e p r e c i a t i o n "  may n o t  s t im u la te  

c a p i t a l  f o rm a t io n .  The w r i t e r  co u ld  f i n d  no e m p i r ic a l  e v i ­

dence  to  s u p p o r t  e i t h e r  p o s i t i o n .

A f t e r  t h i s ,  t h e  r e l a t i o n s h i p  o f  " l i b e r a l i z e d  d e p r e c i ­

a t i o n "  to  m a n a g e r ia l  d e c i s i o n s  o t h e r  th a n  in v e s tm e n t  de­

c i s i o n s  was d i s c u s s e d .  An e x am in a tio n  o f  t h e  r e l a t i o n s h i p  

o f  " l i b e r a l i z e d  d e p r e c i a t i o n "  to  p ro d u c t  p r i c i n g  was made. 

U sing  th e  c o s t - p l u s  p r i c i n g  th e o ry  a s  a  p o i n t  o f  d e p a r tu r e ,  

t h e  w r i t e r  i l l u s t r a t e d  v a r io u s  c o s t - p l u s  p r i c i n g  methods I n  

o r d e r  to  o b se rv e  t h e  e f f e c t  o f  " l i b e r a l i z e d  d e p r e c i a t i o n "  on 

p ro d u c t  p r i c e .  The m ajo r  c o n c lu s io n  was t h a t  " l i b e r a l i z e d  

d e p r e c i a t i o n "  h a s  a  ten d en cy  to  i n c r e a s e  p ro d u c t  p r i c e  by i n ­

c r e a s in g  p r o d u c t io n  c o s t s .  T h is  was u n d e r  th e  assum ption  

t h a t  th e  demand f o r  th e  f i r m ’ s p ro d u c t  i s  i n e l a s t i c .  Non- 

q u a n t i t a t i v e  f a c t o r s ,  such a s  e s t im a t e s  o f  consumer
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r e s p o n s e s  and v a ry in g  m arke t s t r u c t u r e s ,  p l a c e  s e v e re  l i m i t s  

on th e  u s e f u l n e s s  o f  t h e  c o s t - p l u s  p r i c i n g  t h e o r y .

N ex t, t h e  r e l a t i o n s h i p  be tw een  " l i b e r a l i z e d  d e p r e c i ­

a t i o n "  and d iv id e n d  p o l i c y  was exam ined. E m p ir ic a l  s t u d i e s  

e m p h a s iz in g  th e  d e s i r e  on th e  p a r t  o f  management to  m a in t a in  

d iv id e n d  s t a b i l i t y  were d i s c u s s e d .  However, t h e  r e l a t i o n ­

s h ip  o f  d iv id e n d  d i s t r i b u t i o n s  to  p r o f i t s  and th e  r e l a t i o n ­

s h ip  o f  " l i b e r a l i z e d  d e p r e c i a t i o n "  t o  p r o f i t s  was n o te d .

The c o n c lu s io n  t e n t a t i v e l y  r e a c h e d  was t h a t  c o n s i s t e n t  ap­

p l i c a t i o n  o f  " l i b e r a l i z e d  d e p r e c i a t i o n "  by ex pand ing  f i r m s  

may make p o s s i b l e  l a r g e r  d iv id e n d  d i s t r i b u t i o n s ,  a t  l e a s t  i n  

t h e  lo n g  r u n .

Wage d e t e r m in a t io n  i s  a n o th e r  management d e c i s i o n  

t h a t  may be a f f e c t e d  by " l i b e r a l i z e d  d e p r e c i a t i o n . "  An im­

p o r t a n t  i s s u e  i n  con tem porary  wage n e g o t i a t i o n s  i s  th e  f i r m ' s  

" a b i l i t y  to  p a y ."  The r e l a t i o n s h i p  o f  " l i b e r a l i z e d  d e p re ­

c i a t i o n "  to  wage n e g o t i a t i o n s  th ro u g h  i t s  im pac t on r e p o r t e d  

p r o f i t s  was d i s c u s s e d .  Of p a r t i c u l a r  i n t e r e s t  i s  th e  im­

p o r t a n c e  l a b o r  and management a t t r i b u t e d  t o  " l i b e r a l i z e d  de­

p r e c i a t i o n "  d u r in g  th e  s t e e l  s t r i k e s  o f  1959* Labor h e l d  

t h a t  r e p o r t e d  p r o f i t s  were to o  low b e ca u se  th e  s t e e l  com­

p a n ie s  u se d  " l i b e r a l i z e d  d e p r e c i a t i o n . "  Management, on th e  

o t h e r  han d , h e ld  t h a t  r e p o r t e d  p r o f i t s  were to o  h ig h  b e ca u se  

o f  a c c o u n t in g  f o r  d e p r e c i a t i o n  i n  te rm s  o f  h i s t o r i c a l  c o s t ,  

r e g a r d l e s s  o f  th e  method o f  d e p r e c i a t i o n  em ployed. The i n ­

d e p en d e n t  a c c o u n ta n t  i s  u n iq u e ly  eq u ip p ed  to  s e r v e
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labo r-m anagem en t wage n e g o t i a t i o n s  i n  much th e  same way th e  

in d e p e n d e n t  a u d i t o r  c e r t i f i e s  a s  t o  t h e  a u t h e n t i c i t y  o f  a 

f i r m ’ s f i n a n c i a l  s t a t e m e n t s .

F i n a l l y ,  t h e  r e l a t i o n s h i p  o f  " l i b e r a l i z e d  d e p r e c i a ­

t i o n "  t o  t h e  a n a l y s i s  o f  f i n a n c i a l  s ta te m e n ts  was d i s c u s s e d .  

An im p o r ta n t  p ro c e d u re  t h a t  e f f e c t s  th e  a n a l y s i s  o f  f i n a n c i a l  

s t a te m e n t s  i s  " a l l o c a t i o n  o f  income t a x e s . " T h is  p ro c e d u re  

i s  fo l lo w e d  by some f i r m ' s  t h a t  u se  " l i b e r a l i z e d  d e p r e c i a ­

t i o n "  f o r  income t a x  r e p o r t i n g  and s t r a i g h t  l i n e  d e p r e c i a t i o n  

f o r  f i n a n c i a l  r e p o r t i n g .  T here  i s  a c r i t i c a l  i s s u e  r e l a t e d  

to  t h e  p r o c e d u r e ,  namely t h a t  th e  a d d i t i o n a l  t a x  l i a b i l i t y  

a s s o c i a t e d  w i th  th e  p ro c e d u re  may n e v e r  m a t e r i a l i z e .  Tax 

d e f e r r a l s  t h a t  o c c u r  by u s in g  " l i b e r a l i z e d  d e p r e c i a t i o n "  a re  

d e f e r r e d  i n d e f i n i t e l y  f o r  f i r m s  t h a t  c o n t in u e  t h e i r  i n v e s t ­

ment i n  p l a n t  and e q u ip m en t.  T h e r e fo r e ,  e x e c u t iv e s  o f  some 

f i rm s  h o ld  t h a t  i t  i s  n o t  n e c e s s a r y  to  fo l lo w  t h e  " a l l o c a ­

t i o n  o f  income t a x e s "  p r o c e d u r e .  F o llo w in g  t h i s ,  t h e r e  i s  

t h e  c o n t e n t i o n  t h a t  d e p r e c i a t i o n  p ro v id e s  fu n d s .  The con­

c l u s i o n  was t h a t  th e  r e c o r d i n g  o f  d e p r e c i a t i o n  i t s e l f  p r o ­

v id e s  fu n d s  o n ly  t o  t h e  e x t e n t  t h a t  i t  e f f e c t s  income t a x  

f lo w s .  By u s in g  " l i b e r a l i z e d  d e p r e c i a t i o n , "  t h e  income ta x  

f low  i s  m in im iz ed .

A m a jo r  p a r t  o f  t h e  s tu d y  was concerned  w i th  " l i b ­

e r a l i z e d  d e p r e c i a t i o n "  a s  an  income t a x  s a v in g s  d e v ic e .  I n  

t h e  l a s t  p a r t  o f  t h e  s tu d y ,  how ever, th e  w r i t e r  exam ined 

b r i e f l y  w h e th e r  " l i b e r a l i z e d  d e p r e c i a t i o n "  i s  c o m p a t ib le
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w ith  th e  " c o s t  p r i n c i p l e . "  T h is  p r i n c i p l e  i s  fo l lo w e d  i n  

a c c o u n t in g  f o r  t h e  p u rc h a se  and u se  o f  p l a n t  and equ ipm en t 

f o r  f i n a n c i a l  a c c o u n t in g .  He co n c lu d ed  t h a t  " l i b e r a l i z e d  

d e p r e c i a t i o n "  h a s  t h e o r e t i c a l  j u s t i f i c a t i o n  a s  w e l l  a s  b e in g  

a  d e v ic e  t o  m in im ize  income t a x  f lo w s .
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