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(T21k béfore National Industrial Conference Board meetihng,
Waldorf-Astoria Hotel, New York, November 20, 1947)

REPLACEMENT COSTS AND DEPRECIATION POLICY

By
Carmen G. Blough, Director of Research
American Institute of Accountants

The purposes for which accounts are kept by corpora-
tions have changed radically during the last thirty yea;se
Prior to World War I, most corporate securities were hald by
persong who did not have to rely on published reports for the
information they needed for their investment decisions. Those
who were not in ¢that position were so few in number that most
companies ignored them, and published data usually consisted
of a very condensed balance sheet and little or no facts asg
to income.

During the 19208, quite a shift in corporate owner-
ship took place. Large numbers of relatively small investors
came into the market. Corporate stocks and bonds in most of
the large corporations became go widely held that only a
relatively small number of shares coulé control, yét corporate _
reports were not radically improved. Then came the stock
market crash\and the depression. The public decided that
investors had not been receiving enough facts and, rightly
or wrongiy, concluded that inadequate information had been the
cause of their lnvestment tfoubles. Thus, because the public
investors® rights and needs were ignored in the '20s, the
pendulum swung sharply and we got the SEC.

. We are now facing demands for information from a



different group. This time from labor. It is important that
business should ezamine labor's demands and see that its real
needs are met effectively before some major event again precipi-
tates legislation far more drastic then wlll be necessary if
business will act voluntarily.

Recsntly the consumer has begun to volce an increasing
interest in the results of business operations. How fur this
mey o no one can tell. There i1s much evidence of growing
opinion that the public has an interest in prices and business
practices that goes far beyond the public utility area to
whieh it has been chiefly direscted in the past.

The time has long since passed when the financial
information with respect to a company whose securities are
substantially held by the public can be kept close to the
management's chest. It may not be long until the same may be
gsaid of companies employing a substantiel amount of labor or
selling a product that is highly important to the public.

When such large segments of our voters have an
interest in corporate financlal infommation, there can be no
dotbt that they have adequate political force to back up their
demends for what they think they need. That being the case,
business has no alternative but to see that those who really
need such data can get it. An imperative part of such & program
is that the pudblished statements purporting to furnish such
information be accepted with complele confidence in Gheir fair—
ness aﬁd the adequacy of their disclosures. If any substantial

public suspicion as to the reliability of such information
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should develop, it requires no érystal ball to know that sooner
or later--and more likely sooner than later--severe steps will
be taken. Wholly apart from any sSense of morals or of pub}ic
responsibility, purely selfish reasons dictate that those now
in charge of businesses so present the facts with respect to
the enterprises under tiheir jurisdiction, that the public will
have such complete confidence in their reports that no sabstantial
pressure for more stringent public regulation can develop.
Because of the methods by which accounting procedures
have historicélly developea, substantigl areas of differences
in procedures have grown up. Often these differences have been
sufficient to prevent comparisons between companies and some-
times they have led %o confusion in.the interpretation of the
report,s of individual companies. It seems obvious that these
differences have been responsible for much of the criticism .
of published financial information and for a great deal of the
suspicion of corporate financial statements. They also affofd
a basls for attacks on business by those whose purposes are more
devious. Nine years ago, the American Institute of Accountants,
the national organization of practicing certified pubiio
accountants, undertook a major program directed toward the
reduction of these differences. It created a major committee,
called the committee on accounting procedure, to examine
cortroversial questions in accounting and to recommend procedures
to be followed in the hope that the areas of difference would
be reduced and published statements would be made more useful.

To date this committee has issued 31 bulletins, most of which
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bave dealt with some problem that had proved troublesone and
confusing. These statements carry only the welght of their

own reasoning and the reputation of the members of the com-
mittee, but they appear to have made important geins in the
direction of reducing some of the major differences in account-
ing procedure that had beenr the cause of so many criticisms

of financial statements.

One important area of difference which has developed
only recently is in the fleld of our subject for this afternoon,
"Replacement Costs and Depreciation Policy." Business men are
aslzing what can be done to prevent corporate capital from being
depleted because construction and equipment costs are now 80
high in compérison with prewar costs. Obviously, if present
costs continue it will be necessary to replace existing facilities
at considerably more than their cost. That will require that
additional capital be tled up in plant and equipment. Additional
capital can come from only two sources--reteined profits or
additiénal investments.,

Business often seeks new capital for expansion but
it is usually an evidence of weakness if it has to 4o sc merely
to hold its own. Nevertheless, there appears to be considerable
reluctance to report the profits that are needed (o provide
enough funds to replace plant and equipment at high price
levels. Stockholders are hard to convince thal increased
profits should not be distributed as dividends; labor increases
its claims for compensation; political demagogues harrangue
on the excessiveness of corporate income; and enemies of our

political order use it to stir up prejudices against private



enterprise. .
To meet this difficulty, companies have besen seeking
methods whereby they may in some way recognize the present
high price level for plant and equipment as part of the cost of
doing business currently. The certified public accountants
are very symééthetié with the motives back of these procedures.
Furthermors, they do not believe that an accounting procedure
must be ruled out merely because 1% has not been recognized in
the past. However, they have long ago learned--and most
thoughtful business men agree with them~-~that if an accounting
procedure is to be useful to those who rely upon published
financial statements for theiw information, it must be such that
the results can be tested objectively, within reasonable limite,
and it must be followed conslstently from yéar to year.
Accounting concepts have not been developed by the .
whim of accountants or by contemplation in ivorf towers, as
our critics sometimes profess to believe. They have been
developed by long experience and adopted hecause they best
serve the broadest needs of business, It follows that they
should not be discarded hagtily. However, baslc -assumptions
underlying these concepts must be surveyed constantly if
financial statements are to be increasingly useful as sources
from which to draw conclusions affecting economic, social, and
political judgments. The iﬁplications of financial reporting
are constantly broadening and our economic stability is gréatly
affected by the influence of financlal statements. This is

particularly true wilth respect to ilncome statements. Whenever,
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a8 now, question is raised as to whe;her a mﬁjor business need
is belng served adequately by existing accounting procedures,
it is important that we determine whether the weakness lies
in the accounting procedures or elsewhere.

The problem currently before us must be carefully
scrutinized and its significance and importance tvo business
today fully recognized, but it seems obvious to start wich
that the answer does not lie in any scheme of arbitrary charges
unrelated to the past or the future and designed only for the
exigencies of the moment. Nelther does it lie in a program to
be applied only by companies having large current profits.

For the best interests of business as a whole, accounting
must be an orderly process and should result in reasonably
consistent practices.

There can be no argument but that a going concern
must be able to replace its productive assets as they are
used up if it is to continue tc do business. It is also
important for management to undersyand that the difference
between cost and estimated replacement value may be significant
in determining production and pricing policies. It does not
follow, however, that the excess of the cost of replacement
over the cost of existing assets should be accounted for as
current charges %o income. All who have dealt with appraisal.
values know how very difficult it is Just to determine current
reclacement costs, but the most striking difficulty in this
respect is the lmpossibility of predicting what will be the

eventual cost of replacing a productive asset. How many are
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prepared to state what the price level will be two years from
today, to say nothing of trying to guess what it will be five

or ten years hence when many of these assets are to be raplaqu?
To further complicate the problem, productive assets are not
generally all replaced at the same time. Most plants are made
up of assets having varying life expectancies agd the price
levels are not at all likely to be the same in the several

years in which these replacements are toc be mede. Accordingly,
it would be necessary not only (0 guess the price level in a
particular future year but to guess what proportion of the
facilities are likely to be replaced in that year. Price levels
may rise and fall and rise and fall again before meny of these
assets will have to be replaced, Then again, very few facilities
are actually replaced in exactly the same form. Processes and
products are often so changed that the same type of equipment

is no longer the most sultable,

One of the most fuﬁdamental aocounting concepts and
one which has been found to be of the greatest usefulness to
business is that the cost of productive facilities, such as those
under consideration, having a long useful life must not be
.charged to the year in which the facilities are acquired but
spread over the flsecal periods during which they are sxpected
to be useful. Their costs are treated as deferred charges to
future operations to be allocated to the fiscal periods expected
to be served. It has also been long recognized that the purpose
of deprecliation accounting ls to allocate cost of existing

facilities, not to provide funds for replacement.



It is well understood that considerablg Judgnent
has to be exzercised in the application of accounting principles,
but judgment is expected to operate within the limits of
accepted criteria. It seems pertinent to ask whether there
are any such criteria covering the types of charges that have
been advocated in connection with the recognition of current
replacement costs. If not, and I know of none, it would eppear
that until appropriate critveria have been developed that can
bé consistently applied gener&ll&, we have no alternative but
to refrain entirely from such charges. Business is not wsll
served by a wide variety of practices being followed by various
companies. If it is proper for a few companies to make additiocnal
depreciation charges to income on the grounds that those based
on cost are inadequate to provide full replacement funds,
therz are undoudbtedly many others that should do likewise.
I; the absence of reasonable coriteria to govern such charges,
it is difficult to see how this can possibly be brought abtout.
On September 25th of this year, the committee on
accounting procedure, after considerable correspondence and
an extended discussion, issued a sgtatement of its views on this
subject. Subsequently this statement was published in the
October, 1947 issue of The Journal of Accountency. It reads
&s follows:
"The American Institute of Accountants committee on
accounting procedure has given extensive -consideration to the
problem of making adequate provision for the replacement of

plant facilitles in view of recent sharp increases in the
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price level. 1he problem requires consideration of charges
against cursent income for depreclation of facilitles
acquires at lower price lsvels.

*The coumittee recognizes that business management
bhas the responsibility of providing for replacement of plant
and machinery. It also recognizes that, in reporting profits
today, the cost of material and labor is ref;ected in terms
of "inflated' dollars while the cost of productive facilitiles
in which capital was invested at a lower price level is
reflected in terms of dollers whose purchasing power was much
greater. ;here is no doudt that in considering depreciation
in connection with product costs, prices, and business
policies, management must take into consideration the
probability that plant and machinsry will have to bs replaced
at costs much greatser than those of the facilitlies now in uss.

"When there are gross discrepanclies between the cost
and current values of productive facilitles, the committee
believes that it is entirely proper for management to make
annual appropriations of net income or surplus in contemplation
of replacement of such facilities at higher price levels.

®It has been suggested in some querters that the
problem be met by increasing depreciation charges ageinst
current income. The committee does not believe that this is
a satisfactory solution at this time. It believes that
accounting and financial reporting for general use will best
serve their purposes by adhering to the generally accepted

concept of depreciatlion on cost, at least until the dollar
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is stabilized at some level. An attempt to recognize current
prices in providing depreciation, to be consistent, would

require the serious step of formally recording appraised

csurrent values for all properties, and continuous and

consistent depreciation charges based on the new values.

Without such formal steps, there would be no objective

standard by which to judge the propriety of the amounts of
depreciation charges against current income, and the significance
of recorded amountg of profit might be seriously impuired.

"It would not increase the usefulness of reported
corporate income figures if some companies charged depreciation
on appraised values while others adhered to cost. The com-
mittee believes, therefore, that consideration of radical
changes in accepted accounting procedure should not be under-
taken, at least until a stable Price level would make it
practicable for business as & whole t0 make the change at
the same time.

"The committee disapproves immediate write-downs of
plant cost by charges against current income in amounts
bélieVed te represent excessive or abnormal costs occasioned
by current price levels. However, the committee calls
attention to the fact that plants expected to bave less than _
normal useful life can properly be depreciasted on a systematic
basis related to economic usefulness."

These conclusions were reached on grounds that seem

vasic--for example, because "there would be no objective standard
by which to judge the propriety of the amounts of depreciation

charges against current income," because "the significance of
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recorded amounts of profit might be seriouslj impaired,” and
because they "would not increase the usefulness of reported
corporate incame figures.”

I would not want to close this discussion without
paying my respects to the argument that has been advanced that
depreciation on current replacsment costs of faclilities is
squivalent to the last-in first-out or LIFO méthod of acoount-
ing for inventories. LIFO is a method which was developed %0
match current lnventory costs against current revenuss. AsS
originally developed it constituted an agsumption as to the
flow of goods in certain industries, bul as it has been more
recently applied it must be considered to be a theory of cost
allocation. Nevertheless, it is an orderly procedure which,
once adopted, can be consistently followed therealfter, can be
objectively tested and can be generally understocd, Peihaps
some procedure can be developed that will more nearly relate
current prices of fixed assets to current revenues, but it
seems obvious that last-in first-out is not. the answer. The
factors are not present for its use. Under the theory of
ILIFO, goods sold are charged ouy at a cost that has actually
been incurred for some that were acquired during the year.

The procedures that have been advocated for charging costs of
fixed assets can not be related to any actual costs. They are
not designed to charge the latest costs of f&ciligies into
exgense, Instead Lhey contemplate a charge based on the cost
of facilities not yet acquired. Someone has appropriately

dubbed this the NIFO method--next in, first out, Its' effect
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may have some of the same effects that LIFO has for inventorles,
but it seems to be highly unrealistic as a possible procedure
to meet this problem.

Perhaps, after all, the solution to this problem is
not to be found in changing accounting procedures. Maybe
basic business concepts of profits are at fault and rapidly
rising or falling price levels merely bring out thé need for
different ones. Perhaps we should develop a system of measuring
business activity in terms of index numbers., Possibly existing
accounting procedures would be most effective for reporting
basic data if a plan for measuring profits in terms of constant
units of value were developed and supplementary statements in
terms of such a constant unit were adopted. Until some baéic
qhange in business measurement or some sound change in accounting
prooedure can be developed to meet these current difficulties,
however, we must resist the adoption of procedures that have
no basis for objective determination and are not intended to
be applied consistently. Certainly the answer t0 our problem
is not for companies %o decide their procedures without regard
to the need for orderly and consistent practices. Business
28 a whole will suffer if there should be any widespread feeling
among the users of financial statements that charges to income
are based on the whim of management, are not in accordance
with generally accepted accounting procedures, and cannot be

tested for fairness within reasonable limits.
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