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The subject of our discussion may be mtsi nueroreted, Perhaps
it was intended by the pl.anners of this session that it should be in
order that all sides of the present day debate going on in accounting
and financial circles vould be brought Defore this meeting•

.A homely comparisonwas used by Yiil1iamForse <:ble, in 1920, to
clarJ.fy the concept of a depreciation reserve, "'hich by the wayis a
term he depl.o red for he used instead the term, "allowance for decreer-
ation." He ex-Lamed that lithe asset account may be said to measure
the diameter of a. doughnut, and the allowance account to measure the
diameter of the bole; so that the substance of the doughnut is indicated
by the difference between the two. An allowance account measuresa hole
in an asset whenfor statistical reasons we desire to sr~wboth the
original whole and the present hole. tl And HenryRand Hatfield in 1909,
whenaccounting for depreciation was not fully recognized in practi ee,
onened hi s argument for its recording by saying that "destruction is
the law of nature" and, as an exaropl,e , "all machinery is on an irresist-
ible march to the junk heap, and its progress, while delayed, cannot be
orevenfed by repairs." Deoreci at i.on accounting is the eouitabl e measure-
ment of the.t march to the junk heap or, in terms of the reserves, the
growth of the hole in ColefS doughnut.

For purposes of this discussion, I shal L ap'lly these pr-inci nl.es
in support of sticking to cost as the basis for accounting for depreci-
ation. I assume that it ~~ll be conceded that the depreciation reserve
does not represent a sumof moneyand that assets do denrecrat e regardless
of yrhether their owners are operating at a profit or not. Someevidence
of ~isconception as to these points has reanpeared in the last year
and a half, but I believe we can consider that these erroneous ideas
do not possess enoughvigor to cause any trouble. A third point listed
by Hatfield in 1927 as to v-hicha misc0nc~tion sometimesarises is
~hether the allowa.."1.cefor denrecfatdon is a provfsi on for the replace-
ment of an asset. In various forms this or. related questions have been
revived to the extent that they are live I ssues today. Perhaps tile
root of this revival was expressed in the NewYorker cartoon in which
the employeeapproaching the boss for a raise says, "But with things
the way they are today. I have to get twice \"That11mworth."

Let me take the subject literally and get downto facts. Are
current depreciation reserves in the milk indnstry adequate? Some
facts available for consideration are found in annual, reports filed
\ti th the Securities and ~change Commissionby eleven cOI"J)or~.tionsin
the industry. These reports for 1947 and the fiscal years ended ~n
the early part of thi s year contain financial statements aeoompam.ed,
as required by the COJIllilissionfsrules, by certificates of indepe!"~d.e~t
l')ublic accountants. All of the certif~cates recite that the f'mancral.
statements present fairly the position of the companiesand results
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of operat ions in conformi.ty with generally accepted accounting pnncinles
aonl.Led on a basis consistent =ith that of the nreceding year. -None-
of the certifice.tes contains any excention '~th respect to denreciation
policies, charges or reserves. In compliancewith the Co~ission's
regulations, the notes to the financial statements set forth the
companies' policies with resnect to the nrovisinn for depreciation
and obsolescence of physical properties, including the methodsand
rates used; the accounting treatment for maintenance, repairs,
rene~als, and betterments; anj the adjustment of the accumulated
reserves for denreciation and obsolescence at the time properties
are retired or otherwise disposed of.

General statement s des crfbrng depreciation nolicies vnry some-
what in language but convey the idea that allowances for denreciation
are provided by charges to costs or expenses at rates based upon the
estimated useful life of the assets. In details of ap.)lication the
methods range from a strict straight-line basi s applied to indiyidual
items through various treatments of composite rates. Rates are applied
to cost except that it must be noted that in nine of the eleven companfes
8n undisclosed portion of the total of depreciable assets is carried at
Lowerthan cost as a result of ap-)raisa~s during the 19.30'so In a few
cases fully amortized emergencyfacilities are sep~rately stated and
excluded from the denreciation base. The amountsin this category do
not arroear to be material in relation to total nrooez-tf es in use.
Horrevar , in the normal course of events assets reach a fully depreci.ated
status on the books, yet remain in active service. It is iIIl1)opsible
to dete-rmine from the reports the volumein thi s category, but one of
the largest companiesdiscloses a figure for such assets excluded
from the denrecietion base ~hich amountedto anproximately thirteen
~er cent of the balance sheet tot~l of nronerty subject to dB~reci?tion
or twelve per cent of the total if the excluded amountwere included.

The eleven companiesat the close of the last fiscal year
reported a total of ~~471,OOO,OOOin prooertv, plant and equipment,
exclusive of land, ~th resnect to ~hich there ~ere reserves for
deryreciation totalling ~219,OOO,000 or 46.5 per cent. ~reciation
charged to TJrofit and Los: during the year totalled ~~27,000,000 or
6.1 per cent of the average of the opening and closing balances of the
rel.ated assets. The range in rates reported for narticular assets was
from a low of Iiper cent for buildings to a high of 50 per cent for
motor vehicles. For the sameneriod, charges for maintenanceand
repairs for the samecompanieswere reported to be ?46,000,0?0, 70
per cent more than the depreciation charges for the year. Sln?e no.
exceptions were taken by the certifying accountants, and the flnancl~
statements were renresented by themand managementas fairly nresent.mg
too condition of the business and results of oT)erations, I must conclude
thE.',tboth narties deemedthe current yearts charges and the accumulated



-3-

reserves for depreciation to be adequate in accordance ~1th generally
accepted accounting principles. In one case a footnote quoting the
rates used contained the statement, tiTheabove rates used for 1947
are believed to be adequate under neacetime conditions, whereas in
1946, and in the war years, higher rates were used."

The most recent comparabl.s figures I could obtain from the Bureau
of Internal Revenue'Werefor 1945. These figures indicate that the
eleven compElniesregistered ?nth the S.E.C. constitute a very substan-
tial portion of the dairy industry. Cplculated on the samebasis as
for our eleven comppnies, the Bureau figures disclose a reserve for
depreciation of 51 per cent and an overall composite rate of 5.5 per
cent for coroorations in the dairy industry. Thi s latter figure is an
~J.)'proximationas the beginning and end of the year statistics are not
identical in composition, ~t I believe the discrerJancy is not material.
:9"orall oorporatt.ons filing tax returns for 1945, similar cal.culat ions
showa. reserve for deorectat Ion of 4J ner cent c?ndan overall comoostt e
rate of .3 oer cent. -. v

There should be no doubt that the concept of depreciation on cost
is a generally accepted accounting princiDle. In October 1942, the
Committeeon Accounting Procedure of the .~mericp.nInstitute of Accountants
puhl Lshed as its Bulletin 1\]'0 •• 16. a reoort of the Institute's Committee
on Terminology in 17hichdefinitions of depreci.ati.on are examinedand
tentative definitions formul.at ed for discussion. These set forth the
cost concent af't ar a discussion in \'!'luchone paragraph, significant in
the light of Dresent day discussions, reads as follows:

"It may be desirable to point out that denrecrat.Ion is only
indirectl~T ralated to renlacement. It contenrofat es the
amortization of the cost of existlng nroperty -- not antici-
i')ation of the cost of r~la,cing it as a replacement reserve
might do. Whatever may be the merits of these two spproaehes
to the det ermi.netdon of the nroper charges to operations in
resnect of property vhi ch has a limited life and must be
replaced if operations are to continue, it must be recognized
that they differ. In one case changes in price levels are
reflected in the newcepttal.-asset account; in the other,
they are reflected in onerat ing charges."

Theproblem was reexamined by the AccountingProcedure Committ~e
a year ago this September and a public announcementwasmadeof thei r
conclusion that "accounting and financial reporting for general use
will best serve their purposes by adhering to the generally. accept~d.
concept of depreciation on cost, at least.until.the do~1aTlS4staolllzed
at somelevel." After a year of active dtscusston of the sUbcJec~,the
Committee wi'th four of the twenty-one membersdissenting, reafflI'med4
its opini~n in a notice to membersof the Institute on October 14, 19 8
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by saying that "any basic changes in the accounting treatment of
depreodat ton should aw~t further study of the nature and concept of
busdriess l.nCOf.1e."Tiling the position that "the immediateproblem
can and. should be met by financial managementII the Committeesaid
that: '

"Stockholders, employeest and the general public should
be informed that a business must be able to retain out of
profi ts amounts sufficient to rS"l)laceproductive facilities
at current prices if it is to stay in business. The
committee therefore gives its full suppor-t to the use of
supplementary financial schedules, exp'lanatf.ons or footnotes
by which managementmayexplain the need for retention of
earnings. tI

This reaffirmation of opinion appears to have been influenced by the
results of 8 survey conducted by the Institute this summer. r::heinquiry
which consisted of seven questions openedwith the question, It])o you
think a subsbantd.al, change in- accounting methods is necessary to provide
satisfactory re;lorting of corporate incomein view of recent changes
in Drice levels?" Letters were sent to 410 business executives, bankers,
economists, statisticians, labor representatives, accounting teachers,
lawyers, government officials, controllers, investment trust officers
and security analysts believed to be familiar with tha problemof
business reporting. A report on October 7th contained an analysis of
225 replies of which 188 expressed. opinions. Of these, 96 wereun-
qualified "no's" to the key question and 38 additional replies of "noll
and. 22 replies of "yes" were oualified by the opinion tha-t the present
method of reporting should be retained but should be sup-il.emented by
an additional statement to reflect the effect of changingprice levels.
Thus 156 of the l8P would stay on a cost basis for the pr-imary financial
reports, a rather overwhelmingendorsementof present generally accented
accounting principles.

'Ihe position of advocates of adhering to cost as a basis for
depreciation is that depreciation accounting is not intended to provide
a relJlacement reserve. In a business open:otine,consistently at a profit,
fun~ eaual to the depreciation charges-do becomeavailable. Thedisposi-
tion of' these funds and the providing of addi tional emounts, if these are
inadequate for current replacement, is believed to be a financial p~blem
of managementand not a probl.emof accounting. The sampleof the IDl.~
industI""Jrepresented by registrants with the Commission,as I have sai.d,
covers a substantial portion of the investment in the industry. In ~
review of the notes to the financial statements for the past year, I
found only one direct recognition of the current discussion over dep~e-
ciation policies. In a note to the profit and loss statement refernng
to depreciation. the registrant s~id, "Suchdepreciation has ?een accounted
on the basis of original cost without recognition of prospect1.vereplace-
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ment cost indicated by the present increased general price level. II In
notes describing the carrying value of the property, plant and equipment

/ tIns company and three others point out that the amounts showndo not '
purport to represent present day realizable values or current replacement
cost. One of these companies and one other revealed a special earmarking
of plant replacement funds: in one case thif: is described as "unsegre-
gated bank funds" but displayed in the fixed asset section of the balance
sheet; in the ot}'Ier, the item is nresented on the balance sheet between
the sections for "investments" and for "property, plant and equl.pment ;"
This is described as "Special Fund: United States Governmentsecurities
to be a~:>pliedin meeting capital expenditures in excess of normal
addi tions - as authorized by board of directors. II There is a schedule
reference and a parenthetical notation that "Unfilled orders and commit-
ments approximate the amount of the fund." The fund was used in the
succeeding yea:r. Property schedules in this case revealed additions to
property, plant and equipment approximately ten percent in excess of
the sumof the current year's provision for depreciation, proceeds of
sal.es of fixed assets and the special fund. The amount involved
represented a ten percent increase in gross plant.

This last examole maybe extended to the eleven companiesregis-
tered with the S.E.C. For the year 1947 cost of additions to property,
plant and equipment, exclusive of land, totalled $83,000,000 of vhi.ch
only a minor amount was identified as being in connection Vli th new
businesses acquired. Depreciation charges for t'le year totalled
$27,000,000 and proceeds of sales of property, plant and equipment,
exclusive of land, appeared to be ~10,000,000 or a total of funds
available from these sources of $}')7,00(),OOO, leaving ~6,OOO,OOO to
comefrom other sources. Net income for the eleven companiesfor the
same period was ;t57,000,OOO but dividends paid during the year amounted
to $')0,000,000 Leavtng $27,000,000 for reinvestment in the business.
$19,000,000 therefore came from other sources to balance the plant
expansion for the year. As wehave seen in one ca se, funds had been
set aside in a special fund for this purpose. flo?: muchof the
$83,000 t 000 is replacement and hot"much renresents expansion, my
figures fail to re eeal, As I have said, only a small amountis identi-
fied in the reports as acoul st tdons of ner businesses. In the schedules
furnished by one of the smaller companies in the group, a footnote to
the additions tot~l (about 20 percent Increase in the year) states that
these "although extensive, do not indicate any significant or unusual
change in the general character or location of the business, but rather
a general expansion of present facilities. II

'Ibat a substantial portion of the amounts reported as addi~ions
represent replacements of retired facili ties ~t price~ sub~tantlall?"
higher than original costs of i tams of approximatel.yLdent ical. sez:'lce
value must be admitted. Oneof your membershas given me sometyplcal
examples from his records in which depreciation is ce~culated on a
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group composite basis. A light truck bought in 1938 for ~1200 and
still in serVice was matched this year for $1900. A tank'truck costing
$5000 in 19,36 and still in service was matched in late 1946 for $6800.
In these two examples good maintenance has contributed to longer life
than the average expectancy for the groups. I suspect that this is not
an uncommoncondition in old, well managed companies. These items lend
support to the conclusions that may be drawn as to the adequacyof the
reserves from the overall figures I have given. A moredrastic price
increase has occurred in the replacement cost of holding tanks. Items
costing $12,000 in 1929, I am told, cost $27,000 today. This maybe
fuel for the replacement theorist. But in any event, and regardless of
the accounting, multiplication of such figures presents a financial
problem of considerable magni. tude for corporate management.

The material I have discussed brings meback to the basic question,
"Are Current Depreciation Reserves Adequate?" Adequatefor whatpurpose?
In the generally accepted accounting sense of measuring the "hole" in the
assets, I think I have shownthat managementand their independent
accountants answer "yes" to the original question. If the question was
intended to imply I that depreciation is a function of replacement, I
doubt if anyone here can answer it with confidence, even though at
present price levels substantial inadequacy may be indicated. VIho
knows today whenreplacement will take place and at what cost in
relation to recorded costs of items replaced? If present price levels
are employedas a measure, whocan say nowhowa provision for depre-
ciation accumulated at varying rates will comparev:ith ultimate replace-
ment cost? This financial problem is most pressing in industrios
employing large amounts of long lived assets whichmust be replaced
only at irregular and long intervals of time, The situation is
clearly less acute in a business with a minor investm0nt in fixed
assets or in short lived assets which must be replaced on a fairly
regular program. Although 1947 annual reports to stockholders of
three of the largest companies in tho milk industry discuss tho impact
of inflationary forces on commodityprices, costs of doing business and
profits, none of them discusses the depreciation problem. Thonearest
approach is in the r-eport of tho largest of these companiesin which
contemplated expenditures for r<.:;placementsand additions to property,
plant and eauipment are mentioned. It was expected in this case that
funds needed for the purpose would be provided from cash resources,
depreciation, and futuro earnings. The report stp,tes that the extent
to which the program wouldbe continued dependedupon the economic
situation and cr-sh resources as they develop. The other two reports
associate profits for the year after dividends, depreciation for the
yeCl,Xt and capf tal expenditures wi. thout raising the pric? index or
repkaeemont aspect of the problem. One~f the repor~s lS notnblc for
thv thorough and forthright manner in which the pres~dent de~.nds the
companyAgainst the popular charge that current profl ts arc 1nexcusably
high or excessi vo and that insufficL.:nt dividends are paid. Part of
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his answer bears on our subject. He says that earnings in excess of
dividends paid have gone into the increase in net current assets or to
the increase of capital assets necessary to keep production equal to
demand.for their 'Product. l'Making expenditures from earnmgs ;" he says,
lito enable us to carryon such operations as will meet the larger demand
will, in the course of time inevitably justify itself to the end of still
higher annual earnings and a higher rate of dividends. II These examples
and others that could be cited from stockholders reports from other
branches of industry, indicate that adequate supplementary disclosure
can be made of the influence of changing price levels on the financial
management of corporations without tampering with depreciation accounting
on a cost basis in accordance with present day generally accepted prin-
ciples of accounting.
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