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ED IT O RIAL D E P AR T ME N T N O T E
Fo r its April meeting the Sa n Fra ncisco Chapter had a debate. T hree
Pa st Preside nts of the Cha p ter pre sen ted the pro s a nd c ons of depreciatiun
on a straight -line ba sis a s compa red with deprecia tion on a production basis.
The contenders wer e: C. O. Dawson, President of the Cha pter in 1934-35;
Ja mes E . Ha mmond, President in 1933 -34, for the straight -line basis; and
Adria n ,Metzger, President in 1932 -33, for the production basis. T he main
argu ments were su pp lied u s a nd a re p rese nted in this issu e of the Bu lletin;
the rebu ttals ha ve not been reported. T h e O p e n F or u m section is available
to those who would like to do a little "rebu tting" of the argu ments here
presented.
T he first a rgu ment for the a ffirma tive wa s presented by C. O. Dawson, a
California C.P.A., who wa s gradu ated from the University of Oregon in
1916. After five years in the retail mercha ndising field, Mr. Da wson joined
the Interna l Revenu e Depa rtment and served a s Deputy Collector in Po rt land, Orego n, a n d a s Inter na l R evenu e Age nt in Sa n Fra nc isco. In 1927 he
joined the Illinois Pacific Glass Co., as Chief Accountant, and continued
with its su ccessor, the Owens- Illinois Pacific Coast Co., o f whic h he i s now
Assistant T rea su r er a nd Controller.
T o Ad ri a n Metzger fell the ta sk of defending the produ ction ba sis a ga inst
his two opponents. Mr. Metzger began his business experience with the
Sou thern Pacific Railroad Co., wit h wh om h e se rved a s sta tisticia n for several years. In 1918 he joined the staff of Klink, Bean & Co., a nd in 1920
entered public practice on his own account. In 1923 Mr. Metzger entered
u pon his present du ti es a s Au dito r of the Schmidt Lithograph Co.
The final affirmative a rgu ment a s presented by Ja mes E. Ha mmond, who
began his accounting career with Klink, Bean & Co., in San Francisco in
1919, following his discha rge from a ctive du ty with the U. S. Na va l Reserve
Force. Mr . Ha mmond became a pa rtner in the public accounting firm of
Ga rrett, Ha rrison, Sk inner & Ha mmond in 19 23 , and two years la ter joined
in the forma tion of the present firm of Sk inner & Ha mmond, in which he is a
pa rtner. Gra nted the California C.P.A. degree in 1922, Mr. Ha mmond has
served both the Sa n Fra ncisco Chapter of the Sta te Society and the California Sta te Society of C.P. A.'s a s President, in a ddition to being President
of ou r Sa n Fra ncisco Cha pter.
T he final article in this Bulletin describes a form for use in analyzing
and controlling depreciation. T he a u thor of this article, Art hu r W . Kress,
is a N ew Y or k C . P. A. who received his a ccou nting edu cation at Pa ce Institu te and New York University. He beg a n hi s bu siness expe rienc e wit h the
impor t a nd expo rt fi rm of Ru tger Bleeck er & Co., of New York , wher e he
was in cha rge of the a ccou nting depa rtment. In 192 9 Mr. Kress j oin ed the
pu blic accounting firm of Greenma n, Ma cNicol & Co., a s junior a ccountant.
He is now a sen ior a c cou nta nt wit h this firm.
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DE P RE C IA T I O N S H O U L D BE CHA RG E D ON
ST RAIGHT -LINE BASIS AND S H O U L D NOT
VARY W I T H T H E V O L UM E OF PRO DUCT ION—A DE BA T E

A

FIRST AFFIRMAT IVE ARGUMENT

By C. O. Dawson, Assistant Treasurer and Controller,
Owens - Illinois Pacific Coast Corp., San Francisco, Cal.
needs both explanation and definition before we
O URcansubject
arrive at the basic question for discussion. It was the intention that this discussion should be along broad general principles
covering manufacturing and commercial enterprises in general,
rather than to have a discussion of one or two isolated types of
business. For instance, in reference to depreciation not varying
with the volume of production, this was not meant to be a restriction on the straight -line basis, but was meant to limit our discussion to the two bases of handling depreciation; straight -line and
the volume of production. A simpler statement of the subject
would be, "Depreciation should be charged on a straight -line basis
rather than on a volume of production basis." In other words, our
discussion should be one covering the relative merits of these two
methods of handling our depreciation problems.
Depreciation Defined
The term depreciation is also subject to definition, as it has
been given a great many meanings. For our purpose, that definition should be a broad one —one which covers depreciation as it
is ordinarily charged in the manufacturing or commercial business.
In that regard the best definition available is that of the United
States Supreme Court in the Illinois Bell Telephone case, where
depreciation was defined as follows:
"Broadly speaking, depreciation is the loss not restored by
current maintenance, which is due to all the factors causing
the ultimate retirement of the property. These factors embrace wear and tear, decay, inadequacy, and obsolescence."
Description of Methods
By the straight -line method of depreciation we understand that
the property involved must be given an estimated useful life over
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which an equal portion of the cost of the property should be recovered each year through depreciation charges. This does not preclude a re- examination of the property at not too frequent intervals
and the adjustment of the remaining life from the date of re -examination, and likewise the rates to be charged for depreciation
under the principles laid down by the Treasury Department in
T.D. 4422.
We understand the volume of production basis for writing off
depreciation to be one under which the volume of production or
use of any asset is to be determined, and the number of production
or use units divided into the cost of the asset will give the depreciation rate per unit which should be charged into operations as
the units are produced or used. This entry must be made in the
records for each period that a profit and loss closing is made.
Simplicity and Accuracy Are Prinie Essentials
In discussing the relative merits of these two methods of handling depreciation, we must do so with full understanding that depreciation is an intangible thing which cannot be reduced to an
exact science. We cannot weigh it by the pound, nor can we measure it by the inch. It is a matter which must be carefully estimated
after extensive thought and study has been given to the subject,
which must be tempered with judgment and conservatism.
Above all things, it is most desirable to handle our depreciation
problems with the greatest possible simplicity and accuracy. Many
systems have been presented by different schools of thought, advocating their particular system to meet one or the other or both of
the above goals. In this discussion, however, we are only concerned with whether the straight -line or the production or use basis
has the greater simplicity or the greater accuracy. We are convinced that the straight -line basis has by far the greater simplicity,
and also has the greater accuracy; and even though it were only
equally accurate to the production or use basis, the greater simplicity would be sufficient cause for its use rather than the other
method.
Rate Calculation Simpler on Straight-Line Basis
The straight -line basis has greater simplicity in the method of
fixing the rates of depreciation. A comparison of this method with
the production or use method will suff=ice on this point.
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Under the straight -line method the life of any asset must be estimated and in doing this work you have the experience of your own
company; you have the experience in your own life; you have the
experience of other companies with similar assets in making actual
replacements as a guide to you in fixing the life of the asset.
These experience ratios include many of the items which go into
obsolescence and supersession. However, to guard against a possible more rapid obsolescence you may consult your management
and learn whether or not there are prospective developments in the
field to bring obsolescence at an earlier time than normally expected. After this has been done, the years of life divided into
i 0 0 % gives your rate of depreciation which is the conclusion of
a very simple process in fixing your rates. Should you, after a
period of years, wish to review the matter under the principles of
T.D. 4422, that may be done with equal simplicity as to the remaining life of the assets at that time.
Rate Calculation on a Production Basis
Quite in contrast to this simple procedure is the extensive work
necessary to arrive at a unit rate under the production or use
method of depreciation. First of all, the engineers must estimate
the physical life of the asset; they must determine the number of
units which it will produce each year and the number of years it
will remain in operation. The multiplication of these two figures
will give the total number of units of production or use. After
this you must estimate the effect of obsolescence and supersession
and this means that if the asset has a shorter life than the engineers estimated, the total production during its life would then
be reduced accordingly. But this is not sufficient since the number
of units which it will produce within the time, and the number
which it may need to produce, are two entirely different things,
and you must consult your sales department to find out how many
units they are going to sell. In other words, the sales quota on
your production must not only be fixed for the year ahead, as is
the common practice, but it must be fixed for the entire life of the
equipment, which may be ten or fifteen years. After the sales estimate has been determined, that number of units, if less than possible production before obsolescence, will be the controlling factor,
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and that number divided into the cost of the equipment will give
you the unit rate for depreciation.
Difficulty

of Selecting a Unit

This procedure thus far has its extensive difficulties in comparison with straight -line method; however we have assumed thus far
that the equipment will have an easy unit of production to use.
For instance in a corrugating machine you can use the M Sq. Ft.
of board produced. However, when you consider other equipment
what will be your unit of production? What would you use on a
steam boiler? What would you use for a lathe? What unit would
be used for a drill press? What unit for a glass furnace or a steel
furnace? All of these items of equipment would need different
units and production or use upon which to base their depreciation.
Each would have to be handled separately, multiplying the work
and further complicating it. Along with these items of equipment,
we have the question of buildings. What would be your unit of use
in an office building? What unit in a manufacturing establishment
or a warehouse? What would be your unit on a calculating machine or a typewriter? These questions alone suffice to show the
extent of the complication which is entirely possible under the
production or use method when it comes to setting the rates for
use in writing off depreciation.
Straight -Line Basis and Depreciation Records
The straight -line method has equally greater simplicity than
the production or use method in the handling of the depreciation
records. Under this straight -line procedure we can eliminate the
depreciation for any portion of the year in which an asset is acquired and begin depreciation with the beginning of the succeeding
year. In doing this, we write a property ledger sheet for each
asset acquired and mark it with its year of acquirement and its
depreciation rate. Those assets which carry the same rate may be
grouped together and summarized and the depreciation computed.
A total of all these computations will give the depreciation for
the entire year and the operating accounts to be charged may be
determined and the amounts spread over them. These amounts
may then be divided by twelve, which will represent the monthly
charge to operations for depreciation. One journal may be made
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up and twelve copies made on a duplicating machine, one for each
month of the year, which will be ready for posting as one of the
first items entered in the monthly closing. Assets which are retired
by sale or abandonment during the year will have their depreciation
computed to the end of the year in arriving at profit or loss figures.
The above method is not only simplicity in itself, but is very economical in labor required. It is not necessary to post each individual property record sheet with the depreciation taken each
month or each year since the depreciation may be computed from
the year of acquirement at the rate and the cost to cover any period
you may desire.
Production Basis and Depreciation Records
Compare this simple, easily understood method to the one which
would be required under the unit of production or use method.
First of all, it would be necessary to have charts of the various
units which were used in computing the depreciation; then it would
be necessary that the total production units established should be
known for the month before the monthly depreciation journal could
be computed. With that information in hand the various unit rates
would have to be applied to the various totals of units produced
to secure the total depreciation which would have to be allocated to
the proper operating accounts. This would complete your monthly
depreciation journal but your work would not end there. It would
be necessary for you to make a posting on each property ledger
sheet showing either the depreciation computed for that month for
that asset, or the units produced by that asset for the month and the
rate applicable to those units.
You can readily see from the comparison of the work of accounting for depreciation under the two methods that the straight line basis lends itself to simplicity, while the production or use
method of necessity gets you into complex records which are
laborious and expensive to handle.
In considering our subject from its broad aspects, that of the
straight -line versus the volume of production basis of accounting
for depreciation, we have in the former the preferable method
from the standpoint of greater simplicity, both in fixing the rates
to use and in operating the records themselves.
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NEGATIVE ARGUMENT

By Adrian Metzger, Auditor,
Schmidt Lithograph Co., San Francisco, Cal.
It is always well, at the outset, to determine what we are talking
about —to get down to fundamentals and allow no extraneous element to cloud the issue. There is, and always has been, confusion
on the subject of depreciation in the minds of accountants and
business men. You see, all accountants are expected to be business men, but it is rarely we find a business man who is an accountant.
Let us consider for the moment the very important question as
to just what we are talking about. What is depreciation? My
official dictionary tells me nothing. But common sense tells us
that it is, in simple language, wear and tear.
"The Irresistible March to the Junk Heap"
Professor Hatfield wrote, years ago, "All machinery is on an irresistible march to the junk heap." Of course, Dr. Hatfield was
right, in a sense, but that he should choose to express his thought
in that phrase was nothing short of tragic. He would doubtless
have expressed himself differently had he known what trouble he
was stirring up.
To demonstrate that Dr. Hatfield's phrase has had a pernicious
influence, just concentrate upon the sentence "All machinery is on
an irresistible march to the junk heap." You can appreciate, I am
sure, the power of suggestion upon the impressionable accounting
profession. The "irresistible march" created subconsciously the
idea of a rhythmic beat. You can almost envision a drill press or
lathe, dragging to the dirge of its own droning wheels, to the junk
heap. And don't forget —the junkyard is ten miles away —and
don't forget —it marches usually a mile per year —an orderly procession, this, with no variation of tempo. The march of doom
ticked off in advance, with unfailing mathematical precision —ten
per cent per annum.
Of course, this is obviously a frivolous illustration. But it is intended to point a truth and to illustrate a thought. A funny story
told the jury has no direct bearing on the evidence, but it helps
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to illustrate a point. And, after all, I am counsel for the defense,
and my client is "on the spot."

will

The Influence of the Practical Man
1 referred at the outset to the confusion that exists on this subject. The practical man (and mark you, the practical man is that
representative of the operating official class who good - naturedly
accepts the accountant as a necessary evil) —the practical man
tell you —
"Don't split hairs about depreciation. After all, it's a guess
and your guess is as good as mine. The machine may last
five years and it may last fifty. Of course, something may
come along a year from now and render this thing obsolete.
So you'd better, while you're guessing, load your rate sufficiently to get the thing o$ the books by the time the evil day
comes along."
Thus the question of obsolescence gets into the picture. But it
doesn't belong there. We're not talking about obsolescence. That's
something for your directors to consider a year or more hence,
or it may even be the burden of a generation unborn. So with
your permission we will stick to the question of depreciation —of
wear and tear.
Depreciation on Activity Basis Only Logical Method
I propose to demonstrate to you accountants, through your own
philosophy and the theories to which you are all definitely committed, that any basis of depreciation accrual other than activity
is fundamentally wrong and actually defeats the purpose which it is
intended to serve. This must be true, unless we are willing to shut
our eyes to the technique of cost finding, and treat the question
only from the standpoint of "How much can we lop from taxable
income?"
We are all agreed, I believe, that fixed assets are in substance a
deferred charge to operations. We all subscribe to the theory that
the product should absorb the cost of the equipment that creates it.
Depreciation on Idle and Partially Used Equipment
Very well, then, follow me closely. I will not attempt to lead
you astray with sophistry but convince you with logic. If there is
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no product, there is certainly no medium of absorption, is there?
You see right here, that on your own philosophy, should the plant
be shut down, depreciation would cease to accrue.
On the same reasoning a fixed depreciation charge should not be
assessed against the product when the plant is running at half
capacity as would be charged when the plant is running at full
capacity. It is obvious that in a case like this, one unit of product
would be carrying a burden that should be borne by two units.
Depreciation Merits Same Accuracy as Material and Labor
Our whole task as accountants is one that may be briefly summarized as one of classification and distribution. We go to endless
pains to secure the proper allocation of labor; and go through endless labor to obtain the correct distribution of material. We have
ever before us the duty of "rendering unto Caesar the things that
are Caesar's."
What would you think of an accountant who would charge into
production, arbitrarily, one - twelfth of the average annual raw material consumption, regardless of whether the plant were running
at peak or shut down? You wouldn't think at all. You would
draw and quarter him. And yet, after the last echoes of the lynching bee had died away, you would realize, perhaps, that this hapless victim of mob hysteria had been doing with material, just
what proponents of the straight -line method are doing with depreciation.
Let Us Be Consistent
Perhaps it is due to the confusion arising from the wedding of
depreciation and obsolescence that we treat depreciation in as
sloppy a way as we do. We who strive for consistency —for truth
—for the fundamental facts of business ! Maybe it is due to apathy
on the part of the "practical men."
Let us grant that no one can foretell the life of a piece of machinery. Let us admit unblushingly that it is all a guess. Let us
go a step farther and admit that all cost accounting is guesswork
for that matter. Your budgeting of anything is a guess. But you
labor for hours and days and weeks on your budget. You guess
conscientiously. Bear in mind that I am pleading for consistency.
I would rather be consistently wrong than spasmodically right.
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Time Does Not Measure Use
Let us return now to Dr. Hatfield's statement that all equipment
"is on the irresistible march to the junk heap." Let's elaborate on
it. The march to the junk pile is like any other march. There are
pauses for this and that. There are rush periods where the steady
tempo is lost and it's double quick. You see what I'm getting at,
don't you? It is one thing if your equipment is on the "march ";
it is another thing if it runs.
Time means nothing. It is use that counts. If we are figuring
on depreciation pure and undefiled. It is only on the basis of use
that depreciation can be honestly calculated.
If we are to charge production with depreciation over the useful
life of a piece of equipment, doesn't it stand to reason that the useful life is prolonged during low activity, when more time is devoted
to maintenance, and that it is shortened during peak production?
Depreciation and Power Costs Compared
Take another angle. Take the element of power, an important
item of cost. In the absence of power meters for each manufacturing center, what do you do? You prorate the power charge on the
basis, possibly, of active connected load. But you use a use factor,
because you realize that otherwise a department that was shut
down a whole month would be carrying a charge for power. To
you it would be absurd to charge a tenth of your power bill to a
department with one -tenth of the horsepower, if that department
didn't turn a wheel.
But the proponent of straight -line depreciation is not very far
away from this. He is taking the easiest way out. He is taking to
his bosom as sound doctrine, the heritage of a slipshod day. He is
adapting to the purpose of scientific cost finding, a practice originally designed to arbitrarily adjust profits at the year -end. He is
just one step ahead of the railroad official I remember as a boy,
who asked the accounting department for some costs, with the
strict admonition to omit "depreciation and all bookkeeping figures." He is using a rule -of -thumb formula for one of the most
important elements of cost finding and working out other elements
with meticulous care. He is straining at a gnat and swallowing a
camel.
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of Depreciation Justifies Care in Its Treatment

Depreciation is of sufficient importance, you will agree, to merit
care in its treatment. It merits a careful diagnosis rather than an
indiscriminate dose of salts. It merits consistent treatment. It
merits sincerity. It's worth a lot of hard work to determine the
truth.
I have tried to make it clear to you that in the calculation of depreciation, the first consideration is use and not time. I have reminded you of the obvious truth that some equipment marches to
the junk heap and some equipment runs. I think 1 have proved
to your satisfaction (as I know I ha ve pr oved to my own) that
for the sake of consistency, for the sake of accounting sincerity,
and for the sake of truth in business, we should depreciate machinery on the basis of the effort it expends, rather than on the
basis of the milestones it passes during its useful life.
SECOND AF FIRMATIVE ARGUMENT

By James E. Hammond, Partner,
Skinner & Hammond, San Francisco, Cal.
I used to think I knew something about depreciation. That was
when I first began the practice of public accounting. Now I am
of the opinion that one may say of depreciation what Dickens' Mr.
Pickwick said of politics "It is a difficult subject of no inconsiderable magnitude." Because of its difficulty and its importance it is
a suitable subject for the purpose of this debate.
A Restatement
We of the affirmative believe that depreciation should be charged
on a straight -line basis because that is the simplest and most accurate method of computing the reduction in the value of property
due to physical deterioration, exhaustion, wear and tear, including
obsolescence. Mr. Dawson has spoken on the straight -line method
of computing depreciation from the viewpoint of the simplicity of
that method and I shall speak on the straight -line method of computing depreciation from the viewpoint that depreciation is more
accurately measured when computed on the straight -line basis than
when computed on the production method.
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By way of resume let me state that the straight -line method of
depreciation is based upon the assumption that if the cost of the
asset is divided by the number of years or period of its useful life,
the result expresses the amount which should be recorded for each
year or period to cover accrued depreciation. This method is at
once the simplest, the most accurate and the most easily understood.
The production method of depreciation is based upon the assumption that the depreciation charge should vary with the volume of production. If, for example, we know a machine would
serve to turn out a thousand units of output under the production
method, the cost of the machine would be prorated over each unit
of output. Thus, against a period of heavy use of the machine, a
larger amount of depreciation would be charged than in a period
when it was but little used. On the surface, this seems a right
and appropriate thing to do, but a closer examination of this method
reveals the fallacies of this method and proves that it is not suitable as a standard or general method of writing off depreciation.
Depreciation Does Not Vary in Same Ratio as Production
We of the affirmative recognize that, generally speaking, depreciation of certain classes of equipment will vary with the volume of
production, but we do not believe that that variance can be computed with sufficient accuracy to make that method a reliable one
for accounting purposes. In this connection let me direct your
attention to the fact that while we concede that in certain instances
depreciation does vary with production, anyone who really understands this subject, knows that depreciation does not increase and
decrease in the same ratio, in the same ratio, mind you, —that production increases and decreases. In other words, the percentage of
fluctuation of true depreciation from normal is not as great as are
the fluctuations of production from normal or average production.
Or to state it in another way, when production fluctuates above or
below normal production, depreciation has a relatively lower fluctuation above or below normal.
Let us consider the accuracy of the straight -line method of depreciation from two viewpoints. First, the straight -line method is
applicable to all classes of assets regardless of how the unit of output is measured, whereas the production method of depreciation
is not —it is limited in its application to assets whose output can
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be measured in units which do not fluctuate. Second, the number
of years or periods of useful life of an asset can be more accurately determined under the straight -line method of depreciation
than the probable units or output required under the production
method of depreciation can be estimated.
Production Basis Not Applicable to All Classes of Assets

will

Let us take the question of the depreciation of an ordinary office
building. Would you say that depreciation of that building should
be computed on a straight -line basis or on a production basis? If
you adopted the straight -line method, you are confronted only with
the problem of determining the number of years of the useful life
of that building. Its reasonable life can unquestionably be determined with a fair degree of accuracy by reference to the opinion
of engineers, appraisers, and by reference to experience records
which have been built up over a period of time by the depreciation
section of the Bureau of Internal Revenue, by appraisal companies, by engineers and others.
If you say you will write off depreciation on this building on
the production method, you are confronted at once with determining a suitable unit of output. What will it be, dollars of rental,
number of rooms rented, number of persons occupying the building or some other unit? Let us assume you select the number of
rooms occupied as the unit of output and you determine a normal
say is 6o%.
occupancy for depreciation purposes which we
During the boom years the building was at least 9o% occupied
and half again as much depreciation was written off as under a
normal rate. When the depression came, the building was only
0 occupied and then you only wrote off half as much under
30'7
the production method as in normal times and one third of what
was written off during the boom times. Yet there isn't a man in
this room but knows that the depreciation of that building was
practically as great when it was 9og'o occupied as it was when it
was 3070 occupied. Depreciation in the case of an office building
can be computed with more accuracy on a straight -line basis. Many
similar examples could be cited as to the greater accuracy of the
straight -line method. It is most apparent that the production
method is not applicable to many classes of assets, as the measure
of the unit of output is too indefinite or is based upon the happen -
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ings of future events far beyond the intelligence or ability of man
to forecast.
Difliculty of Measuring Probable Units of Output
One of the disadvantages of the production method, mentioned
above, is the difficulty of making a reasonable estimate of the probable units of output and, as I just stated, future happenings which
man cannot foresee have a great bearing upon this. These happenings consist of not only prosperity and depression, peace and
war, new inventions, legislation such as the National Recovery
Act and other laws having a bearing upon working hours of
labor, safety and sanitary conditions, etc., but in addition changing styles must be taken into consideration. For instance a few
years ago, when ladies dresses were voluminous, a ladies' dress
factory where the unit of production was per dress, necessarily
found that much more machine work per unit of output was required than was the case a few years later when the use of material being greatly curtailed, and incidentally the distance between hem and waistline shockingly decreased, the machine work
was substantially diminished.
Under those circumstances, a factory writing off depreciation on
the production basis, found itself in very much the same situation
that we who believe the straight -line basis of depreciation is the
proper method, would find ourselves if the duration of a year's
time should be changed from 365 days to say, 25o days. We would
have to increase the number of periods of useful life of the equipment. Now during my entire lifetime to date, every year has remained of the same duration. I venture that I may be young and
inexperienced but during even my lifetime the United States has
been at war three times, if you call the Mexican fracas a war,
many wonderful things have been invented or greatly improved,
including automobiles, motion pictures, aeroplanes and television,
great strides have been made in scientific and engineering lines
and prosperity has come and gone and every single one of these
things or forces has had an effect directly or indirectly upon the
useful life of various kinds of equipment. Depreciation on the
straight -line basis is uncertain enough: why gamble with a number
of unknowns in attempting to write off depreciation on a production basis?
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Production Basis Called Opportunism
One more thought. I offer the suggestion that the production
method of writing off depreciation is a flare back to the horse and
buggy days of accounting. In those days, sort of figuratively
speaking, you gave old Nell the reins and let her wander where
she would and at the end of the year if you thought you had a
good amount of net profit, you wrote off a substantial amount of
depreciation and if your profits were lean or none at all, you wrote
off little if any depreciation. Now, practically speaking, that is
about the way this depreciation on a production basis works. You
write off a whole lot in the good years when production and profits
are up and only a little in the lean, and that example is not greatly
exaggerated either. Once again we say, write off depreciation on
the straight -line method and do not gamble in varying it with the
rate of production.

A SUMM ARY SH EET FO R ANALY SIS AND CO NTRO L
OF DEPRECIATION
By Arthur W. Kress, Staff Accountant,
Greenman, MacNicol & Co., New York City
HE RE are many business organizations today that maintain

T1 detailed plant and equipment ledgers which record, among other

things, depreciation for the period and the accumulated depreciation on each particular piece of equipment. On the other hand,
there are many that keep no record of their fixtures and equipment other than that recorded in the general ledger. At the end
of the period depreciation generally is computed by applying the
rate to the balance appearing in the fixed asset account. By continuing this procedure for years sight is lost of the fact that some
of those assets may be fully depreciated with the result that over depreciation occurs and the cost of operations is overstated. Much
analysis and research work is then entailed to correct the error.
This discussion is for the purpose of presenting a schedule or
running analysis of a fixed asset account in summary form together with its related reserve. It must be borne in mind that the
schedule to be described is not to replace detailed equipment
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ledgers. However it may be utilized in proving the depreciation
shown in the subsidiary ledgers in total. In the case where no supporting records are kept, this schedule may be used as an aid in
computing the depreciation. It should further be noted that this
schedule was designed for organizations using the straight -line
method of depreciation. With a little study it may be fitted to
other methods of figuring this periodic charge -off for wear and
tear which are in vogue. In the example to be taken under consideration salvage values have been disregarded. An illustrative
summary sheet will be found at the end of the article.
Description of Form Shown on Page

r272

A work sheet with as many columns as possible must be obtained. This is headed up with the name of the company and the
name of the account which it supports, such as, Furniture and
Fixtures, Machinery and Equipment or some other asset. At the
extreme left the rate of depreciation is shown, as in the example,
to% per annum and 59'0 on additions. A question may be raised
here as to why only a half year's depreciation is taken on additions
during the year. Where supporting records are in use depreciation can be taken from the date of purchase, an ideal method, because complete control is had of each and every piece of equipment. In the absence of subsidiary plant ledgers, control over the
assets is very poor and oftentimes a piece of equipment cannot
be identified in the general ledger. In that case the Internal Revenue Department will allow an "average depreciation" on the
additions which is half of the rate used per annum.
Each of the many columns is labeled with a calendar year or
fiscal year as the case may be. The first line is marked "Balance,"
the second "Additions," the third "Sales" and the fourth "Fully
Depreciated." Several lines down farther appears the years corresponding to the years at the top of each column. At the extreme
right are three columns constituting the Reserve for Depreciation.
Recording Additions and Depreciation
In the example submitted, the XYZ Co. was organized in 1925
and had purchased equipment in the sum of $a,000. This figure
is placed in the 1925 column on the line provided for additions. In
the Depreciation section the calculation of the depreciation for the
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year (5% of $2,000) appears on the line and in the column for
that year. This figure is then extended to the "Depreciation for
Year" and "Accumulated Depreciation" columns. The $2, 000
balance shown in the Equipment account is then brought forward
as the opening balance for the succeeding year. An ent ry may
now be made in the journal charging an expense account and
crediting a reserve for depreciation account for the $ioo to record
the depreciation for the year.
During 1926 additional purchases of equipment were made in
the sum of $75o. This amount is placed in the 1926 column on the
"Additions" line, and the balance of the equipment account, $2,750,
is then brought forward in the 1927 column. The depreciation for
the year is arrived at by taking 1 o % of the 1925 additions and
placing the result ($200) in the 1925 column on the 1926 line,
and Soto of the 1926 additions or $37.5o and placing that on the
same line in the 1926 column. The 1926 line is then crossfooted
and the sum extended to the "Depreciation for Year" column. This
total is added to the previous year's accumulated depreciation.
Proper entry is then made in the formal books of account to
record the yearly depreciation —at this point, $237.5o. At all times
the Reserve for Depreciation account in the general ledger must
agree with the amount as shown in the "Accumulated Depreciation" column on the schedule.
In the years 1927 -28 -29 further purchases were made and the
same procedure as outlined above
followed. It is most essential
that the correct depreciation of each year's additions appears in its
respective column and on the proper line.

Entering Asset Sales
During the year 1930 equipment purchased in 1925 costing
was sold. For the purpose of this schedule the selling price
is not necessary as it is not intended to be a detailed analysis of
the equipment, but rather an aid in the computation of depreciation. The cost value of the sale is entered on the line provided
for sales in the 1930 column and in parenthesis the year in which
the original purchase was made. In figuring depreciation for this
year to ' o is taken of $ 1 , 0 0 0 of the 1925 additions and Soto of the
$1,000 cost value of the sale of equipment purchased that year or
$150. It is now proper for us to take out of the Reserve for De$1,000
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preciation the accumulated depreciation of the equipment sold,
amounting to $500. The $500 is entered in red in the 1925 column
on the 1930 line and extended to the "Charges to Reserve" column. In crossfooting the computations of depreciation on the additions for the year to arrive at the total depreciation the red figure of $500 is not to be deducted therefrom. From this we may
formulate our journal entries:
Depreciation of Equipment
. . . . . . . . . . . . . . . . . $530
Reserve for Depreciation ................
To record depreciation for the year.
Rese rve for Depr ecia tion ... .... .... .... .... ... $500
Equipment
..... ...
. . . . . .depreciation
. . .. . . . . . . . .on
To transfer accumulated
equipment sold.

$530
$500

An additional entry would have to be made debiting or crediting
Equipment Account and debiting or crediting Profit & Loss on
Sale of Capital Assets to record the profit or less, as the case may
be, on the sale.
Entering Frilly Depreciated Assets
At the end of 1935 the remaining equipment which had been
purchased in 1925 became fully depreciated. The $1,00o thus remaining is entered on the "Fully Depreciated" line in the 1935
column and becomes a deduction from the asset account. The
1925 column is now ruled off and the total of $1,00o inserted at the
bottom of the column. These fully depreciated assets are also
en t er e d i n th e "Ch a rge s t o Re s e rve " col umn . This $1,00o is de-

ducted from the balance carried forward to the 1936 column.
Entry may then be made in the journal:
Reserve for Depreciation ................... $1,000
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . .
For fully depreciated equipment.

$1,000

It may be desirable to keep a record of the fully depreciated
assets, especially so if the equipment is still in use and adjustment
for the remaining life is not made. In that case, by making the
above entry, facts concerning fully depreciated items may be obscured and difficulty may be encountered in attempting to determine such facts. On present Federal Income Tax returns the
schedule providing for analysis of depreciation taken includes space
for the amount of fully depreciated assets in use at the end of the

1269

N. A. C. A. Bulletin

July 1, 1936

taxable year. To facilitate matters the following entries may be
made in lieu of the one given above:
Fully Depreciated Equipment ............... $1,000
Equipment ..
..
...
$1,000
Give as complete a description of the equipment as possible.
Reserve for Depreciation .................. $1,000
Reserve for Fully Depreciated Equip$1,000
ment . ..... ...... ...... 7 . . . . . . . . . . . . .
To transfer accumulated depreciation on
assets fully depreciated.
Repairs, Replacements and Appraised Values
Occasionally major repairs and replacements are made which
enhance the value of the equipment and extend its life. Whenever
that occurs proper adjustments must be made on the schedule in
red in the depreciation section and entered in the year column in
which appears the value of the equipment so repaired or having a
replacement. The adjustment is then extended to the "Charges to
Reserve" column and the depreciation for the year calculated on
the new basis.
In the event an appraisal is made resulting in an increased valuation, notation to that effect may be shown on the schedule. It is
well to have this notation reflected on the schedule as a memorandum only. Depreciation of the excess of the apraised value over
the original cost is not allowable as a deduction from income by
the Internal Revenue Department and therefore such depreciation
should be charged to the Revaluation Surplus which was set up in
the accounts at the time the equipment account was written up to
the appraised value; provided such entry was made in the first
instance.
Value for Income Tax Purposes
Under Treasury Decision 4422 the burden of proof is on the
taxpayer to substantiate his deduction for depreciation. In order to
do this it is necessary to prepare detailed schedules setting forth:
"t. the cost or other basis of assets for which depreciation is

claimed
the age, condition and remaining useful life of the assets
3. the portion of the cost or other basis which has been recovered through depreciation allowances for prior taxable

2.

years
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4. such other information as may be required to establish the
correctness of the deduction claimed, or to determine the
amount of the deduction properly allowable." (Explanatory Digest Relating to Federal Taxes under the Revenue
Act of 1934— Prentice Hall, Inc.)
It can readily be seen that if detailed plant records are not kept
it may be quite a task to conform with this requirement. However,
with the aid of the Schedule of Reserve for Depreciation as described it would be a simple matter to prepare the information
requested.
To sum up:
The Reserve for Depreciation Schedule is not intended to replace detailed plant records, but may be used to prove the depreciation shown therein
2. In organizations not maintaining supporting records of the
fixed asset accounts this schedule may become the basis for
all depreciation entries
3. The making of major repairs and replacements which extend
the life of the equipment must be reflected on the schedule.
Such adjustment being made in red in the Reserve section
4. On the other hand, increased valuations of assets due to appraisals are not formally entered, but are carried as memoranda only
5. Facility in the gathering and preparation of necessary information under T.D. 4422 is afforded with the use of the
Schedule of Reserve for Depreciation
6. A bird's eye view is obtained of the history of the asset and
its related reserve.
1.
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X.

Y.

Z.

COM PA NY

MACHINERY AND EQUIPMENT
10%
5 % on A d d i t i o n s . .
1925
Balance . . . . . . .
......
Add iti ons . . . . . . 2,000.00
Sales . . . . . . . . . .
......

1926
2,000.00
750.00
......

1927
2,750.00
1,500.00
......

1928
4,250.00
900.00
......

Depreciated

......

......

......

Full

......

1929
5,150.00
650.00
......
......

1930
5,800.00
......
1,000.00
(1 92 5)
......

1931
4,800.00
200.00
250.00
(1 92 6)
......

1931
4,750.00
500.00
250.00
(1932)
......

1933
500.00
600.00
.....

1934
5,600.00
850.00
650.00
(1 9 29 )
......

1935
5,800.00
350.00
......

1936
5,150.00
......
......

1,000.00

500.00

Ckarges Depreto
ciation
Reserve for Year
N
~

N

1925
1926
1927
1928
1929

............
.......... ..
............
............
............

1930

............

100.00
200.00
200.00
200.00
200.00
500.00 •
150.00

1931
1932
1933

............
............
............

100.00
100.00
100.00

1934
1935
1936

............
............
............

100.00
50.00
.....
1,000.00

Red figure.

......
37.50
75.00
75.00
75.00

......
......
75.00
150.00
150.00

......
......
......
45.00
90.00

......
......
......
......
32.50

......
......
......
......
......

......
......
......

75.00
125.00 •
62.50
50.00
50.00

150.00

90.00

65.00

...

......

150.00
150.00
150.00

90.00
90.00
90.00

150.00
150.00
150.00

90.00
90.00
90.00

65.00
65.00
65.00
325.00"
32,50
......
......
000.00

50.00
50.00
25.00
500.00

......
......

......

......

......

......
......
......
......
......

......

Accumulated
Depreciation

100.00
237.50
350.00
470.00
547.50

100.00
337.50
687.50
1,157.50
1,705.00

......

.....

......

......

......

500.00

530.00

1,735.00

......
......
......

10.00
20.00
20.00

......
12.50
25.00

.....
.....
30.00

....
......
......

......
......

......
......
......

125.00
......
......

477.50
487.50
530.00

2,087.50
2,575.00
3,105.00

......
......
......

20.00
20.00
20.00

25.00
25.00
25.00

60.00
60.00
60.00

42.50
85.00
85.00

......
17.50
35.00

......
......
......

325.00
1,000.00
500.00

570.00
547.50
490.00

3,350.00
2,897.50
2,987.50
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