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THE BASIS OF DEPRECIATION CHARGES
By FRITZ SCHMIDT

WHETHER depreciation charges
should be based on cost or re-
placement value, although seem-

ing to be a question of only theoretical
importance, has been a very practical
one to all European nations which have
gone through an inflation period. The
iproblems arising therefrom have been
discussed and developed largely in
Germany and by German business
economists. In the United States, the
problem of valuation seemed to be of
less importance until the Supreme Court
held recently that present-day vaiue
should be given greater consideration in
the accounting which is to be used as a
basis for railway-rate regulation. This
decision conforms with steps taken by
some leading associations in Germany,
especially the Reichsverband der Deut-
schen Industrie and the Verband der
Maschinenbauanstalten, both of which
have decided to recommend to their
members the calculation of depreciation
of assets on the basis of present-day
value.

Before discussing the economic rea-
sons for using present-day Valuation

for the purpose of calculating deprecia-
tion charges, it might be profitable to
point out that all depreciation calcula-
tions raise two separate problems. The
first is a technical orie and has to be
considered especially by those experts
who have to estimate the technical life-
time of a fixed business asset, taking
into consideration all facts regarding
the wear and tear that set a limit
to the physical lifetime of every asset,
be it a machine, a building or a whole
railway outfit. This physical lifetime
of an asset may be shortened, however,
by economic obsolescence. New inven-
tions may occur and compel the owners
to replace certain assets long before the
physical lifetime has expired. There-
fore, the wise business man provides
special reserves that will enable him to
make proper replacements at the right
time, since otherwise he will not remain
able to compete effectively in his line of
business. In reality this means that,
besides the estimation of the physical
lifetime of the fixed assets, there has to
be estimated for every fixed asset an
economic lifetime, which will often be
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much shorter than the physical lifetime,
but which will be the more important of
the two. Only when both kinds of
depreciation are given full consideration
will the accountant be able to debit each
economic working unit its proper share
of the whole cost value, of the fixed
assets.

But let us suppose that the problem
of estimating the economic lifetime of
the fixed assets has been effectively
solved in spite of the many difficulties
that arise from attempting to estimate
future events. Then another question
remains for discussion, the basis of
valuation. It is the special thesis of
this paper that depreciation should be
based, not on original cost but on
present-day value. Each term of the
life of the working fixed assets must be
debited its full part of the economic
lifetime. The question we have to
decide here is. Which method of valua-
tion is the correct one for the conduct
of business? And the answer to this
question must be such as will prove
most effective to the welfare of the firm
itself as well as to the economic life of
the nation.

The practical man engaged in busi-
ness life might think it a trifling affair
to speak about this problem at all, and
he may continue to adhere to the tra-
ditional method of calculating all depre-
ciation on the basis of original cost.
But he will agree that not much think-
ing has been employed in deciding upon
this kind of accounting. Generally
there is no other reason than custom
and convenience for using original cost
as the principal basis for depreciation.
This kind of value comes from the
original invoice; it is placed on the
books and remains there as long as
the assets are working in the plant.
To use these amounts for depreciation
requires no thinking; this is the most

important reason why they are used so
generally.

It takes a much more thorough under-
standing of economic principles to
question whether the amount paid out
perhaps ten years before is still the real
value of an asset in the present account-
ing period. But this difficulty of think-
ing the problem through should not be a
valid reason for discarding such an
important matter from discussion, es-
pecially since, by the Supreme Court's
decision in the O'Fallon case, a large
number of railroad men will be com-
pelled to use present-day value in their
accounting for depreciation. Besides
this, it must be considered that if the
reasons in favor of present-day value
depreciation are good ones, this prin-
ciple concerns not merely a single
branch of economic life but the sum
total of business values.

If we speak here of present-day value
it ought to be clear that, of the many
different values which could be thought
of, only one can be considered. All
goods on their way from the beginning
of production to the last consumer have
two kinds of present-day value. They
are valued both in the purchasing
market and in the selling market. Be-
tween these two valAaes there is generally
a difference which corresponds to the
gross profit which the producer, whole-
saler or retailer will gain if the goods are
turned over to the following link of the
chain. It is a very old business rule
that this profit on the turnover should
not be accounted for until it is realized,
that is, until the goods are really sold
and have thus left the business and the
books. So it is clear that if a present-
day value is taken into consideration,
it can only be the present-day purchas-
ing price, the present-day cost price,
which in economics we often find
expressed as reproduction value.



THE BASIS OF DEPRECIATION CHARGES 259

Once this principle is recognized, it is
clear that all further discussion can
consider only two kinds of value as a
basis for calculating depreciation. The
critic has to show in what respects the
traditional original-cost value is detri-
mental to the welfare of business and in
what respects the present-day cost
value, or reproduction value will be able
to give better results. Economic life
is governed by certain principles, the
neglect of which is equally dangerous to
the individual business and to a nation
as a whole. It may be profitable to
compare the methods of calculating de-
preciation from the point of view of
some of these principles.

Tke Principle of Private Property
This principle is the corner stone of

American economic life. Every citizen
of this country finds a lasting impulse
for all his economic work in the fact
that the profits of his business are
secured by the Constitution and by law.
In so far as the state or any social organi-
zation should appropriate a larger share
of these profits than is absolutely neces-
sary for the payment of the mere needs
of government, to that extent social-
istic and bolshevistic theories would be
practiced. Thus the principle of pro-
tection of all private property and
private income from confiscation is the
most important part of a liberal eco-
nomic system, because this protection
alone, or at least best, can encourage
the many impulses which, arising out
of individual strife for profit, make the
prosperity of a nation. When once a
state departs from that principle, all
economic work except that of state
officials will become insecure and bur-
dened with risks which lessen the work-
ing power of every individual. Now it
is certain that, under certain circum-
stances which prevail just now in the

United States, the calculation of depre-
ciation on the basis of original costs
will be the practical equivalent of
legislative confiscation of a part of the
business man's private property. Of
course, as long as business men choose
this detrimental method in full knowl-
edge and of their own free will, nobody
need prevent them from doing so. But
it is quite another matter when any
state official or state commission is
doing it, because then the state is work-
ing officially on socialistic principles,
which up to now seem not to be favored
in America.

This may be proved by an example.
It is generally known that, since the
outbreak of the World War, not only
nearly all European countries but also
America witnessed a considerable rise
of the general price level. Let us sup-
pose that the cost price of all fixed assets
of a business concern have risen 50%
since 1914. Then it would be the rule
to carry these assets "on the books at
their original cost. This dangerous
habit often implies that in the current
profit and loss account depreciation is
calculated only on the basis of this
value. But when, for example, the
original cost of a railway was $100,000,-
000, this cost would now be $150,000,-
000. If a 5 % depreciation is accounted
on the basis of $100,000,000, the profit
and loss account this year will be
charged $5,000,000 for depreciation.
This amount, $5,000,000, is then taken
out of the gross returns of the business
and held back to secure the proper
replacement of that part of the outfit
which is no more fit for use. But while
in the year 1914 at the prices of goods
and labor then prevailing, one-twenti-
eth of the whole plant could be renewed
for the amount of $5,000,000, now at
the higher prices only one-thirtieth
can be bought. So it is clear that, in
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consequence of increased prices, the
depreciation rate at original cost will
not give enough money to the business
to replace all the outfit that in the
present year has been given to the
buyers of the business goods or serv-
ices. This means in plain words that
by this method of calculation a certain
part of the business assets has been
given to the customer without return,
for the price of his purchases had been
calculated on original costs. From
another point of view it might be said
that the security holders of the concern
received a dividend which was too high,
because from the gross returns there
should have been withheld for depre-
ciation charges, not $5,000,000 but
$7,500,000. The latter amount would
be sufficient to buy at the end of the
year only as many assets in replacement
of depreciation as had been really used
for the production of goods or services
sold.

If the business in question works in
a fully free market, where prices of the
products are determined by free com-
petition, it may be considered a private
affair of the business man whether he
likes to pay out in dividends a part of
his fortune that in reality is necessary
to uphold the producing capacity of his
plant. But even for him it will become
apparent, when large parts of the plant
have to be replaced, that his methods
have been detrimental to his business.
Then the depreciation funds will not
suffice for the purpose, and additional
money will have to be raised in the
money market. If all great concerns
tried to follow this practice, a very seri-
ous financial condition would surely
take place: those who ultimately pro-
vide these funds are the people with
savings, and they would then be com-
pelled to furnish a very large portion
of their income to the money market.

Should they fail to do so, or should
the rate of interest at this time rise too
high, some concerns might take refuge
in raising the prices of their goods,
in order to finance the replacement
costs partly out of business returns.
In any case, that part of the public pur-
chasing power which has been increased
by surplus dividends or by the lowering
of prices because depreciation was
calculated too low, has to be repaid by
the public in the form of higher prices
or greater savings at the time of real
replacement of the plants.

The most serious consequences of the
wrong calculation of depreciation
quotas will take place when a concern
is forced by law or by a regulating
commission to sell its goods or services
at fixed rates, as, for instance, is the
case with most of the transportation
concerns in this country. Then the
enforced price of services calculated
on the basis of original cost will prevent
the concern from building up sufficient
funds to maintain an efficient working
outfit. The amount lacking at the
time of replacement must be taken out
of the money market. In the mean
time, the community, as consumer of
the concern's goods or services, has
during the time of miscalculation con-
fiscated a part of the fixed assets of
this concern. This is striking a blow at
the principle of private property.
Such property is taken from a concern
in the form of its services, and the price
of these services is held at a point too
low to enable it to replace what by
wear and tear as well as by obsolescence
was contained in goods or services sold
to the consumer. Later on the unduly
lowered rates may have to be raised in
order to enable the concern to maintain
its plant in good working order, but
these rates may then be too high for
large sales volume.
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The correct calculation of deprecia-
tion on the basis of present-day cost
would give to the concern's depreciation
fund just enough money to replace
all assets that are used. Every con-
sumer will have had to pay in the price
of goods or services just as much as he
received, and each year is thus held in
perfect equilibrium of finance. Of
course, if the present-day cost value
of the assets should some day sink
below the amount of original costs, then
only a fair share of this smaller amount
should be deducted from the returns
of business; thus rates would be lowered
whenever the general price level sinks.
But at the present time, when without
any doubt costs are considerably higher
than a good deal of the original cost
figures generally carried on the books,
it is to be recognized as at any other
time that we live in a period which con-
sumes part of business fortunes; and
any man who is pleading for deprecia-
tion on original costs ought to realize
that he is also in favor of confiscating
private property. If once this is recog-
nized, it might be an efficient check
to this kind of calculation, especially in
a land which surely owes so much to
private initiative and daring, a large
part of which is due to the security
of property and profit.

The Principle oj Sustaining the National
Power of Production

This principle is violated when dur-
ing a rising price level the depreciation
quota is based on the lower original
cost. Original cost of a plant may be
$1,000,000, but the present-day cost
value might amount to $2,000,000.
The annual part of the economic life-
time of the plant is estimated to be one
tenth of the whole lifetime. Hence, it
would be most dangerous to the pro-
ducing power of the whole nation and

to all plants, if out of the annual re-
turns only $100,000 were set aside
when $200,000 would be necessary to
replace as much of the plant as has
been used by the production of the
current year. Some day the whole
plant or important parts of it will cease
to work, and the depreciation funds
will not be sufficient for replacement.
This means that during the past years
part of the business fortune has been
given either to the consumers of the
plant's goods in the form of prices cal-
culated on too low a basis, or to the
shareholders in the form of dividends;
which latter may have raised the stock-
exchange quotations so considerably
that now, when the time of low profit
comes, the shareholders not only will
fail to receive dividends but also, on
account of the sinking quotations, prob-
ably will be unwilling to take up new
stocks, which if sold at all ca-n only be
sold at very low rates. Just when the
concern is most in need of new capital,
the conditions for getting it will be the
worst, the rates the most unfavorable;
so that even the very existence of a
valuable part of a nation's working
plant may be in serious danger of
bankruptcy. When many important
concerns happen to be in the same
condition, all asking for new capital,
the money market can answer these
increasing demands only by a very
serious rise in the rate of interest, and
many current obligations may be re-
tired on account of this scarcity of
money and general mistrust.

All of which goes to show that neither
the individual concern nor the country
as a whole can benefit if, by depreciat-
ing assets on too low a basis, certain
years of production are charged less
than sound accounting methods dic-
tate. It is an economic principle of
absolute certainty that the amount by
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which in past years actual depreciation
has exceeded the charges for deprecia-
tion, must be paid as surcharges in
later ones. It follows from this that no
profit can be gained by charging differ-
ent years less than the full present-day
value of their depreciation, and that it
always will be best to give every year
its just part of debit on the costs of
fixed assets during this year. Any
governmental act interfering with this
principle of sustaining the producing
power of a plant up to its present state
will always mean a deterioration of
business conditions in the future; and
no nation will act on sound economic
principles if its capital values become
depleted by current expenditures.

The Principle of Economic Equilibrium

If, as was pointed out, each year in the
whole lifetime of a plant is not charged
its full share of the present-day repro-
duction cost, there must be a seri-
ous disturbance of the quiet develop-
ment of the whole economic condition
of a nation. In the years which show
too small a depreciation charge, there
will be either too low a price level or
too large an income from capital shares.
In both cases the result must be a
strong impulse to production. If the
prices are too low, the current income of
the whole people can buy more goods
than at normal prices, and so the busi-
ness volume will outgrow the normal
amount. Many concerns may plan to
enlarge their plants to meet the rising
demand, and the general rise of business
conditions would appear to be very
beneficial. Alas, this can not last,
because it is certain that some years
later there must come a time when the
insufficient depreciation rates of the
past, which permitted a greater con-
sumption during those years of general
business prosperity, have to be com-

pensated for out of current income in
the form of savings, in the taking up of
additional shares, or in higher prices
of goods if this form of furnishing the
funds for replacement of worn-out fixed
assets is preferred. In each case, dur-
ing these years of real replacement,
the consumers will be in a precarious
position because of high prices; and
yet they will receive in goods and serv-
ices an amount which is only less by
that amount which they received in
excess in the years past, when the full
value of depreciation was not accounted
for.

Where the market conditions allow,
the difference between original cost and
present-day cost of depreciation will be
turned out as dividend. Under such
circumstances, the years of too low a
depreciation basis will result in a situa-
tion where the income of the share-
holders may be larger than it should be.
Out of this enlarged income they can
buy more goods than would be possible
if the depreciation rate were accounted
on present-day value, even if the price
level were not lowered. Thus, again
the business volume is enlarged, and
many impulses are given to develop the
production f)ower of plants; though all
experience of the last century proves
that, during such a period of strong
growth in business volume, consequent
upon basing all kinds of calculation on
the lower original costs of past times,
another period of serious business de-
pression with sinking business volume
and sinking prices must follow. It is
certain that the development of busi-
ness cycles, as far as general economic
conditions are their cause, would be
practically obviated if wrong account-
ing methods, basing depreciation on
original costs, could be eliminated.
Years of artificially grown income and
business volume are inevitably followed
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by other years during which the sins of
the past have to be paid for in the form
of lower business volume, lower con-
sumption of goods and lower income.
If these sudden changes in business
conditions were reduced by charging
each year its full value for the deprecia-
tion currently taking place, a much
smoother development of the whole
economic life would be secured.

The Principle of Balance between Pro-
duction and Consumption

This principle will be violated when
in times of changing price levels depre-
ciation is based on original cost. The
relations among money circulation, in-
come and cost, will become evident
when, in a year which is debited with
less than the full value of present-day
cost for depreciation, there is a higher
income either in goods or in money.
If the paid-out dividends are too high
because of depreciation's being too low,
there will be plenty of money in the
buying market for consumption goods,
accompanied by a rise of prices; or a
considerable additional saving will take
place, thus raising the quotations of the
stock exchange and giving an impulse to
enlarge plants that would not be pres-
ent in a normal economic trend. If
original costs are higher than present-
day cost, the amount set aside from the
returns will be too high, and the income
of the shareholders will be too low.
Out of lower income, only less goods at
the old price or an equal amount of
goods at lessened price can be bought;
so either a sinking of the price level or a
lessening of the quantity of goods pro-
duced must take place.

This is always the case when a sudden
crisis takes place, much to the detri-
ment of the whole country, because, in
spite of a relative abundance of money
when business concerns build up too

large a fund for depreciation, consumers
do not have much money on account of
the smaller dividends. Money is also
scarce on account of the unemployment
which results from the lessening of the
amount of goods sold, since the higher
depreciation rate leads to prices which
reduce the volume of sales. Finally,
it is just as certain that there will be a
recovery of economic life, because the
rising funds for depreciation must lead
to a lowering of the rate of interest, and
this in turn leads to an enlarging of the
business volume; but between the sharp
crisis and this recovery lies one or
several years of economic misery, and
this largely, and perhaps only, as a
result of wrong calculation. A reason-
able state of economic dealing would
demand that in each year the amount of
goods offered for consumption should
correspond to the state of productivity
of this very year, after all the assets
used up by the process of production
are fully, and only fully, replaced out
of the production of this year. If in a
year of rising level of prices the amount
of depreciation is set aside on the basis
of lower original cost, this will not be
sufficient to replace all assets consumed
by the process of production. In con-
sequence, there will be more consumers'
goods, thus favoring the consumers in
such a year. There then follow years
of rising prices and increasing business
volume, succeeded by years of falling
prices and decreasing business volume.
Then the rate of depreciation will be-
come too high, and the consumer will be
less able to buy out of his income, which
is diminished by lessened dividends
and unemployment; in other words, too
much production value is reserved for
the replacement of assets in the form of
growing depreciation funds. Prices for
goods of consumption are then too high,
because of the calculation of deprecia-
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tion on the high original cost. That
unemployment is brought about by an
artificially raised price level and a
consequent decline of business volume,
is proved by all experience of the last
century. But that it is also a detest-
able waste of national economic produc-
ing power, nobody would dare to deny;
especially if it could be seen that much
of this kind of economic disturbance
would vanish if calculation were based
on present-day cost, whereby every
business each year received its correct
part of replacement cost, and every per-
son each year received a sufficient in-
come to buy all the goods that could be
produced on the prevailing level of pro-
ductivity and needs of the consumer.

The Principle of Separation of Capital
Assets from Current Income

This principle is only another side of
the same problem. If out of each
year's production enough funds are
set aside to replace all assets that in
this year's production have been con-
sumed, the surplus will be* the goods
available for consumption without any
diminution of the individual or national
producing power. It should be an
essential part of general business policy
to recognize that this is the only correct

way to uphold normal conditions and
to free business life from many of the
sudden changes that always bring dam-
age to the whole business of the coun-
try. The only way to come to such a
state of affairs is to use as the single
basis of all calculation, be it for individ-
ual items or in the general profit and
loss account, the present-day cost
value. Only this correct measure will
enable management each year to dis-
cover the correct value of costs, includ-
ing depreciation, and only in this way
can the producer see from his cost
accounting whether the market price
of his products enables bim to secure a
real profit over the present-day value
of all the material, labor and fixed assets
that were used in the course of produc-
tion. Only by this method of calcula-
tion can management decide whether
production is still profitable or not, and
whether a growing or lessening rate of
profit renders it advisable either to
enlarge or to curtail the business vol-
ume of a plant.

EDITOR'S NOTE: This problem is worked out more
fully, especially as regards the technical problems, in
the following books written by the author: Organische
Tagtjwertbitanz, Leipsig: G. A. Gloeckner Verlag; Der
WiederbuchafungspTtis, Berlin: Spaeth und Linde
Verlag; Die Indiuttukonjunktur—ein Rechenfehler.
Berlin: Spaeth und Linde Verlag.






