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DEPRECIATION

Depreciation is an old question in which of late a great deal
of new interest has been aroused. The reasons which have
brought this question to the fromt at this time may be traced
partly to governmental aetion and partly to eertain economic
ehanges in our industrial and commereial life.

Our state and national governments, for instanee, are greatly
extending their activities. Among other things they are exer-
cising much closer supervision over public wtilities than for-
nmerly. They are also berinning to levy 1axes on jncomes and on
net earnings. Aectivities of this kind, in order 1o be effectively
as well as fairly carvied out, requice that both the earnings and
operating expenses should be properly defived. elassified and
recorded. In the classifications and rules that have been pro-
mulgated in this connection depreciation is generally treated as
an operating expense. It is taken out of earnings before the
profite are stated,

Further interest therein has also. been stimulated by the
position in this respect of those who depend upon public utilities
for the services they render. Buch services have now become
necessities. Customers for them therefore-insist, as they have
the right to do, that the plants be kept in good serviceable eon-
dition through adequate provisions for depreciation. They
further demand that the money so set aside, especially when
contributed by them, bo honestly used for the purposes for-
which it was intended.

Investors are also seanning conditions more elosely than.
formerly. When the units of capital employed in preduction
were small and chiefly owned by the operators themselves there
were buf few reasons why anyones bat the gwner should care
Jjust ‘how depreciation was provided or the eapital kept up.
These units, however, have incroased in size and with this in-
¢rease have also come radical ehanges in the ownerships. The
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bonds and storks of our publie utility and industrial corpora-
tions are now held by investors in all parts of the eountry.
These investors, far sepavated fvom their property, now want
to know how the property behind thess securities is kept up.
In faet, they constantly demand information as to whether
adequate provisions are made for sueh depreciation as is taking
place in the property.

A correct treatment of depreeiation in all its phases is also
of the greatest importance to the public utilities themselves. I
provides the means by which their property may be renewed
when it has to be discarded. It enables them to place the bur-
den of snch muintenanee or renewals where it properly belongs.
It materially assists in establishing equitable relations between
the utilities and their customers. It places the utilities in 8
sound position in this respect with reference to both the eourts
and so-called publie utility laws. It is also in line with proper
methods and sound practices from a eommereial point of view.

There are a'so other reasons why proper treatment of depre-
clation is important, Pullie utilities for adequate service are
ordinarily entitled to rates which will yield reasonable returns
for operating expenses, including depreciation, and interest and
profit on the investrment, These items therefore eonstitute the
vost of the service, the cost which becomes the basis for rates.
Snch amounts for operating expenses and depreciation may
also be dedueted from the gross earsings in arriving at the
profits or net earnings upon which income and corporation taxes
are aseessed. Now, if depreciation iz either omitted from or
nnderstated in the operating expenses, the result is that higher
than the true net eavnings or profit are shown, This, in turn,
may easily lead to unjnst redurtions in rates as well as to un-
warranted incresses in taxes or other charges.

In faet, the conditions whieh have thus been outlined are
“bringing about a bitter realization of the importance and nature
of depreciation, They are alan resulting i inguiries into the
forees by whieh il is ranzed. the methods by which it ean be
estimated, how if shomld be provided for, the methods of ac-
vounting connescted ‘with it, and many other phases of this ques-
tion. Depreciation is not only an important subject, but it
is too comprebensive for adequate treatment in a short paper.
All T shall attempt to do, therefore. is to call attention to a
Tew of its leading featnres and to ontlite how it is administered
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under the Public Utilities Law in Wiseonsin, In this connection
I will first take np the law itself, The leading provisions in
relation to depreciation read as follows:

1. Every public utility shall carry a proper and adequate
depreciation acconnt whenever the eomumission after investiga-
tion shall determine that sueh depm:mtwn actount ean be
reasonably vequired. The commission shall ascertain and de-
termine what are the proper and adequate rates of depreciation
of the several classes of property of each utility, The rates
shall be such 88 will provide the amounts required over and
above the expense of maintenanee to keep the property in a
state of effiviency eorresponding 1o the progress of the industry.
Each public utility shall conform its depreciation accounts to
such rates so aseeriained and determined by the commission.
The commission may make changes in such rates of depreeiation
from time to time as it may find to be necessary.

‘2, The commission shall also preseribe rules, regulations,
and forms of accounts regarding such depreciation which the
pl.ll‘rflc utility is required to carry into effect.

“3. The commission shall provide for such depreciation in
fixing rates, tolls and charges to be paid by the public,’

““4, All mopeys thus provided for shall be met sside out of
the earnings and ecarried in a depreciation fund., The moneys
in- this fund may be expended in new constructions, sxtensions
or additions to the property of such public utility, or invested,
and if invested the income from the investinents shall be carried
in the depreciation fund, This fund and the proceeds thereof
shall be used for no other purpose than &S provlded in this sec-
tion and for depreciation.’’

This law clearly recognizes the fact that public utility prop-
erty, the same as practically all other kinds of property, is grad-
unally depreciating both in value and efficiency, and that these
losses must be made good by regular renewals of the property
if the investment is to be kept intact and the efficiency of the
service maintained, Tt further recognizes the fart ihat the
enst of depreciation is by its nature an operating expense and
should he borne by the consumers in the form of rates that are
high enough to cover this cost. In addition to this the law
also provides that money so collected from the customers shall
not be permanently diverted or used for any other purpose
than for the renewal of the depreciated property,

This law is sound in theory and in line with publie policy.
Its provisione are simple gnd direet and seem to meet the re-
quirements. T¢ begin with it was not satisfactory to all.
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Those, for instance, who for one reason or another desired
heavy reductions in the rates charged hy the ufilities for their
services found in full depreeiation charges many obstacles to
their plans, They discovered that what appeared to he high
rates when depreciation was not included in the operating ex-
penses, often turned out to be comparatively low rates when
depreciation charges wers propecly treated. Plants which ap-
pear to be very prosperous when depreciation is omitted from
consideration are often found to be only moderately so, if not
actually losing propositions when from one to more than five
per cent on the investtnent, depending on the conditions, are al-
lowed for depreciation.

Many operators of public utilities also objected to this law.
It especially failed to find faver among those who in the past
had been able to provide for renewals by new eapital issues,
and who expected to be able to do so in the future, and who,
in this way, eould devote the amount earned for depreciation to
dividend payments and other purposes of this kind. Jt was
also looked upon as an unjust innovation by those who hold that,
for some nutilities at least, thera is an appreeiation in the valua-
tion of their property which tends to more or less fully offset
the depreciation therein., As was to be expected, this law has
also mel with some opposition from those who object to the
keeping of suchk exact records as are necessary in order that pro-
visiona for depreciation may be properly handled and cared
for.

It is only just to say, however, that many of these objections
now seem to be wearing away and that the provisions in the
law are nmow more generally looked upon as just and fair both
to the public and the utilities.

Narrre oF DEPRECIATION,

The Century Dictionary definss depreciation as
1. The aet of lessening and bringing down value;
2. A fall in value; reduction of worth.

Hignificant as these definitions arve, they hardly eonvey to
one’s mind evervthing that is implied in the term depreciation
a8 understood by those who are in actual charge of the operation
of public utilitiea and other industrial enterprises. To fully
comprehend its meaning from this peint of view, it would al-
most seem necessary to come into actual contact with operating
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plants of this kind. As soon as the equipment has been placed
in position and the plant put in operation, it begins to fall off in
value. Buildings, machinery, and other equipment are subject
1o the destructive ravages of time, and sooper or later will be-
come useless from wear and fear and from general decay. Be-
canse of mew inventions and wmexpected developments and
growth in the business such equipment may even have to be re-
placed by better, more efficient, or more powerful units long be-
fore it is worn out. While some parts show greater resisting
power and will serve their purpose longer than other parts, all
are on the way to the serap heap, Good upkeep and careful
usage may prolong the useful life of many of these parts bat
cannot prevent their ultimate fate. |

Depreciation is important for other reasons than those given
above. [t is one of the important elements that enter into the
determination of the present value of the physieal property of
publie utilities when it has to be ascertained for rate making,
purchase and sale, capitalization, and other purposes,

Depreciation is generally due to cavnses which may be elassi-
fied under ordinary wear and tear, general decay, obsolescence,
and inadequaey.

Wear and tear, or minor renewals are ordinarily made up of
repairing and replacing minor equipment as well as the smaller
parts of the larger unity of the equipment as these wear out,
break, or in some way are lost. Examples of such repairs and
renewals may be found in the wearibg out of the bearings on
machines, wheels on cars, tires on wagons, shoes on horses, com-
mutators on dynamces. Such repairs in an operating plant
are almost constantly going on and the expenses invelved are
therefore fairly regular. As these experses are about the same
from year to vear, they can be charged directly into the oper-
ating expenses without causing serious fuetnations in the net
earnings. While expenses of this kind are in the nature of
depreciation, they are, as a rule, not included in depreciation
allowances but charged separately inio the operating expenses.

General decay is that part of wear and tear which iz due to
age and which eannot be made good through such ordinary re-
pairs as those just deseribed. This deterioration also begins
as ‘scon ag' the equipment is placed in operation and goes on
tntil it becomes unsafe or useless. Wooden parts are certain
to rot and deeay; iron rnsts, wears, and wastes away. Thus,




