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Before Depreciation 

TH E idea that net earnings before de
preciation and Federal income tax 

indicate the ability of a corporation to 
cover the interest requirements of its 
capital obligations has come to be generally 
accepted by those who have to consider 
the handling of interest-bearing securities. 
This idea is predicated on the theory that 
the amount of income tax payable cannot 
be determined until after interest has been 
deducted, and that depreciation is a "book
keeping matter" which does not involve 
the disbursement of cash. 

The difficulty for the accountant in 
assenting readily to this theory lies in the 
fact that readers of financial statements 
to which he attaches his name do not 

always differentiate the bondholder from 
the shareholder. The bondholder is con
cerned with the remainder of earnings 
available to satisfy his rights with respect 
to interest. The stockholder inquires as 
to the residue of earnings out of which he 
may receive dividends. 

Full consideration of the question of 
depreciation must be based on a view 
which comprehends bondholders as a class 
and over the life of the bonds. Bond
holder " A " may figure that he will invest 
for a relatively short term, during which 
time the net earnings probably will take 
care of his interest and before the ex
piration of which the depreciated value 
of the property securing his obligation will 
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not have become a matter for practical 
consideration. But Bondholder " B " may 
not have been so farsighted and may come 
into the situation in time to be caught with 
impaired earnings as the result of a decrepit 
plant, and suffer a loss in his capital 
investment because the property in which 
his funds are invested has to be disposed 
of at a capital loss. 

A hotel, perhaps, offers as good an 
opportunity for illustration as any which 
might be selected. Depreciation in this 
case may not appear to be a practical 
matter. But depreciation slowly and 
surely evidences itself in the shabby and 
passe appearance of the buildings, equip
ment, and furnishings, which no amount 
or kind of service can long overcome. 
Patronage passes to newer and more 
modern hostelries, with the resulting de
crease in earnings, or the substitution of 
constantly declining rates, in keeping with 
the ability to pay of a cheaper class of 
guests, cuts into the receipts. If a hotel 
were a temporary venture, bondholders as 
a class might be satisfied to ignore depre
ciation with the idea of selling the property 
before being overtaken by a capital loss. 
As an institution to be continued, the 
ultimate loss with respect to the capital 
investment in hotel property is inevitable, 
unless provision is made concurrently out 
of income to compensate therefor. 

Depreciation is difficult to measure, but 
that is not a reason why it should be 
ignored. Any representation with re
spect to the earning power of a corporation 
possessed of property is incomplete if 
provision is not made for depreciation in a 
measure which is believed to be adequate. 
Perhaps no human being is competent to 
guarantee the accuracy of depreciation 
charges. There is sufficient depreciation 
experience available from which to make 
estimates that are sufficiently accurate for 
practical purposes. 

One might as well prepare a balance 

sheet and leave out part of the liabilities, 
capital stock, and surplus as to make an 
operating statement and leave out some of 
the charges that reduce the net earnings 
and net profits. The current advertising 
of a leading appraisal company announces 
that "to state earnings only before de
preciation is as confusing as to state them 
before deducting cost of raw materials." 

An article in The Investment and Business 
Forecast offers the following illustration 
which is particularly appropriate to a 
discussion of depreciation: 

"Take the case of a company that pays 
$1,000,000 for a new steamship through the 
sale of $500,000 worth of 1st mortgage 
6% 20-year, bonds at par; and 5,000 shares 
of common stock at $100 a share. If the 
boat earns $130,000 per annum with no 
charge for depreciation, this would leave 
a net of $20 per share after bond interest. 
It would thus seem conservative to pay 
dividends of $10 a year. After 20 years, 
however, there would be an accumulated 
surplus of only $1,000,000—and no other 
assets—from which to pay off the bond 
issue, and buy a new boat. On the other 
hand, had an annual charge of 5% of the 
cost of the vessel been made to a deprecia
tion reserve account, the common would 
have earned $10, could have paid $5; and 
the company would have accumulated, 
after 20 years, a depreciation reserve of 
$1,000,000 for replacement of the vessel, 
and a surplus of $500,000 to meet the bonds 
at maturity. This would leave the common 
stock with a book value of $200 a share, 
and no senior securities ahead of it. Under 
the no-depreciation-charge plan, the stock 
would face a $100 assessment to keep the 
company in business." 

Instead of omitting depreciation and 
Federal income tax from a statement de
signed to show earnings available for 
interest, it would be more logical to first de
duct depreciation and income taxes, in
asmuch as depreciation usually is regarded 
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as an operating expense, and income taxes 
have a claim on earnings prior to any 
interest. If depreciation and Federal in
come tax were taken into consideration 

oftener, bond issues would be smaller in 
amount and frequently more nearly con
sistent with the earning power of the 
corporations involved. 
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