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DEPRECIATION AND OBSOLESCENCE. 

INTRODUCTION. 

The contents of this bulletin indicate the trend and tendency of 
official opinion in the Bnreau of Internal Hevcnue in administering 
the portions of the Revenue Act of 1918 ,yhieh provide for the de
duction from gross income of reasonable allowances for exhaustion) 
,veal' and tear, and obsolescence of property used in trade or busi
ness. The subject matter includes Tl;:easury Decisions, Opinions of 
the Solicitor of Internal Uevenl1e, the Adyisory Tax Board and the 
Committee on Appeals and Reyiew, portions of Regulations 45 and 
other information of a general nntllre. 

Since obsoleseence was not recognized for income-tax purposes 
prior to the passage of the Reyenue Act of 1918, comparatively few 
rulings have been made on that subject. This bulletin, however, 
contains several opinions rendered by the Advisory Tax Board relat
ing to intangible assets and other property rendered obsolete by 
prohibition legislation. 

The Bureau does not preseribe rates to be used in computing 
depreeiatioll and obsoleseenee, as it would be impracticable to de
termine rates whieh would be equally applicable to all property of 
a general class or character. For this reason no table of rates is 
published. The rate applicable and the adjustment of any case 
must depend upon the actual eonditions existing in that particular 
case. 

AUGUST 31, 1920. 
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EXCERPTS FROM REVENUE ACT OF 1918. 

SEC. 214(a). That in computing net income there shall be allovved 
as deductions: * * * 

(8) A reasonable allowance for the exhaustion, ,Year, and tear of 
property used in the trade or business, including a reasonable alhw
ance for obsolescence. 

SEC. 234 (a). That in computing the net income of a corporation 
subject to the tax imposed by section 280 there shnll be allowed as 
deductions: * * * 

(7) A reasonable allowance for the exhanstion, wear, and tear of 
property used in the trade or business, induding a: reasonable allow
ance for obsolescence. 

SEC. 215. That in computing net income no deduction shall in 
any case be allowed in respect of- * * * 

(b) Any amount paid out for new buildings or for permanent 
improyements or betterments made to increase the value of any prop
erty or estate; 

(c) Any amonnt expended in restoring property for which an 
allmvance is or has been made; * * * 

SEC. 1B09. That the Commissioner, with the approval of the Sl'cre
tary, is hereby authorized to make all needful rules and regulation::; 
for the enforcement of the provi::;ions of this Act. 

DEFINITIONS. 

Depreeiation means the gradual reduction in the value of property 
due to physical deterioration, exhaustion, wear, and tear through 
use in trade or business. 

Obsolescenee me~lIlS the gradual reduction ill the v~tlue of property 
due to the normal progress of the art in which the property is used, 
or to the property hecoming inadequate to the growing needs of the 
trade or business. Obsoleseence, a gradnallessening of valne must be 
distinguished from" loss of useful value" (art. 14B, Reg. 45), which 
contemplates an abrupt termination of usefulness. 

SCOPE OF DEPRECIATION AND OBSOLESCENCE. 

DEPRECIATI0 N. 

An allowance may he dedllcted by taxpayers for depreciation and 
obsolescence or certain property either tangible or intangihle, which 
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gradually approaches a point where its usefulness in the trade or 
business is exhausted. The allowance must be confined to property 
\1'hich is actually used in the trade or business. Consequently, it 
may not apply to a building used by a taxpayer solely as his personal 
residence, or to furniture or furnishings therein; neither may it 
apply to his personal effects or clothing, nor to automobiles and other 
vehicles used chiefly for pleasure. 

The allowance does not apply to timber or to bodies of minerals, 
metals, or other natural deposits vvhich through the process of re
moval are depleted. Allowance for such depletion is provided in 
other parts of the Act. See sectjons 2H(a) 10 and 234(a) 9, Revenue 
Act of 1918. No allmvance may be claimed for depreciation of in
ventories or stock in trade; nor for land apart from the improve
ments or developments added to it. 

No amount may be included in a deduction for depreciation rep
resenting reduction in value of property due to change in environ
ment-for example, loss in rental value of property due to deteriora
tion of the neighborhood. Fluctuation in the value of depreciable 
property has no beariI}g on net income as shown in income tax 
returns except to the extent that it is realized upon sale, abandon
ment, or other disposition of the property. 

The potential earning capacity of an individual, his inventive 
genius or his literary ability may not be made the basis of an 
allowance for depreciation. 

The allowance for amortization of facilities acquired" after April 
6, 1917, for the production of articles contributing to the prosecu
tion of the present war," ':' * * (sec. 214(a) 9, Hevenue Act of 
1918), is inclusive of the allowance for depreciation which would 
ordinarily be allmmble separately. Depreciation for any taxable 
period after December 31, 1917, should, therefore, not be claimed 
with respect to property as to ~\Vhieh an allowance for amortization is 
claimed for the S1lme taxable period. 

Automobiles.-A deduction may be claimed for depreciation of auto
mobiles and similar equipment used in the trade or business. The 
rate will depend principally on the purpose for Ivhich the equip
ment is used and must be estimated in each case by the taxpayer 
according to his experience and judgment. A profes::;ional man who 
uses an automohile in making professional calls is entitled to an 
allowance for depreciation, but jf the antomohile is used partly for 
pleasure or purposes apart from the business only a proportionate 
part of the depreciation sustained may be dedncted; if used chiefly 
for pleasure, no depreciation deduction is allOlyable. 

Bonds and securities.--:Bonds and securities arc not suhject to wear 
and tear within the meaning of the statute, and thereforc the allOlY
anee for depreciation does not apply to any shrinkage in their value. 
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The fact that bonds or similar securities arc written down in value 
by direction of the Comptroller of the Currency or a State banking 
department is immaterial. A deduction for loss with respect to 
such shrinkage in value II'ill not be allowed except upon maturity 
of the securities, disposition thereof by sale or otherwise or upon 
definite ascertainment of their worthlessness. This ,vill not preclude 
a " dealer in securities" as defined in article 1585 of Hegulations 45 
from computing the inventory value of the securities which con
stitute his stock in trade on the basis of " cost or market, whichever 
is lower" if he has adopted that basis for computing inventories and 
follows it consistently. 

Buildings.--Dnildings are TCcognized as subject to depreciation and 
in some cases to obsolescence, regardless of their construction or 1'11r
pose for which used. The deduction is alIo,vable, however, only in 
the case of buildings owned by the taxpayer and used in trade or 
business. The rate of depreciation will necessarily depend upon the 
construction of the building, purpose for 'which used, climatic con
ditions, repairs made, etc. A frame building may remain serviceable 
for a period of 20 to 30 years, while a building of steel, concrete, and 
stone construction may have a life of 50 to 100 years. The ordinary 
useful life of factory buildings is further lessened by the vibration 
incident to the nse of heavy high-speed machinery, or by the eiTect of 
acids or gases used in certain industries. Similarly constructed 
buildings ~will depreciate at varying rates, dependent upon local 
climatic conditions. The rate to be used in computing the allowance 
for depreciation will depend in each case upon the conditions affect
ing the particular property in question. 

Depreciation of personal residence.-Depreciation of a building OCCll

pied by a taxpayer as his personal residence is not deductible for in
come tax purposes. If a portion of the residence is used for business 
purposes, as in the case of a physician or any other professional man 
who has his office in his home, a proportionate part of the deprecia
tion sustained may be deducted, the amount to be based generally 
on the ratio of the number of rooms used for business purposes to 
the total number of rooms in the building. The same principle is 
applicable if a taxpayer rents a portion of his personal residence 
to other individuals. Under such conditions, hmvever, the taxpayer 
must include in his gross income any amounts received as rentals. 
A taxpayer who is not allo\yed a deduction for depreciation of his 
personal residence may, in case he sells the property, disregard 
depreciation in computing any taxable profit derived from the trans
action. 

If a taxpayer owns residential property and rents it to other in
dividuals, he is entitled to a deduction for depreciation of the rentecl 
property even though the property is not used in his principal trade 
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or business but must include in gross income the entire amount re
ceived as rentals. 

Alteration of building.-Expenditures by a taxpayer in altering a 
building to conform to a street widening, ,,,hieh alteration does 
not increase the value of the building, constitute a business ex
pense for the year in Iyhich such expenditures are incurred, de
ductible only in the return of net income for that year, and any 
division of such deduction so as to spread the same over the returns 
for a period of years, Iyhethcr called a depreciation charge or other
,yise, is unauthorized. 

Voluntary removal of buildillgS.-I;oss due to the voluntary removal 
or demolition of old buildings, the scrapping of old machinery, 
equipment, etc., incident to renmyals and replacements may be de
ducted from gross income in a sum representing the difference be
tween the cost of such property demolished or scrapped and the 
amount of a reasonable allowance for the depreciation which the 
property had nndergone prior to its demohbon or scrapping; that 
is to say, the deductible loss is only so much of the original cost 
of the property, less salvage, as would haye remained unextinguished 
had a reasonable allowance been charged off for depreciation during 
each year prior to its destruction. 

Actors' costumes.-If costumes purchased by actors and actTesses are 
used exclusively in the production of a play, and are not adapted for 
occasional personal use and are not so used, a deduction may be 
claimed on account of such depreciation in their value as occurs 
during the year on account of wear and tear arising from their use 
in the production of the play or on account of their becoming ob
solete ~when the production of the play is discontinued. 

Drawings, models, and experimental work.-A taxpayer who has in
curred expenses in his business for designs, dra~wings, patterns, 
models, or work of an experimental nature intended to result in im
provement of his facilities or his product, may at his option deduct 
such expenses from gross income for the taxable year in which they 
are incurred or treat such articles and experimental results as capital 
assets to the extent of the amount so expended. In the latter case, 
if the period of usefulness of any such asset may be estimated from 
experience with reasonable accuracy, it may be the subject of depre
ciation allowances spread over such estimated period of usefulness. 
Such information as ,,yill enable the Commissioner to determine 
whether the deduction is allmvable must be furnished with the return 
or may be submitted prior to the time of filing the return. Except 
for such depreciation al1o,Yances, no deduction shall be made by the 
taxpayer against any sum so set up as an asset except on the sale or 
other disposition of such assets at a loss or on proof of a total loss 
thereof. 
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Farm property and equipment: live stock.-A reasonable allowance 
for depreciation may be claimed on farm buildings (other than a 
~hvelling occupied by the owner), farm machinery and other physical 
property, including live stock pnrehased for draft., dairy, or breeding 
purposes, but no claim for depreciation on live stock raised or pur
chased for resale ~will be allo,yed. 1.,iYe stock pnrchased for draft, 
breeding, or dairy purposes, or for any purpose other than resale, 
may be included in tllG inn,ntory for each year at a figure ,yhieh will 
reflect the reduction in value estimated to have occurred during the 
year through increase of age or other canses. Such a reduction in 
value should be based on the cost and estimated lifo of tho Jive stock. 
If an inyentory is not nsed, a reasonable allmvance for dc;preciation 
may be claimed, based upon the cost of draft and ,York animals and 
animals kept solely for breeding purposes and not for resale. 

Property acquired by gift, bequest, or devise,-H a taxpayer acquires 
depreciable property by gift, bequest, or devise, and uses it for pur
poses of trade or business, he is entitled to a deduction from gross 
income for depreciation of snch property. See page 19. 

Depl'eciaticl1 of intangible property,-Intangibles, the use of ,yhich in 
the trade or business is definitely limited in duration, mny be the 
subject of a depreciation allO\vance. Examples are patents and 
copyrights, licenses and franchises. Intangibles, the use of ,vhich in 
the business or trade is not so limited, will not usually be a proper 
subject of snch an allO\vance. If, however, an intangible asset 
acquired through capital outlay is knmyn from experience' to be of 
value in the business for only a limited period, the length of whidl 
can be estimated from ,vith reasonable certainty, snch in
tangibJe asset' may be the of a depreciation allo\yanee, pl'O
vided the hots nre fnlly shown in the return or prior thereto to the 
satisfaction of the Commissioner. The words" outlay" used 
in this paragraph mean other property, 01' corporate stock 
given in exchange for the intangibles. 

Depreciation of improvements in the case of mines,-It shall be optional 
'with tile taxpayer, subject to the approyal of the Commissioner, 
whether (a) the cost or value of mining property, including ores and 
minerals, plant and equipment, and and additions to capital 
account not charged to expense and deducted as expel1f,e in the re
turns of the taxpayer, shall be recovered tlt a rate established by cur
rent exhaustion of mineral, or (b) the CO[)t or value of the mineral 
and charges to capital account of expenditures other than for 
physical property shall be reco\'erecl by appl'opriate charges based 
on depletion, and the cost or value of plant and equipment shall 
be recovered by reasonable charges for depreciation calculated by 
the usual rules for depreciation or according to the peculiar concli

6836°-20--2 
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tions of the taxpayer's case by a method s~tisfaetory to the Com
missioner. This paragraph shall not be interpreted to mean that the 
value" of a mining plant and equipment may be reduced by deprecia
tion or depletion aeductions to a sum below the value of the salvage 
when the property shall have become obsolete or shall have been 
abandoned for the purpose of mining, or that any part of the value 
of land for purposes other than mining may be recoverable through 
depletion or depreciation. 

Depreciation of improvements ill the case of oil and gas wells,-Both 
owners and lessees operating oil or gas properties will, in addition 
to and apart from the deduction allowable for the depletion or return 
of capital, be permitted to deduct a reasonable allowance for depre
ciation of physical property, such as machinery, tools, equipment, 
pipes, etc., so far as not in conflict ,,6th the option exercised by the 
taxpayer under article 223, Hegulations 45, of capitalizing the cost 
of such items or charging it to expense. The amount deductible on 
this account shall be such an amount based upon its cost or fair mar
ket value as of March 1, 1913, equitably distributed over its useful life 
as will bring such property to its true salvage value when no longer 
useful for the purpose for which such property ViaS acquired. Ac
cordingly, where it can be shown to the satisfaction of the Commis
sioner that the reasonftble expectation of the economic life of the oil 
or gas deposit with which the property is connected is shorter than 
the normal useful Efe of the physical property, the amount annually 
deductible for depreciation may for such property be based upon the 
length of life of the deposit. 

Depreciation of improvements in the case of timber,-The cost or value 
as of March 1, 191:3, as the case may be, of development of a timber 
operation or plant not represented by physical property having an 
inventory value, and such cost or value of all physical property 
vyhich has not been deducted and allowed as expense in the returns 
of the taxpayer, shall ,be recoverable through depreciation. It shall 
be optional "with the taxpayer, subject to the approval of the Com
missioner) ·whether (a) the cost or value, as the case may be, of the 
property to depreciation shall be rccoyered at a l'ate est~lb
lishec1 by current exhaustion of stumpage, or (b) the cost or value 
shall be recoverecl by appropriate for depreciation com
puted by the usual rules for or according to the 
peculiar conditions of the by a method 
to the Commissioner. In no easo may charges for depreciation be 
based on a rate ,vhich ,rill extinguish the cost or value of the 
property prior to the tCl'mination of its useful life. This para
graph shall not be interpreted to mean that the valne of a timber 
plant and equipment, so far as it is represented by physical property 
having an inventory value, may be reduced by depreciation c1educ ( 
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tions to a sum below the value of the salvage when the plant and 
equipment shall have become obsolete or ,yorn out or shall have 
been abandoned, or that any part of the value of cut-over land may 
be recoveraLle through depreciation. 

Lcaseholds.~'Yhere a leasehold is acquired for a specified sum, the 
purchaser may deduct from gross income as a business expense an 
aliquot part of such sum each year, based on the number of years 
the lease has to run. 

Professional libraries.~A professional man is entitled to deduct a 
reasonable allowance covering depreciation actually sustained on 
that part of his library which is necessary and used "yholly in the 
pursuit of his profession, taking as a basis for such allowance, the 
fair market value as of March 1) 1913, if acquired prior to that date, 
or the cost, if acquired on or subsequent to that date. The cost of 
professional periodicals and books purchased by a business or pro
fessional man and having a temporary value, should be deducted 
as an expense of doing business, but the cost of volumes which have 
a more permanent value to the business or profession, should be 
capitalized and made the subject of depreciation allov;ances. 

Ol'chal'ds.~The life of an orchanl may be somewhat indefinite, but 
it can be determined as accurately as the probable life of a building 
or other tangible property upon which depreciation charges are 
allowed. In any event it is certain that there is a gradual and ulti
mate ,Yearing out of an orchard within a number of years after 
the productive stage has Leen reached. 

All expenditures necessary to bring orchard trees to a producing 
stage should be capitalized and thereafter a fair and reasonable an
nual allowance for depreciation may be deducted in order to return 
to the owner free of taxation the capital invested, just as in the case 
of an investment in other tangible property used in any other busi
ness or trade. The basis for computing the depreciation is the cost 
of the trees at the time the orchard has reached an income-producing 
stage, including initial cost and capitalized expenditures incurred in 
bringing them to maturity, and the rate of depreciation is to be deter
mined by the average life of the trees from the income-producing 
stage under normal conditions. 

In the case of orchards and vineyards acquired subsequent to March 
1, 1913, and later destroyed by storms, floods, frost, or otherwise, 
any deduction for loss should Le confined to the amount of capital 
originally im-ested in the growing trees and in the new nursery 
stock which was totally destroyed and the amount expended from 
date of acquirement to date of destruction in an endeayor to bring 
such trees and stock to an income-producing state, provided such 
amount has not been deducted as an expense of doing business. 
This total must be reduced by the amount of any depreciation sus
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tained. Any expenditurcs on account of permanent improvements 
or on account of trees and vines the growth of which was merely 
retarded and not entirely destroyed may not be included in the 
deduction for loss. 

Organization or promotion expenses.-Ol'ganlzation expenses snch as 
attorneys' and accountants' fees, together with fees paid to State 
authorities prior to or coincident with the securing of a charter and 
the incorporation of a business, constitllte investments of capital and 
are not allowable deductions from gross income. Such expenses are 
not proper items to be added to the cost of any physical property 
to be provided for through annual allowances for depreciation. 

Patents or copyrights.--In computing a depreciation allovvance in 
the case of a patent or ~opyright, the capital sum to be replaced is 
the cost (not already deducted as current expense) of the patent 
or copyright or its fair market value as of March 1, 1913, if acquired 
prior thereto. The allowance should be computed by an apportion
ment of the cost of the patent or copyright or of its fair market 
value as of March 1, 1913, over the life of the patent or copyright 
since its grant, or since its acquistion by the taxpayer, or since 
March 1, 1913, as the case may be. If the 'patent or copyright was 
acquired from the GoYernment, its eost consists of the various Gov
ernment fees, cost of drawings, experimental models, attorneys' fees, 
etc., actually paid. If a corporation purchased a patent and paid 
for it in stock or securities, its cost is the fair market value of the 
stock or securities at the time or the purchase. Depreciation of a 
patent can be taken on the basis of the fair market value as of 
March 1, 1913, only when affirmative and satisfactory evidence of 
such value is offered. Such evidence should whenever practicable be 
submitted ,yith the retuI'll. If the patent becomes obsolete prior to its 
expiration such proportion of the amount on which its depreciation 
may be based as the number of years of its remaining life bears 
to the whole nnmber of years intervening between the date 
when it ,vas acquirecl and the date when it legally expires may be 
deducted if permission so to do is specifically see1ired from the Com
missioner. Owing to the difficulty of allocating to a particular year 
the obsolescence of a patent, such permission will be granted only if 
affirmative and satisfactory evidence that the obsolescence occurred 
in the year for ,vhieh the return is made is submitted to the Com
missioner. The fRct that depreciation has not been taken in prior 
years does not entitle the taxpayer to deduct in any taxable year a 
greater amount for deprcciation than ,yould othel'wiCle be al1mvable. 

Assigned patents or copyrights.-In case of patents and copyrights 
the rights to 'whieh have been assigned, the assignor (owner) is en
titled to appropriate depreciation deductions as outlined in the pre
ceding paragraph but must report the entire amount of royalties re



& 


13 


ceived as income. The assignee may deduct the amonnt of royalties 
paid each year, and if he has paid a bonus or lump sum for the pat
ent rights in addition to contracting to pay royalties, he may deduct 
in addition to the royalties paid an aliquot part of such bonus or lump 
sum based on the number of years over ~\Vhich his contract or agree
ment extends. 

In an appeal involving depreciation of patents, considered by the 
Committee on Appeals and I{eview, the fttcts and the decision were 
as follows: 

A invente(l certain apparatus and secured Ullit(,d States patellts thereon. 
The patents were assigned to a foreign corporation under an ngreement by 
which A retained 40 per c:ent interest in profits therefrom. Legal title to the 
patents passed to the comvany subject to the agreement mentioned. A's inter
est was recognized by the c:ompany ancl by the United States licensees under 
the patent". It was held that tile agreeuH"llt SlIOU]([ be recognized U$ giving 
A a deprecia ble interest in the patents, and that the value of each patent as at 
March 1, 1913, :should be segregated and the depreciation allowabJe thereon 
deterlllinecl OIl the basis of its own life instead of using' as a basis the average 
life of all the patents and the value of all the patents in bulk. Of the total 
depreciation allowabh, for any year, 60 per cent is deductil)le in the return of 
the company and 40 per cent in A's return.-A. R M. 35. 

OBSOLESCENCE. 

Prior to the passage of the Revenue Act of 1918, no deduction on 
account of obsolescenee ~was permitted. It is true that articles 177, 
178, and H9 of Regulations No. 33, revised, promulgated in connec
tion with the l~evenue Act of 1917, authorize deductions for ob
soleseence, but the term as there used refers not to the gradual re
duction in value due to the normal progress of the art but rather to 
the amount of loss sustained when the property has become ob8olete. 
It contemplates a completed rather than a continuing process. Its 
parallel is to be found in article 143 of Regulations 45-Loss of 
Useful Value. 

Obsolescence of buildings.-='T 0 amonnt may be charged off in any 
year in antieipation of obsolescence of a building which may become 
obsolete a number of years later. A certain amount of obsolescence 
may, however, be claimed from the time it becomes certain that at a 
deHnite future date the building will be obsolete. The figure repre
senting obsolescence shall be approxirnately the difference bet,Yeen" 
the fair market value of tb, building as at )'larch 1, HJlR, or its cost 
if acquired on or after that elate, less depreciation, and the estimated 
salvage value. Thls obsolescence should be spread over the period 
from the time such obsolescence becomes certain until the building 
becomes obsolete, alld should be claimed in the returns filed for those 
years. For instance the fair market value of a building March L 
1813, ~was $30,OO(). Its depreciated value December 31, 1918, was 
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$18,000, and its estimated salvage value in 1920 ,v ill be $5,000. At 
the end of the year 1918, it was definitely determined and certain that 
in 1920 the buiJding would have to be torn down and replaced by a 
larger building, due to its inadequacy to meet the growing demands 
of the industry which it housed. The difference between the de
preciated value December 31, 1918 ($18,000), and its estimated sal
vage value ($5,000) represents ordinary depreciation plus obsoles
cence. This amount of $13,000 should be spread over the years 1919 
and 1920, and deduction claimed accordingly in returns filed for 
those years. In cases where obsolescence is claimed, it must be sup
ported by a statement sufficient to establish the facts upon which 
it is based. 

Obsolescence of intangibles.-Obsolescence is not ordinarily appli 
cable in the case of intangibles but will be allowed in exceptional 
cases, as in the case of the discontinuance of a going business be
cause of the exhaustion of its source of supply, where the cost of the 
good will, or its value as of March 1, 1913, if acquired prior to that 
date, can be definitely shown and the period of its obsolescence 
determined with reasonable accuracy. 

To sustain a claim for deduction for obsolescence of good 'vill, it 

i 
i 

must be shown that the good will will be of no value at the close of 
an approximatt~ly definite period, and that the taxpayer will be 
forced to discontinue the business and be unable to continue in 
another similar business. 

An allowance for obsolescence of good will will be made only in 
connection with such good will as is assignable, as distinguished 
from good will attaching to individuals owning or conducting a 
business or to the premises at which it is or was conducted; and 
no allowance for obsolescence will be granted in any case where, in 
connection with the operation or the business, the good will ,viJl be 
valuable in another business after the termination of the business 
in which the taxpayer is engflged. 

Ore-sampling business.-A taxpayer engaged in the business of sam
pling ores is entitled to a deduction for obsolescence not only of his 
plant and equipment but for value of good ~'\Vill existing and having 
a definitely established value as of March 1, 1913, or acquired there_ 
after by capital outlay, if it can be shoym that the plant and equip
ment will be useless and the good '.yill of no yalne at the close of an 
approximately definite period by reason of exhaustion of the ores on 
which the business depends. 

. Bottle manufacturing plunts.-Pl'operty consisting of a includ
ing equipment, for the manufacture of beer bottles, ~whieh because 
of prohibition legislation has lost its usefulness rend can not be sold 
has, to the extent the property or plant .,yas constructed tor the 
manufacture of beer bottles and is not suited or adapted for any other 



- - • • so & w a 

1 15 

purposes 'without reconstruction, become obsolete, and the taxpayer 

I 
( to that extent is entitled to a deduction for obsolescence. That part 

of the shrinkage in value of the plant, if any, which is not thus due 
to obsolescence may not be claimed as a deduction for loss until the 

I property is sold or becomes worthless and the loss is definitely 

, ascertained. 
Property of brewers and distillers.-The same principle stated in the 

case of bottle manufacturing plants is applicable in the case of other 
property or equipment of distillers, brewers, and liquor dealers 
which has been impaired in value through prohibition legislation. 
The loss in value may be established by evidence other than the actual 
sale of the obsolete property. 

Intangible assets of brewers, distillers, and dealers in liquor.-In Ad
visory Tax Board Memorandum 44 (Cumulative Bulletin, December, 
1919, p. 133) it was held that distillers and dealers in liquor are 
entitled to make a deduction (based upon actual cost or fair market 
value as at March 1, 1913) from gross income, on account of depre
ciation or obsolescence of their intangibles, such as good will, trade
marks, trade brands, etc., such deduction being limited to assignable 
assets, the value of ,,,hich has been destroyed by prohibition legisla

f 
i tion, and that in arriving at the taxable income for the first taxable 

year ending on or after Jannary 31, 1918, the obsolescence fnlly 
accrued on that date is to be allOlved as a deduction in computing the 
income subject to taxation under the Reyenue Act of 1918, pIns a 
further deduction of snch proportion of the remaining value of the 
intangible assets as the interval between January 31, 1918, and the 
<end of the taxable year bears to the total interval between January 
31, 1918, and J annary 16, 1920 (unless at an earlier date the taxpayer 
discontinues his business, in which case such earlier date shall mark 
the close of the period), and that for any taxable year following the 
taxable year just referred to a deduction in respect of the value of 
such intangible assets on ,January 31, 1918, based npon a ratable 
distribution, ,vill be permissible. This paragraph applies also to 
brewers. 

Vineyards.-The question as to whether a deduction is allowable 
under the Revenue Act of 1918 for obsolescence in the case of vine
yards the usefulness of ,,,hich is impaired or destroyed in whole or in 
part by prohibition legislation was considered by the Solicitor of 
Internal Revenue and an opinion rendered as follows: 

It is represented that certain yineyun]s are s(~riously affected by prohibition 
legislation; tlUlt by reason of the clmraeter of the grapes which they produce 
the OWllers l1aye been unalllc, up to the present tillle to fill(t a market to replace 
that which prohibition Jaws are about to destroy; that while in some instances 
there may still be all opportunity to use, for winc-making purposes, the crop of 
the year 1919, in lllany cases the Ollllortunity for making wine is already 
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passed; that experiments are now being comlucted in the hope of finding a way 
to utilize the particular variety of grapes here considered so that it will not be: . 
necessary to abandon the vineyards; and that in view of snch experiments the 
vineyards in question bave, in many instances, not been junked, but are being 
cultivated in the bOl1e of finding a l1ro11table use for the crop. It is further 
represented that in some cases these vineyards will 1)e or already have been 
abandoned, ihel'ines pulled up, and the hllld planted to other crops 8nd that in 
a fe,v instances owing to thc character of the land or its location, the total 
abamlomneut of the vineYHnls for Hny purpose llhlY result. 

\Vllile the Act of OdolJCl' 3, 1913, aml the Hevenue Act of 1917 were con
strued to allow a de(luction for obsoleteness, (lel1lonstratell by the aetnal junking 
or Hbamlonmeut of l1rollerty, as a deduction in determining the net income or an 
individual or a corporation, obsolescence, or the grallual becoming out of use, 
vms not recogni7,e(l as an allowable l1e(luction prior to the Revenue Act of 1918. 

OlJs()Jes('ellce~that is, the process of gradually beC'omillg out of nse~has long 
been recognized ill the manufacturing world as a material factor in lletennin-! 
illg the useful life of machinery. It has been a matter of general experience 
,hat whereas the physical life of a machine when wear and tear ollly were con
sidcn~d might be 20 years, yet its useful life in a given employment 111?ight be 
ma tel'hJ 11y "hortenecl uy the intro(luetion of iml1roved processes anc1 new inven
tions, a11(l that where the new processes anll inventions were revolutionary its 
useful life might be reduced to a brief period, the minimum being the time 
nereSSlll'Y for the manufaC'ture and installation of tbe new maehinery. 

The effect of prohibition legislation upon \vine vineyards is so closely 
allaJogous to that produced by the introduction of reYolutional'Y inventions 
in mannfactnrillg as to bring it dearly witllin both the reason and the lan
guage of the statute. A reasonable deduction for tlle obsolescence thus re
sulting is, therefore, allo\vab1e. 

\\'11ere a vineyard planted to wine grapes contimH's to be cultivated after 
the enactment of prohibition legislation in the hope that sOllle new and 
profitable use for the crop may be fouml, it now appears that a material loss 
will be incurred by the O'Yller. The situation, however, is so novel as to 
render the determination of the amount of the loss impossible at this time, 
and there is no data available from which to determine the length of time 
that will be required to ascertt,in whether such use for t11e grapes may be 
found. These elements of uncertainty must be l'ecogni7,ell in making any 
ruling as to the deductions allowable in the case dted and necessitate a 
departure from the rule hcretofore followed that what constitutes a proper 
de(]uction is to be determined by the fac·ts existing at Uw time the loss is 
incurred am} that neither the taxpayer no!' the Government can ue allowed 
10 amend the return to accord with subscquently ascertained facts. A" reason
able alJowance" in advance of aetnal olmoleteness can only be malle by 
allowing a tentatIve (lelluction for obsoleBcenee for the tax yeHl'~ in which the 
legislation is passed, leaving the deiinite determination of the loss involved to 
await the resnlt of the experiment. The l1e(luction allowell by the statute 
is a "reasonable allowance" which il1Yolves a recognition that it 1l111St be 
made on a basis ](~ss certain than is rcquirell where an actual loss based on 
])l'eviou.s abandonment is cJaime(1. l<';'OIll a memorandum of the A(lvisol'Y 'l'ax 
Buani it is learned tlmt the Board considers tllat W11e1'e nbnnc1011nwnt bas 
not occurred and the vineyarrls ,tl'e lJeing eXl1e1'imentnlly cultivated one-half 
the loss whieh would result in ease of failure to find a profitable use for the 
grapes produced 11Y the vincyarcl will be a reasonable tentative deduction 
upon an obsolescence basis for the tax year in which the prohibition act is 

1 



• 

17 
passed, it being assumed that two years will be a sufficient period within 
which to determine the success or failure of the experiment, and this con
clusion is regarded as reasonable. Should obsoleteness not ensue within the 
secoml year, this allowance will prove to have been too liberal. 

\Vhere a vineyard is abandoned for the growing of wine grapes anll the 
vines and imllron~mellts incidental solely to such use are jnnked aJl(1 the 
land allllliell to other uses, there is a l1ei11lite basis for the determination of 
the 10SA. Such loss is represented by the difference between the value of 
such vincs and improvements on lUureh 1, 1813, if prcviously acquire(}, or 
their cost if subsequently acquirell, and their salvage or junk value plus any 
depreciation preyiously c11arged off. This loss by obsolescence will be dis
tributed over the perio(1 elapsing between the time ,vhen tIle prohibition meas
ure causing it ,vas passe<1 awl the ypar in which abamlonment occurs. Any 
imprO\'ements, such a~ the installation of drainage or irrigation, fencing, 
IJreaking UJl of the ground, or similar illlprOYCments, wllic:ll, nlthough inci
dental to the vlunting 01' tlw yilll~yarcl, tend to permanently imllrove tlw land 

1 

I for other USPS, are not to be incIndEed ill determining the yalue or cost 01' the 
property abandoned. 

Generally spl'aking, no allowance for obsolescpnee or obsoleteness is allowable 
in the case of lanel, because llelluctiolls for tllese causes (]ppeml upon substantial 
loss oj' use, an(] the presumption is that land which has been useful for one 
purvose will still be of use for some other purpose. In rare _instances, how
eYe]', this presumvtion may be overcome by tlle 11ro(lnction of evillence tending

• 
to show that after the prohibitory law becomes ('[fective the lanll will not be 
commercially profitable :Cor any purpose. ::\fere ([eerease in the yalue of land, 

I 
of even 40 or 50 per' cent, will not be sufficient basis for an allowance for 
obsolescen<:e or for obsoleteness. Such decrease in value can be (leducted only 
when realizel] by sale or in some other manner. The exception here ma(le is in 
ihe case of land which not only llccreases in value but <1eeret}scs to so marked

I 
a degree that it becomes practically worthless. This decrease must be llue to 
a substantial loss of usefulnpss of the lanll through the prohibition legislation, 
due to ihe fact that the vineyard land is not susceptible of profitable cultiva
tion in other crops because of the character of the soil or its location. 'VIlerc 
the taxvayer has successfully shmvll that his case is one of the unusual cases 
in which the lallel is rendereel substantially uselcss by prohibition legislation, 
a tlelluction for obsolescence of the land as well as the vines aTIlI improvements 
is allowable, anll in such case it will be proper to inclUlle in the cost or yalne 
used as the basis of obsolescence the value of any improvements which were 
regarded as increasing the permanent value of the propNty and which have not 
heretofore been treated as an expense. 

It is therefore held that: 
(1) \Vhere vineyards planted to wine grapes appear to be rendere<1 useless 

for profitable operation as viIwyards through the enactnwnt of prohibition 
legislation, but the owners continue to cultjynte them in the hope that some new 
and prOfitable use for the crop may be found, a reasonable decluction for 
obsolpscenee may be claimed. '1'11ere being at this time no data available upon 
which a determination of what cOllstitutes a reasonable deduction may lJe 
made, a tentative deduction of one-half the loss which ,"'ouW result from the 
total abandollment of the property for yineyard purposes may he made in the 
return for the year in which the legislation was enacted, subject to alljnstment 
when the success or failure of the experiment shall have been satisfactorily 
established. 

6836 0 -20--3 
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(2) "Where yinpyanls 11eYote(1 to the growing of wine gra]le's are, as a re
sult of prohibitioll kgislHUOll, aj;amlone(l a~ yineyanls HIli1 the vincs ami 
improvements inci!ll'ui">ll ~olely to grape growing al'e juuku1 aml the lam1 8m
ployed. in other usps, the less (li.n'ctly resnllin;.': llUIY he (]c(l\ldcI1 in deter
mining the net income of Ull' owner, care l)ei ng j"akC'll to excl1H1c from the 
ctellnction the value or nll~' illlIll'OY(-'lll"('llts, ~u(;h as im;tll'hHioll of ilraillage or 
irrigation, fencing, breakillg Ul1 of the soil, nntl t:iI1Ji1al' j1l1in'OYClllcllt~;, \vlljcll 
"whilc inc:i(lentnl to the planting of Hj() '"iilcyan1, tond to VC:rInlllwlltly improve 
the gl'(mnll for oi.her uscs. '1'11e allO\VUllCe for ohsolc~cellce ',yill be distributed 
over the llel'iol1 e18psing bl'tWCPll the D'U;SU~;C of the lll'ollil)ition mcaSUl'e und. 
the lIn te when nhall11011111Cllt OCCllrs. 

(:3) In gelleral, no ([eductioll fur oll"olcscencc or c\),:oldpIl<c"SS is allowable in 
the case of land, bnt in exc(~ptiollal cases, \\~hcre the lo~s of uf~e[u1n(}ss through 
llrohibiticn legislatioll is so great [l,nt tile ][llll! lll':tcticnlly becomes werth
less, the taxpayer m:1Y, upon the proper showing, be aHowcll a reasonable de
duction on that account for tlw land ns wel! as for illC vim:s awl ilUll t"oye
ments. In this case the cost or value usell as the basis of suell ([('l1uction for 
obsolescence or olJ~olctcness nUlY 11l'Operly illc:lUl1e tLe yaluc of any improve
ments which when made were reganlel] as permanently imlll'OYillg' the land 
and which huYe not hcretofol"t; lwen clwrg0(1 off: Ufo eXll(':lses. III the case 
\vhere the entire tlelluctioll is eJuillll'cl in a single year by r('ason of actual 
abanl10nmellt on account of olJsolet(~ll(,sS of land, Yilles, ~lll(l illlPI"OH'lllPnts, 
the amonnt of SUdl llc(luc:tiOll will be the differencc llet,Ycen the ntlue on 
March 1, 1813, if acquired [n'ior to tlUlt {late, or i.he cost, if uCllnircd on or aftlc;r 
that date, am1 the sahage or junk yalue, taking into account any deductions 
or obsolescence vreviou~ly allowcd, \\'11"1"(: a rcaso;wlJle allmnUlce for Oll50
kscence is claimell before actunl aba1ll10111l1c:lt, to be Sllreall on'[' a perio(l of 
t\yO or 1l1(}1~e years, C~l'e rnust be: taken to e1illlinat{:~ 11'0111 the ;-';UIH nse(l as the 
basiS of the allo\yunce any general (1C'(,l'e:l~8 }ll the Ynlu(~ of real eshlte dnG 

to other causes, sucll decrease lwing rlel1udible only wIlen dl'Dnitl'ly deter
mined througll sale, 

(4) Any rei urn of income from yineyan1 prop2rty in which a deduction is 
clailne(l as a result of obsolc~;('en('e Inu~t be flcconrpnnie(l "\YUh an aOlchtyit set 
ting forth fully the facts llc(,p,;snry to n lletC'1'1l1illHtioll of tlJe 1088 llro]Jerly 
chflrgcnule to obsolescellce lUHlel' the rules rrolY\'t; ~,~tai(-:d. 

(5) La\\' Opinion i)::J untl Solicilm',; JifclllOi':U1da 1'3;-;, 797, and 872 are 
modified so far as not in accord llel'e\Yitll.--O. 8G2, 

BASIS FOR COMPUTATION OF DEDUCTION. 

The basis for computing the amount (leJuctible on account of 
depreciation and obsolescence is the cost of the property, or its 
fai.r market nl1ue as of March 1, 181B, if aCfll1ired by the taxpayer 
prior to that elate, and the probable useful life of the property in 
the trade or business. The fair market price OJ' yalne of property 
as of March 1, 1913, is considered to be the cost of the property less 
depreciation sustained to that date unless the taxpayer can establish 
a greater value by evidence satisfactory to the Commissioner. To 
the cost or the fair market value as of "March 1, 1D1B, should be 
added from time to time the cost of impronmcnts, additions, or 
betterments not deducted as expenses in the taxpayer's returns, and 
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from it should be deducted the amount of any damage to the prop
erty or loss of property through casualty. 

In case of property acqnired by gift, bequest, or devise, the deduc
tion is based on the fair market price or valne of the property at the 
elate ,yhen acquired, or if acquired prior to March 1, 19lil, its fair 
market price or yalne as of that dnte, and its remaining llsofnllife in 
the trade or busincss, proper adjustment being made from time to 
time by reason of improYements, additions, betterments, or losses 
since acquirement or since March 1, 1D13. 

Prior to the appronll of Trep,sury Decision 2715,-1, (Allgnst 23, 1(18) 
depreciation alhw;ances 'were required to be IJasec1 on the cost of the 
property. This Treasury decision authorized (1cprcciation deductions 
based on the yalue of property as of ]\Ial'ch 1, 1813, if acquired prior 
thereto. The basis in the case of property acquired on or after that 
date remained unchanged. 

In an opinion rendered by the Solicitor of Internal Hcn,nne it was 
held that Treasury Decision 2754 is applicable to returns for I913 
and all subsequent years. This Treasury decision was based on a 
prior opinion of the Solicitor of Internal Hcvenne in ,,,hich it Ims 
held that the depreciation charges allowable for any year represent 
the portion of the gros:o income of the year necessary to make good a 
capital shrinkage, that the charges should therefore be sneh as to 
amonnt in the aggregate during the life of the depreciating property 
to the valne of that propelty as a capital asset; an(l that uncleI' the 
united States Supreme Conrt decisions in Doyle y. JIitchelZ B)'others 
00., 247 U. S, liD, and Lynch v. 2±'! U. S. 221, this capital 
yalue should he cletermine(l as of )Iarch 1, lD13. 

In no case, hO\yen~r, may the tobl amonnt to be returned to the 
taxpayer throngh (lepreeiatioll de(luctions exceed the cost of the prop
erty in or its value as of ,March 1, if acquired prior to 
that date. 'Yhen the fair market price or yalne of property as of 
March 1, 1013, is used res the basis for computing depreciation deduc
tions, such price or Ylllnc should bc ratably oyer the remaining 
usefulhfe of the and deductions mftde accon1ingly. Such 
c1e(luctiolls are allowable until the total equals the fair market price 
or value of the property as at March 1, 1913, il'respectiYe of amounts 
c1eductcz! prior to that date. Ii'or A erects an office build
ing in 1DOS at a cost of $ill0,OOO, it,; edimatecl useful life being 50 
years. The annual for depreciation would be $10,800. The 
fair market ynlue of the bllilding :March 1, 1013, substantiated by 
proper evi(1ence is $540,000. This amonnt may be spread ratably oyer 
the remaining useful life of the property, 45 years, and $12,000 
charged off each year until the full amonnt of $i540,000 has been 
charged off irrcspecti \'e of the fact that over $50,000 ,yiJl haye been 
charged off prior to 1913. 
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The appreciation in the value of the building as of March 1, 1913, 
over the cost less depreciation sustained to that date should be evi
denced by proper book entries in order that the aggregate of the de
preciation charged off will not exceed the debits to the building ac
count. The amount of appreciation thus set up on the books is not 
required to be returned as income since "ppreciation in the value of 
property is not considered income prior to jts realization through 
conyersion of the property. 

Allowances tor depreciation may under no circumstances be based 
on a fictitious cost price or value of property, or on its replacement 
.value. If property was acquired prior to ::\Iarch 1, H11i3, and its fair 
market yallle as of that elate forms the basis for computing the 
allmH,l1ce for depreciation and obsolescence, such value must be 
substantiated by evidence satisfactory to the Commissioner. No ap
praised value as of any date other than March 1, 1913, may be used 
as the basis for computing the allmvance. 

1Yhat the fair market price or value of property was on March 1, 
1913, is a question of fact to be established by any evidence "'hich 
·wi11 reasonably or adequately make it appear. 

The meaning of the term "fair market yaIue" for income tax 
purposes is outlined in the following paragraphs from Advisory Tax 
Board Recommendation 57: 

Section 202 (b) of the Reyenue Act of 1918, proYilles: "'Vhen property is 
exchanged for other prop€rty the proIJerty receh'ed in exchange shall, for 
the purpose of determining gain or loss, be 'treated Hi'! the equivalent of cash to 
the amount of its fair market 1;al1!C, it any; '" * *" 

By tlJe use of the language quoted Congress recognized that for the purpose 
of determining gain or loss derived from the exchange of property for property, 
property receivell in exchange may not have any "fair market yalue," the 
object of the preslmt inquiry is to secure a statement in general terms of the 
circumstances under which, for this purpose, property received in exchange 
lllay be said to have no " fair market value." 

In the absence of reason to the contrary the words, "fair market value" 
must be given their ordinary meaning. The expression" market value" either 
with or without the alljectiye "fair," is a familiar one and has frequently been 
ueftned and explailled. 'Vithout attempting in this recommewlation to collate 
these definitions, it may be said that they amount in substance to this, that the 
"market value" of property is the fair value of tile property in money as 
between o'ne who wishes to purclJase and one who wishes to sell. It is not, 
however, what can blo obtainel1 lor the property when the owner is under 
peculiar cOlllpulsion to sell or the purcha~er to buy; ]lor is it a purely specu
lative value which an owner coulll not neasonallly l'xpect to obtain for the 
property although he might possibly be fortunate enough to l10 so. "Market 
value" is the price at \Vhich a s("ller willillg to sell at a fair price and a buyer 
willing to huy at a fair price, both haYing reasonable ];:nowlellge of the facts, 
will trade. It implies the existpnce of a public of possible buyers at a fair 
price, The adjE'ctive "fair" emplmsi7,es the idea of fairness inherent in this 
concpption of m:<rket Y'llue, and exclmlps any possibility of a construction of 
the words "market valup" \Vith rpferpnce to a market in which, or to cir
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cumst:mces of Bille under which, for any reason a fair price could not be 
obtained. Under this interpretation property reccived in exchange for other 
property has no "fair market value" for the purpose of determining gain 
or loss resulting from such e:cchange wIlen, owing to tlle condition of the 
market, there can be no reasonable expectation that the OWller of the propprly, 
though wishing to 'lpH, and Hlly person wishing' to buy ,yill agree upon a price 
at which to tnHle ullless one or the other is uEfler some peculiar compulsion; 
that is, propcrty has no "fair market value" when market conditions are such 
tbat there would be no trading in the 11l'Operiy in question at a fair price. It 
(loes not follow, llOWeyer, that property has no "fair market vahw" merely 
bemuse there is no price therefor established by rmblic Rales or salcs in the 
way of ol'l1innry lmsilwss. '1'he fact that there is no "market price" or 
"current price" so established docs not indic-ate that the p1'Ollerty may not 
readily be sold at 11 fair pricc, awl the meaning of " market value" is not OI'(U
nal'ily so restricted. The court» haye recognized not only that there are eascs 
in which property has no "market value," or more propprly "market price," 
in this restricted sense, but also that there arc" cases in wllkh property has 
no "market value" in the broader sense in which the words are us('(} ill the 
statute as herein construed. See lVall v. Platt, 1G9 ]U'LSS. 398; Montgomery 
County v. Sch1lylldll Bridge Co., 110 Pa. St. 54. 

A construction of the statnte ill which the words "fair market valne" are 
defined as above in(Ucated is in accord with it,; theory and vurl1ose. A funda
mental consideration in income taxation is to (leiel'llline when income, 01' ele
ments essential to the computation of income, such as gain and loss, are real
izecl. Clearly, gain or loss is realizerl upon tIlt; sale of property for cash. It 
seems, moreover, that even apart from express statutory provision gain or 
loss is realized from the exchange of property for other property which may 
fairly be said to be the equivalent of cash. See CaUfornia Copper Suncl'icate v. 
Harris, 41 Scot. L. It. G91; 5 Tax Cas. 159. Such was the ruling of the Bureau 
under the Act of Octo]lel' 3, 1913, and the Heyenue Act of 19J 6. (0. 434.) '1'he 
Hevenue Act of 1918 expressly recognizes this principle in the language now 
under consideration in proyiding that" the property receiv-2d in exchange shall 
* * * be treated as the equivalent of cash." It is reasonable to regard 
property which has a "fair lIlarket yalue," as the words are herein defined, 
as " the equivalent of cash." A taxpayer receiving such property can determine 
the amount of his gain or loss in terms of cash with a reasonable degree of 
certainty aDd can, if necessary, \vit!lout undue sacrifice obtain by the sale of 
such property cash with which to pay his taxes. It is, however, unreasonable 
to regard property which has no "fail' market yalue," in this sense, as "the 
equivalent of cash." A taxpayer receiving sncll property can neither deter
mine the amount of his gain 01' loss witll certainty nor obtain cash by sale of 
the property without sael'ifice. 

It may he argued. against the construction 11(,re giYen to the words "fair 
market yalue" that these w01'(ls are nsed ill other parts of the statute in such 
a way as to imply that property always has a "fair market value" and that 
the sallle meaning SllOU1cl be gin'n to the wol'(]s throughout tIle statute. Thus, 
in ascertaining gain or Joss upon the sale or other disposition of property 
acqnired before lUarcll 1, 1D13, the basis is "the fair market price or value 
of such property as of that date" (sec. 202 (a) 1), or, where stock or securities 
acquired before lUarch 1, 1913, are exchanged for other stock 01' securities in 
connection with a reorganization, merger, or consolidation, "the fair mar](:et 
value as of that date" (sec. 202 (b) ). So in ascertaining the amount of dellle
tion in the case of property acquired before lUarch l, 1913, the basis is the 
" fair market value * * '" on that date," and in the case of property having 
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a discovery value the basis is the" fair market value of the property at the date 
of the discovery, or within 30 days thereafter." (Secs. 214 (a) 10; 234 (a) 9.) 

The provisions above quoted raise no necessary implicatioll that property 
always has a "fair market vulue." The resort to "fair market value" in 
the case of (liscovery call be malle only where the" fair market 'value of prop
erty is materially disproportionate to the cost"; that is, it must appear that 
the prO[lclty has a "fuir market value" and lhat such value is materially dis
proportionate to cost. Tlwre is no presllmption that either fact exists. In the 
case of depletion of propert.y acquired before March 1, 1913, "fair market 
value" is to "be taken in lieu of cost up to that date." The natural construc
tion of this language is that" fair market value" is to be taken wherever pos
sible, otherwise" cost up to that date." In ascertairdng the gain or loss re
sulting from the sale or other disposition of property the purpose of valuing 
such property on MarcIl 1, 1913, is to determine tIle amount which must be 
withdrawn from the sah-~ price in order to keep the capital intact. In the 
case of a sale or other disposition of property, not, however, including depletion 
(see Stanton v. Baltic Mining Co.. 240 U. S. 103), it would be necessary to so 
withdraw the value of the property on Mareh 1, 1913, even if there was no 
Rtatlltory provision iherei'or. See Doyle v. Mitchen Bros., 247 U. S. 179; 
Lynch Y. Turrish, 247 U. S. 221; Southern Pacific Co. v. L01ce, 247 U. S. 330. 
The present statute must be construed as authorizing the withdrawal of sueh 
value. This result can be reached either by holding that all property had a 
"fair market price or value" on March 1, 1913, or by holding that" fair market 
price or value" is the statutory measure of the value to be withdrawn in any 
case in which the property has a " fair market price or value," but that where 
it has no such" fair market price or value" other means of measuring value 
must be resorted to. Tile latter interpretation gives to the words" fair market 
" " " value" their ordinary meaning, and, while recognizing that they have 
the same meaning throughont the statute, gives effect to the words "if any" 
in the paragraph under consideration. It seems, therefore, the more reasonable. 

Since "fair market price," j( not synonymous with "fair market value" is 
narrower in its scope, it seems unnecessary to distinguish between the expres
sion "fair market price or value" and "fair market value." 'Vhile it is 
POEsible to construe the words "fair market" as modifying only the word 
" price" and not the word "value" in section 202 (a), the use of the phrase 
" fair market yalue" in other parts of the statute seems to indicate that this is 
not the proper construction. It may be noted, however, that if this construc
tion were adopted the same result would be reached as is reached on the lines 
deyelope(l in this recommendation. 

Some practical bearings of the construction herein given to the statute should 
be noted. Statements herein made are, however, far from exhaustive of a 
subject of special difficulty in the application of a general principle to specific 
cases. In determining whether property has a "fair market value" all avail 
able evidence must be considered. A case in which property has no "fair 
market value" should be regarded as unusual, and a determination that prop
erty has IlO " fr.ir market value" should not be made lightly. Property is not 
without" fair market value" merely because there is a considerable divergence 
of opinion as to its value. "Fair market value" is to a large extent a matter 
of opinion and men of equally wise judgment will differ widely in their opinions. 
Frequently excellent evidence as to the" fair marl,et value" of property, espe
cially that which, though not ordinarily traded in, has a value in use, is found 
iIi its cost, or in the cost of· reproducing it, with adjustments for depreciation 
and the like. (It should be noted, however, that while cost is frequently 
excellent evidence of "fair market value," "fair market value" may be either 
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greater or less tlmu cost and must, whercyer made the statutory test, be taken 
regardless of its rclation to co~t.) A8 already pointed out, property can not 
be said to haye no "fair market value" merely because no price tllerefor is 
e&tablished by public sales or sales in the way of ordinary business. Of course 
it is not essential that property be listed or traded in on any exchange in order 
that it may have a " fair market yalue." 1"01' example, stock in a small closely 
held corporation does not ipso facto Jack" fair market value," nor does article 
1563 of Regulations 45 so hold. Evidence as to the assets and liabilities of 
such a corporation and as to its earnings may furnish very definite indications 
as to its "fair market value." Even if a corporation is newly organized and 
has never done business as such, but has succeeded to the business of an indi
vidUal or partnership, its stock will ordinarily have a "fair market value" 
ascertainable by reference to its assets and liabilities, the history of the specific 
business, and the history and conditions of the industry in general. Similar 
considerations apply to other kinds of property. 

In any case in which it is found that property received in exchange has no 
"fair market value" and that, consequently. no gain or loss results from 
the exchange, the property received in exchange is to be treated as taking the 
place of the property exchanged therefor and takes as its value for the pur
pose of computing depreCiation, depletion and gain or loss resulting from sale 
or other disposition, the cost, or the market value on March 1, ]913, or on 
the date of discovery. as the case may be, of the property exchanged for it. 
Property which has no "fair market value" for the purpose of determining 
gain or loss under section 202 (b') has no "fair market value" for any of 
the purposes of the Revenue Act of 1918. 

It is held, therefore, that section 202 (b) of the Revenue Act of 1018 tnust 
be construed as recognizing that there are exchanges of property for other 
property which do not result in taxable gain or deductible loss for the reason 
that the property received in exchange has no " fair market yalue." A general 
statement as to the circumstances under which this is true is made in the body 
of this recommendation.-T. B. R. 57. 

The Committee on Appeals and Review considored the subject of 
valuation of intangible assets as of March 1, 1913, and reported as 
follows: 

The Committep 11m; considered the question of providing somc practiml formula 
for determining value as of 1\la1"e11 1, 1913, or of any other date, which migllt 
be considpred as nl1plying to intangible assets, but finds its('lf unablp to lay 
down any specific rule of gnidance for determining the value of intang'ibles 
which wou](1 be applicable in all cases and uncleI' nll circumstanc(,s. 'Vll"re 
there is no estublished market to serve as a guide the question of Yalue, 
evpn of tangible assets, is onl, larg.ely of ju(lgnwnt awl opinion, and the same 
thing is even morp true of lntangib]p assets suell as good y.;ill, traue·mnrks, 
trade brawls, etc. Ho\\'en~T, there 3xe sPyeral methot,s oC reaching a conclu
sion as to the yal118 of ininngiblc7, \vhicll the ConHnittec Ruggests 111ay be 
utilized bro~1(11y in l1asslng upon questions of valun tion, not to be regarded as 
controlHng, hOY\TcVel\ if bettor cVhlt~nce is pr8SPl1tctl ill any specific casco 

'VlJere deduction is cluim('(l for olmo!l'sc(ellCP or loss of gooll will or trmlp
marks, the Imnlen of proof is primarily U110n the taxpay(~r jo show the vahw of 
suell good will or trade-marks ou ::\lnrch 1, 1m3. Of COUl'SC, if goo(1 will or 
trade-marks llilye been acquired for cash or otller valuable cOl1si"ernUons sub
sequent 10 'ClIar-ell 1, 1913, the llleasnn~ of loss will be lletermine(l by the mnount 
of cash or yal ue or other consiclerations paid therefor, and no deduction will 
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be allowed for the value of good will or trade-marks built up by the taxpayer 
since J\1arch 1, 1913. 'nw following suggestions are ma(le, therefore, merely 
as suggestionI' for cheeks upon the soundness and yalWity of the taxpayers' 
claims. }'\O obsolescence or loss with respect to good will should be allowed 
except in case of actual disposition of the Hsset or abandonment of the business. 

In the first Vlace, it is rec.:ognized thnt in numerous instances it lias been 
the practice of distillers antl wholesale liquor dealers to pnt out under well 
known and popular bralltls ouly so much goods as coultl be marketed without 
affecting the estalllislled market price therefol' and to sell other goods of the 
same idlmtical manufacture, age, and character uuder other brands, or under 
no brawl at all, at figures yery much below those which the \ve]1-knmvn brunds • 
commanded. In snch ca:ses the difference between the price at which liquor 
was soW under a given brand name and also under another brand name, or 
uncler no brand, multiplied by the number of units sold during a giyen year 
gives an accurate determination of the amount of l1rofit attributable to that 

brand during that ;)'t;ar, and where this practice is continued for a long enough 

period to show that this amount was fairly constant and regular and might be 

expected to yield nnnually that ayerage profit, by capitalizing this earning at 

the rate, say, of 20 per cent, the value of the brallll is fairly well established. 


Another method is to compare the volume of business (lone under the trade

mark or brand under consideration an(l profits made, or by the business wllOse 

good will is under con:-;ideration, with the similar volume of business anc1 profit 

made in other cases where good will or trade:lllarkS have been actually sold for 

cash, recogni7,ing as the yalue of the first the same proportion of the selling 

price of the second, as the profits of the first attributable to brands or good will, 


is oj' tile similar profits of the second. 

The third method and possibly tIlt; one w11ieh will most frequently have to be 


applied as a cheek in tile absence of data necessary for the application of the 

preceding one~, is to allow out of ayerage earnings oyer a period of years priOl' 

to March 1, 1913, preferably not less than 1he years, a rdurn of 10 per cent 

upon the tlYerage tangible assets for the 11(,lioct The surplus earnings will then 

be the ayerage amount available for return npon the yalue of the intangible 

assets, and it is the opinion of the Committee that this return should be capi

talized upon the basis of not more than five years's purchase---tllat is to say, 

five times the arnount available as return from intangibles shonld be the YHlue 


of the intangibles.
In view of the hazards of the business the changes in popular tastes and tiw 


difficulties in preventing imitation or counterfeiting of 110 pular brands affecting 

the sales of the genuine goods, the CommiUe(~ is of the opinion that the figure 

giyen of 20 per cent return on intangibles is not unreasonable, awl it recom

mends that no higlJer figure than that be attached in any case to intangibles 

without a yery clear anrI atlequate showing that the yalue of the intangibles was 

in fact greater than would be reached by applying this formula. 


The foregoing is intendecl to apply particularly to businesses put out of ex

istence by the prohibition law, bnt will be equally applicable so far as the third 

formula is concerned, to otlwl" businesses of a more or less hazardous nature, 

In the case, however, of valuation of good will of a business which consists of 

the manufacture or sale of standard articles of every-clay necessity not subject 

to violent finctuations and vvhere the hazard is not so great, the Committee is 

of the opinion that the tigure for determination of the return on tangible assets 

might b,~ l"ulul"ecl from 10 to 8 or 9 per cent, and that the percentage for capi

talization of the return upon intangibles might be reduced from 2Q to 15 per


cent. 
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In any or all of the cases the effort should be to determine what net earnings 
a purchaser of a business on Marcli 1, 1913, might reasonably Imye expected to 
receive from it, and therefore a representative period SliOllld be used for aYer
aging actual earnings, eliminating any year in which there were extraoj'dlnary 
factors affecting earnings either way. Also, in the case of the sale of good will 
of a going business the percentage rat(" of capitali:cation of eamings applicable 
to good will shown by the amount actually paid 1'01' the business should be u:sed 
as a check against the determination of goo(l ,vill value as of :\larch 1, 1913, 
and if the good will is sold upon the basis of capitali:cation of earnings less 
than the figures above indicated as the ones ordinarily to be adopted, the same 
percentage should be used in figuring value as of 1\larch 1, 1913.-A. R 1\T. 34. 

The Advisory Tax Board in Memorandum 39 considered the appli 
cation of a taxpayer for authority to compute depreciation and 
obsolescence of an intangible asset (a patented inyention) for 1918 
on the basis of value as of the beginning and the end of that year, 
instead of basing the deduction on cost. The facts and the decision 
follo"w: 

The claim of the taxpayer is that depreciation and obsole~cenee should be 
allowed to the lull amount of the lfH8 income; that in arriving at the amount 
of depreciation and obsolescence the yalne of the intangible property as of 
January 1, lfJl8, and the value as of December in, 1918, should be taken as 
the tworletermining factors. 

This C'laim must be denied. The pnrpose of all dexluctions, whether by way 
of depreciation, obsolescence, depletion, or loss, is to allow a return to the 
taxpayer of his capital investment without subjecting sueh "capital to income 
tax. Iu determining the amount of capital to be recovered without taxation, 
considerations of practicability must goyeru. It must, for instance, be capable 
of measurement by such instruments as are available in the administration of 
a tax law. This does not mean that othcr forms of capital do not exist, but 
merely tbat a point is reached at which it becomes administratively imprac
ticable to distinguish between capital and income. In sucll cases the major 
portion of tbe annual realization is normany income; therefore the presump
tion must be adopted that the ,vhole amount is income. Applying this principle 
to the present case, it will be seen that A through a series of years had by 
stully, training, experimentation, awl other means developed a capacity for 
producing technical devices of a high oJ'fler. '1'0 a considerable extent, how
eyer, tlJe expenditures necessary to reach this attainment are of a kind 
common to all nwn anll are necessary to fit any man to earn a living. Nor 
is it possible to differentiate between the man of g"enius all(l the ordinary 
man in such 11 ,yay as to iUlllute a capital investment to the one when it must 
as a llractical matter be denied to the otller, for, of course, genius is attribut
able to gifts of nature more than it is to outlays upon ellucatiollal or other 
t1eyelopmcn t. 

EYen though it were praeticable by finer instruments of nwnsurement to 
reach a capiial value of til,,) individual's devclope(] capacity, it would not me(,t 
Uw daim now U!H]e:' considel'ntion, which is, as stntel1 ab(lYe, that the capital 
valne snbj(~('j to dcpredation [lnd obsolescenc8 as J'rom January 1, 1918, is the 
market yallle of the particular d('yice. Such mal'ket value on that (lute would 
be erl11al to the discounted n\1lJ(: of the anticipated earnings, or, in other words, 
tIle capital sum wotlld consist of the income which it is the (188il-in of the income 
tax law to tax. This principle, if aPlllied to ]lrop(:rty generally, as it would 
have to be if allowable in the case now under consideration, woulc1 not only 
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cripille the present tax law, but in large Illcnsure would make all income 
immune from taxation. The rule that cost in tIle c;\se of property acquired 
sin~e March], 1913 (pxcept as to gifts and inheritances which are specifically 
otherwise pro\·ided for in the law) [is the only plement of value which can be 
recognize(] as capitalJ, l"Psts seeurely on tIle ground that caDital cl"eatpc\ by 
human effort lllu"t llnss through the door of taxabJe illf"ome before it can 
for the purpose of that tax pstablish its position as capital. Tllp law does 
not tax valne apprpciation, nor does it rpcognize yulue appreciation as 
capital until such apDreciation has bpen realized an<l taxed. Neither does the 
law lay a tax upon the creation of ideas or llevices, nor can it without devitaliz
ing itself recognize as capital the value of such mental or material conceptions 
until after such value has been realized by sale or in sucll otller lllanner as 
will first give it the status of taxable income. This step having been taken, 
the value to the new owner upon which he may claim a capital allowance in 
computing net income is the cost to him. This is a fundamental in the basis of 

income taxation, and no exception thereto can be allowed except such as al"e 
specifically provided for by the statute. 

Stress was laid by the taxpayer upon the provisiolls of section 214(a) ]0 and 
of section 234(a) 9, which provide that in the case of mines, oil and gas wells, 
discovered by the taxpayer, the value under certain eonl1itions may be taken as 
the fair market yalue of the property at the date of <liseClvery or within 30 
<lays tllereai'ter. This, however, is not a normal rule for the computatioll of 
net income, but is an excelltion sped1icall:- granted by tlw statute and carefully 
restricted to mines and oil and gas wells. That other kinds of prollerty or 
other taxpayers may be equally meritorious is imlllaterial; tlley are omitted 
by the statute and can not be brought witllin it by any proper method of 
construction. 

For the reasons aboye imlieaterl the Advisory Tax Board reeommenris that 
the clailll of the tax[layer for a decluetion from gross income llY way of deprecia
tion and obsolescence based upon the value of his intangible proverty at Janu
ary 1, 1918, be denied, and that the amount of euch deduction be limit('(l to a 
reasonable amount based upon the sIlecific cost to him of snch property ex
clusive of all items of such cost whieh have been de(lucted as expenses in incollle 
tax returns for previous years.-T. B. M. 39. 

RATE OF DEPRECIATION-PROBABLE USEFUL 

LIFE OF PROPERTY. 


Consideration of the elements entering into depreciation and of 
the many problems arising therefrom, involves questions of great 
difficulty, the solution of ,vhich does not yield to exact determination 
in such a manner that precise rules of treatment can be established 
or theoretical formulae deduced which can be applied to all cases, or 
even to many. It is considered impracticable to prescribe fixed, 
definite rates of depreciation which would be allowable for all 
property of a given class or character. The rate at which property 
depreciates necessarily depends upon its character, locality, purpose 
for which used, and the conditions uncleI' which it is used. Manu
facturing plants in the same locality, doing identically the same kind 
of business, depreciate at widely different rates, to a large extent 
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dependent upon the management and the fidelity with which repairs 
are made and the property maintaine(l; but so many other elements 
enter into the question that even the relative importance of the 
different factors can be determined only with difficulty· and as 
approximations. The taxpayer should in all cases determine as accu
rately as possible according to his judgment and experience fhe rate 
at which his property depreciates. The rate used will, however, b(! 
subject to the approval of the Commissioner. 

In recognition of these facts, if understatements of taxable net 
income in returns are due to charging off depreciation in excess of 
an amount deemed reasonable by the Commissioner, negligence or 
intent to defraud will not be imputed to the taxpayer unless the 
position taken is so unreasonable as to indicate gross carelessness or 
bad faith. 

It is recognized also that property, for example, manufacturing 
machinery, may be subject to extraordinary depreciation due to being 
operated overtime, at an overload, or being used for some purpose 
for which it is not adapted. Under such conditions, a taxpayer may 
deduct in addition to the amount measuring the depreciation under 
normal conditions) a further sum to provide for the extraordinary 
depreciation. It does not necessarily follow that if a machine oper
ated normally for 8 hours a day, is operated for 16 hours a day, it 
will depreciate twice as rapidly as when operated under normal con
ditions. The estimate of the extraordinary depreciation should be 
made by the taxpayer according to his judgment and experiencc and 
will he subject to the approval of the Commissioner. 

On account of the c1ifIiculty of estimating accurately the probable 
useful life of property, in many cases when the property is dis
carded and salvaged, the sum of the depreciation deductions and 
the salvage yalue may be greater or less than the original cost of 
the property. If such sum is less than the cost, the difference may 
be deducted as a loss; if snch sum exceeds the cost, the excess must 
be reported as income; the adjustments to be made in the return 
for the year in \Yhich the property is discarded or salvaged. This 
refers to differences ,,'ithin reasonable amounts and 'will not 
apply 'when the difference or excess is or ,vhen, thr011gh neg
ligence, or fraud, the deductions have 
been insnf'l1cient or excessive. In such cases the Commissioner may 
require corrections to be made for means of Hmended 
returns and is authorized to assert penalties in cases of negligence, 

",-"',"0HC0", or fraud. 
at any time before is discarded that the 

useful life of the property has been the plan 
of computing depreciation should be modified and the balance of 
the cost of the property, or its fair market value as of MarclL 1, 
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1913, not already provided for through a depreciation reserve or 
deducted from book value, should be spread ratably oyer the esti
mated remaining useful life of the property. Inasmuch ftS under 
the provisions of the income-tax Acts in efrect prior to the Reye
nue Act of 1918 dedndions for obsolescence of property were not 
allowed except as a loss for the year in ~which the property was 
sold or permanently abandoned, the taxpayer may for 1918 and 
subsequent years revise the estimate of the useful life of any prop
erty so as to allow for such future obsolescence as may be expected 
from experience to result from the normal progress of the art. 

The rate of depreciation of a building is not based upon the num
ber of years it would stand before being condemned and torn down, 
but is based on the number of years it ,,,auld remain habitable and 
serviceable for the general purposes for which constructed or 
acquired. If A purchases for $10,000 a building having an estimated 
life at date of acquisition of 40 years, and at the expiration of 10 
years sells the building to B for $6,000, in such case B should base 
his depreciation dednction on the purchase price and the estimated 
remaining useful life of the building at the date when he acquired 
it. Sueh estimated remaining life does not necessarily bear any 
relation to the estimate made by A, the former owner, and may be 
greater or less than 30 years. 

Freight steamships on Great Lakes.-Thl'ee per emit is held to be a 
reasonable allowance for depreciation of bulk freight steamships on 
the Great Lakes; however, when due to peculiar conditions, it can 
be definitely determined that the established rate of depreciation \\'ill 
not be sufficient to return all of the capita.! invested, as at the date 
of acquisition, or March 1, 1913, whichever is later, by the time the 
vessel will be rendered an addition to the regular rate to coyer 
obsolescence may be allmyed. The amount of this addition must be 
determined npon the basis of the facts in each particular case; that 
is, the type of vessel in qnestion, the fitness for possible use in other 
lin('s of transportation, and the date ,yhen it can be definitely foro
seen that the Yessel will be no longer commereially useful in this par
ticular line of traHic. 

This rule does not necessarily apply to steamers engaged in other 
lines of traffie, for the reason that there are distinct cliiferenees in the 
method of construction and the manner of operation of package 
freighters and passenger steamers and the bulk freighters under con
sideration. (From Hecommendation 27 of the Committee on Appeals 
and Heyimv, published in full in Bulletin 9-20, p. 14.) 

Repairs, replacements and improvements as affecting rate of deprecia
tion.-The cost of incidenUtl repairs which neither materially add to 
the value of the property nor appreciably prolong its life, but keep 
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it in an ordinarily eff1cient operating condition, mny be deducted as a 
business expense, providcu the plant or property account is not in
creased by the amount of such expenditures. Hepairs in the nature 
of replacements, to the extent that they arrest deterioration and ap
preciably prolong the life of the propcrty, should be added to the 
property account or be charged against the depreciation reserve. The 
allowance for depreciation is intended to CO\'01' the estimateu lessen
ing in value of the original property, due to weal' and tear, decay or 
gradual decline from naturvJ causes, inadcquacy, obsolescence, etc., 
which at some time in the future will require the abandonment or 
replacement of the property in spite of oruinary current repairs. 

Accordingly, amounts paid for repairs arc not allowallle deduc
tions if they are duplications of allovvances for depreciation. It does 
not follow, however, that there may not be in the same case aUo,vable 
deductions both for depreciation and payment for repairs. As a 
rule, property that hus been subject to use even though maintained in 
serviceable conuition by repair has a shortened expectancy of useful
ness. In such case there may be a deduction for payments for repairs 
and also a deduction for loss due to depreciation of the property 
which occurred despite the maintenance of such property in repair. 

The allowance for depreciation to ,vhleh a taxpayer is entitled is 
the net depreciation for the taxable year. Losses by reason of 
exhaustion, wear and tear suffered during the taxable year, but made 
good by repairs during the year, are not included in such net depre
ciation. Nor can the taxpayer speculate as to the extent of the loss 
which he would have suffered if he had not arrested deterioration by 
repairs. The taxpayer is entitle(l to an allowance for the actual 
net depreciation suffered during the taxable year, and in addition 
thereto to an allowance for expenditures for ordinary repairs. He 
is not, of course, entitled to a dedudion for amounts expended dur
ing one taxable year to make good depreciation suffered and allovyed 
as a deduction in a previous year. 

The amount expended by a taxpayer during any taxable year or 
period for improvements, replacements, or renewals of a permanent 
nature is a capital investment and is not deductible from his gross 
income for such taxable year or period. The amount so expended 
should be charged directly to the property account or to the depre
ciation reserve account, dependent upon how depreciation charges 
are treated in the books of account, and a pro rab portion thereof 
deducted as depreciation each year of the life of such improvements, 
replacements, or renewals. 
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METHOD OF COMPUTING DEPRBXJIATION 
ALLOWANCE: ACCOUNTING PRACTICE. 

The proper allowance \vhich may be deducted from gross income 
for depreciation and obsolescence of property used in the trade or 
business is an amonnt \yhich should be set aside by a taxpayer dur
ing each year of the useful lile of the property according to a con
sistent plan by which the total of such amounts for the uSeIul lile 
of the property, together with its salvage value at the end of its 
useful life in the business, \vill provide in place of the property its \ 

\. 
cost or its fair market value as of March 1, 1913, if acquired by the 

I 

taxpayer prior to that date. .1 
I 

A simple illustration follows: The X Manufacturing Company 
purchased a piece of machinery in 1914 for $4,275. Its estimated 
useful life in the business is 15 years, at the expiration of which 
time it will have a salvage value of $75. The annual deduction on 
a~count of depreciation would be $280. 

Capital sum recoverable through depreciation allowances.-The capital 1sum to be replaced by depreciation allowances is the cost ol the 
property in respect of which the allovvance is made, except that in 
the case of property acqnired by the taxpayer prior to March 1, 
1913, the capital sum to be replaced is the fair market value of the 
property as of that date, and in the case or property acquired by 
gift, bequest, or devise, the sum recoverable is the fair market 
price or value of the property at the time acquired, or its fair 
market price or value March 1, 1913, if acquired prior to that date. 
In the absence of proof to the contrary, it will be assumed that 
such value as of March 1, 1913, is the cost of the property less 
depreciation up to that date. To this snm should be added from 
time to time the cost of improvements, additions, and betterments, 
and from it should be deducted from time to time the amount of 
any definite loss or damqge sustained by the property through 
casualty, as distinguished from the gradual exhaustion of its utility, 
which is the basis of the depreciation allovvance. In the case of 
the acquisition after March 1, 1913, of a combination of depreciable 
and nondepreciable property for a lump price, as, for example, 
buildings and land, the capital sum to be replaced is limited to that 
part of the lump price which represents the value of the depreciable 
property at the time of snch acquisition. 

The capital sum to be replaced by allowances for depreeiation 
should be charged off over the useful life of the property, either in 
equal annual installments, this plan being generally known as the 
"fixed percentage" method, or, in accordance with any other recog
nized trade practice, such as apportionment over units of production. 
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"Whatever plan or method of apportionment is adopted must be 
reasonable and should be described in the return. The" fixed per
sentage" method as applied by the Commissioner contemplates that 
the annual depreciation deductions with respect to any property 
should be equal; that the rate of depreciation should be assumed to 
be uniform during the useful life of the property, as compared with 
the so-called" fractional method-weighted years," "declining bal
ance method-scientific or unscientific," "revaluation method," and 
"sinking fund method," the use of which is advocated by account
ants, but none of which have been approved in their entirety by the 
Commissioner for income tax purposes. 

The only other method which has been approved by the Commis
sioner is an apportionment of the depreciation charges over the total 
amount of work to be performed or over units of production. For ex
ample, a contractor may purchase machinery for use only in perform
ing a certain contract, which machinery will be worthless or have 
little or no salvage value upon completion of the contract on which 
he will be engaged for the whole of one taxable year and half of the 
succeeding taxable year. But the number of units of work, or per
centage of completion accomplished during the first period of 12 
months and during the second period of six months, may be equal. 
The contract may call for the making of an excavation, and the same 
number of yards may be excavated during each of the above periods. 
UncleI' such circumstances, if the contractor returns his gross income 
each year on the busis of percentage of completion of the contract, 
he ~win be permitted to spread the total am01mt of the depreciation 
allowance equally oYer the t\yo p0riods, deducting half of the total 
amount in his return for the first 12 months, and the other half in 
his return for the succeeding taxable period. 

If the contractor had returned his income on some basis other 
than that of percentage of completion of the contract, it would have 
been necessary for him to modify his basis for computing the de
preciation alJmnmces. Thus, if the gross income was returned on 
the basis of time re<luired for completion of the aboye contract, two
thirds of the gross income being reported in the return for the f1fst 
12 months, nnd the other third reporte<l in the return for the suc
ceeding period; in that case two-thirds of the tobl depreciation 
allmrcmce ,Y(mId be deducted in the return for the first period and 
the remainder in the next return. 

A lur~llber compnny CODunets to cut and saw the timber on a cer
tain tract of land, the estimated time required two years. It 
erects buildings and instal1s .,yhich by reason of pro
hibitive cost of removal ,,;i11 be worth only the salyage value upon 
completion of the contract. The co,st of the property and equipment 
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may be charged off and deducted as depreciation allowances on the 
basis of the time required to complete the contract, or in the pro
portion that the amount of timber cut and sawed each year bears 
to the total amount of timber available. 

WHO MAY CLAIM DEDUCTIO~S FUR DEPl{ECIATION 
AND OBSOLESCENCE. 

An allmvance for depreciation and obsolescence may be claimed 
by individuals, citizen or alien, resident or nonresident; fiduciaries 
of estates and trusts, partnerships; corporations, domestic or foreign, 
including personal service corporations; associations, joint stock 
companies, and insurance companies, with respect to property actu
ally used in trade or business and recognized by the Bureau of 
Internal Revenue as subject to depreciation or obsolescence or both. 

Lessor and lessee.-Ordinarily an allowance for depreciation may be 
taken only on account of property owned by the taxpayer and used 
in trade or business and may not be taken on account of property of 
which he is merely the lessee. This will not preclude the deduction 
each year by the lessee of an aliquot part of the cost or the bonus 
paid for the lease. In the case of additions, improvements, or bet
terments to the property made at the expense of the lessee, which, 
according to the terms of the lease, revert to the lessor at the termi
nation of the lease, the lessee may apportion the cost of such addi
tions, etc., over the life of the lease and deduct an aliquot part thereof 
each year. If, however, the life of improvements for business pur
poses made at the expense of a lessee is less than the life of the lease, 
depreciation may be taken by the lessee instead of treating the cost 
as additional rent. Stockholders of a corporation are not entitled to 
deduct in their individual returns any amount on account of depre
ciation of the property of the corporation from which they receive 

dividends. 
Fiduciaries or beneficiaries' of estates and trusts.-An indiyiclual ,vho 

recei ves income from a trust estate may not deduct from gross in
come in his individual income tax return any amount representing 
depreciation of property belonging to the estate. However, under 
the Revenue Act of 1918 it is permissible for the fiduciary in ascer
taining the net income of the estate or trust for which he acts to 
deduct a reasonable allovvance to cover the depreciation sustained 
during the taxable year, whether or not the terms of the will or 
agreement creating the estate or trllst or a decree of court provide 
for taking care of the depreciation which may be sustained on the 
property held in trust. 

Estates and trusts are under certain circumstances treated as a 
unit, and in other cases may represent an aggregate of distinct in

1 
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terests to all of which the fiduciary is responsible. Irrespective of: 
whether the estate or trust is or is not treated as a unit, the fiduciary 
in computing the net income npon ~which he is required to pay the tax 
may claim a dcduction for depreciation in acconbnee with section 
214(a) 8 Hevenue Act of 1918 and articles 161-171 Reg. 45. See 
also T. D. 2987. 

Joint owners of property.-A joint owner of inherited property., col
lecting rents and profits from sllch and managing the prop
erty on behalf of: all the o,Yners, pursuant to an oral agreement, is 
an agent and not a fiduciary. It is, therefore, necessary for each of 
the joint OIvners to file an income tax return and account for his 
share of the income from the property in addition to income received 
by him from other sources. In preparing such returns each joint 
OIyner may claim as a deduction for each year his proportionate 
share of the depreciation allowance for such year ~with respect to 
the property held in joint ownership. 

Nonresident alien imlividuals and foreign corporations.-~onresjc1ent 
alien individuals and foreign corporations may deduct an allowance 
for depreciation and obsolescence from gross income arising from 
sources within the United States only to the extent that such deduc
tion is connected with such gross income. 

CONDITIONS OF ALLOWANCE. 

Reduction in the value of property due to exhaustion, wear, and 
tear through use in trade or business is an actual fact, whether or 
not evidenced by book entries. 

An allowance for depreciation and obsolescence must, however, 
be charged off by the taxpayer in his books and records in order 
to constitute an allOlyable deduction from gross income. The man
Iler in which it is charged off is not material, except that the amount 
measuring a reasonahle allO\vance for depreciation mnst either be 
deducted directly from the book value of the property or preferably 
credited to a depreciation reserve account, \vhich should be reflected 
in the taxpayer's annual balance sheet. The allowaace should be 
computed and charged off ,vlth express reference to specific items, 
units, or groups of property, und taxpayers should keep such records 
as may be readily verified. 

The statement in the preceding paragraph to the effed that the 
depreciation allOlyftnce must he charged ofT hefore it ean be deducted 
does not mean that depreciation sustained during one year may 
be charged out of the income of another year for income tax pur
poses; neither docs it mean that failure to deduct depreciation before 
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closing accounts for the year will prevent its ultimate deduction 

by the taxpayer. It means that if the taxpayer inadvertently neg

lected to make the proper entries on his books before closing them 

for the year during which the depreciation w~ls sustained and failecl I 

! 

to make the proper deduction from gross income in his return for 

that year, he may reopen his books, make the proper adjustment en

tries on them, and file an amended return showing the proper deduc

tion for depreciation, provided bad faith or gross negligence was 
 1 
not shown in the preparation of his original return and in the 
manner in vvhich he kept his accounts. 

",Vhen the amount of depreciation charged off is credited directly 
to the property account, the value of the property appearing in a 
statement of affairs or a balance sheet will be its depreciated value, 
but subsequent deductions should nevertheless be computed on the 
basis of original cost or value as of March 1, 1913, as the case may be. 

vVhen the amount of depreciation charged off is credited to a de I 
preciation reserve account the records of the taxpayer will show the 

original cost of the property when acquired while the depreciation 

reserve ,vill be in the nature of a suspended credit to the property 


account. ~ 
Depreciation rescrves.-Amounts deductible on account of deprecia

tion should be credited to appropriate reserve accounts and carried 

as a liability again~t the assets to the end that ~when the total of these 

credits equals the capital investment account no further deducti.ons 

on these accounts ",ill be allowed. 


"While the presumption is that amounts credited to these accounts 

will be used to make good the loss sustained, either through a renewal 

or replacement of the property or a return of capital, there is no 

requirement of law that the funds represented by these reserve lia

bilities shall be held intact or remain idle against the day when they 

may be used in making good the depreciation of the property with 

respect to ,vhich the deduction is claimed or in restoring the capital 

invested in the depreciated assets. 


The conversion of the depreciation reserve into tangible assets ! 

will not constitute such a diversion as would deny the taxpayer ! 

the right of deduction, provided in all cases that the deduction 

claimed in the return is reasonable. 


A distribution made from a reserve for depreciation will be con

sidered a liquidating dividend and will constitute taxable income 

to a stockholder only to the extent that the amount so received is in 

excess of the cost or fair market value as of :March 1, 1913, of his 

shares of stock. No distribution, huwever, will be deemed to have 

been macle from such a resen'e except to the extent that the amount 

paid exceeds the surplus and undividecl profits of the corporation. 
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Corporate taxpayers in some cases compute their net income for 
the taxable period ,yithout having made allowance for depreciation 
and then distribute the entire net income so computed to their stock
holders so that the books show no surplus or undivided profits. 
In such cases if a corporation subsequently desires to avail itself of 

. the privilege of deducting an allowance for depreciation in its 
return for such taxable period it must first reopen its books and 
make the appropriate charges as outlined on page 34. It will then 
be placed in the position of having paid a dividend from a deprecia
tion reserve or from capital to the extent that the amount of divi-. 
dend paid exceeds the true net income, meaning the net income after 
making proper charges for depreciation. The amount of the excess 
will be deemed a distribution in partial liquidation and taxed ac
cordingly to the stockholders, and the invested capital of the cor
poration for excess profits purposes will be deemed to have been 
reduced to the same extent in accordance with article 860 of 
Hegulations 45. 

) WHEN ALLOWANCE IS DEDUCTIBLE. 

, 

The deduction for depreciation and ohsolescence allowable in the 
return for any taxable year or period is an amount sufficient to cover 
the reduction in value of property through exhaustion, ,veal' and 
tear through use i'h the trade or bnsiness during such taxable year or 
period. The fact that depreciation and obsolescence have been sus
tained in prior years but ,yere not claimed as a deduction in retnrns 
of net income will not ,Yarrant the deduction of an increased amount 
during the current year. The taxpayer's remedy lies in filing 
amended returns for prior years in which such deductions may be 
claimed and claims for refund of excess taxes paid. 

On the other hand, excessive depreciation deductions are subject 
to disallowance by the Bureau npon audit of a taxpayer's returns. 
In such cases additional assessments of tax are made on the basis of 
the excessive cledhctions disallo,yed. 

Delayed profit and loss adjustments.--"\Vhcre common carriers during 
the year 1918 took up through their profit or loss account (pursuant 
to instructions of the Interstate Commerce ",1 
debit and credit such as allOlyances for depreciation sustained 
during the years 1912 to inelusiye (the necessary data not 
having been available prior to the year 1918), it Ins helel by this 
office that snch credit and debit items should not be treated as part 
of the gross income and c1edllctions therefrom in the return -for 
1918, but amended returns in which proper adjustments ,yere to be 
made were required for the years affededo 
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EFFECT ON NET INCOME AND TAX. 

In all cases the amount of the depreciation allo~wance reduces the 
net income, and consequently the amount of tax due. The g:>jn 
derived or loss sustained from the sale of depreciable property also 
is affected by the amount of depreciation sustained, since in deter
mining such gain or loss proper adjustment must be made for any 
depreciation sustained, it being immaterial for the purpose of the 
computation whether or not such depreciation has been deducted in 
returns of net income, except in the case of the sale of assets on 
account of which no depreciation deduction is allowable. 

Furthermore, the invested capital of a corporation, association, 
joint-stock company, or insurance company is affected by deprecia
tion, since in determining snch invested capital under the Revenue 
Act of 1918 proper adjustment must be made in surplus account for 
any depreciation sustained, regardless of whether or not any deduc
tion for depreciation ,vas made in returns for prior years. This was 
equally true under the Hevenue Act of 1917 as to individuals, part 
nerships, and corporations. 
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