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CHAPTER I 

INTRODUCTION 

Accounting for railroads in the United States is governed by the 

Interstate Commerce Commission through its Uniform System of Accounts 

for railroads. The principles upon which this system is based have, 

for many years, been a source for great concern to accountants. This 

concern has grown in magnitude during recent years as accounting and 

business practices have changed to meet the needs of modern enterprise. 

Railroad accounting has become moribund by practices developed 

in the early part of this century. The Uniform System of Accounts was 

promulgated by the Interstate Commerce Commission in 1914 more as a 

control device to gather standardized statistics for rate making pur

poses than as a useful tool for management and investors. 

The principles used in developing the Uniform System evolved 

directly from the system used in England for railroad accounting during 

the same period. This English system allowed many practices which are 

not considered consistent with modern accounting principles. For 

example, no annual depreciation allowance was made for any of the rail

road's equipment or other fixed assets. The reasoning behind this 

practice was that omitting depreciation from the expense for the year 

led to a higher income and a larger return on investment for the 

^Edward H. Brunnel, Railroad Accounting Statistics (Chicago: 
Watson Publications Co., 1955), p. 18. 
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investor. But failure to make the necessary charges against income was 

responsible for insufficient funds being available for the replacement 

of worn equipment. The Interstate Commerce Commission partially cor

rected this practice in 1943 by allowing railroads to depreciate rolling 

3 

stock from that date. However, no provision for depreciating roadway 

assets was made. This situation will be dealt with in Chapter IV. 

Depreciation accounting is not the only inconsistent practice in 

the Uniform System, but is merely used as an example of the variances 

existing within the System. 

Accounting has developed as a tool by which modern management and 

investors alike evaluate the performance of a business enterprise. 

Accountants have had to develop certain uniform principles for use in 

preparing financial statements comparable for various types of busi

nesses. These uniform principles have become known as generally 

accepted accounting principles. They govern the practices of account

ants in broad areas, and, in some cases, are quite flexible. However, 

if an accounting practice is inconsistent with these principles, it 

should be corrected. 

The American Institute of Accountants recognized the inadequacy 

of the Uniform System of Accounts in the early 1930's. Research in 

the area of depreciation accounting was consummated during this period 

and later resulted in the adoption of depreciation accounting for 

George 0. May, "The Influence of Accounting on the Development 
of an Economy," The Journal of Accountancy. Ill (March, 1936), p. 175. 

3 
American Institute of Accountants, Letter to Interstate 

Commerce Commission, March 29, 1957. (Typewritten.) 
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rolling stock on January 1, 1943.^ However, there was no important 

research in railroad accounting from that date to 1957. Early in 1957 

the American Institute appointed a conmittee to investigate the differ

ences in the Uniform System of Accounts and generally accepted accounting 

principles. As a result of the report by this committee to the 

Interstate Commerce Commission, many changes have been made in the 

Uniform System to bring it into conformity with generally accepted 

accounting principles.^ 

The research performed in 1957 by the American Institute of 

Accountants and its subsequent effects on the Uniform System of Accounts 

will be analyzed briefly in Chapter II. The discrepancies remaining 

unchanged, income tax allocation and depreciation on roadway assets, 

will be analyzed in Chapters III and IV, respectively. The two prac

tices are analyzed as to the way in which they affect the financial 

statements of the railroads, and the results are summarized in 

Chapter V. 

American Institute of Accountants, Letter to Interstate Commerce 
Commission, March 29, 1957. (Typewritten.) 

Walter E. Hanson, Personal letter to writer, June 9, 1961. 
(Typewritten.) 



CHAPTER II 

A SUMMARY OF RESEARCH AND DEVELOPMENTS 

IN THE UNIFORM SYSTEM OF ACCOUNTS 

The Interstate Commerce Commission was among the first of the 

regulatory agencies recognizing the importance of uniformity in account

ing practices. Undoubtedly the early regulated System of Accounts was 

brought about by the strong need for regulation of freight rates. 

Taxation was not a primary concern at the time the regulated system was 

adopted, and reporting to investors was only on the threshold of devel

opment. Recent economic conditions, such as the war and its aftermath, 

have caused a substantial increase in problems associated with taxation 

and financial reporting. Most industrial and commercial companies have 

responded to these problems with a common approach in adjusting their 

accounting practices and forms of presentation of financial data. 

However, after a long period of leadership in accounting practices, 

the Interstate Comnoerce Commission has been somewhat slow in harmo

nizing the Uniform System of Accounts for railroad companies with 

generally accepted accounting principles. Therefore, the principles 

used in determining and reporting annual railroad income to investors 

differs materially from those used by other industries. Because of the 

significance of these differences, Mr. Philip L. West, Vice President 

of the New York Stock Exchange, wrote the Chairman of the Interstate 

Commerce Commission, on May 17, 1956, and made the following statement 

concerning the divergencies of the Uniform System of Accounts: 

4 



Such divergencies have caused the opinions of independent public 
accountants as published in the annual reports to stockholders of 
railroad companies to state that the financial statements are in 
accordance with principles and methods of accounting prescribed and 
authorized by the Interstate Commerce Commission whereas in other 
industries it is customary to state that the accounts are in 
accordance with accepted principles of accounting. It would appear 
to be most desirable if a method could be found to bring railroad 
accounting into agreement with generally accepted accounting prin
ciples and to have the opinions of independent public accountants 
included in reports to stockholders of railroad companies conform 
to the practice followed in all other industries.° 

Public accountants had until this time disregarded the deviations 

in railroad accounting from generally accepted principles by simply 

qualifying their annual audit reports. Leonard Spacek, Partner in 

Charge of Arthur Andersen 6e Co., a firm of Certified Public Accountants, 

challenged this escape from responsibility by public accountants in a 

speech given before the Controllers Institute of America in Milwaukee, 

Wisconsin, on February 12, 1957. Mr. Spacek is well known for his 

critical remarks concerning the responsibility of public accountants, 

and made the following comments concerning the relation of the public 

accountant's responsibility to financial reports published in accordance 

with the Uniform System of Accounts: 

If the public accounting profession does not soon create within 
its own profession a medium to determine, without equivocation, the 
basis of 'generally accepted principles of accounting,* the pro
fession will have failed in the responsibility placed on it by the 
public, by Congress, and by the Securities and Exchange Commission. 

This perogative may be withdrawn by the Securities and Exchange 
Commission as easily as it was given. If this happens your corpora
tion will be required to follow accounting rules dictated by the 
government. Public accountants will become "examiners" for the 
Securities and Exchange Commission. That function is now being 
performed by most auditors of railroads. They are merely examiners 

New York Stock Exchange, Letter to American Institute of 
Accountants, May 17, 1956. (Typewritten.) 



for the Interstate Commerce Commission. They perform no function for 
the public—only for the Commission. They do not venture to accept 
the responsibility for stating when the Commission is wrong . . . 

Until new thinking prevails, 'generally accepted accounting 
principles' will have little substance, as now illustrated by the 
example of the accounting prescribed by the Interstate Commerce 
Commission for the railroads. The railroads follow accounting rules 
completely different from those followed by all other business . . . 
It is sufficient now to point out that Congress through the Securities 
and Exchange Commission imposes 'generally accepted accounting 
principles' on all corporations except railroads. Congress placed 
railroad accounting under the Interstate Commerce Commission and that 
Commission completely ignores the principles of accounting made 
mandatory for other corporations. This has happened contrary to the 
intent of Congress, as expressed in the Securities Act of 1933, to 
achieve uniformity in financial statements of corporations . . . 
The Interstate Commerce Commission's only defense to the charge of 
overstated railroad profits resulting from prescribed accounting 
rules is that interested parties discount the overstatement and 
therefore, a correction would be confusing to the public , . . 

Let me give you a few of the absurd practices in railroad 
accounting which have helped label the industry as dying. These 
practices, in my opinion, have contributed greatly to the mistreat
ment and poor appraisal of the industry in the minds of the public. 
How can any industry show a dynamic, progressive future if it is not 
given a chance to show its true condition. 

A. When a railroad replaces rails and ties with like property, 
the cost of the new facilities is charged to expense. Many non-
railroad companies did this fifty years ago, and none of them do 
today. 

B. The balance sheets of railroad companies show costs for rails, 
ties and certain other road property that has in large part been 
retired long ago. Under presently accepted railroad accounting, 
this property stays in the accounts. No one knows what is in the 
property account or what is hot in it. (The original costs of the 
assets remain in the ledger accounts and only increases or decreases 
caused by the costs of replacements are recorded.) 

C. The cost of rails and ties and certain other road property is 
not depreciated at all. Presumably, the Interstate Commerce 
Commission thinks that is offset by replacements charged to expense. 
But replacements charged to expense are not made if the railroad 
management wants a bigger profit. Of course, over a long period, 
say twenty-five years, this accounting could be right. In the mean
time, investors do not know the true profit or loss. 

D. If an electric, gas or oil company digs a hole in the ground 
for property installation, the cost is depreciated over its useful 
life. If a railroad grades a roadbed, it is not depreciated for 
tax or book purposes. 

E. The big profit maker for railroads was the 5-year amortization 



of property costs for income tax purposes. Railroad managements 
testified under oath that they were getting a deferment of taxes. 
In later reports to stockholders, they said the deferment of taxes 
was all profit. In some case, the temporary tax reductions doubled 
reported profits. No other industry follows this practice.^ 

Reaction within the public accounting profession to this speech 

was immediate. The American Institute of Accountants formed a committee 

to study the problem. A study of the problem was made quickly and the 

committee published a report to the Interstate Commerce Commission con

cerning differences existing in the Uniform System of Accounts which 

caused it to differ materially from generally accepted principles of 

accounting. The committee reviewed the accounting practices of rail

roads and indicated the following variations, as to which a change would 

be required to bring about conformity with generally accepted accounting 

principles: 

1. The retained income account (formerly called profit and loss 
account) of the railroads relieves current income of items which 
under generally accepted accounting principles would be included as 
charges or credits in current income. 

2. Appropriations are made by railroads under the category of 
"disposition of current income" for items such as sinking funds and 
other capital requirements which under generally accepted accounting 
principles are not of an expense nature and would not be chargeable 
to income. 

3. Income taxes are dealt with on the basis of charging railway 
operating expenses for essentially all accruals and adjustments of 
income tax, whereas other industries allocate a portion of such 
taxes to other accounts and/or other years when there are diver
gencies between the handling of major items of income or expense for 
tax purposes and for financial accounting purposes. 

4. The acquisition adjustment account of the railroads comprises 
a variety of diverse elements* Under generally accepted principles 
of accounting, identification and segregation of the respective 
elements would be required and, as to certain elements, the 
establishment of a policy for ultimate disposition might be appropriate 

5. The railroads do not deal with long-term debt maturing in one 

Leonard Spacek, Speech to Controllers Institute of America, 
Milwaukee, Wisconsin, February 12, 1957. (Mimeographed.) 
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year and certain other liabilities as current liabilities. 
6. Voucher drafts outstanding are shown as liabilities rather than 

as reductions of cash.° 

In addition to the foregoing variations, the committee gave con

sideration to the replacement method of accounting with respect to ties, 

rails, and other track materials in contrast to depreciation methods which 

have become generally accepted practice in other industries and for other 

categories of railroad property. Replacement accounting has been contin

uously followed by railroads since 1914 when it was incorporated in the 

first Uniform System of Accounts adopted by the Interstate Commerce 

Commission. As a result of several studies performed by the American 

Institute of Accountants, depreciation accounting was adopted for rolling 

stock (road equipment other than track components) in 1943. The 

replacement method of accounting has also been accepted by the Treasury 

Department for income tax purposes since March 1, 1913.^ 

The committee stated that replacement accounting was not in accord 

with practices generally followed by other industries. As to track 

components, however, the committee, in consideration of the long history 

of the use of replacement accounting by railroads, the nature of track 

assets, their relatively stable physical quantity, and the mature 

economic status of the industry, concluded, with one member dissenting, 

that no useful purpose would be served by a change to depreciation 

accounting for track components. 

American Institute of Accountants, Letter to Interstate Commerce 
Commission, March 29, 1957. (Typewritten.) 

^Ibid. 

10lbid. 



The committee also considered depreciation practices applicable to 

rolling stock. Two aspects were considered as follows: 

1. Because of the difference between book value of property other 
than ties, rail and other track materials on certain railroads as 
compared with the valuation determined by the Interstate Commerce 
Commission, which is the basis for computing book depreciation, 
there are certain material amounts carried in "depreciable properties" 
as defined in the Uniform System which are not being depreciated. 

2. Most railroads have been making provisions for depreciation on 
depreciable road property only since January 1, 1943. Under generally 
accepted accounting principles when provision for depreciation is 
commenced sometime during the life of an asset, additional provision 
is usually made to retained income or to income over a period of 
relatively few years to catch up on past accrued depreciation. 
Subsequent retirements have corrected the situation on some railroads 
but there may be some that are faced with the problem of the adequacy 
of present reserves.^ 

The American Institute of Accountants made no definite recommenda

tions for change at the time it submitted its report to the Interstate 

Commerce Commission; however, since 1957 all of the variations have been 

corrected with the exception of the income tax allocation problem and 

the replacement accounting used for track components. These two 

variations will be dealt with in the next two chapters, and the remainder 

of this chapter will be devoted to the corrections and changes which 

resulted from the report made by the American Institute of Accountants. 

The first variation mentioned in the report was the use of the 

retained income account for disposition of items of profit and loss not 

resulting from railroad operations. This practice resulted from 

accounting theory prominent during the early years of railroad history 

which held that only items resulting from direct operation of the rail

road should be included in the Income for the year. The items excluded 

l^American Institute of Accountants, Letter to Interstate Commerce 
Commission, March 29, 1957. (Typewritten.) 
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from income were profit or loss from the sale of land, "miscellaneous 

physical property," securities, and other similar items. 

This theory has been completely revolutionized and there is a 

strong tendency in accounting toward the "clean surplus" theory of net 

income, that is, inclusion of all items in net income except those 

materially large in relation to other items in income and which are 

extraneous to operations and non-recurring in nature. 

This inequity was corrected by order of the Interstate Commerce 

Commission on January 1, 1958. The Commission created retained income 

accounts which stated that only items which were material and unusual in 

nature should be charged directly to them. Normal transactions are now 

permitted to be shown in net income for the year.^^ 

The second variation mentioned was the charging of income with 

appropriations for sinking funds and other capital requirements which 

under generally accepted accounting principles are not of an expense 

nature and would not be chargeable to income. Under railroad accounting 

practices the income statements conformed to various funding require

ments under indentures as well as those stemming from regulatory 

requirements. As a result, where appropriations of funds were required 

for such items as sinking funds, investment in physical property, and 

other purposes, the appropriations were made from income and shown as 

deductions from net income in the financial statements. Railroads 

thereby reported to their stockholders as earnings the income remaining 

12 
Association of American Railroads, Uniform System of Accounts 

for Steam Railroads, as prescribed by the Interstate Conmerce Commission 
(Washington, D. C„: Association of American Railroads, 1958), p. 237. 
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after such appropriations. 

This method of appropriating surplus did not affect the equity of 

the stockholder, but did affect the availability of income for dividends 

On January 1, 1958, the Uniform System was corrected to require such 

appropriations be made only from retained income and not directly 

through income in the financial statements.^^ 

The acquisitions adjustment account, which formerly contained the 

cost of subsidiary lines acquired since January 1, 1938, and was treated 

as an addition to the property account in the financial statements, now 

serves as a clearing account for such balances. The account must be 

cleared of such balances by transferring them to the appropriate asset 

accounts. As of January 1, 1958, any balance which could not be charged 

to another asset account was to be amortized.l^ 

The fact that railroads do not segregate long-term debt into 

installments due within one year and into those maturing further in the 

future may provide a very misleading liability section of the balance 

sheet. The omission of the current year's share of the long-term debt 

will permit misleading analysis of the railroad's financial statements. 

Investors and management alike may be led into poor decisions as a 

result of faulty indications given by the working capital ratios. With

out full knowledge of the rules governing the preparation of the finan

cial statements, the reader may make financial commitments which are 

Association of American Railroads, Uniform System of Accounts 
for Steam Railroads, as prescribed by the Interstate Commerce Commission 
(Washington, D. C : Association of American Railroads, 1958), p. 238. 

l^Ibid, p. 137. 
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unwise in the light of the true situation. 

The Interstate Commerce Commission has not corrected this fault in 

railroad accounting at this time, but has ruled that the financial state

ments may be footnoted to indicate the current portion of the long-term 

debt. It is the responsibility of the accountant or auditor preparing 

the financial statements to warn the statement reader that the current 

portion of the debt exists and constitutes a current liability. While 

exerting all efforts toward the more important variances and their cor

rection, the accountant must be content to use his one tool, the foot

note, in preparing the financial statements containing current and long-

term debt. 

Railroads generally use drafts in lieu of checks when paying finan

cial obligations. That is, the railroad writes drafts on its bank and 

the payee of the draft presents it to the bank for payment. The bank in 

turn presents the drafts to the railroad for payment. In the past the 

practice has been to show these drafts as a current liability in the 

balance sheet. However, these drafts are in effect merely outstanding 

checks and constitute a reduction in the cash balance. The Interstate 

Conmerce Commission recognized this fact and, in 1958, ruled that the 

drafts could be reclassified for financial statement purposes and offset 

16 
against the cash balance. 

Railroads do take depreciation on all assets not included in the 

Association of American Railroads, Uniform System of Accounts 
for Steam Railroads, as prescribed by the Interstate Commerce Commission 
(Washington, D. C : Association of American Railroads, 1958),-p. 135. 

^^Ibid. 
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track component group as mentioned earlier; however, there is a balance 

carried in the depreciable asset account on which no depreciation is 

being taken. This balance is a result of a valuation placed on these 

assets in 1943 by the Interstate Commerce Commission for depreciation 

purposes. The size of these undepreciated balances varies substan

tially between railroads. There is a proposed ruling before the 

Interstate Commerce Commission at the present time which would provide 

for systematic amortization of these balances. It is quite possible 

that the ruling will become effective in 1962, and this should adequately 

1 Q 

correct the problem. 

It is apparent that the Interstate Commerce Commission is 

attempting to correct at least in part the inadequacies in the Uniform 

System of Accounts. Recently, however, there has been an increasing 

amount of attention given the form of published financial statements of 

railroads. Public accountants feel that even with the recent changes 

made in railroad accounting principles there remains a strong possi

bility that the remaining deviations will cause confusion to the state

ment reader. 

Arthur Andersen & Co., a national firm of Certified Public 

Accountants, recently requested a ruling by the Interstate Commerce 

Commission as to the possibility of issuing reports to the public and 

management prepared in conformity with generally accepted accounting 

American Institute of Accountants, Letter to Interstate Commerce 
Comnission, March 29, 1957. (Typewritten.) 

l^Walter E. Hanson, Personal letter to writer, June 9, 1961. 
(Typewritten.) 
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principles. On September 16, 1960, the Commission proposed a ruling 

which stated that no carrier subject to the Uniform System could issue 

financial statements inconsistent with the corporate books maintained 

under the Uniform System.^ 

After the rule was proposed, the American Institute of Certified 

Public Accountants expressed its opinion of the rule in a letter to the 

Interstate Commerce Commission on March 14, 1961.^^ The American 

Institute suggests that reports issued under generally accepted 

accounting principles would be in the best interest of the investing 

public. A report issued to the stockholders and creditors would be 

prepared in accordance with generally accepted accounting principles, 

and sufficient footnotes would accompany the report to state the differ

ences between the public report and the report furnished the Interstate 

Commerce Commission in accordance with the Uniform System. In reply to 

this letter the Interstate Commerce Commission ruled that any variations 

between generally accepted principles and the Uniform System could be 

footnoted to the financial statements, but not reflected directly in 

the statements. 

There is an increasing interest in this area among public 

accountants, and it appears that they are accepting more responsibility 

for the published financial statements which they prepare from the rail

road's accounting records. Hr. W. E. Hanson, of Peat, Marwick, Mitchell 

l^U. S. Interstate Commerce Commission, Bulletin 33851 - Financial 
Statements to be Consistent with Accounting Regulations. Official 
Publication of Proposed Ruling, Washington, D. C , September 16, 1960. 

^^American Institute of Certified Public Accountants, Letter to 
Interstate Commerce Commission, March 14, 1961. (Typewritten.) 
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& Co., makes the following statement concerning financial reports on 

railroads issued to the public: 

In fact, the accounting changes by the Interstate Commerce 
Commission in the past four years have largely removed the former 
differences with generally accepted accounting and our firm plans to 
issue generally accepted accounting certificates to its railroad 
clients for 1961.^^ 

The foregoing comment refers to the statements issued which have 

been amply footnoted. Two of the items which require footnotes have 

been dealt with in this chapter, that of segregating current and long-

term debt in the balance sheet and the valuation balances remaining 

undepreciated in the property accounts. However, income tax deferral 

and betterment accounting for track components are dealt with in the 

next two chapters. 

^^Walter E. Hanson, Personal letter to writer, June 9, 1961. 
(Typewritten.) 



CHAPTER III 

INCOME TAX ALLOCATION AND 

THE UNIFORM SYSTEM OF ACCOUNTS 

Income tax allocation consists of procedures intended to cause the 

tax expense shown on the income statement (but not the tax liability 

shown on the balance sheet) to bear a more normal relation to the net 

income before the tax reported in the income statement. Basically 

income tax allocation is intended to eliminate distortion when material 

amounts entering into the computation of the income tax liability are 

omitted from the income statement, or material amounts included in the 

income statement are omitted from the tax computation.^^ 

Income tax allocation was first developed by Accounting Research 

Bulletin No. 23 published by the American Institute of Accountants in 

1944, and later restated in Accounting Research Bulletin No. 43. 

published in 1953 by the American Institute of Accountants, as follows: 

"Income taxes are an expense which should be allocated, when necessary 

and practical, to income and other accounts, as other expenses are 

allocated."2^ 

That is, the income tax expense shown on the income statement 

^^H. A. Finney and Herbert E. Miller, Principles of Accounting. 
Intermediate (5th ed.; Englewood Cliffs, New Jersey: Prentice-Hall, 
Inc., 1958), p. 603. 

23coramittee on Accounting Procedures, Restatement and Revision 
of Accounting Research Bulletins. Accounting Research Bulletin No. 43 
(New York: American Institute of Accountants, 1953), p. 88. 

16 
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should be the amount properly allocable to income stated thereon and not 

necessarily correspond with the amount curently payable on the balance 

sheet. 

Some opinions have been voiced in objection to this method of 

handling deferred income taxes, but the effectiveness of the above 

release and supplementary bulletins on the same subject may be judged by 

the reports by public accountants to clients failing to use income tax 

allocation in their financial statements. 

Currently railroads use two methods of computing depreciation for 

tax purposes which cause taxable income to vary substantially from book 

income. These two methods are: rapid amortization (five-year write

off) for emergency facilities purchased under the provisions of Section 

168 of the Internal Revenue Code of 1954, and accelerated depreciation 

methods allowed under the 1954 Code. The Interstate Commerce Commission 

presently requires that straight-line depreciation be used for all 

24 assets for book purposes. 

Two cases have been presented to the Commission concerning the 

deferral of income taxes. The first case came in 1951 when a majority 

of the railroads requested that they be allowed to use the same depre

ciation methods for book purposes as for tax purposes. Four railroads 

proposed a "tax equalization plan" whereby the tax saving resulting 

yearly from the difference between tax depreciation and book depreciation 

would be credited to a reserve which would serve as a "cushion" in 

future years when the rapid amortization write-off has been exhausted 

^^Congressional Committee on Governmental Operations, "Railroad 
Accounting Procedures," Journal of Accountancy^ CIV (November, 1957), 
p. 72. 
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and the reduction is no longer available for tax purposes. In effect, 

the railroads were requesting permission to use income tax allocation in 

their financial statements. The Commission denied both requests, and 

ordered continued use of straight-line depreciation for all assets on 

the books.^5 

In 1956, Arthur Andersen & Co., a firm of Certified Public 

Accountants, filed a petition requesting reconsideration of the 1951 

case. The petition was supported by the American Institute of 

Accountants, but opposed by the Association of American Railroads. 

Denial of the petition was based on the fact that " . . . if there had 

been a change made in the middle of this thing there probably would have 

been quite a shock to going rates, because going rates would have 

increased by that amount . . . "^° "That amount" referred to in the 

preceding statement is the amount income would be reduced by using 

income tax allocation in the financial statements. Here, again, appears 

the fact that the Commission is primarily concerned with rate regulation, 

and secondarily with furnishing information to management and investors 

upon which wise decisions may be made. 

The two cases mentioned concerned only tax deferral for the effects 

of the rapid write-off of emergency facilities. The 1954 Internal 

Revenue Code authorizes the use of the declining-balance method and the 

sum-of-the-years-digit method for computing depreciation on the tax 

^^Congressional Committee on Government Operations, Journal of 
Accountancy, CIV, p. 74. 

^^Ibid, p. 75. 
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return. Many railroads have adopted these methods.^^ The American 

Institute of Accountants recommended that where these accelerated 

depreciation methods were being employed for tax purposes, and straight-

line was being used for book purposes, consideration should be given to 

setting up reserves for taxes so deferred.^8 Both the Interstate 

Commerce Commission and Association of American Railroads agree that the 

proposal deserves consideration, but at this time no case has been heard 

by the Commission on the subject. 

Effective January 1, 1957, however, the Interstate Commerce 

Commission published a rule requiring the following footnotes concerning 

the excessive depreciation for income tax purposes: 

(1) Deductions because of accelerated amortization of emergency 
facilities in excess of recorded depreciation resulted 
in reduction of federal income taxes for the year of this 
report in the amount of $ . Without the benefit 
of such deductions net income would have been $ . 

(2) Provision has not been made for federal income taxes which 
may be payable in future years as a result of deductions 
during the period December 31, 1949, to the close of this 
year for accelerated amortization in excess of recorded 
depreciation. The amounts by which federal income taxes 
have been reduced during the indicated period aggregated 

$ .29 

Footnote (1) indicates the corrected net income figure for the 

subject year. Footnote (2) shows the amount which should appear as a 

deferred reserve which would be used in years after the five-year 

^^Congressional Committee on Government Operations, Journal of 
Accountancy. CIV, p. 76. 

28American Institute of Accountants, Letter to the Interstate 
Commerce Commission, March 29, 1957. (Typewritten.) 

2^Congressional Conmittee on Government Operations, Journal of 
Accountancy. CIV, p. 75. 
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amortization period is exhausted or the accelerated depreciation charges 

for tax purposes become smaller than the straight-line charges for book 

purposes to offset the additional tax expense. 

Apparently the Commission has recognized the possible effects of 

omitting such information entirely from the financial statements, 

although it ruled against correcting the situation within the body of 

the statements in its 1956 decision. Though the footnote procedure is 

acceptable for supplemental information to the financial statements, the 

question arises as to whether or not this item should merely be con

sidered supplemental data, or actually taken into the financial state

ments. An analysis of the possible effects deferred taxes may have on 

railroad income must be made before an opinion can be stated. 

A comparison between the procedure recommended by the American 

Institute of Accountants for income tax allocation and the method used 

in Interstate Conmerce Commission accounting was made in 1958 by 

Dr. Robert Alan Cerf of the University of California, Berkeley, 

Dr. Cerf developed a comparative income statement using realistic 

figures found in the Interstate Commerce Commission hearings. He based 

his case on the following facts: 

Computed on such assumptions, the tax deferrals resulting from 
tax amortization for all Class I railroads for 1955 amounted to 
approximately $191 million. That is about 20 per cent of the $925 
million net income for 1955 for all Class I railroads.^^ 

The base year was 1955. The example proceeds from a $9,250 

reported profit under the Interstate Comtoerce Commission procedure with 

"^"Robert Alan Cerf, "Tax Allocation and Railroad Accounting, 
Journal of Accountancy. CVI (October, 1958), p. 63. 
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an assumed 50 per cent tax rate. Purchases of equipment are assumed 

constant for the preceding six years at $4,775 per year and all are 

purchased under certificates of necessity. Straight-line life of the 

assets is twenty-five years. No additional assets were purchased after 

1955. 

TABLE 1 

INCOME STATEMENTS PREPARED IN ACCORDANCE WITH ALTERNATIVE 

ACCOUNTING PROCEDURES FOR CERTIFICATES OF 

NECESSITY FOR THE YEAR 1955^ 

Revenue 
Other expenses 

Straight-line 
depreciation 

Accelerated 
amortization 

Tax payment 
Tax deferral 
Tax feedback 

Net Profit 

^Robert Alan Cerf, 

Tax 
Return 

$92,500 
76.483 
$16,017 

955 
$15,062 

3.820 
$11,242 

5,621 
• • • 

• • • 

$ 5,621 

Journal of Accountancy 

ICC 

$92,500 
76.483 
$16,017 

1.146 
$14,871 

• • • 

$14,871 

5,621 
• • • 

• • « 

$ 9.250 

, CVI, p. 

Tax 
Allocation 

$92,500 
76.483 
$16,017 

1.146 
$14,871 

• • • 

$14,871 

5,621 
1,910 
(96) 

$ 7.436 

64. 

It can be determined from the foregoing table that the straight-

line depreciation rate is $191 less on the tax return than on the other 

statements. This results from the fact that the 1950 purchase was 

already fully depreciated assets. The $96 is a credit to income or an 

offset against the $1,910 tax deferral because it will not be necessary 

to defer taxes on this amount. 
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Dr. Cerf's example develops the fact that in 1955 income reported 

by the railroads was overstated by approximately 24 per cent. The study 

is continued to develop the effects on net income under the two alter

natives for the twenty-five year period 1950 to 1974 assuming constant 

revenue and expenses for the period. 

The Commission's method yields highly fluctuating yearly net 

income figures until 1960 when the five-year write-off of the assets 

purchased from 1950-55 is over. Net income is then constant from 1960 

to 1974. 

The method recommended by the American Institute of Accountants 

produces fluctuating income only in the years in which assets are 

acquired (1950-55). The allocation process then gives a constant income 

o 1 

from 1956-1974, thus better indicating the level state of operations.-*^ 

When Dr. Cerf's computations are converted from thousands to 

millions of dollars which they actually represent, the results indicate 

that such misstatements of income should not be handled merely as 

supplementary data in the financial statements, but should be incor

porated into the statements so that they may be correctly interpreted. 

In defense against such evidence the Commission gives the following 
reply: 

Assuming again that conditions generally remain unchanged for a 
long period, the amounts so deferred have to be paid by the carriers 
out of future revenue and possibly a portion of the burden borne by 
shippers of the future in the form of higher freight rates.^2 

•̂ R̂obert Alan Cerf, Journal of Accountancy. CVI, p. 65-6. 

•^^Congressional Committee on Government Operations, Journal of 
Accountancy. CIV, p. 74. 
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The defense set out by the Interstate Commerce Commission seems to 

disregard the present financial condition of railroads and the highly 

competitive nature of the transportation industry. Railroads are cur

rently suffering from severe pressure from other modes of transportation 

for both their freight and passenger business. The railroads cannot 

bear increases which will cause their rates to exceed those charged by 

other forms of transportation. The Interstate Commerce Commission 

should assure itself that railroads are using procedures which will 

yield a correct income figure and not one which may fluctuate violently 

from year to year due to noneconomic causes. Adoption of income tax 

allocation procedures would assure such information. 

It is true that there is a certain degree of uncertainty present 

in income tax allocation in that the future tax rate may either rise or 

fall. The question of what should be done with excessive or insufficient 

deferrals has not been resolved by the accounting profession, but appar

ently an adjustment to either current operating accounts or earned 

surplus, depending upon the net income concept being used, and the 

materiality of the adjustment, would be made. The propriety of the 

adjustment would be surrounded by the particular conditions of the 

instant, and would have to be determined by those circumstances. 

At this point, it is necessary to make the decision whether or not 

it is more equitable from an accounting and reporting standpoint to com

pletely neglect deferred taxes, or to recognize them and deal appropri

ately with uncertainties as they may arise. The first viewpoint, that 

presently taken by the Commission, points to negligence in the fact that 

no consideration is given the future liability created during the pres

ent year. Also there is not a proper matching of expenses against 
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revenue. The expense is actually generated in the year the deferral 

occurs and is a proper charge against net income in the year incurred. 

Conservatism sides with the other viewpoint, that of the American 

Institute of Accountants. The expense and liability is currently being 

recognized, even though at some point in the future the liability may be 

extinguished by some indeterminate force. 

There is some speculation that a correction in the method of 

treating deferred taxes resulting from emergency facility amortization 

and accelerated depreciation methods could not be made in railroad 

accounting at this time without disrupting the entire system. It is 

hard to conceive what effect a book reserve created at this point would 

have on the operation of the system of accounting for railroads. There 

would undoubtedly be an adjustment to earned surplus in creating a pro

vision for deferred taxes. This would merely decrease the amount 

available for distribution as dividends and would probably be a move in 

the right direction. There is no doubt that a portion of the earned 

surplus currently on the balance sheet actually represents income 

generated by failure to recognize the deferred liability. 

There is no doubt that the intelligent investor, along with 

management, recognizes that the accounting reports published by rail

roads must be weighed carefully before making decisions based upon them. 

It is indeed unfortunate that the industry which in the past has been 

the cornerstone of the American economy cannot conform to generally 

accepted standards in reporting upon its financial activities. 

Deferred taxes are but the first of two areas in which the 

accounting procedures are not acceptable. The second is that of replace 

ment accounting which will be discussed in Chapter IV. 



CHAPTER IV 

REPLACEMENT ACCOUNTING VERSUS GENERALLY 

ACCEPTED ACCOUNTING PRINCIPLES 

Replacement or betterment accounting is a procedure used in keeping 

the records for certain fixed assets of railroads. Under this procedure 

the cost of new assets, less salvage recovered from old assets, is 

charged to operating expenses in the year during which the replacement 

occurs.33 The asset values appearing in the particular fixed asset 

accounts for those of the original assets. The asset value is increased 

only by the excess of the cost of the replacement over the original cost 

of the replaced asset. The value may be decreased if the replacement 

cost is less than the cost of the original asset. 

Railroads have used this method of accounting for rails, ties, 

ballast, grading, and other track materials since the industry origi

nated in the United States. As mentioned in Chapter I, no depreciation 

is taken by the railroads on these assets. This method of accounting is 

prescribed by the Interstate Commerce Commission for all track assets, 

but it is not in conformance with generally accepted accounting princi

ples. Under generally accepted accounting principles depreciation is a 

system of accounting which aims to distribute the cost or other basic 

value of tangible capital assets, less salvage (if any), over the 

^^H. A. Finney and Herbert E. Miller, Principles of Accounting. 
Intermediate. p. 367. 
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estimated useful life of the unit (which may be a group of assets) in a 

systematic and rational manner.3^ Replacement accounting avoids the pur

pose of depreciation by relieving operations of any charge for the expi

ration of asset costs until the period of retirement. 

The accounting profession has for many years objected to this 

method of accounting for track assets. Ifr. Spacek mentioned replacement 

accounting as a weakness in railroad accounting in his speech to the 

Controllers Institute of America.^^ A Committee of the American 

Institute of Accountants investigated this area in their report to the 

Interstate Commerce Commission. The Committee found that due to the 

long use of retirement accounting by railroads it would be impractical 

36 to change the method used in accounting for track assets. However, 

one member of the committee voiced his dissent to the committee's 

statement. Mr. Arthur J. Abbott, a Certified Public Accountant, gave 

his opinion as follows: 

I believe that "betterment" accounting (which railroads are 
required to follow and which is sometimes referred to as "replacement" 
accounting) should be rescinded and property accounting, including 
related depreciation accounting, based on generally accepted accounting 
principles followed by other regulated and unregulated industries, 
should be adopted. 

There is only one reason which is factually supportable that I have 
heard advanced for continuing "betterment" accounting. If certain 
conditions prevail (which frequently do not) "betterment" accounting 
could produce a charge to income that would be tantamount to the 

H. A. Finney and Herbert E. Miller, Principles of Accounting. 
Intermediate. p. 355. 

3^Leonard Spacek, Speech to Controllers Institute of America, 
Milwaukee, Wisconsin, February 12, 1957. (Mimeographed.) 

36American Institute of Accountants, Letter to Interstate Commerce 
Commission, March 29, 1957. (Typewritten.) 
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desirable results of price-level depreciation - a principle of 
accounting which is not, but should be generally accepted for all 
industries. This principle applies to both railroad equipment and 
road property. It cannot be properly applied unless the cost of 
existing property is maintained. 

If "betterment" accounting is continued, the result would be that 
substantial reserves would be required by many railroads for deferred 
"replacements." Also, the acquisition adjustment accounts should be 
carried forward as reserves against property, to the extent appli
cable, to cover accrued depreciation, obsolescence and permanent 
impairment in value not otherwise recorded on the railroads' books. 
The majority appears to suggest that in most cases such reserves 
should be returned to paid-in or capital surplus. This procedure 
would improperly reverse those reserves set up in reorganizations 
which were required, at least in part, from following "betterment" 
accounting. 

. . . The books should show the cost of existing property and it 
should be depreciated. If the depreciation reserves are deficient in 
a material amount, the accounts should be corrected or the public 
accountant should take exception.37 

There seems to be much merit in the thoughts presented by Mr. Abbott. 

A similar situation existed in Canada prior to 1957. The Canadian govern

ment passed Income Tax Law 84A effective December 31,1956, which stated 

that the ledger value of railroads at that date would be depreciated at 

6 per cent per year in the future. No provision for prior depreciation 

was made in this change. Depreciation will be charged on the December 

31, 1956, balance for the year then ending and all years thereafter. 

All items previously taken as replacements and charged to operating 

expenses (expenditures of $500.00 and over only) will now be capitalized. 

All five classes of rail assets are treated as one unit for depreciation 

purposes.38 

37American Institute of Accountants, Letter to Interstate Commerce 
Commission, March 29, 1957. (Typewritten.) 

38 ^ Commerce Clearing House - Canada (New York: 
Commercial Clearing House, Inc., 1960), Section 11-141. 
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There was some speculation that the United States would follow the 

precedent set by Canada in this area. The only action taken at this time 

by the government has been the appointment of a committee to study the 

proposed change and its possible effects. Thus far no action has been 

noted in the committee. However, it is possible to analyze the effects 

of replacement accounting on the accounting records and the problems 

associated with changing the method of accounting for the track assets. 

The principal argument against replacement accounting is that the 

cost shown in the property ledger accounts does not represent the cost of 

the assets presently in service. The dollar amounts in the property 

accounts represent the cost of the original track assets. As mentioned 

earlier, replacements which have either a larger or smaller cost than 

the original asset will either increase or decrease the ledger total by 

the difference in costs. This situation is not in accord with good 

accounting principles and should definitely be corrected. Ledger 

accounts should be maintained which will allow identification of all 

assets composing the total ledger balance. 

Another argument against replacement accounting is that no reserves 

are maintained for depreciation. Depreciation, in a financial sense, is 

an annual charge against income which will reserve funds for the future 

replacement of assets. Under replacement accounting no such charges are 

made and management is forced to defer necessary replacements until the 

necessary assets are available for use in providing replacements. 

Management may also find a very useful controlling device over net 

Income by proper use of replacement accounting. If management desires 

to control net income, replacement expenditures should be made in the 

period in which a larger amount of expense and smaller amount of net 
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income is desired. If a higher income is desired, replacements should 

be deferred into a future period. This opens the possibility that some 

roads might control income to eliminate payment of dividends, or to avoid 

payment of interest in income bonds which have become prominent in rail

road financing in recent years. 

Many railroads currently may be overstating income each year 

because they lack the funds to replace worn assets. While it is true 

that most railroads are showing smaller net incomes now than in prior 

years, the fact that they are making less profit does not reconcile the 

use of faulty accounting principles in computing net income. The use of 

correct accounting principles would also allow the Interstate Commerce 

Commission to have more factual information upon which it could base its 

rate regulation. 

One of the major arguments against changing to the depreciation 

method of accounting for track assets is that an adjustment would have 

to be made for prior years' depreciation. Many advocates of the replace

ment method assume that over a period of years the amount of replacement 

expense will approximately equal the amount of depreciation expense that 

would have been taken over a like period of time. There could be much 

difficulty in attempting to validate this assumption because the annual 

charges to expense for replacement costs are found in several different 

ledger accounts. Most of these accounts contain other charges as well 

as replacement costs and the amount attributable to replacement costs 

cannot be segregated from the reports published by the Interstate 

Commerce Commission. However, it is apparent that over a period of 

years the amount charged to expense under the replacement method of 

accounting will approximately equal the amount expensed under the 
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depreciation method if normal operating procedures are in effect in the 

industry. The only difference is that under the depreciation method the 

cost of the asset is charged to expense equitably over the life of the 

asset, whereas under the replacement method the year in which the replace 

ment is made must bear the burden for the entire cost as an expense. 

Apparently Canada accepted this assumption and required no adjustment 

of prior years' depreciation. However, the American railroads have not 

been replacing worn assets as the need arises. The result is that there 

are large amounts of deferred replacements which need to be made by the 

railroads. Thus, a change to depreciation accounting for rail assets 

might necessitate an appraisal of the deferred replacements, and the 

results of this appraisal would be used as a basis for an adjustment to 

prior years' depreciation through retained earnings. 

The next argument against a change is that it would be too diffi

cult to assign a depreciable unit to the track assets. The non

depreciable asset group includes: tracks, ties, ballast, track grading, 

and other track materials. Canada has chosen to treat all items as a 

unit and divide track mileage into sections for depreciation purposes. 

This would seem to be the most appropriate basis as all five items must 

work together as an operating unit. The 1400-foot section of rail is 

used for several purposes in the engineering and maintenance work on the 

railroad and might prove satisfactory for accounting purposes also.39 

Naturally the lives of the five different groups within the unit will 

vary substantially. Rail may have a useful life of from 40 to 100 years. 

39congressional Committee on Government Operations, Journal of 
Accountancy. CIV, p. 73. 
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Ties will have a much shorter life due to the fact that the wood may 

rot. 

Ballast, track grading, and other track materials should, under 

normal conditions, last until the rail is replaced. Ballast and grading 

will not be materially affected by normal wear and tear on the rail; 

however, ballast and grading are generally revamped when old rail is 

replaced. Severe weather must be considered and it will generally 

cause ballast and grading to have a shorter life than rail.^^ 

The next consideration is the depreciation rate to be used under 

such conditions. As previously noted, Canada has adopted a 6 per cent 

rate for its unit depreciation. An independent computation follows for 

a unit rate using asset values obtained from the interim report on 

June 30, 1960, of a well-known railroad company. The estimated lives 

used in the following table are assigned after discussion of the items 

with members of the engineering staff of the same railroad. It is not 

suggested that a computation of a unit rate or the assignment of esti

mated lives will, by any means, state the solution to this problem; 

however, the analysis prepared therefrom will be useful in making 

further criticism of replacement accounting. 

These estimates obtained in a discussion with members of the 
engineering department of a well-known railroad. Company name withheld 
upon their request. 
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TABUE 2 

COMPUTATION OF GROUP DEPRECIATION RATE 

TO BE APPLIED TO RAIL ASSETS^ 

Estimated Ledger Value Percentage of 
Asset Life (Approximate) Ledger Value 

Rail 40 years $22,500,000 29.0 

Ties 10 years 15,000,000 19.4 

Other rail items 20 years 40.000.000 51.6 

$77.500.000 100.0 

Weighted Life for Group - 29.02 years 

Weighted Group Depreciation Rate - 3.45% 

These are actual figures obtained from the financial 
statements of a well-known railroad. Company name withheld 
upon its request. 

The computed rate can now be applied to the ledger value in 

Table 3. 

TABLE 3 

YEARLY DEPRECIATION CHARGE USING 

COMPUTED RATE (3.45%) 

Total ledger value (Table 2) $77,500,000 
Computed rate (Table 2) »0345 

Yearly charge to expense $ 2.673.750 

After computation of the depreciation which would be charged 

yearly if no additions or deletions were made to the rail asset accounts, 

it is now necessary to investigate the replacements currently charged to 

operating expenses (for years 1957-1960) caused by the use of replace

ment accounting for the subject railroad. 
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TABLE 4 

AVERAGE YEARLY CHARGE TO OPERATING EXPENSES USING 

REPLACEMENT ACCOUNTING (APPROXIMATE)^ 

Ties - Account 212 $ 985,000 
Rails - Account 214 95,000 
Other track materials - Account 216 315,000 
Ballast - Account 218 165,000 
Track laying and surfacing - Account 220 1,355,000 
Retirement - roads - Account 267 160.000 

Yearly average $3.075.000 

These estimates obtained in discussion with members 
of the engineering department of a well-known railroad. 
Company name withheld upon their request. Account nimibers 
indicate Interstate Commerce Commission classification. 

It is now possible to analyze the results of the two accounting 

methods. 

TABLE 5 

COMPARISON OF REPLACEMENT ACCOUNTING AND 

DEPRECIATION ACCOUNTING FOR RAIL ASSETS 

Average yearly expense using replacement 
accounting (Table 4) $3,075,000 

Average yearly depreciation charge 
(Table 3) 2.673.750 

Average yearly overcharge due to the use 
of replacement accounting $ 401.250 

Table 5 reveals that approximately $400,000 each year is being 

charged to expense which would not be found in expense if depreciation 

accounting had been adhered to by the railroad. This means that the 

railroad whose statistics are being used herein is understating income 

by $400,000 each year. It may be noted that this particular situation 

is in exact reverse to that mentioned earlier of an annual overstatement 
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of income through the deferment of replacement expenditures. This may 

easily be explained by the fact that the subject railroad started its 

first major replacement program since World War II in 1957. This 

caused its replacement expenses to be larger than average during this 

period. For railroads in general, however, the effect would probably 

appear as an overstatement of income in the above examples. 

The American Institute of Accountants has reaffirmed their finding 

in the March 29, 1957, letter quoted earlier, in the following excerpts 

from a letter to the Interstate Conmerce Conmission dated December 31, 

1957: 

The decision as to whether replacement accounting or depreciation 
accounting should be followed as to track components cannot be made 
at this time, it seems to us, on the same basis is if the industry 
were making its initial capital expenditure in this area. In our 
studies of this matter, we have not attempted to determine what our 
conclusions would have been if the railroad industry now stood at its 
inception. The judgments predicated on past financial statements 
cannot be retroactively revised, so that the effects of change must 
be predominantly, if not exclusively, prospective. Consequently, 
our Committee has approached the question as one of deciding whether 
a change is required in accounting policy in the light of the effects 
of long-standing precedent and present conditions. 

We feel that a practice consistently followed for more than 50 
years and which affects a significant segment of the railroads' 
properties and operations should not be changed unless and until it 
has been found to be clearly erroneous by a convincing preponderance 
of evidence. We believe that no sufficient reasons have been 
presented to justify a change in this accounting method with its 
resultant tremendous upheaval in the fields of federal, state and 
local taxes, its substantially increased costs of accounting and 
no proposals for the protection of both investors and shippers in the 
transition. The present accounting method has withstood the test 
of several decades of use without demonstrated proof of harm to any 
parties. It is not practical, if not impossible, in view of the 
economic and taxation changes which have taken place during that 
time to reconstruct the accounts in such a way that all parties will 
be treated equitably.^ 

^^American Institute of Accountants, Letter to Interstate Comnerce 
Commission, December 31, 1957. (Typewritten.) 
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Mr. George 0. May supports the Institute Committee in this area in 

his article, "Generally Accepted Principles of Accounting," in the 

January 1, 1958, issue of the Journal of Accountancy.^^ 

Much truth is found in the comments of all the committees that 

have been assigned the task of evaluating replacement accounting; however, 

one key defense is found in nearly all the arguments presented, that 

defense being that replacement accounting has historically proven itself 

a suitable tool in railroad accounting. Beyond this argument is found 

the fact that railroads, in their early years, sought the largest net 

income possible and, therefore, merely neglected depreciation in their 

accounting. The early years required little replacement to tracks or 

equipment, and larger net incomes to attract investors were obtained. 

However, early in this century the direct effect of deferred replace

ments was felt by the railroad industry. Many smaller railroads were 

forced to bankruptcy because of lack of sufficient funds to acquire new 

equipment. 

Some accountants believe that replacement accounting is similar 

in effect to price-level depreciation and is actually better for the 

railroad situation than is cost depreciation; however, the advocates of 

this theory fail to recognize the fact that the management itself 

regulates the flow of replacements and can control the annual expense. 

Mr. Abbott, in his dissent to the American Institute's report on replace

ment accounting, states that large amounts of needed replacements may be 

^^George 0. May, "Generally Accepted Principles of Accounting," 
Journal of Accountancy. CV (January, 1957), p. 23. 
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deferred under replacement accounting until the time expense is needed 

to reduce profits. 

The general attitude taken by all the individuals who have dealt 

with this problem is that replacement accounting has sufficed for many 

years in railroads and will continue to serve adequately. This passive 

viewpoint by the leading organization for accountants is indeed disap

pointing. Public accounting is attempting to be a progressive profes

sion, yet it has failed to meet and conquer this problem. There is much 

truth in the fact that such a change would be difficult to accomplish. 

However, after sufficient studies, which have not yet been made, such a 

change may be fully justified. The American Institute of Certified 

Public Accountants should approach this problem constructively, 

rather than passively as it has in the past. 



CHAPTER V 

CONCLUSIONS 

In a testimony before the Congressional Committee on Government 

Operations in 1957 it was estimated that deficiencies of $1.5 billion in 

deferred replacements for rail assets and $1 billion in tax deferrals 

had accumulated for railroads since 1936.^^ 

These deficiencies pose a serious threat to the economic health of 

railroads. Not only is the investing public being seriously misled by 

the net income figures reported to them, but also railroad management is 

being led into erroneous financial decisions by these figures. A simple 

illustration will demonstrate the fact that Interstate Commerce 

Commission accounting procedures may produce misleading results when 

compared to results obtained from generally accepted accounting princi

ples. 

Assume the ABC Railroad Company had the following totals in its 

ledger accounts for 1961: 

Revenues $10,000,000 

Replacement expense 1,000,000 
Other expenses 7,000,000 
Federal income tax expense 200,000 

Also ABC Railroad had $70,000,000 in its non-depreciable track 

asset accounts and no additions or deletions occured during 1961. Using 

the 3.45 per cent group depreciation rate developed in Chapter IV, 

Congressional Committee on Government Operations, Journal of 
Accountancy. CIV, p. 78. 
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depreciation on these assets would have amounted to $2,415,000 in 1961. 

Also, for tax purposes (assximing a 50 per cent tax rate), the company 

had sufficient five-year emergency certificates and accelerated depre

ciation to reduce the income tax liability on the balance sheet to 

$200,000. In Table 6 comparative income statements are given, one pre

pared under Interstate Commerce Commission regulations and the other 

using generally accepted accounting principles. 

TABLE 6 

COMPARATIVE INCOME STATEMENTS FOR ABC RAILROAD COMPANY 

USING INTERSTATE COMMERCE COMMISSION ACCOUNTING 

PRINCIPLES AND GENERALLY ACCEPTED 

ACCOUNTING PRINCIPLES 

ABC Railroad Company 

Statement of Net Income 

For Year Ending December 31, 1961 

Interstate Commerce Generally Accepted 
Commission Method Accounting Method 

Revenues $10,000,000 $10,000,000 
Less: 
Replacement expense 1,000,000 
Depreciation expense 2,415,000 
Other expenses 7.000.000 7.000.000 

Net income before Federal 
income taxes $ 2,000,000 $ 585,000 

Less: Federal income taxes 200.000 292.500 

$ 1.800.000 $ 292.500 

The Interstate Commerce Commission uses the $1,000,000 replacement 

expense and disregards the $2,415,000 depreciation on rail assets. Under 

the generally accepted accounting method, the depreciation expense is 
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recognized and the replacement expense is ignored. The reason for this 

is that the $1,000,000 would be capitalized under generally accepted 

accounting principles and constitute a portion of the balance sheet 

total for rail assets. 

The Interstate Commerce Commission method also uses the actual 

tax liability as the tax expense for 1961, whereas the generally 

accepted method shows only the tax expense applicable to the net income 

shown on the income statement. The difference between the actual tax 

liability for 1961 of $200,000 and the $292,500 shown as expense on the 

generally accepted statement would be credited to a "deferred income tax 

liability" account. The "deferred income tax liability" balance would 

be absorbed in later years when the emergency certificates and accel

erated depreciation are no longer available to reduce taxable income. 

Thus, it may be seen that the differences in the Interstate 

Commerce Commission method and the generally accepted accounting method 

may cause substantial differences in reported net income in any given 

year. 

These differences may lead railroad management into serious 

financial errors. The $1,800,000 reported under the Interstate Commerce 

Conmission method would presumably be available for dividends to the 

stockholders. If distributed as dividends, the railroad would then 

find itself in trouble in later years when the same funds are needed 

for the replacement of rail assets or payment of increasing income taxes, 

If railroads used generally accepted accounting principles and set up 

reserves for deferred taxes and depreciation of rail assets, this situa

tion could be avoided. 

These deficiencies appear in the annual financial statements and 
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reports prepared for railroad management and investors. To the extent 

that railroad management and investors do not understand these defi

ciencies, erroneous financial decisions by management and unsound 

investment on the part of investors may occur. Certainly steps should 

be taken to place the financial statements and information of railroads 

on an equal plane of clarity and consistency with that of other industries 

The first step necessary in correcting the situation would be the 

appointment of a joint committee consisting of members of the Interstate 

Commerce Commission, the American Institute of Certified Public 

Accountants, the Association of American Railroads, the Securities and 

Exchange Commission, and railroad management to resolve the accounting 

problems facing railroads. 

Two of the problems which would have to be resolved by this 

committee would be tax allocation and replacement accounting for rail 

assets. Methods would have to be devised for correcting the two 

procedures. In the following paragraphs the steps for correcting each 

problem will be briefly outlined. 

For the income tax allocation problem careful studies would have 

to be made of the accounting and tax records of each railroad to deter

mine the amount of taxes which are presently deferred for that particular 

railroad. When the amount of the deferred tax liability has been ascer

tained for each company, an adjustment would be made reducing retained 

earnings and creating the "deferred income tax liability" account in the 

amount of the deferred taxes. After the initial adjustment has been 

made, yearly adjustments will be required to maintain the proper tax 

expense in relation to the net income on the income statement. 

In correcting the replacement method of accounting more difficulty 
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may be encountered. Appraisals will probably be required to determine 

the condition of all rail assets for each individual road. From the 

appraisals the approximate amount of deferred replacements can be 

determined, then an adjustment may be required-to set a reserve for 

prior years' depreciation. This adjustment would also be made against 

retained earnings. After the initial adjustment, normal group depreci

ation procedures could be followed for the track assets. 

After these two major changes have been made, the committee would 

concentrate on minor points such as the classification of liabilities. 

These corrections will provide railroad management with better 

financial information and the investors with clearer information. 

Until these accounting principles are corrected for railroads, railroad 

management and investors will remain at a disadvantage in receiving 

accounting information which does not correctly reflect the financial 

condition of the company. A change to accounting principles which are 

consistent with other industries would substantially correct this 

deficiency in railroad accounting. Therefore, the lack of provision for 

reserves for rail asset depreciation and deferred taxes should be a 

matter of continuing concern by the Interstate Commerce Commission, 

American Institute of Certified Public Accountants, and railroad 

management. 
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